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1 INTRODUCTION

In the late 1970s, particularly during the dollar depreciation of 1977-78, there
appeared to be a close connection between current-account statistics and the
behavior of the U.S. dollar against other major currencies. The apparent
importance of the current account was reinforced by the failure of other
"fundamentals- to explain the violent exchange-rate movements of 1977-78.

In both 1977 and 1978 the dollar depreciated by more than 20 percent
against the Japanese yen and Swiss franc, and by more than 10 percent against
the German mark (Table 1). Yet the growth of the money supply was typically
lower in the United States than in the other countries. This paradox was par-
ticularly marked in 1978; M1 growth was much less in the United States than
in Germany, Japan, or Switzerland. Indeed, the currency against which the
dollar depreciated the most (the Swiss franc) had the largest money-supply
growth.' Real interest rates, measured ex post, appear to have been very sim-
ilar in the United States and the countries against which the dollar depre-
ciated, because in the United States the higher inflation was more or less off-
set by higher nominal short-term interest rates. It must also be remembered
that a substantial part of the widening inflation differential was a consequence
rather than a cause of dollar depreciation. The depreciation raised import
prices in the United States and lowered them in the strong-currency coun-
tries.2 Thus, it is not surprising that the current account moved to the fore-
front in popular and academic discussions.3

This study was partially written while I was a consultant for the Organization for Economic
Cooperation and Development in 1984-85, but the views expressed are mine and should not be
associated with the OECD. I would like to thank Dave Coe, Franek Rozwadowski, Jeffrey
Shafer, Christian de Saint-Etienne, Anti Suvanto, and two referees for helpful comments, and
Cathryn Carlson for efficient research assistance. Any remaining errors are my own. Research
support from Swarthmore College is gratefully acknowledged.

One might thus be led to believe that there is an inverse rather than direct relationship be-
tween relative U.S. money growth and depreciation of the dollar. For this period, however, it is
incorrect to view the direction of causation as running exclusively from money supplies to ex-
change rates, because monetary policies responded to exchange-market developments. The very
large money-supply rise in Switzerland in 1978 was attributable to unsterilized exchange-market
intervention by the Swiss National Bank intended to hold down the appreciation of the Swiss
franc. To a lesser extent, the same thing occurred in Germany and Japan.

2 While imports from the United States are a relatively small share of total European and Jap-
anese imports, a large share is invoiced in dollars (31 percent for Germany in 1976, 90 percent
for Japan, according to data in Nakamura, 1980).

3 See Shafer and Loopesko (1983) for a discussion of the interrelationship between theoretical
exchange-rate models and the actual experience with flexible rates in the 1970s.
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TABLE 1
PERCENTAGE CHANGE a IN THE U.S. DOLLAR EXCHANGE

RATE IN RELATION TO THE "FUNDAMENTALS,"
1977 AND 1978

1977 1978

Exchange-rate changes: b
German mark/dollar 12.3 15.1
Japanese yen/dollar 22.0 23.3
Swiss franc/dollar 22.5 23.5
FRB trade-weighted average dollar 8.0 10.6

MI growth:
Germany 11.2 13.2
Japan 8.2 13.4
Switzerland 4.1 22.6
U.S. 7.9 6.6

CPI inflation:
Germany 3.5 2.4
Japan 4.8 3.5
Switzerland 1.1 0.7
U. S . 6.8 9.0

Short-term interest rate: e
Germany 2.6 2.6
Japan 4.1 3.4
Switzerland 1.1 0.1
U. S . 6.1 9.3

Current-account balance: d
Germany 4.1 9.0
Japan 10.9 16.5
Switzerland 3.4 4.4
U.S. -14.5 -15.4

a End of year to end of year.
b Positive figures represent appreciation against the dollar.
Treasury bill rates except for Switzerland, which is 3-

month deposit rate.
d Billions of dollars.
SOURCES: Main Economic Indicators, Economic Outlook,

OECD; Bulletin, Federal Reserve Board.

Market commentary frequently referred to this connection. On October
17, 1978, the Wall Street Journal's foreign-exchange column noted:

Analysts said a major factor in the dollar's steep plunge yesterday was Japan's an-
nouncement that its trade surplus with the U.S. widened in September . . . . (p. 2)
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International economists have also noted this relationship. Frankel (1982a,
p. 516) wrote:

Coincident with the collapse in the explanatory power of the monetary model was
the apparent emergence of the traditionally-noted correlation between current ac-
counts and exchange rates. The dollar's fall in 1978 and its stabilization in 1979 co-
incided precisely with periods of large current-account deficit and balance, res'pec-
lively.

Reviewing experience in the 1970s, Cooper (1982, p. 7) remarked:

. . . the real effective exchange rate followed a classic pattern: it declined in relation
to a deterioration in the current-account position of the United States, and it appre-
ciated in response to an improvement in the current account. Whatever the exact
channel of causation, the relationship was a close one.

Cooper pointed to similar relationships for Germany and Japan.
As soon as economists had introduced current-account flows into asset-

market models, however, the observed relationship collapsed, much as the
monetary models had collapsed in 1978. The dollar appreciated in 1983-84
despite ballooning U.S. current-account deficits that dwarfed those of 1977-
78 (Figure 1).4 The U.S. current-account deficit exceeded $100 billion in both
1984 and 1985, compared with $15 billion in 1978. According to the U.S. De-
partment of Commerce, the United States became a net debtor in 1985. Sev-
eral studies published in 1985 predicted that, in the absence of a sharp de-
cline in the dollar from its early 1985 level, the U.S. net debtor position could
reach several trillion dollars over the next two decades (Krugman, 1985; Isard
and Stekler, 1985; Marris, 1985). Krugman's simulations showed that the
U. S. net foreign debt as a share of gross national product would reach levels
similar to those of the most heavily indebted developing countries, even if the
dollar depreciated gradually in real terms, as implicitly forecast by the
interest-parity relationship. In view of these large prospective current-account
deficits, Krugman, Marris, and others concluded that an abrupt rather than
gradual decline of the dollar was very likely. As Krugman pointed out, the
"hard landing" hypothesis was inconsistent with rational speculative behavior
in the foreign-exchange market. Although the dollar belatedly depreciated
sharply between March 1985 and May 1986, it is puzzling that the market re-

Since 1981, the statistics have shown a large global current-account deficit, indicating that at
least some countries are recording larger deficits or smaller surpluses than they are actually in-
curring. The global discrepancy increased from less than $5 billion, annually in 1977-79 to $100
billion in 1982, and it remained in the $70-$90 billion range in 1983-84. Thus, it is possible that
there are errors in the current-account statistics cited here, notably the U.S. deficits. However,
the IMF World Economic Outlook (May 1984, p. 88) suggests that "the discrepancy does not

, appear to be so concentrated in the statistics of a particular group of countries as to throw doubt
On the global pattern of current-account balances or on the principal changes in the pattern sug-
gested by the recorded figures."
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FIGURE 1

THE U.S. CURRENT ACCOUNT AND THE REAL DOLLAR EXCHANGE RATE

  CURRENT ACCOUNT, $B1L1ON, LEFT SCALE
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a An increase represents dollar appreciation.
SOURCE: OECD Economic Outlook and Main Economic Indicators data files.

mained oblivious to the informational content of the U.S. current-account def-
icits in 1983-84 after, showing an acute and perhaps excessive awareness of
U.S. current-account deficits in 1977-78.
This study examines the analytical and empirical relationships between

current accounts and exchange rates. Chapter 2 uses the asset-market ap-
proach, which identifies two standard channels through which current-ac-
count balances are thought to influence exchange rates: the effects of wealth
transfers on portfolio balance and the effects of current-account surprises on
equilibrium exchange rates. Chapter 2 presents an,illustrative portfolio-bal-
ance model and discusses the importance of the current account relative to .
other influences on asset-market equilibrium in the 1970s and early 1980s.
Chapters 3 and 4 then turn to the relationship between the current account
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and the equilibrium exchange rate, in 1977-78 and 1983-84 respectively. The
approach of this study is to focus on particular episodes of exchange-rate his-
tory, which may be helpful in view of the poor performance of structural
econometric models of exchange-rate determination.5 The central theme is
that the analytical basis for linking current-account balances and exchange
rates is much weaker than the experience of the 1970s suggested. This is im-
portant, because the conclusion that the large U. S, current-account deficits
of the mid-1980s implied -overvaluation- of the dollar rested to some extent
on past experience, especially in 1977 and 1978.

'5 The well-known study by Meese and Rogoff (1983) shows that the standard structural models

do not outperform forward rates or random walks in out-of-sample forecasts, even when purged

of forecasting errors in the explanatory variables.



2 THE CURRENT ACCOUNT, NATIONAL WEALTH,
AND PORTFOLIO BALANCE

A Portfolio-Balance Model

A familiar starting point for exchange-rate analysis is the asset-market equilib-
rium condition that equates the interest-rate differential to the expected ex-
change-rate change adjusted for an exchange-risk premium, so that the risk-
adjusted yields of holding assets denominated in alternative currencies are
equalized.

Consider a two-country world, consisting of America (A) and Europe (E).
Let i denote the nominal interest rate, e be the log of the exchange rate (the
price of a mark in dollars), and a be the exchange-risk premium (the expected
excess return on holding dollar assets). Let e be the expected exchange-rate
change for the interval corresponding to the maturity of the interest rates.
The asset-market equilibrium condition can be written

e + a = iA — iE (1)

Equation (1) can be transformed into a relationship between the real-inter-
est-rate differential and the expected change in the real exchange rate by add-
ing the inflation-rate differential to both sides of the equation, but this ad-
justment is not important here, as my focus is on the current account rather
than on monetary policy. In the following, the inflation-rate differential is as-
sumed away, so that nominal and real exchange rates move together.

Exchange-rate expectations are assumed to be regressive toward an equi-
librium exchange rate e:

e = — e), (k> 0) . (2)

Combining (1) and (2),

e = + (iE — iA + a)lk (3)

Equation (3) states that the actual exchange rate depends on the equilibrium
exchange rate, the interest-rate differential, and the risk premium. For ex-
positional simplicity, interest rates will be assumed constant in the remainder
of this study. Endogenous interest rates could be introduced by disaggregat-
ing asset supplies into monetary and nonmonetary assets, as in the models of
Tobin and de Macedo (1980) and Girton and Henderson (1977), but such
models indicate that endogenous interest rates do not alter the qualitative
pattern of the results illustrated here. In addition, this chapter holds the equi-
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librium exchange rate constant, although it will vary in the following chap-
ters.
Current-account imbalances transfer wealth from deficit to surplus coun-

tries. This wealth transfer has implications for portfolio balance and hence the
exchange-risk premium when interest-bearing assets are imperfect substi-
tutes across currencies and asset preferences differ across countries. For ex-
ample, if home-currency preference prevails, so that each country holds a
relatively high proportion of its wealth in domestic-currency assets, a U.S.
current-account deficit entails dollar depreciation. Wealth is transferred to
regions having a lower preference for dollar assets than does the United
States, requiring a rise in the risk premium on dollars (an increase in a) .
Models that feature the wealth-transfer effects of current-account balances in-
clude Kouri (1976, 1983), Branson (1977), Tobin and de Macedo (1980), Rod-
riguez (1980), Allen and Kenen (1980), and Golub (1983).

Although the focus of my model is on the risk premium, it is worth noting
that there are other channels through which wealth transfers associated with
current-account balances tend to result in depreciation of the deficit country's
currency. The wealth transfers associated with current-account flows may al-
ter relative demands for money, if those demands are functions of wealth, as
in Frankel (1982b) and Obstfeld and Stockman (1984). A U.S. current-ac-
count deficit lowers U.S. wealth and U.S. money demand, and raises foreign
wealth and foreign money demand, under the assumption that each country
has a relative preference for its own money. In a monetary model of the ex-
change rate, the relative fall in U.S. money demand will depreciate the dollar
by raising the U.S. price level or lowering the U.S. interest rate relative to
the corresponding foreign variables.

Another mechanism whereby wealth transfers alter exchange rates occurs
when domestic and foreign goods are imperfect substitutes, demands for
goods are a function of wealth, and the exchange rate moves to reestablish the
equilibrium relative price of goods. If each country has a relative preference
for its domestic goods, the familiar connection of current-account deficits and
depreciation obtains (Dornbusch and Fischer, 1980). A U.S. deficit entails a
relative fall in U.S. wealth, a fall in global demand for U.S. goods, and a de-
terioration of U.S. terms of trade. If goods prices are sticky, the terms-of-
trade change is brought about through dollar depreciation.
The remainder of this chapter analyzes the importance of the current ac-

count relative to other disturbances to portfolio equilibrium, including official
intervention in the foreign-exchange market and changes in the stock of na-
tional wealth generated by capital formation, government budget deficits,
and capital gains on existing assets. Obstfeld and Stockman (1984) point out
that capital formation can swamp the current account's effect on wealth. Some
empirical studies have recognized the roles of government debt issues and in-
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tervention (Dooley and Isard, 1983; Frankel, 1982a), but none to my knowl-

edge has considered private-sector issues of bonds and equities, which may

be much larger in practice than government debt issues. This omission is po-

tentially significant because, as Blanchard and Dornbusch (1984, p. 106)

note,

Empirical studies of risk premia have established two facts. First, that in the inter-
national interest linkage there appears definitely a risk premium. International in-
terest differentials do not differ from depreciation rates randomly. But it is also the
case that attempts to explain the risk premium in terms of current accounts or
wealth changes have not been very successful. This is perhaps not surprising when
we bear in mind that in empirical work attention has focused on public debt and
cumulative current accounts at the exclusion of the value of claims to real assets,
and in particular the stock market. Of course, movements in the value of the stock
market swamp the impact of budget deficits on wealth and even more so the impact
of current accounts.

Difficult issues arise in the modeling of claims to real assets. As Tobin

(1982) has pointed out, it is not clear that equities should be regarded as being

denominated in any particular currency, because a company's earnings may

be independent of the currency in which its shares are denominated. Fur-

thermore, evidence provided by Blanchard and Summers (1984) indicates

that debt and equities are imperfect substitutes. Nonetheless, it seems rea-

sonable to regard equities as closer substitutes for domestic-currency assets

than for foreign-currency assets. As Tobin (1982, p. 122) observes,

The principal location and the legal and tax domicile of the business do entangle
its earnings with the domestic and exchange value of the currency. For both for-

eigners and local investors, equity in the country's businesses may be a closer sub-
stitute for home debt than for foreign debt securities.

The implication of relaxing the assumption that bonds and equities are perfect

substitutes when denominated in the same currency is discussed below.

In addition, country risk is ignored, making the location of the issues irrel-

evant; dollar-denominated bonds issued outside the United States are re-

garded as perfect substitutes for dollar-denominated bonds issued in the

United States. To the extent that there is a close correspondence between the

location of the issuer and the currency of denomination, this assumption is not

essential. Such an assumption is made more tenable because the focus of the

model is on outside assets, that is, assets that constitute part of net wealth.

Financial intermediation, as in the Eurocurrency market, does not alter

global net wealth, because assets and liabilities cancel.' The supply of outside

This is not to say that the Eurocurrency market is irrelevant for exchange-rate determination.

The growth of international financial intermediation undoubtedly makes asset demands more

sensitive to yield differentials and thereby increases the volatility of exchange rates.
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assets changes only with government deficits, capital accumulation, and cap-
ital gains on government debt and equities. It is possible, of course, for gov-
ernment deficits and capital accumulation to be financed by issuing foreign-
currency debt, in which case the currency mix of outside assets differs from
the geographical mix of issuers. Such foreign-currency outside-asset issues
can be incorporated into the model, but few data are available, except on in-
tervention in foreign-exchange markets.
The model developed here draws on Dooley and Isard (1983) and Frankel

(1982a). It can be solved for the exchange-risk premium, defined in equa-
tion (1), as a function of asset supplies and demands. Interest-rate differen-
tials and the equilibrium exchange rate are assumed to be invariant, as noted
earlier.
The aggregate home-currency assets of the two countries, America (A) and

Europe (E), are dollars (F) and marks (G) respectively. Each country holds
both domestic and foreign-currency assets. Let f and g denote the shares of
wealth (W) held in dollars and marks respectively. The exchange rate, e, is
used to convert European asset demands and wealth into dollars (so that WE
denotes European wealth measured in dollars). The asset demands are
assumed to depend solely on the yield differential between dollar and mark
assets—the risk premium a.

Equilibrium in the asset market requires that asset supplies equal asset de-
mands in the two markets, one of which is redundant by Walras's law. Con-
sider the equilibrium in the market for dollar-denominated assets, expressed
in dollars:

F — fA(a) • WA ± fE(a) • WE .

Differentiating (4) and solving for the change in the risk premium,

dF fA dWA fEdWE

fAIVA fE'WE

Since the denominator is positive, equation (5) states that the exchange-
risk premium on dollar assets will rise when the supply of dollar assets rises
relative to the demand. Given regressive expectation, as in equation (2), the
dollar depreciates when there is a rise in the risk premium on dollar assets.
Therefore, we obtain the standard result that the dollar depreciates when
there is an excess supply of dollar assets. If dollar and mark assets are very
close substitutes, however, the derivatives fA' and fE' are very high; small
changes in the risk premium engender large changes in desired holdings of
assets, and the risk premium will not vary much in response to changes in as-
set supplies and demands. An implausible implication of high substitutability
is that portfolio shares are not anchored, since there is no basis for home-cur-
rency preference. But casual observation suggests that home-currency pref-

da =

9

(4)

(5)



erence does hold in reality, although it may be diminishing as the interna-
tionalization of financial markets advances •2

Wealth changes as a result of new saving (S) and of capital gains on the ex-
isting stock of assets. Capital gains can arise from.changes in home-currency
prices and exchange rates. For simplicity, it is assumed that America's capital
gains, other than those attributable to exchange-rate changes, are approxi-
mately equal to the capital gains on total dollar assets outstanding. A parallel
assumption is made for Europe. This is realistic inasmuch as each country
holds most of the assets denominated in its own currency. Let CG denote the
capital gains on domestic assets. The changes in wealth, measured in dollars,
can be written,

dWA — SA CGA GAde,

dWE — SE + CGE + GEde

(6)

(6')

The last term captures the capital gains on the dollar value of mark-asset hold-
ings due to exchange-rate changes.3

Private domestic saving, in turn, is equal to the government budget deficit
(D), net capital formation (C), and the current-account balance (B), by the
standard national-income accounting. Because America's and Europe's cur-
rent-account balances must sum to zero in a two-country world, we have

SA = DA ± CA B

SE = DE CE B.

(7)

(7')

For simplicity, let CG+C+D=H (changes in the -home" component of
wealth). Then from equations (6), (6'), (7), and (7') we obtain

dWA = HA B + GAde (8)

dWE = HE B + G Ede . (8')

•The change in the stock of dollar-denominated outside assets, dF, would be
identical to America's domestic-asset accumulation, HA, if each country is-
sued assets denominated only in its home currency and there were no for-
eign-exchange market intervention. But issues of foreign-currency outside
assets are equivalent to issues of mark bonds combined with sterilized inter-
vention sales of dollars of an equal amount. Thus, we can represent the link

2 In 1983, foreigners held only $97 billion in U.S. corporate stocks (Survey of Current Busi-
ness, August 1984, p. 40), while outstanding U.S. corporate equities had a market value of over
$2 trillion. Even if foreign holdings of U.S. equities are underreported, it is clear that home-
currency preference prevails for equities.
3 The capital gains due to exchange-rate changes can be written in this form because wealth

can be written WA = FA + eGA, and we take e = 1 initially.
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between A's domestic-asset accumulation and the net increase in the supply
of dollar assets by

dF = HA I , (9)

where, I is the intervention purchase of dollars, broadly defined.
Substituting equations (8), (8') and (9) into equation (5) and rearranging,

da = fA —fE)B — I + (1 • fA)HA fEHE ( fAGA + fEGE)de]l ,

(10)

where A >0 is the denominator of equation (5). Equation (10) illustrates the
role of portfolio preferences IA and fE in determining the relative importance
of current-account balances, intervention, and changes in asset stocks for ex-
change-rate determination in a portfolio-balance setting.
A U.S. current-account deficit involves a transfer of wealth from America

to Europe that matters only insofar as fA fE. The magnitude of the current-
account effect depends on the extent of home-currency preference. Interven-
tion, which alters F, has a greater dollar-for-dollar effect than a current-ac-
count imbalance, unless home-currency preference is absolute (fA = 1, fE =
0).
Government and private issues of debt and equities alter both asset stocks

and wealths.4 New U.S. corporate-debt issues, for example, raise F and WA
by equal amounts (assuming the issues are denominated in dollars). There-
fore, they will alter the exchange rate only if home-currency preference is not
absolute (fA 1). Asset-stock changes associated with wealth changes matter
for exchange rates only if wealth owners desire portfolios diversified by cur-
rencies.
As will be seen below, current-account flows are usually small relative to

changes in asset stocks, but this does not necessarily imply that the effects of
asset creation dominate the effects of current-account flows, because—as
equation (10) indicates—the weights differ. The weights attached to asset
creation, (1 — IA) and fE, are likely to be quite small if home-currency pref-
erence prevails. In the limiting case where IA = 1, fE = 0, asset creation is
irrelevant for portfolio balance; only current-account balances and interven-
tion matter, equally. Equation (10) collapses to

— I — B
da =   (10')

A

In a number of empirical models, such as the OECD's (Holtham, 1984), the
risk premium is a function of the private sector's net foreign-asset position,

4 The market value of the capital stock is equal to the market value of the securities that rep-
resent claims to the earnings, i.e., debt and equities.



•which is appropriate when equation (10') holds. If home-currency preference
is weak or nonexistent, however, asset creation swamps the current account.
In the special case where .1', fE = 1/2, the current account becomes irrel-
evant. Equation (10) becomes

da = [— I + 112(H A — HE) — 1/2Gde]/A . (10")

Greater international similarity of asset preferences reduces the role of the
current account in exchange-rate determination.
The analysis has been carried out under the assumption that bonds and

equities are perfect substitutes when denominated in the same currency. In
this case, a rise in the market value of American equity raises the risk pre-
mium on dollar assets and the dollar depreciates, when home-currency pref-
erence is not absolute. This result will be qualitatively unchanged as long as
domestic equities are closer substitutes for domestic bonds than for foreign
bonds. If they are closer substitutes for foreign bonds, however, the result
will be reversed.
The model generates the apparently counterintuitive results that increases

in the market value of government debt or corporate securities .raise the risk
premium on dollar assets and cause depreciation of the dollar. This result re-
flects the partial-equilibrium nature of the model, which focuses solely on the
financial dimensions of various possible shocks. For example, a stimulative
U.S. fiscal policy rales U.S. real interest rates and thereby entails dollar ap-
preciation, but this effect is ignored in the model. The model points out that
at given aggregate demands for goods and money, the increased supply of dol-
lar-denominated government debt leads to depreciation of the dollar. (See
Girton and Henderson, 1977, for a model with endogenous interest rates
where this result remains valid.) Another way of viewing this financing effect
is to note that the dollar would be even stronger if the budget deficit were
financed through issues of mark-denominated bonds rather than dollar-
denominated bonds. A similar qualification applies to a favorable U.S. prof-
itability shock; the shock itself results in appreciation of the dollar, but the
endogenous increase in the market value of equities. mitigates the apprecia-
tion.
For other wealth-transfer effects of current accounts—the money demand

and goods demand mentioned earlier—the total change in national wealth is
the relevant variable. To the extent that a rise in U.S. national wealth raises
the demand for U.S. money or U.S. goods, a rise in the market value of equity
in the United States unambiguously causes the dollar to appreciate. In sum-
mary, a rise in national wealth occasioned by domestic-asset accumulation has
an ambiguous effect on the exchange rate, depending on the substitutability
of capital and bonds and the size of the portfolio-balance effects relative to the
money-demand and goods-market effects.
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Empirical Dimensions of Current-Account Balances

Table 2 shows changes in domestic-asset supplies, current-account balances,
and levels of intervention for Germany, Japan, and the United States from
1974 to 1984. These are the variables identified by the portfolio-balance
model. The variable H of the model corresponds to the sum of the first two
columns (the change in the market value of the capital stock and the change
in net government debt). Sources and methods are described in the Appen-
dix.

It is immediately apparent from Table 2 that current-account balances are
generally much smaller than the changes in the domestic component of
wealth, with the exception of the 1984 U.S. current-account deficit. This is
true even on the narrow definition of the capital stock adopted here, which
excludes financial enterprises, residences, land, and human capital. In many
instances, changes in the market value of the capital stock reach well over a
hundred billion dollars, whereas the current-account balances for any of
these countries never exceeded $20 billion prior to 1983. Even the 1983-84
U.S. current-account deficits are not very large relative to typical changes in
supplies of domestic assets.

Furthermore, the levels of domestic-asset stocks are very large relative to

net foreign-asset positions, as shown in Table 3. The net foreign-asset posi-

tion of a country is conceptually equal to its cumulative current-account bal-

ance, adjusted for revaluation effects due to changes in prices and exchange

rates. There may be statistical differences, however, between current ac-

counts and identified capital flows. Two measures of the domestic capital

stock are shown in Table 3. The first is the market value of the nonfinancial

business sector (the stocks corresponding to the flows shown in Table 2). The

second is more comprehensive, covering the replacement cost of all industry

and dwellings, although it still does not include land, human capital, etc. The

German, Japanese, and U.S. net foreign-asset positions are small relative to
domestic and foreign capital stocks. The 1983-84 current-account flows are
large relative to the levels of their net foreign-asset positions, but much less
significant relative to world capital stocks.

Table 2 also shows that it is misleading to identify asset creation with gov-
ernment debt. Capital stocks are quantitatively much more important than
the size of the net government debt. Thus, empirical analyses such as those
of Frankel (1982a) that use a narrow definition of wealth consisting only of
government debt may be inadequate.

The fact that domestic-asset stocks are high relative to current-account
flows is not necessarily inconsistent with the current account having a sub-
stantial portfolio-balance effect on exchange rates if home-currency prefer-
ence is sufficiently high. However, foreign-exchange-market intervention

13



TABLE 2
CHANGES IN DOMESTIC-ASSET STOCKS, CURRENT-ACCOUNT BALANCES, AND INTERVENTION,

GERMANY, JAPAN, AND THE UNITED STATES
(tin billions of dollars)

Change in the
Market Value of

the Capital Stock a

Change in the
Net Government

Debt
Current-Account

Balance

Foreign
Exchange-Market
Intervention b

Germany:
1974 55.1 5.9 10.3 0.7
1975 69.6 22.8 4.0 1.1
1976 34.5 16.7 3.9 -3.6
1977 93.9 13.7 4.1 -2.9
1978 101.3 18.7 9.0 -9.7
1979 137.9 21.3 -6.1 3.1
1980 147.7 28.7 - 15.7 15.6
1981 6.0 25.2 -5.5 -1.6
1982 132.5 19.3 3.4 -2.9
1983 138.7 16.8 4.1 1.2
1984 N/A N/A 6.0 1.2

Japan:
1974 21.4 -1.2 -4.7 -1.2
1975 59.7 13.8 -0.7 0.6
1976 114.1 21.5 3.7 -3.8
1977 128.9 25.2 10.9 -6.5
1978 80.8 61.0 16.5 -10.0
1979 97.0 45.3 -8.7 13.1
1980 164.3 37.5 - 10.7 -5.0
1981 155.8 52.6 4.8 -3.6
1982 -50.8 36.7 6.8 4.7
1983 304.4 N/A 20.8 -1.5
1984 N/A N/A 35.0 -2.1

U.S.:
1974 -163.1 16.4 2.1 8.7
1975 43.8 70.6 18.3 4.6
1976 319.4 46.7 4.4 10.4
1977 -14.9 37.1 -14.5 35.0
1978 31.1 14.9 -15.4 33.5
1979 130.2 12.9 -1.0 10.0
1980 183.2 42.0 1.9 9.1
1981 185.5 48.9 6.3 1.2
1982 -72.7 125.1 -9.2 -2.0
1983 520.9 143.0 -41.6 4.0
1984 N/A N/A -101.6 -0.5

a Nonfinancial enterprises only. For details on methods and sources for this and other
variables, see the Appendix.

b Net purchases of domestic currency by monetary authorities.
SOURCES: OECD publications and data files, IMF International Financial Statistics see

Appendix for details).



TABLE 3
NET FOREIGN-ASSET POSITIONS AND CAPITAL STOCKS,

GERMANY, JAPAN, AND THE UNITED STATES
(in billions of dollars)

1975 1978 1981 1983

Germany:
Net foreign assets 39 59 26 30
Capital stock I 345 585 526 730
Capital stock II 1,111 1,707 2,024 1,952

Japan:
Net foreign assets 9 a 36 11 37
Capital stock I 687 1,375 1,733 1,861
Capital stock II 1,035

.
1,905 2,498 2,594

U.S.:
Net foreign assets 74 76 143 105
Capital stock I 1,103 1,429 1,928 2,376
'Capital stock H 2,724 3,951 5,483 . 5,920

Capital stock I: Market value of nonfinancial corporate and quasi-
corporate enterprises.

Capital stock II: Replacement cost of total industry and dwellings at
current prices, net of depreciation..

a 1976 level (not available for 1975).
SOURCES AND METHODS: See the Appendix for details.

must also be considered. Official purchases of dollars reduce the outstanding
stock 'of dollar-denominated assets and thus tend to cause the dollar to appre-
ciate. Unless home-currency preference is absolute, equation (10) shows that
intervention has a greater dollar-for-dollar effect than a current-account flow.
A $1 U.S. current-account deficit, redistributing that much wealth from the
United States to foreign countries, generates an excess supply of dollar assets
smaller than $1 if home-currency preference is less than absolute. But an of-
ficial purchase of $1 creates an initial excess demand of exactly $1.

Intervention data are presented in the final column of Table 2. A notable
feature is that intervention was much larger in the late 1970s than in the
1980s. In particular, official purchases of dollars in both 1977 and 1978 were
more than double the U.S. current-account deficits. Official sales of marks
and yen were correspondingly large in 1977 and 1978. This implies that cen-
tral banks more than offset the portfolio effects arising from the current-ac-
count configuration. Even in the limiting case 'of absolute home-currency
preference, when each country holds only its home currency, that is, when
the portfolio-unbalancing effects of wealth transfers are at their greatest, cen-
tral-bank intervention in 1977 and 1978 would have had a larger offsetting ef-
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fect by altering the currency composition of world financial wealth. Portfolio
effects of current-account imbalances cannot by themselves explain the 1977-
78 dollar depreciation, as originally pointed out by Hooper and Morton
(1982).
A way to salvage the wealth-transfer argument is to assume that interest-

bearing assets are perfect substitutes across currencies but non—interest-
bearing monies are not. In this situation, the wealth transfers will lower the
U.S. demand for money and raise the German, Japanese, and Swiss demands
for money. Sterilized intervention will have no effect because of the perfect
substitutability of securities. Frankel (1982b) uses this argument, contending
that it explains why monetary theories of exchange-rate determination fail in
1977-78. He also suggests that the wealth transfers may explain -the case of
the missing money" in the United States, that is, the apparent fall in the
money-demand function in the United States. For the latter point, the timing
is clearly incorrect, since the problems with U.S. money-demand equations
began several years before 1977. It also seems doubtful that current-account
balances and the wealth elasticity of the demand for money are large enough
to have a signifieant effect on the demand for money and the exchange rate.
Furthermore, much German, Japanese, and Swiss intervention was not ster-
ilized.

Turning again to the 1983-84 current-account deficits, a factor that may
have mitigated their portfolio-balance effects is that less than half the coun-
terpart of those deficits showed up as surpluses of other OECD countries
(Table 4). Inferences with regard to the distribution of current-account bal-
ances are hampered by the large global current-account discrepancy. If it is
correct to infer, however, that the increasing U.S. deficits were in part re-
flected in a reduction of the deficits of the less-developed countries, the
wealth-transfer effects of the U.S. deficits on portfolio equilibrium were de-
creased. The less-developed countries have a high marginal propensity to
hold dollar assets (or, more exactly, a high propensity to issue dollar liabilities
to finance deficits), so wealth was transferred between regions having similar
portfolio preferences.
In any case, home-currency preference has probably been falling in the

1970s and 1980s, because the rapid internationalization of financial markets
has reduced the informational and transactions costs of holding assets denom-
inated in foreign currencies. A crude indicator of the internationalization of
portfolios is provided by the growth of the international banking system.5 In

5 See Mendelsohn (1980) for an account of the evolution of international financial markets. Var-
ious measures of the size of the international banking system are provided in each issue of World
Financial Markets, Morgan Guaranty Trust. The gross size of the assets and liabilities of the in-
ternational banking system increased from less than $100 billion before 1970 to over $2 trillion
in the 1980s.
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TABLE 4
GLOBAL CURRENT-ACCOUNT PATTERN, 1982-84

(in billions of dollars)

1982 1983 1984
Change,
1982-84

• U.S. — 9 —42 —102 —93
OECD less U.S. — 18 16 36 54
-OPEC — 15 —22 — 10 5
Other non-OECD a — 60 —25 — 12 48
Global discrepancy b — 103 —72 — 87 * 16

a Non—oil-producing developing countries and centrally planned econ-
omies.

b See footnote.4, Chap. 1.
•- SOURCE: Economic Outlook, OECD, June 1985, Table 52.

the portfolio-balance model, the role of the current account diminishes as
home-currency preference recedes.

Sunimary

In the 1970s current-account flows were very small relative to the changes in
- and levels of total wealth. The 1977-78 U.S. deficits amounted to only about
one-tenth of 1 percent of the value of the U.S. capital stock. Also, interven-
tion purchases of dollars more than offset any portfolio-balance effects of the
1977-78 U. S. current-account deficits. In 1983-84, the U.S. current-account
deficits became much larger, but they were still small relative to U.S. and for-
eign wealth levels, in a world of increasing capital mobility. It is therefore not
completely surprising that the 1983-84 deficits did not have a noticeably de-
pressing effect on the dollar. But why then did movements of the dollar and
other major currencies appear to be closely related to current accounts in the
1970s? This question is addressed in Chapter 3. The -sustainability" of the
1983-84 U.S. current-account deficit is examined in more detail in Chapter 4.
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3 THE CURRENT ACCOUNT, THE EXCHANGE RATE,
AND THE J-CURVE IN THE 1970S

Chapter 2 showed that the portfolio-balance model cannot account for the
correlation between current-account flows and exchange-rate changes that
was observed in the 1970s. In this chapter, we explore other possible reasons
for this correlation, in particular "news" effects of current-account statistics
and the effects of exchange-rate changes on current-account balances. The
analytical framework will also be used to elucidate the exchange-rate—
current-account nexus in the early 1980s. For these purposes, the asset-mar-
ket model of Chapter. 2 must first be transformed into a balance-of-payments
framework.

From Asset-Market Equilibrium to Balance-of-Payments Equilibrium

As shown in Stevens et al. (1980), a balance-of-payments equilibrium condi-
tion can be substituted for one of the asset-market equilibrium conditions.
The "Stevens substitution" can be carried out for the model of Chapter 2.
The asset-market equilibrium condition (4) for the dollar can be written in

first-difference form as

dF = dF A + dF E . (4')
Now, America's wealth consists of dollar and mark assets: WA = FA ± eGA.

Again, taking first differences and rearranging, and setting e = 1 initially,

dF A = clWA — dGA — GAde

Also, recall from Chapter 2,

dIVA = HA B + GAde ,

and

(8)

dF HA I . (10)

Substituting (11), (8), and (10) into the asset-market equilibrium condition
(4'), the terms involving HA and GAde drop out, leaving

B + I + (dF E — dG A) = 0 . (12)

This is the balance-of-payments equilibrium for America: its current-account
surplus, intervention purchases of dollars, and the net capital inflow into dol-
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lar assets (E's purchases of dollar assets less A's purchases of mark assets) must
sum to zero.' Let K denote this net capital flow into dollar assets.

Since GA and FE are functions of the yield differential a, the capital flow K
is a function of the change in a. From the definitions of the risk premium in
equation (1) and exchange-rate expectations in equation (2), the capital flow
will be a function of the equilibrium exchange rate ë as well as the current
exchange rate e, so that K = ka), where

a = iA — iE + k(e — e) , (13)

and the initial level of a is assumed to be zero for expositional simplicity. A
rise in ë generates expectations of dollar depreciation, reducing the ex ante
excess return on dollar assets, and thus brings about a net capital flow into
mark assets. The reverse is true for a rise in e. In addition, changes in the spot
exchange rate affect capital flows through revaluation effects. If both coun-
tries hold positive amounts of foreign-currency assets, the revaluation effect
on wealth augments the expectations effect: dollar depreciation (a rise in e)
raises the share of marks in A's wealth and lowers the share of dollars in E's
wealth, generating an excess demand for dollars and thus an incipient capital
flow into A.
The current account B is also a function of the exchange rate (strictly speak-

ing, the real exchange rate, but the difference between inflation rates is as-
sumed to be zero for expositional convenience). The effect of e on B reflects
the J-curve; a rise in e may lower B initially, but trade elasticities rise and B
increases eventually. Hence, we can write the balance-of-payments equilib-
rium condition as

B(e, ...) + I = —K(e, ë, ...) . (14)

The exchange rate e is deemed to maintain the balance-of-payments equilib-
rium, with all other arguments of the B and K functions treated as parame-
ters, as in Kouri (1983). -News" effects of current-account surprises can be
modeled as changes in J, which shift the K(e) function.

It will be assumed that each country holds positive amounts of foreign-cur-
rency assets or, if not, that the expectations effects of exchange-rate changes
dominate the revaluation effects, so that K e> 0. For the moment, suppose
that there are no J-curve effects (Be > 0). We can represent the balance-of-
payments equilibrium diagrammatically in Figure 2, which shows the cur-

The interpretation of equation (12) as a balance-of-payments equilibrium condition is strictly
correct only if there are no outside asset issues in foreign currency other than foreign-exchange
market intervention. If there are such asset issues, these should be included in the variable /, so
that intervention is more broadly defined than in the balance-of-payments accounts. Similarly,
the left-hand side.of equation (12) will no longer correspond to geographical capital flows.
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FIGURE 2
BALANCE-OF-PAYMENTS EQUILIBAIUM

8,—K

rent and capital accounts as functions of the exchange rate. The signs of the
slopes are implied by Be> 0 and K e> 0. For expositional convenience we as-
sume that the initial equilibrium is such that B = K = 1 = 0. Intervention
can be read off the diagram as the horizontal gap between the B and — K lines,
since / = —K —B. It can be seen that the foreign-exchange market is stable:
if the exchange rate is such that / + B + K> 0 ex ante, dollar appreciation (a
fall in e) restores equilibrium by lowering both B and K
The short-run equilibrium depicted by the intersection of the B and —K

lines will not be a long-run stationary equilibrium unless the current account
is at its long-run equilibrium value (which need not be zero), because the cur-
rent-account flows alter stocks of wealth, asset demands, and hence the po-
sition of the —K line.

The Dollar and the -News- Hypothesis in 1977-78

The news hypothesis suggests that current-account statistics may be impor-
tant for assessing long-run competitive positions and future current accounts,
thus exerting much more powerful exchange-rate effects than a static portfo-
lio-balance model indicates. When the United States registers an unexpect-
edly high current-account deficit, it may signal that the U.S. dollar is over-
valued relative to its long-run equilibrium value, depending on how the
market interprets the underlying disturbances—whether the current-ac-
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count surprise is perceived to be permanent or transitory. A number of pa-
pers have stressed the role of current-account -news": Isard (1980), Hooper
and Morton (1982), Mussa (1980), Dornbusch (1980), Freedman (1979), and
Hakkio (1980).

• This news hypothesis is consistent with the 1978 puzzle: (1) dollar depre-
ciation against the mark, yen, and Swiss franc, (2) a current-account deficit for
the United States and current-account surpluses for Germany, Japan, and
Switzerland, and (3) intervention purchases of dollars greater in absolute
value than the U.S. current-account deficit. Unexpectedly large U.S. cur-
rent-account deficits, which were viewed to be persistent, induced expecta-
tions of dollar depreciation, eliciting private capital flows out of dollar assets.
Official intervention mitigated but failed to offset the tendency of the dollar
to depreciate.

Consider the leftward shift in the B line shown in Figure 3, which could be
due to cyclical factors such as a fiscal expansion in the United States, or to a
structural deterioration of the U.S. current-account position. By itself, such
a shift implies dollar depreciation; the dollar/mark rate goes from e0 to e, in
Figure 3. If intervention purchases of dollars accompany the current-account
shock, however, and they are larger than the horizontal shift of the B line, the
dollar will appreciate to e2 instead of depreciating to e,.
How then is it possible to reconcile the 1978 dollar depreciation, U.S. cur-

rent-account deficit, and intervention pattern in this framework? Clearly the
— K line must have shifted too, to the right. If this shift is large enough, it is
possible to observe simultaneously a depreciation of the dollar, a current-ac-
count deficit, and official purchases of dollars greater than the size of the cur-
rent-account deficit. In Figure 4, the shift of the B and —K lines leads to a
depreciation of the dollar from e0 to el and a current-account deficit equal to
B1 and thus smaller than official purchases of dollars, I. This capital-account
shift might occur if the current-account shock had news effects. The 1977-78
U.S. current-account deficits may have been viewed as an indication of a fall
in the equilibrium value of the dollar, giving rise to the rightward shift of the
— Kline.

An Alternative Hypothesis: The J-Curve

An alternative interpretation of the 1978 data can account for the observed
correlation between current accounts and depreciation. It is the influence of
the J-curve, which is a consequence of the fact that price elasticities of export
supply and import demand are generally larger in the long run than in the
short run.2 Consider an unexpected appreciation of the mark, perhaps due to

2 See Goldstein and Khan (1984) for a survey of empirical estimates of price elasticities of trade
that corroborates the existence of J-curve effects. These estimates suggest that the perverse ini-
tial response of trade balances to real-exchange-rate changes may last about two years.
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FIGURE 3
A CURRENT-ACCOUNT SHOCK

-K

B, -K

stochastic changes in American or German portfolio preferences. Because
price elasticities are low in the short run, the appreciation will drive the Ger-
man current account into surplus rather than deficit, particularly since the ap-
preciation is unexpected and there are no anticipatory trade-volume adjust-
ments. Over time, however, the volume effects of the appreciation increase
and the German current account moves into a deficit (relative to the initial
situation).

This possibility is represented in Figure 5 as a downward-sloping B line.
The foreign-exchange market remains stable if the B line is steeper than the
— K line, as drawn. A shift in the — K line to the right, reflecting a portfolio
shift out of dollar assets into mark assets, partially offset by official purchases
of dollars, leads to the 1977-78 configuration of a U.S. current-account deficit,
dollar depreciation, and intervention purchases of dollars larger than the cur-
rent-account deficit.
In addition to these two possible interpretations of the observed configu-
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FIGURE 4
CURRENT-ACCOUNT SHOCK WITH -NEWS" EFFECT

ON THE CAPITAL ACCOUNT

ration, some combination of the two is also possible. In the next section, a dis-
aggregation of changes in trade flows is shown to support the second interpre-
tation for 1978, involving a capital-account disturbance and J-curve effects on
the current account rather than the news effects on the capital account. An
analysis of the 1977 data, by contrast, indicates that both current- and capital-
account shocks occurred.

The Relevance of Information on Trade Volumes and Unit Values 3

Dornbusch (1980) provides an ingenious test of the news hypothesis that un-
expected current accounts cause unexpected exchange-rate changes. Dorn-
busch defines an unexpected exchange-rate change as the difference between
the forward premium and the actual exchange-rate change.4 He uses the
biannual current-account forecasts reported in the OECD Economic Outlook
to measure expected current-account balances. The OECD forecasts reflect

3 This section draws on Golub (1981).
4 This assumes the absence of risk premia, or at least that risk premia are negligible compared

with the size of exchange-rate movements, an assumption that seems reasonable when exchange
rates move by more than 10 percent per year, as in 1977 and 1978.
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FIGURE 5
CAPITAL-ACCOUNT SHOCK WITH A J-CURVE EFFECT

ON THE CURRENT ACCOUNT

•

B, -K
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multilateral consultation and are reasonable proxies for consensus forecasts.5
The unexpected current-account balance is thus the discrepancy between the
OECD forecast and the actual current-account balance. Dornbusch regresses
unexpected exchange-rate changes .on unexpected current accounts, for the
United States (using a trade-weighted average of dollar exchange rates),
Japan (using the dollar/yen rate), and Germany (using the dollar/mark rate).
In each case the regression coefficient has the correct sign and is statistically
significant. For example, an unexpected Japanese surplus is associated with
unexpected yen appreciation.

I will show, however, that much of what Dornbusch is picking up are
J-curve effects rather than news effects of current-account shocks.
An unexpected deterioration of the U.S. current account can be attributed

either to a fall in the volume of U.S. net exports or to the J-curve effect of a
real dollar depreciation. The news hypothesis applies to unexpected changes
in the volume of net exports, since it is founded on the idea that current ac-
counts provide information about the real factors underlying payments posi-
tions. To the extent that unexpected current accounts are attributable to un-

5 OECD forecasts are made by the OECD Secretariat. Preliminary Secretariat forecasts are

revised after meetings in which all member countries participate.
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expected terms-of-trade changes, the culprit is likely to be the J-curve. Thus,
if one can decompose unexpected current accounts into volume and terms-of-
trade components, it should be possible to discriminate between the news
hypothesis and the J-curve effect. The J-curve effect, in turn, could result
from either a depreciation of the dollar or a drop in U.S. inflation relative to
foreign inflation. An unexpected fall in relative U.S. inflation can be ruled out
in 1977-78, because the U.S. inflation rate rose sharply relative to the infla-
tion rates of Germany and Japan, as seen earlier in Table 1..J-curve effects in
1977-78 could therefore have arisen only through depreciation of the dollar.

Fortunately, the OECD forecasts not only current-account balances but
changes in merchandise trade balances and the breakdown of trade-balance
changes into volume and terms-of-trade components. Following Dornbusch's
methodology, we can define the unexpected trade volume and terms-of-trade
components as the difference between the OECD forecasts and the actual
outcomes.

Before proceeding, it should be noted that there are two sources of forecast
error in measured terms-of-trade effects of exchange-rate changes. The first
is the J-curve effect. The second is a valuation effect. The latter arises because
the OECD forecasts are based on national statistics in domestic currency but
are reported in dollars. An appreciation of the yen will have an effect on the
Japanese trade balance measured in dollars even without a J-curve effect if
Japan is running a trade surplus initially. Suppose that there is no J-curve ef-
fect and that the yen appreciates unexpectedly against the dollar. The Japa-
nese current-account balance will show a larger-than-expected surplus when
measured in dollars despite the fact that there is no forecast error in the sur-
plus when measured in yen. Of course, this problem does not arise for the
U.S. forecast. In the OECD statistics, the valuation effect is lumped together
with second-order effects that arise when prices and quantities both change.
They appear under -Other" in the OECD data. Since the second-order ef-
fects are small for the magnitudes involved here, the -Other" entry can be
associated with the valuation effect.6
An examination of the 1978 data shows that most of the unexpected current

accounts are attributable to forecast errors in the terms-of-trade components
rather than the trade-volume components (Table 5). The most striking results
are for Japan. Not surprisingly, Japan had an unexpectedly large current-

6 The second-order effects will be less than $1 billion in all cases, since the first-order terms-

of-trade and volume effects are each less than 10 percent of the value of total trade, so that the

second-order effects are less than 1 percent of the value of total trade.

The OECD forecasts assume unchanged exchange rates. The twelve-month forward premia

against the dollar at end-December 1977 were 4.6 percent for the mark and 4.2 percent for the

yen. The difference between the forecasts implied by the forward premia and the OECD ex-

change-rate assumpti6n are small compared with the 15.1 percent appreciation of the mark and

the 23:3 percent appreciation of the yen against the dollar in 1978.
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account surplus in 1978. Note that the forecasrefror for the trade balance
accounts for the bulk of the forecast error for the current balance. To see
whether the unexpected Japanese surplus was cause or effect of the unan-
ticipated appreciation of the yen in 1978, we must examine the breakdown in
the trade-balance error. The results are unambiguous: the Japanese trade sur-
plus actually declined unexpectedly in volume terms by $7 billion, but the
terms-of-trade error amounts to an almost $13 billion unanticipated increase
in the Japanese surplus attributable to the appreciation of the yen. There can
be little doubt that the appreciation of the yen was cause rather than effect of
the unexpected surge in the Japanese current-account surplus in 1978. Con-
trary to widespread fears, the Japanese trade balance was already beginning
to adjust in 1978.

TABLE 5
BREAKDOWN OF OECD FORECAST ERRORS, 1978

(in billions of dollars)

Forecast Actual Forecast Error

Current accounts:
Germany 3 8.7 5.7
Japan 10 16.5 6.5
U.S. -19.25 - 24.5 a -5.25

Changes in trade balances:
Germany 0.5 6.0 5.5
Japan 1.5 7.25 5.75

•U. S. - 2.5 - 3.5 -1.0

Breakdown in Trade-Balance Errors

Terms of Trade

Val- Total
Volume J-Curve uation T-o-T

Forecast Actual Error Forecast Actual Error Effect b Error

Germany 0.5 0.0 -0.5 0.0 3.5 3.5 2.5 6.0
Japan 1.0 -6.0 -7.0 0.5 8.25 7.75 5.0 12.75
U.S. 0.5 2.0 1.5 -3.0 -4.75 -1.75 -0.5 -2.25

a Uses the statistical definition of the current account before the 1978 revision (see footnote 7
on p. 27).

h This is the column called "Other" by the OECD; it consists of "second-order terms and-in
times of exchange-rate movements-valuation effects through dollar appreciation/depreciation."
Since the second-order terms are small, I have labeled the whole item "Valuation Effect" (see
footnote 6, p. 25).
SOURCE: Economic Outlook, OECD (December 1977), Tables 30, 33 (forecast); (July 1979),

Tables 27, 37 (actual).
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The picture is similar in the German case. Again, the current-account and
trade-balance forecast errors are large and almost equal. The forecast error is
accounted for entirely by the unexpected terms-of-trade effects, because the
trade-volume forecast was almost exactly on target. Just as in the case of Ja-
pan, the unexpectedly high current-account surplus appears to be wholly at-
tributable to the unexpected appreciation of the mark.
For the United States, the trade-balance forecast error accounts for only a

fraction of the current-account forecast error.7 Nevertheless, the breakdown
shows that the trade-balance forecast error was entirely due to unexpected
depreciation of the dollar; U.S. trade performed better than expected in vol-
ume terms. Furthermore, invisibles are also subject to the J-curve effect, so
some of the remainder of the current-account forecast error may be attribut-
able to terms-of-trade effects.
A similar, examination of the data for 1977, shown in Table 6, reveals more

TABLE 6
BREAKDOWN OF OECD FORECAST ERRORS, 1977

(in billions of dollars)

Forecast Actual Forecast Error

Current accounts:
Germany 5 3.8 - 1.2
Japan 0 11.0 11.0
U.S. -3 -20.2 -17.2

Changes in trade balances:
Germany 2.5 2.5 0.0
Japan -2.5 7.5 10.0
U.S. -2.0 -22.0 -20.0

Breakdown in Trade-Balance Errors

Volume Terms of Trade
Forecast Actual Error Forecast Actual Error

Germany 1.5 0.5 - 1.0 1.0 2.0 1.0
Japan -4.0 1.5 5.5 1.5 6.0 4.5
U.S. -1.5 -16.0 -14.5 -0.5 -6.0 -5.5

a The "Other" term reported in Table 5 as the "Valuation Effect" is not shown in the 1978
OECD trade-balance table.
SOURCE: Economic Outlook, OECD (December 1976), Tables 21, 22 (forecast); (July 1978),

Tables 24, 25 (actual).

7 The statistical definition of the U.S. current account was revised in 1978 to include rein-
vested earnings of direct investment (see Survey of Current Business, June 1978, Part 2, p. 7).
The effect of the statistical change was to reduce the reported U.S. deficit by $8.5 billion. Hence,
$8.5 billion is added to the $16 billion reported U.S. deficit in order to make a meaningful com-
parison with the OECD forecast.
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mixed results. The U.S. current-account deficit increased unexpectedly
while Japan registered a large unexpected surplus. The German forecast was
close' to the actual outcome. Unexpected terms-of-trade movements account
for half of the Japanese forecast error and a third of the U.S. forecast error.

Summary

In 1978, the OECD forecast errors of the current-account balances of Ger-
many, Japan, and the United States were wholly due to J-curve and valuation
effects associated with exchange-rate changes. The volume forecasts were
either on target or erred in the opposite direction from the overall forecast,
suggesting that there were no shocks to the current account. The news hy-
pothesis therefore fails as an explanation of the 1978 dollar depreciation. In-
stead, the 1978 balance-of-payments data are consistent with a shift in port-
folio preferences away from dollar assets. Similar forces were at work in 1977,
although somewhat less decisively.

28



1980-84: U.S. CURRENT-ACCOUNT DEFICITS

AND DOLLAR APPRECIATION

The evolution of the U.S. balance of payments and the dollar since 1980 can
be summarized as follows. The dollar appreciated almost continuously
through the 1980-84 period in both real and nominal terms. In 1980 and 1981,
the United States registered small current-account surpluses, despite the
1979-80 rises in the price of oil.' In 1982, however, the current account
shifted into deficit, and the deficit widened sharply in 1983 and 1984. Inter-
vention was small throughout 1980-84 relative to the movements of the cur-
rent account.
The combination of dollar appreciation and U. S. current-account deficits

indicates that capital-account shocks raising the demand for dollar assets have
been 'responsible for the strength of the dollar. This interpretation is consis-
tent with market commentary focusing on interest-rate differentials and the
favorable climate for investment in the United States. A number of studies
(Shafer and Loopesko, 1983; Hooper, 1984; Sachs, 1985; and Frankel 1985)
attribute much of the dollar appreciation to relatively high U.S. long-term
real interest rates. High U.S. real interest rates, in turn, could reflect stimu-
lative fiscal policy combined with tight monetary policy or an increase in re-
turns to capital, as discussed below. -

Figures 6 and 7 depict a sequence of developments that are consistent with
the 1980-84 facts. Figure 6 portrays the situation in 1980-81. The capital-ac-
count shock is shown as a leftward shift of the — K line. The B line is down-
ward sloping in the short run, owing to the J-curve effect. We ignore inter-
vention, which was small, so that balance-of-payments equilibrium obtains at
point X, with the dollar appreciating to e, and the current account registering
a surplus of B,. Over time, however, the B line rotates clockwise to the posi-
tion shown in Figure 7. In addition, there was probably a leftward shift of the
B line because of the U.S. recovery in 1983-84, as imports rose with U.S. ac-
tivity. This is shown in Figure 7 as the shift to B'. These two effects in isola-

tion should have resulted in dollar depreciation relative to e, in Figure 6.
Hence, the continued appreciation of the dollar in 1983-84 implies that the
— K line continued to shift leftward to — K" in Figure 7, with an equilibrium

Excluding the, effects of changes in oil prices in 1980, there was a $29 billion improvement in
trade volumes, of which $12 billion was unexpected, and a $6 billion improvement in the terms
of trade, of which $4% billion was unexpected, as measured by the OECD forecast errors. The
large gain in trade volumes i-eflects the steepness of the 1980 recession in the United States and
the 'lagged effects of the previous dollar depreciation.
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FIGURE 6

THE DOLLAR AND THE CURRENT ACCOUNT, 1980-81

at Y characterized by a strong dollar, e2, and a current-account deficit B2. Es-
timates by the OECD and the Bank for International Settlements indicate
that roughly half the increase in the U.S. deficit is attributable to the strong
U.S. recovery relative to that of its trading partners in Europe and Latin
America (the shift in the B line) and the remainder is due to the loss of com-
petitiveness associated with the strong dollar (the movement along the B line
required by the shift in the — K line).2
The -sustainability" of the 1983-84 pattern—a strong dollar and a U.S. cur-

rent-account deficit—is controversia1.3 One view is that the current-account
deficits must eventually undermine the -overvalued" dollar, as the United
States becomes an increasingly large net debtor to the rest of the world (Mar-
ris, 1985, and Krugman, 1985). Implicit in this view is that the leftward shift

2 Bank for International Settlements, Annual Report /983-84, p. 85.
3 Krugman (1985) points out that the concept of "sustainability" itself requires careful analysis.

He argues that gradual real depreciation of the dollar is implicit in differences in real long-term
interest rates. Therefore, he defines an unsustainable situation as one where economic analysis
indicates that the dollar should be-expected to depreciate markedly more rapidly than at the rate
implicit in real-interest-rate differentials. Krugman's analysis can be questioned because of the
difficulties of measuring long-term expectations of inflation and risk premia, which render the
application of interest-rate parity problematical. However, one can conclude that there are two
possible concepts of "sustainability": (1) the dollar remains at its early 1985 level or (2) the dollar
depreciates gradually. The analysis in this section is relevant to both concepts.
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FIGURE 7
THE DOLLAR AND THE CURRENT ACCOUNT, 1982-84

of the — K line will be reversed as foreigners become unwilling to hold ever-
rising net claims on the United States. We saw earlier, however, that changes
in net foreign-asset positions may be a poor indicator of total changes in
wealth and portfolio disequilibrium.
An alternative view is that a structural change in the U.S. economy has

taken place such that the climate for business investment has improved.4 A
surge in profitability and investment in the United States is compatible with
a sustained real appreciation of the dollar and a permanent capital inflow. As
Sachs (1981) has stressed, the sustainability of a prolonged current-account
deficit depends in part on whether the corresponding capital inflow reflects
high investment or reduced saving. To the extent that it reflects increased
productive investment, the returns on the investment allow the servicing of

4 Herbert Giersch has been associated with this argument. See, e.g., The Economist
(Sept. 15, 1984), p. 76.
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the rising foreign indebtedness without a reduction of future consumption or
investment, and they may also increase the competitiveness of the traded-
goods sector. Furthermore, a rise in profitability in the United States would
tend to stimulate capital inflows as rates of return on equities and other assets
increased. In terms of the model used here, the rise in U.S. profitability and
investment raises the long-run equilibrium real exchange rate (e falls) and the
equilibrium U.S. balance of payments involves a current-account deficit until
the profitability differential is eliminated.

It is therefore of interest to determine whether U.S. current-account defi-
cits in 1977-78 and 1983-84 financed higher consumption or higher produc-
tive investment relative to other years. Table 7 presents a flow-of-funds de-
composition of U.S. saving and investment, expressed as percentages of
GNP.5 Domestic private saving and investment are both net of depreciation,
residential investment, and inventory accumulation, and thus focus on net
additions to the stock of business fixed capital. (Residential-housing construc-
tion is excluded because it does not increase the long-run competitiveness of
the U. S. economy and housing services are largely, although not completely,
nontraded.) The current-account balance should be equal to the 'difference
between total domestic saving and investment, but there are small statistical
discrepancies. By comparing columns 3 and 4 with column 5, movements in
current accounts can be associated with changes in domestic saving and in-
vestment.
The 1973-81 averages of total domestic saving and investment, as defined

in Table 7, were both 3.0 percent of GNP, which is to say that the current-
account balance averaged close to zero. The 1977 and 1978 current-account
deficits, which were both about 0.7 percent of GNP, reflected below-average
saving. In 1984, net business fixed investment rose relative to the depressed
recession levels of 1982 and 1983, but not in relation to the 1973-81 average.
Therefore, the 1983 and 1984 current-account deficits appear to be the coun-
terpart of a drop in national saving in the form of high federal budget deficits,
because private saving in 1983 and 1984 was slightly above the 1973-81 aver-
age of 3.9 percent. Including net residential investment in the definitions of
domestic saving and investment does not alter the conclusion that the 1983
and 1984current-account deficits reflect low saving rather than high invest-
ment. If housing is included, net investment averaged 5.2 percent of GNP
from 1973 to 1981 and was 4.9 percent in 1984.

Table 7 understates the performance of investment in 1984 because the im-
plicit price deflator for investment rose by less than the GNP deflator over the
1978-84 period; real investment as a percentage of real GNP was higher than

5 A similar table, which I prepared while a consultant at the OECD, appears as Table 34 in
OECD Economic Outlook, 38 (June 1985), with the difference that inventory accumulation is in-
cluded in private domestic saving and investment.

32



, TABLE 7

U.S. DOMESTIC SAVING AND INVESTMENT AND NET FOREIGN INVESTMENT

(in percentage of GNP)

Domestic
Current-
Account
Balance d

Statistical
Discrepancy

Net Private
Saving a

Government
Saving b

Total
Saving

Business
Net Fixed
Investment

(1) (2) (3) (4) (5) (6)

1973 3.8 0.6 4.4 4.0 0.5 0.1

1974 3.9 -0.3 3.6 3.4 0.3 0.1

1975 6.9 -4.1 2.8 1.9 1.2 0.3

1976 4.1 -2.1 2.0 2.0 0.3 0.3

1977 2.8 -0.9 1.9 2.6 -0.7 0.0

1978 2.9 0.0 2.9 3.4 -0.7 -0.2

1979 3.0 0.6 3.6 3.7 -0.1 0.0

1980 4.2 -1.2 3.0 03.0 0.2 0.2

1981 3.9 -0.9 3.0 3.0 0.1 0.1

1982 5.6 -3.8 1.8 1.9 -0.2 -0.1

1983 4.4 -4,1 0.3 0 1.5 -1.1 0.1

1984 3.9 -3.4 0.5 2.8 -2.6 -0.3

a Excluding depreciation, residential investment, and inventory accumulation.

b Federal plus state and local budget surpluses.

Net private plus government saving.

d Excluding allocations of SDRs to the United States. With this adjustment, net foreign in-

vestment is conceptually identical to the current-account balance, but there are some statistical

differences between the National Income and Product Accounts definition of net foreign invest-

ment and the Balance of Payments Accounts treatment of selected items.

SOURCES: U.S. Department of Commerce Survey of Current Business, various issues; Annual

Report, Council of Economic Advisers, 1985.

the numbers shown in the table. In addition, gross investment rose relative
to net investment, and it could be argued that gross investment is more rel-
evant for long-run competitiveness because it is a better indicator of embod-
ied technological progress.

Table 8 reports net and gross real investment as percentages of GNP. The
figures for 1984 suggest a slightly stronger performance by net investment
relative to the 1973-81 average of 2.9 percent and a much more vigorous gross
investment boom, well above the 1973-81 average of 11.7 percent. Blanchard
and Summers's (1984) finding that there has been a structural shift in the
share of real investment in real GNP reflects their use of gross rather than net
investment. Surprisingly, after-tax corporate profits, also reported in
Table 8, had a relatively weak recovery in 1983 and 1984. The ratio of after-
tax profits to GNP in 1984 was below the levels of the late 1970s, especially
the 1977-78 period of dollar weakness.
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TABLE 8
U.S. REAL INVESTMENT AND CORPORATE PROFITS

(in percentage of GNP)

Real Investment a Corporate
Profits after Tax bNet Gross

1973 4.0 11.0 5.8
1974 3.4 10.9 5.9
1975 1.9 9.7 5.2
1976 1.9 9.7 5.8
1977 2.0 10.2 6.4
1978 3.2 11.0 6.9
1979 3.5 11.5 6.8
1980 2.8 11.3 5.7
1981 3.0 11.4 4.7
1982 1.9 11.3 3.4
1983 1.6 11.1 3.8
1984 3.1 12.5 4.0

a Business fixed investment deflated by the respective investment
deflator, divided by GNP in constant prices.

b Including inventory valuation adjustment (IVA) and capital con-
sumption adjustment (CCA), divided by GNP in current prices.
SOURCES: Annual Report, Council of Economic Advisers, 1985.

• Thus, no clear pattern emerges for 1983-84 when current accounts are ex-
amined in the context of changes in domestic saving and investment. Gross
investment suggests a domestic investment boom, but net investment and
profits indicate otherwise. At least half the U.S. current-account deficit in
1984 is the counterpart of domestic dissaving in the form of the federal budget
deficit.
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5 CONCLUSIONS

In the 1970s, particularly during the 1977-78 dollar depreciation, exchange-
rate movements were sometimes ascribed to current-account developments.
Theoretical and empirical asset-market models of exchange-rate determina-
tion resurrected the current account. In most of these models, the current
account affects exchange rates by redistributing world wealth or changing ex-
pectations about future current-account patterns and long-run equilibrium
exchange rates. The wealth-redistribution effect matters when preferences
for goods or assets differ between countries and these preferences are a func-
tion of wealth. It has been shown in this study, however, that current-account
flows in the 1970s were very small relative to other sources of change in
wealth, notably variations in the market value of the capital stock. In addition,
exchange-market intervention more than offset portfolio-balance effects aris-
ing from the U.S. current-account deficits of 1977-78.
The unexpected rise in U.S. current-account deficits in 1977-78 turns out

to be due mostly to the J-curve effects of dollar depreciation rather than to
news" of real deterioration in the U.S. trade performance. The dollar depre-

ciation caused current-account deficits in the short run because of the low
price elasticities of trade volumes. In the longer run, however, volume effects
dominate, and it is thus not surprising that the correlation between current
accounts and exchange rates seen in the 1970s broke down dramatically in the
1980s in the face of a sustained real appreciation of the dollar.
Even the 1984-85 U.S. current-account deficits of over $100 billion and the

similarly large U.S. deficits projected for 1986 and beyond do not by them-
selves necessarily indicate that the dollar was "overvalued" in the early 1980s,
despite the widely publicized shift of the United States from a net creditor to
a net debtor position. Given the sizes of capital stocks, however measured, a
$100 billion U.S. deficit amounts to a small fraction of U.S. and foreign
wealth, and in recent years changes in the domestic component of wealth for
the United States, Germany, and Japan have often easily exceeded $100 bil-
lion. Therefore, in a world of high capital mobility, the redistribution of
wealth caused by the U.S. deficits need not bring the dollar down. Further-
more, a current-account deficit may be the counterpart of a boom in produc-
tive investment, which permits a rising foreign debt to be serviced without
depressing future consumption or investment. It is not yet clear, however,
whether the United States has entered a prolonged period of high investment
relative to the 1970s. To a large extent, the 1983-84 current-account deficits

35



were the counterpart of a decline in U.S. saving in the form of government
budget deficits, rather than a structural increase in the rate of return on cap-
ital investment in the United States. In this context, it is not surprising that
the dollar depreciated sharply in late 1985 and early 1986.
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APPENDIX

DATA: SOURCES AND METHODS

Market value of the capital stock (Tables 2 and 3) is obtained by capitalizing

net interest payments and dividends paid by enterprises. The net interest

payments and dividends are derived from the OECD National Accounts,

Table 7 ("Accounts for Non-Financial Corporate and Quasi-Corporate Enter-

prises"). The net figures are the differences between disbursements and re-

ceipts. Net interest and dividends are then capitalized using the corporate-

bond rate (Baa or equivalent) and the dividend yield, from OECD Financial

Statistics, Vol. 1. The figures are converted to dollars using average annual

exchange rates. This method of calculating the market value of the capital

stock follows Tobin and Brainard (1977).

Net government debt (Table 2) is defined as the net financial liabilities of the

general government sector (central government, local authorities, and social

security agencies combined). These are unpublished data provided by the

OECD, Department of Economics and Statistics, Monetary and Fiscal Divi-

sion.

Current-account balances and intervention (Table 2) are from the IMF's In-

ternational Financial Statistics. Intervention corresponds to line 77fd, which

is defined as the total change in reserves net of the change in liabilities to for-

eign authorities (line 79bd) minus valuation changes, SDR allocations, and

the monetization of gold (line 78dd).

Net capital stock at replacement cost (Table 3) is derived from Flows and

Stocks of Fixed Capital, OECD, Department of Economics and Statistics,

1983, which lists the national sources of its information. The definitions differ

somewhat by country. In the case of Japan, the data cover only gross capital

stocks at 1975 constant prices, excluding dwellings. The Japanese data were

therefore adjusted by converting to current prices, adding an estimate of the

gross housing stock, and excluding depreciation, which was obtained from

the OECD National Accounts. The housing stock was estimated by using the

OECD average housing-to-nonhousing capital stock, available for seven

countries (Australia, Finland, Germany, Great Britain, Norway, Sweden,

and the United States).
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Net foreign-asset position (Table 3) data for Germany and Japan were pro-
vided by the Balance of Payments division of the OECD; the original sources
are: Monthly Report, Bundesbank, and Balance of Payments Monthly, Bank
of Japan. The source for the United States is the Survey of Current Business,
August 1984, p. 40.
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