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PREFACE

This paper, prepared at the request of the Subcommittee on
Trade of the House Conmittee on Vays and Means, provides a dis-
cussion of developnents in the US balance of international
paynments during 1978 and the first half of 1979, with particul ar
enphasis on the reasons for the marked inprovenent in the US
current account position during this period. It is an update of
an earlier Qongressional Budget Gfice report, The U.S. Balance of
International Paynents and the U S Econony, which provided a
simlar discussion for the years 1976 and 1977. In keeping with
CBO's nmandate to provide objective and nonpartisan analysis of
i ssues before the Congress, this paper offers no recommendati ons.

This paper was prepared by CR Neu of the National Security
and International Affairs Dvision of the ongressional Budget
Ofice and by Robert Murphy, fornerly of CBO and currently at the
Massachusetts Institute of Technol ogy. The paper was prepared
under the general supervision of David SC Chu and Robert F
Hal e. The authors wi sh to acknow edge the assistance of Nariman
Behravesh, Jane D'Arista, Donald Henry, Nathan Fagre, and Nancy
Snope, all of the Congressional Budget Ofice. Prof essor Stanl ey
W Black commrented on an early draft of this paper, and the final
version has benefited greatly from his suggestions. Responsi -
bility for any errors, of course, remains the authors'. Robert L.
Faherty edited the nmanuscript, which was typed for publication
by Janet Stafford.

Aice M Rvlin

D rector

Novenber 1979
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SUMVARY

Throughout 1978 and the first half of 1979, there were
marked changes in both the US balance of international payments
and the value of the dollar in international currency narkets.
During that tine, both the US current account position and the
US nerchandise trade position strengthened markedly. Al so
during this period, the value of the dollar declined sharply and
subsequent |y recover ed.

The prospects for further inprovenent in the US bal ance
of paynents are uncertain. The devel opnments that led to this
recent inprovenent wll probably not continue in the near future.
New patterns are now beginning to emerge, but it is too early
to foresee the full consequences of these devel opnents. Essenti al
to a useful forecast of the future of the US paynents bal ance,
however, is an understanding of the recent past. This paper
di scusses the nature and causes of recent changes in the US
bal ance of paynents and describes the effects of these changes on
the US econony. Its focus is prinmarily on the events of 1978
and the first half of 1979, with a brief discussion of devel op-
nents in the second half of 1979.

CHANGES IN THE US BALANCE CF | NTERNATI CNAL PAYMENTS

The nmost noteworthy devel opments in the US bal ance of
payrments during 1978 and early 1979 were:

o0 A sharp inprovenent in the US current account position.
In deficit by $27.7 billion (at annual rates) in the first
quarter of 1978, the current account showed a snall
surplus of $1.6 billion (aso at annual rates) in the
first quarter of 1979

0 An inprovenent in the US nerchandise trade position.
The inprovenent in the trade position was sufficient to
account for nost of the inprovenent in the current account
position. A trade deficit: of $47.6 billion in the first
quarter of 1978 was reduced to one of only $24.4 billion a
year later.
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o Large changes in both the overall position and the conpo-
sition of the US capital account. In 1978, the Wnited
States was a large net inporter of capital, but by the
begi nning of 1979 net capital flows into the United
States were close to zero. During this period al so,
flows of both official and private capital changed
significantly. 1In 1978, large outflows of private capital
from the United States were offset by large inflows of
official capital. By the beginning of 1979, these flows
had reversed.

THE REASONS FOR RECENT CHANGES IN THE U S BALANCE O PAYMENTS

Most of the inprovement in the US current account position
was caused by inprovenents in the US nerchandise trade posi-
tion. These latter inprovenents were in turn brought about by
a nurmber of events.

o Mre rapid economc grow h abroad. During 1977, economc
growth in nost of the industrialized countries other
than the United States slowed narkedly. From the end of
1977 throughout 1978, however, this growh returned to

earlier higher 1levels. Wth nore rapid growh cane
increasing foreign demand for US products and a sub-
sequent rise in US exports. Econonetric simlations

suggest that this nore rapid growh abroad accounted for
about 30 percent of the total inprovenent in the US
trade position between the first quarter of 1978 and the
first quarter of 1979

0 Increased conpetitiveness of US products. Beginning in
late 1977, the value of the dollar declined relative to
nost ot her nmajor currencies. This reduction in the

dollar's value nore than offset increases in US prices
relative to prices in other countries and made US goods
relatively cheaper to foreign purchasers. The result was
increased US exports. Sinlarly, the dollar's decline
made foreign goods nore expensive to US buyers and
restrai ned sonewhat the growh of US inports. S mil a-
tions suggest that the inprovenment in the price conpeti-
tiveness of US goods accounted for about one-third of
the inproverent in the U.S. trade position during 1978 and
early 1979.
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o US petroleuminports. During 1978, oil production
in Aaska increased significantly, reducing the volume
of inported oil required by the United States. Further,
in spite of major oil price increases announced by the
Qgani zation of Petroleum Exporting Countries (CPEQ at
the beginning of 1979, oil prices did not rise as nuch
as did US consunmer prices between the first quarter of
1978 and the first quarter of 1979 These two factors—-—
increased A askan oil production and OPEC's failure to
maintain the real price of oil--accounted for about 20
percent of the inprovenrent in the U.S. trade balance.

0o Qher factors. The remaining 20 percent of the inprove-
ment in the US trade position is accounted for by a
variety of other factors: economic growth and price
changes in the devel oping countries, weather-related
changes in the demand for and the prices of agricultural
commodities, and, perhaps nost likely, errors in the
estimation of the contributions of the primary factors.

In view of the role played by foreign economc policies, the
decline of the dollar, and the pricing restraint of OPEC, it
is difficult to attribute nuch of the inprovenent in the U.S.
trade position to successful policies adopted by the United
St at es.

Recent changes in the overall US capital account have
been a reflection of changes in the current account. As the
current account noved from deficit to near balance during 1978
and early 1979, the need for large net inflows of capital dis-

appear ed. Changes in the conposition of capital flows were
due mainly to changes in expectations concerning the future
value of the dollar. In late 1977 and early 1978 and agai n near

the end of 1978, there was wi despread expectation that the dollar
woul d decline in the near future. Private asset hol ders sought to
reduce their net holdings of dollars, and consequently there
were large outflows of private capital from the United States.
Foreign central banks intervened in currency nmarkets to support
the dollar and returned their accumulated dollar holdings to the
Whited States in the form of large inflons of official capital.
After Novenber 1978, expectations about the dollar's future were
reversed and so were the flows of private and official capital.
Aso attracting private capital back into the Unhited States were
sharply increased US interest rates beginning in the [ast
quarter of 1978
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THE VALLE CF THE DOLLAR

The groning US current account deficits during 1976 and
1977 convinced nany asset holders that the value of the dollar
nmust eventual |y decline. Beginning in the last quarter of 1977,
this fear was reflected in growing private capital outflows
(initiated by both foreign and American agents), which precipi-
tated the expected decline. This decline continued, with only
noment ary pauses, throughout nost of 1978, despite the reduction
in the US current account deficit after the first quarter of
that year. Apparently the continued decline of the dollar was
due to concern over increasing inflation in the United States and
to uncertainties over the course of future US economc and
energy policies.

In Cctober 1978, the dollar's decline becane very rapid,
and on Novenber 1, 1978, the Admnistration announced a set of
policies designed to halt the dollar's fall. These policies were
apparently successful, at least in the short run. The dollar's
value rose sharply in the following few weeks and continued to
rise throughout the first half of 1979.

THE U.S. BALANCE CF PAYMENTS AND THE U.S. ECONOW

The recent inprovenent in the US current account position
has served as a significant stimulus to US incone and enpl oy-
nent . By the first quarter of 1979, the increased denand for US
goods and services reflected by this inprovenent resulted in
a 2 percent increase, or roughly $45 billion at annual rates, in
US gross national product (G\WP) and in the creation of between
400,000 and 500,000 new jobs. Because QG\P and enpl oynent respond
to changes in the current account only after a lag, it is likely
that the full effect of the nbst recent inprovenents wll be
somewhat greater than those estimated for the beginning of 1979.

The decline of the dollar has also raised the price of

i nported goods. As these price increases—~—-along With price
increases in simlar, conpeting donestic products—-—are passed
through the econony, the general US price level wll rise. |If

the dollar had remained at its low level of OCctober 1978, the
decline would, in tinme, have added between 1.1 and 1.7 percent to
the general US price |evel. The rise in the dollar after
Novenber 1978 has mitigated these price increases sonewhat, but at
least a part of US inflation in early 1979 nust be attributed to
the earlier decline of the dollar.
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DEVELOPMENTS IN THE LAST HALF CF 1979 AND NEAR- TERM PRCBPECTS

The current account surplus of the first quarter of 1979
had di sappeared by the second quarter, primarily as a result of
increasing oil prices. Athough conplete data are not yet avail-
able for the third quarter, all indications are that the current
account deficit wdened slightly as more of the effect of the oil
price increases of early 1979 was felt. After June 1979, the
dollar declined on average, and its performance varied greatly
relative to specific foreign currencies. The apparent reasons
for this decline were increasing inflation in the Uiited States,
higher interest rates abroad, and uncertainty over the course of
US energy and economic policies that followed the reshuffling of
senior Adm nistration officials during the sumrer of 1979
Sore adj ustrment of European exchange rates in Septenber and the
adoption of a nore restrictive US nonetary policy in early
Oct ober have served, at least tenporarily, to stabilize the
dol | ar.

In the near future, the prospects for the US bal ance of
payments are uncertain. A nunber of influences are likely to be
at work, some tending to worsen the US trade and current account
positions and others tending to inprove them The nost inmediate
of these influences wll be the oil price increases announced by
CPEC in early 1979. Not fully felt in the United States until the
latter half of 1979, these increases are expected to raise the
value of US oil inports in 1979 to about $58 billion, up from
only $42.3 billion in 1978 In 1980, US oil inports could reach
$70 billion, even if CPEC does not increase oil prices further.

Ofsetting this oil-price-induced deterioration in the US
trade position will probably be the effects of the expected
downturn in US economic growh in late 1979 and early 1980
This downturn will reduce US denand for foreign goods and thus
act to inprove the US trade position. Quantitative estimates of
the size of these effects are necessarily tentative, but recent
U.S. Treasury forecasts show a U.S. current account deficit of $3
billion or $4 hillion for 1979 and a surplus of about $10 billion
in 1980. If a current account surplus does appear in 1980, it
will be the first since 1976. It wll not, however, represent any
i nproverrent in the functioning of the US econony. Qite to the
contrary, it wll arise primarily as a result of recession in the
United States.
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GHAPTER |. I NTRCDUCTIT ON

During the last year and a half, the international economc
position of the United States has changed narkedly. From the
first quarter of 1978 to the first quarter of 1979, the US
mer chandi se trade deficit was reduced by one-half, and the
current account deficit disappeared entirely. The dol | ar declined
by an average 8.5 percent relative to the currencies of the
ot her devel oped countries between June 1 and Novenber 1, 1978,
and regained 85 percent of this loss by June 1, 1979, before

begi nning once again to decline. In the six nonths from August
1978 through January 1979, US nonetary authorities sold a net
$9.4 billion worth of foreign currencies in an effort to maintain

the value of the dollar. 1/ From February through April 1979,
these same authorities bought, on net, $7.2 billion of foreign
currencies, effectively restricting the rise in the value of
the dollar. The strengthening of the US current account and
nmerchandi se trade positions during this period is all the nore
noteworthy because it followed a period--from mid-1%$75 to early
1978--that saw an unprecedented weakening of these positions.
Moreover, these recent devel opnents have taken place during a
period of wunusual instability in international currency and
financial markets.

This paper examnes the nature and the causes of changes in
the US balance of international paynents that occurred during
1978 and early 1979. It also discusses how these changes have
affected and been affected by devel opments in the US donestic
econony and changes in the value of the dollar in international
currency markets. In large part, the paper updates and conti nues
the examnation of these matters begun in an earlier publication
of the Congressional Budget Cffice (@B). 2/

1/ "US Paid Of 'Swap' Debt, Built Reserves of Foreign Qur-
rencies as Dollar Clinbed," Wall Street Journal, June 5,
1979, p. 6.

2/ (ongressional Budget Cffice, The US Balance of International
Paynments and the US Economy, Background Paper (February
1978).
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Chapter Il examnes recent developnents in the US current
account position. It is concerned with the nonfinancial inter-
nati onal transactions of the United States (that is, transactions
that do not involve the purchase or sale of financial assets),
with particular attention paid to the nerchandise trade account.
Chapter |1l discusses the reasons for the marked improvement
during 1978 of the US trade position. Chapter |V considers
devel oprments in the US capital account, which enconpasses nost
US international financial transactions. The chapter also
di scusses recent changes in the value of the dollar. Finally,
Chapter V briefly examnes the effects that changes in the US
bal ance of payments and in the value of the dollar have on the
US econony and the prospects for the imrediate future. Two
appendi xes describe some technical aspects of estinmates reported
inthe rest of the paper.

An attenpt has been nmade to nmake the analysis in this paper
as current as possible. In general, the discussion reflects
events through the first half of 1979. Any discussion of recent
devel opnents in the international econony, however, is in danger
of being quickly outdated as developnents continue beyond the
arbitrary date chosen for the end of the discussion. There is
evidence-—-although it is too early to be certain--that the events
and patterns of change discussed in this paper reached a sort of
conclusion in early 1979 Since that time, new international
econom c patterns seem to be energing. Sonme of these new devel -
opnents are likely to strengthen the US balance-of-payments
position and others to weaken it. Unfortunately, the necessary
data are not yet available for a conplete analysis of these
nore recent developments. A short section in Chapter V points out
the nmost significant of these developments, but the primary focus
of the paper remains on the events of 1978 and early 1979.



GHAPTER 1. THE US CQORRENT ACCONT PCHl TI ON

A country's international transactions can be grouped into
those made on current account and those made on capital account.
Each includes several conponents. The current account conprises
paynents and receipts from inports and exports of nerchandise,
payments and receipts from service transactions, and unilateral
transfers of funds.

THE COVPONENTS CF THE CQURRENT  ACCOUNT

In 1977, the US nerchandise trade balance-~the difference
bet ween total nmerchandise exports and nerchandi se inports--
was in deficit by some $31 billion (see Table 1). In 1978, the
excess of nerchandise inports over merchandise exports grew to
$34 billion. 1/ During 1979, the merchandise trade account has
noved back toward bal ance; figures for the first half of the
year (adjusted for predictable seasonal variations) 2/ show a

1/ US paynents balances are calculated by a nunber of nethods,
and the balances derived by one nethod differ sonewhat from
those derived by other nethods. CGeneral ly, the differences
involve the valuation of inports and exports (for instance,
whet her shipping charges are included), the treatnment of
transactions involving US territories like the Virgin
Islands, and the treatnent of mlitary transactions. The
figures given here are so-called balance-of-paynents basis
figures as reported by the Bureau of Economic Analysis of the
Department of Cormer ce. Uhless otherwise noted, all figures
in this paper wll be bal ance-of -paynents basis.

2/ Because inports and exports of sone products fluctuate in
regul ar seasonal patterns, trade figures for only a part of a
year can sometines be msleading. For some purposes, it is
useful to adjust trade data to elimnate these seasonal
vari ations. Such "seasonally adjusted" figures provide a
better neasure of the underlying trends in trade than do
unadj usted figures, which reflect both underlying trends and
seasonal variations.



TABLE 1. US CURRENT ACCOUNT BALANCE, 1975-1979: IN BILLIONS CF
DCLLARS

1975 1976 1977 1978 1979 a/

Mer chandi se Tr ade

Mer chandi se exports 107.1 114.7 120.8 141.9 168. 3
Mer chandi se inports 9.0 124.1 151.7 176.1 195.9
Trade Bal ance 9.0 -9.2 -30.9 -34.2 -27.7
Servi ces
I ncone on foreign
assets, net _b/ 27.1 3.9 35.2 43.3 57.0
Fees and
royalties, net 3.8 3.9 4.3 53 53
Mlitary
transacti ons, net -0.7 0.7 -1.7 0.5 -0.1
G her services, net -16.3 -17.6 -19.8 -23.7 -29.8
Servi ces Bal ance 13.9 18.9 21.4 25.4 32.0

Net Unil ateral ,
Transfers -4.6 -5.0 -4.7 -5.1 -5.4

CQurrent Account
Bal ance g 18.3 4.6 -14.1 -13.9 -1.1

SOURCE US Departnent of Commerce, Bureau of Economc Analysis.

NOTEE Al figures are balance-of-payments basis. Detail nay not
add to totals because of rounding.

a/ Figures for first half of 1979 at annual rates.

b/ Prior to 1978, income from foreign assets did not include
reinvested earnings of incorporated foreign affiliates. Al
figures in this table have been adjusted to the present
reporting basis and thus reflect these reinvested earnings.

¢/ Sum of trade bal ance, services balance, and net wunilateral
transfers.



trade deficit at annual rates of around $28 billion, an anount

that is still very large conpared to past US experience. In
1976, the US trade deficit was only $3.4 billion; in 1975 the
Uhited States had a trade surplus of $9.0 billion. In all but
three other years since Wrld Var |1 (1971, 1972, and 1974), the

United States has had a merchandi se trade surplus.

The large US trade deficits of recent years have been

partially offset by surpluses on the services account. Included
in the services balance are international paynents for the pur-
chase of nontangible, or "invisible," traded itens. Exanpl es
of service transactions are international paynents of fees and
royalties, international interest paynents, incone from foreign

i nvestnments, paynents for travel and transportation services, and
payments for other services provided by individuals or businesses
for foreign clients. (US sales of nmilitary equipnent, paynents
for the use of foreign mlitary bases, and payments for the
support of US mlitary forces stationed abroad are also included
in the services account.) In 1978, the US. surplus on the
services account was $23 billion, up from $21 billion in 1977.
During the first half of 1979, the US. services surplus was
running at an annual rate of about $32 billion.

The United States also nakes net unilateral, or "unrequited,”
transfers to the rest of the world, paynments for which the United
States receives nothing directly in return. These transfers——
nostly in the form of government grants to foreign countries,
pension payments to foreign residents, and various private pay-
ments to foreign residents—-have accounted for a net outflow of
about $5 billion per year over the past few years. Figures for
the first half of 1979 show such payments to be continuing at
about that rate.

A summary of international nonfinancial transactions (trans-
actions that do not involve the purchase or sale of financial
assets) is obtained by conbining these three paynents measures—-
trade bal ance, services balance, and net wunilateral transfers—-
into one measure, the current account balance. A deficit on cur-
rent account indicates that the residents of a country have paid
out nore to foreigners for goods and services and in transfers
than they have received from them for these same purposes. In
order to make up the difference, a country in current account def-
icit must receive net inflows of capital from abroad. Speci fi -
cally, it nust reduce its holdings of foreign currencies, using
these holdings to nmeet its obligations abroad; it nust borrow
foreign currencies to nmeet these obligations; or foreigners



nust increase their holdings of the deficit country's currency,
usual ly by buying assets or making bank deposits denomnated in
that currency.

THE RECENT H STCRY CF THE U S CURRENT ACCOUNT PCSI Tl ON

For nost of the postwar period, the United States has
had surpluses on current account. These surpluses have reflected
the US position as a net supplier of goods and services to
the rest of the world. In the 1970s, though, this pattern becane

m xed. In 1971 and 1972, the Wnited States had snall current
account deficits, but noved again into surplus in 1973 through
1976. In both 1977 and 1978, the United States ran current
account deficits of about $14 billion. Figures for the first

half of 1979 show the deficit to have nearly di sappeared, running
at an annual rate of only about $1.1 billion. Table 1 provides a
summary of the main conponents of the U.S. current account bal ance
in recent years.

The annual figures presented in Table 1 give a general
picture of the relative sizes of the main conponents of the
US current account. They do not, however, give a clear view of
the changes that have taken place in these accounts, particularly
during 1978 Table 2 gives a nore detailed account, show ng
quarterly values (at annual rates) for the current account bal ance
and for its three principal conponents.

Al though the current account and merchandi se trade deficits
for the entire year of 1978 were simlar to those for 1977, the
quarterly values of these accounts inproved dramatically during
the course of 1978. From a peak of $47.6 billion (at annual
rates) in the first quarter of 1978, the nerchandi se trade deficit
declined by half by the first quarter of 1979. 3/ The inprovenent
in the current account was even nore marked; in the first quarter
of 1979, the deficit had actually becone a small surplus.

Throughout 1978 and the first half of 1979, net wunilateral
transfers renained relatively stable. The services surplus grew

3/ From Cctober 1 through Novenber 30, 1977, US Atlantic and
QIlf ports were closed by a longshoremen's strike. The very
large deficit of the first quarter of 1978 probably reflects
the backl og of shipping created by the strike.



TABLE 2. US CURRENT ACCOUNT BALANCE BY QUARTERS, 1977-1979: IN BILLIONS O DOLLARS AT
SEASONALLY ADJUSTED ANNUAL RATES

1977 _ 1978 1979
I I 111 IV [ I 11 (Y | Il

Mer chandi se .
Trade Bal ance -30.7 -26.3 -29.8 -36.8 -47.6 -31.6 -32.0 -25.5 -24.5 -30.9
Servi ces
Bal ance 21. 4 21.6 23.1 19.7 24.8 23.2 24.1 29.5 314 32.5
Net Unil ateral
Transfers -4.5 -5.1 -5.0 -4.1 -4.9 -5.3 -4.9 -5.3 -5.3 -5.5

Qurrent Account

Bal ance _g/ -13.7 -9.8 -11.6 -21.2 -27.7 -13.7 -12.9 -1.3 1.6 -3.9

SOURCE:. US Departnent of Commerce, Bureau of Econom c Anal ysis.

NOTE: Al figures are balance-of-payments basis. Detail nay not add to totals because of
rounding.

a/ Sum of nerchandise trade balance, services balance, and net unilateral transfers.



steadily and rapidly, accounting for nearly a quarter of the total

inprovenent in the US current account position. By far the
| argest part of the inprovenment, however, resulted fromchanges in
the U.S. nerchandise trade position. This is perhaps not sur-

prising, since it was a deterioration in the merchandise trade
bal ance throughout 1976 and 1977 that led to the growh of |arge
US current account deficits in the first place. The prinary
explanation, then, for the recent marked inprovenent in the US
current account position should be sought in the novements of the
nmer chandi se trade account.

THE U.S. MERCHANDI SE TRADE BALANCE

Near the end of 1974, recession in the Udnited States began
to weaken consuner demand and to slow the growth of industrial
production. As demand for all goods weakened, so did denand
for inports. During the first half of 1975 the value of US
nmerchandi se inports declined by nearly 20 percent. (Figure 1
shows the levels of US nerchandise inports and exports from 1973
to the present.) Denmand for inports began to recover in the
second half of 1975 as the US econony noved out of recession.
Since the second quarter of 1975, the value of US nerchandi se
inports has grown steadily and rapidly--at a rate of about 22
percent per year.

US merchandi se exports have followed a very different
cour se. In 1975, US exports declined slightly as a result of
recessi on abroad, which weakened foreign demand for Anerican
goods. (That the decline in US exports was not as great as the
decline in US inports reflects the fact that the 1974/ 1975
recession was nore severe in the United States than it was in nost
other countries.) US merchandise exports began to grow again at
about the sane tinme as did imports, but nore sporadically and at a
much lower rate. This disappointing perfornance by nerchandi se
exports gave rise to the large trade and current account deficits
of 1977 and 1978. At the beginning of 1978, however, exports
began to grow rapidly--much nore rapidly than imports——and the
trade deficit began to narrow quickly. Fromthe second quarter of
1975 to the first quarter of 1978, the value of US nmerchandi se
exports grew at an annual rate of only about 6.5 percent; between
the first quarter of 1978 and the second quarter of 1979, it grew
by 30 percent.

Just as changes in the US nerchandise trade position
account for nost of the recent changes in the US current account



Figure 1.

U.S. Merchandise Imports and Exports by Quarters,
1973-1979 (Seasonally Adjusted)
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TABLE 3. QUARTERLY US TRADE IN SELECTED TYPES CF MERCHAND SE, 1977- 1979,

SEASONALLY ADJUSTED: IN BILLIONS CF DALLARS

Agricul tural Q her
Manuf actures a/ Products b/ Fuel s c/ Mer chandi se d/

Exports Inports Exports Inports Exports Inports Exports Inports

1977

1978

1979

19.7 17.6 4.3 3.8 0.9 11.6 53 2.7
19.8 18.8 4.5 4.0 11 10.8 54 29
20.6 19.7 4.6 3.4 11 11.2 55 29
(Y 20.1 20.5 4.0 3.5 1.0 11.0 56 3.2
2.7 23.7 4.7 4.1 0.6 10.3 4.9 3.2
23.0 . 24.9 59 4.1 10 10.2 58 3.3
24.4 25.7 6.0 3.8 1.0 10.8 58 3.3
(Y 26.4 26.1 55 4.3 1.2 10.8 6.5 3.6
27.2 26.7 5.2 4.4 1.4 11.7 7.2 3.5
27.8 27.7 6.2 4.7 13 12.9 7.5 4.0

SOURCE: US Departnent of Commerce, Bureau of the Census.

NOTEE Al figures in this table are census-basis figures, f.a.s. (free

al ongsi de ship), seasonally adjusted.

Products in sections 5 through 8 of Schedule A of the Statistical Qassi-
fication of Comodities Inported into the United States. These i ncl ude
chemcals and related products (section 5), manufactured goods classified
chiefly by material (section 6), machinery and transport equipnent (sec-
tion 7), and mscellaneous nanufactured articles (section 8.

Products in sections O (food and live aninals), 1 (beverages and tobacco),
and 4 (aninmal and vegetable oils and fats) of Schedule A

Products in section 3 (mneral fuels, lubricants, and related materials)
of Schedule A

Products in sections 2 (crude materials, inedible except fuels) and 9

(commodities not classified el sewhere) of Schedule A A so included are
re-exports of inported goods.
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part of the growh in U.S. nerchandise inports and the deterior-
ation in the US trade position in 1976. Bet ween the second
quarter of 1975 and the first quarter of 1977, increases in the
value of inported oil accounted for 42 percent of the total
increase in the value of US nerchandise inports.

But the volunme of US oil inports peaked in the first
quarter of 1977, and oil inports have not reached that |[evel
since (see Figure 2. Because the Organization of Petroleum

Exporting Countries (CPEC) held its prices for exported oil
constant from January 1977 to January 1979, this reduction in
volume was also reflected in the value of U.S. oil imports. 4/
(Because the OPEC price increase in January 1977 was wi dely
anticipated, many oil consumers placed |large orders in Novenber
and Decenber of 1976. These orders did not actually arrive in the
United States until the first quarter of 1977, making inports in
that period particularly high.) Wth increased prices, the value
of U.S. oil inports rose sharply in early 1979; by the second
quarter of 1979, it had regained the level of early 1977. Between
the beginning of 1977 and the beginning of 1979, however, the
growth in US nerchandise inports was accounted for entirely by
growh in non-oil inports. Table 4 shows the volunes, values, and
average prices of US oil inports for recent years.

The value of US agricultural exports also grew only slug-
gishly during 1977. This was prinarily because of bunper crops in
much of the rest of the world and the lower prices for agricul-
tural commodities that resulted. Agricultural exports recovered
somewhat in 1978.

In sunmary, then, the past four years have seen a sharp
deterioration in the US current account and nerchandi se trade
positions, followed by an equally sharp recovery. US trade in
manuf actures has accounted for nuch of this history, with the
manuf act ures bal ance declining during 1977 and recovering in 1978
The inproverment in the US nerchandise position was also aided by
reductions in 1977 and 1978 in the value and volume of US

4/ In one sense, CPEC prices were constant only from July 1977 to

~ January 1979. Al though CPEC officially raised prices by 10
percent effective January 1, 1977, Saudi Arabia raised its
prices for crude oil only 5 percent. O July 1, 1977, Saudi
Arabia raised its prices another 5 percent to bring theminto
line with prices in other CPEC countries.
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Figure 2.

Value and Volume of U.S. Oil Imports by Quarters, 1973-1979

(Seasonally Adjusted)
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oil inmports and by increases in US agricultural exports. The
next chapter exanines in nore detail the reasons for the recent
i nproverrent in the US merchandi se trade position.

TABLE 4. VOLUME, VALUE, AND AVERAGE PRICE COF U.S. | MPORTS CF
PETRCLELM AND SELECTED PETROLEUM PRCDUCTS,  1973-1979

Vol une Val ue a/ Average Price
(mllions of (billions (doll ars
barrel s per day) of dollars) per barrel)
1973 6.83 8.3 3.33
1974 6. 60 26. 4 10.60
1975 6.49 27.0 11. 40
1976 7.81 34.6 12.14
1977 9.28 45.0 13.29
1978 8.70 42,2 13.29
1979 8.8 b/ 48.8 b/ 15.13

SOURCE: US Departnent of Commerce, Bureau of the Census.
a/ Free alongside ship (f.a.s.).

_13/ First half of 1979 at annual rates.
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GHAPTER |1 THE REASONS FCR | MPROVEMENTS
IN THE U.S. TRADE PCH Tl ON

A nunber of factors seem to have been at work in produci ng
the marked i nprovenent in the US nerchandi se trade position that
occurred during 1978 Most inportant anong these were increases
in the rate of econonmic growmh anmong the mgjor US trading
partners, a narked inprovenent in the price conpetitiveness of
US mnufactured products, and a significant reduction in
U.S. denmand for inported oil. This chapter discusses each of
these factors in nore detail.

MORE RAPID ECONCM C GROATH ABRQAD

The other industrialized nations are the primary customners
for US exports. In 1978, Japan, Canada, and the industrialized
countries of Wstern Europe accounted for nearly 60 percent

of all US nerchandi se exports. In general, when economc
growh is rapid in these countries, so will be the growh in
their demand for US  products. Gonversely, when these coun-

tries grow only sluggishly, their demand for US products will
weaken.

After the recession of 1974/1975 the economes of all of the
industrialized nations grew rapidly for about a year. In late
1976, however, Canada's recovery faltered, followed in early 1977
by simlar interruptions in the recoveries in Japan and Véstern
Europe (see Figure 3). In the Wnited States, recovery continued
at a rapid pace. As a result, US denand for foreign products
remai ned strong while foreign demand for US goods weakened, and
the U.S. nerchandise trade position deteriorated dranatically. By
the beginning of 1978 economc growh had resuned in the other
industrial nations, demand for US products had increased, and
the U.S. trade deficit began to shrink.

A sinmilar pattern of demand for US goods can be found
anong sone of the | arger devel oping countries. For the nost
part, growth in the |less devel oped countries (LDCs) was not
interrupted by the recession of 1974/1975. The recession did,
however, reduce demand for their exports, and many of these
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Figure 3.

Industrial Production in Major Industrialized
Nations by Quarters, 1975-1979
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countries were forced to borrow heavily in order to finance
continued inmports and in order to pay greatly increased bills for
inmported oil. 1/ In 1976, two nmaj or LDCs—-Brazil and Mexico--—
sharply reduced their spending on inports. Bet ween 1975 and
1977, US nmerchandise exports to these two countries declined
by nearly $1 billion. In 1978, Brazil and Mexico once again
increased their inports. US exports to these countries rose by
nore than $2 billion in 1978, and this growh appears to be
continuing in 1979.

Estinmates of how much of the inprovenent in the US trade
position can be attributed to nore rapid economc growh abroad

1/ Testinmony of Anthony M Solonon, Undersecretary for Monetary
Affairs, US Department of the Treasury, The Trade Deficit;
How Much of a Problen? Wat Remedy?, Hearings before the
Subconmi ttee on International Econom cs, Joint Economnic
Committee, 95:1 (Cctober 1977), pp. 43-53.
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are necessarily only approxinate. It is nonetheless possible
to get some rough neasures of what the US trade position m ght
have been had econonmic growh not picked up in the other devel oped
countries. Simulations performed by CBO suggest that, if economc
growth in Canada, Japan, and Wstern Europe had continued at
the slow rate observed during the year ending in the third quarter
of 1977, U.S. exports of manufactures by the first quarter of
1979 would have been about $4.5 billion less (at annual rates)
than they actually were. Further, US exports of agricultural
products and raw materials would have been lower by roughly
$2 billion. 2/ In total, then, the nore rapid growth of the other
industrialized economes beginning at the end of 1977 increased
U S nerchandi se exports by sonewhere in the nei ghborhood of
$.5 billion to $7 billion. Sone additional increase in US
nmer chandi se exports has probably conme about as a result of in-
creased growmh in at least some of the devel oping countries.
Unfortunately, available data are not adequate to quantify the
contribution of LDC growh.

COMPETI TIVENESS CF US  PRCDUCTS | N WORLD MARKETS

As the US trade position deteriorated in 1976 and 1977,
some observers suggested that US products were not as conpeti -
tive in world narkets as they once had been. The fact that the
decline in the trade position was much nore nmarked for manu-
factures than it was for agricultural products and nonfuel raw
materials seemed to support this view

Agricultural products or raw materials from one country
are generally indistinguishable from simlar products from
ot her countri es. As a result, one world price, deternmined by
worl dwi de supply and dermand conditions, generally prevails for
these products, and goods are traded at that price in world
markets nore or less independently (at least in the short run)
of variations in the costs of production from one country to
anot her. In the short run, a nation's ability to export such
basic comodities depends not so nmuch on relative costs of
production as on other factors, such as weather, size of harvest,
level of world econonic activity, and so on. Inports and exports
of these commdities will vary fromyear to year, but these

2/ A technical discussion of these sinulations is found in
Appendi x A
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variations are seldom thought to be indicative of the general
health or competitiveness of industrialized economes. 3/

The case with nmanufactured goods is somewhat different. In
many cases, products of one country differ fromthose of another--
in style, performance, reliability, and so on. As a result,
prices even for simlar products can vary depending on the country
of origin, and these prices are generally thought to be closely
related to production costs. If costs in one country rise rela-
tive to those in other countries, its nmanufactures are likely to
be placed at a disadvantage in world narkets. Further, because
nonprice characteristics can be assuned to play an inportant role
in the choice of one manufactured good over another, a country's
ability to produce newer, better, or nore attractive goods shoul d,
it is generally believed, be reflected in its ability to export
manuf act ured products.

The slow growth of US nmanufactured exports during 1976
and 1977 and the sinultaneous rapid growmh of US inports
of manufactures suggested that foreign manufactures were re-
placing US products, both in foreign markets and in donestic

US narkets. R sing labor costs, increased prices for indus-
trial supplies, and the costs of conplying with new environ-
mental, health, and safety regulations were all blaned for

increasing costs of US goods relative to foreign goods and
subsequently for causing reduced US exports and increased
conpetition from foreign inports. More disturbing were fears
that US industry had lost some intangible quality that in the
past had pronoted rapid innovation. Cher nations, it was argued,
had taken the lead in devel opi ng new products and production
processes. Wth the inprovenent of the US trade position in
1978, these fears were quieted sonewhat, but two key questions
r emai n: Are US industries as conpetitive in world markets as
they once were? Wiat are the future prospects for US inter-
nati onal competitiveness?

A country's conpetitiveness in world markets is determned by
a wide variety of factors: price, quality, shipping costs,

3/ Changes in exchange rates can bring about changes in exports
and inports of agricultural products and raw materials. These
changes will be particularly pronounced in the value (as
opposed to the volune) of trade flows, since they will act to
change commodity prices as measured in particular currencies.
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fi nanci ng arrangements, suitability of the product to I|ocal
requirements, level of effort devoted to marketing, and so on.
There is no sinple measure of conpetitiveness that can conbine
such diverse elenents. Certain fairly sinple measures can,
however, shed sonme light on a country's relative conpetitive
posi tion.

The sinplest and nost direct of these measures is provided
by the share of total world manufactured exports accounted for
by a particular country. Figure 4 shows the US share of total
manuf act ured exports from 1971 through the first quarter of
1979, the latest quarter for which data are avail able. Thr ough-
out 1976 and 1977, foreign countries succeeded in capturing a
larger share of world export markets, leading to a decline in
the US share of total manufactured exports. After the first
quarter of 1978, just as the US trade position began to inprove,
the US share of nmanufactured exports began to rise again. As
Figure 4 illustrates, this share is subject to considerable
variation, and the upturn that began in 1978 is not conclusive
evidence that the United States is regaining its earlier com
petitive position. Nonet hel ess, the fact that novenments in
the US share of nmanufactured exports coincide closely with
movenents in the US trade bal ance suggests that at |east a part
of these trade balance novenents is caused by changes in US
competitiveness. 4/

4/ A nunber of inportant qualifications nust be noted in regard
to Figure 4.

Because of the way the figures are cal cul ated, changes
in the value of the dollar can affect the nmeasured US
share even if real trade flows are unchanged. Specifically,
a decline in the value of the dollar can reduce the apparent
US share. Thus, the US share of exports could suggest
a loss in US conpetitiveness during a period when US.
conpetitiveness is actually inproving because of dollar
deval uat i on. Declines in the US share, however, during
such periods as 1976 and early 1977, when the dollar was
relatively stable, can properly be interpreted as indicating
a loss in US conpetitiveness. A calculation of US.
shares of all merchandise exports by industrial countries,
taking into account exchange rate changes, shows a roughly
simlar pattern. The US share of world exports declined
t hroughout 1975, 1976, and nost of 1977. It began to inprove
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Figure 4.

U.S. Share of World Exports of Manufactured Goods by Quarters,
19711979 (Seasonally Adjusted)
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NOTE:

World exports are defined as exports of 15 major industrial countries, accounting for 80 percent of
all exports of manufactures, excluding shipments to the United States. All export values are convert-
ed into dollar terms using prevailing exchange rates. The 15 countries used for these calculations
are: Austria, Belgium-Luxembourg, Canada, Denmark, the Federal Republic of Germany, France,

Italy, Japan, the Netherlands, Norway, Sweden, Switzerland, the United Kingdom, and the United
States.



G her measures of U.S. competitiveness in world narkets are
provi ded by conparisons of the costs of production in the United
States with simlar costs abroad. To reflect accurately changes
in international competitiveness, changes in relative production
costs must be adjusted to account for changes in exchange rates.
If, for exanple, production costs in the Whited States rise by 5
percent relative to costs in other countries sinultaneously with a
fall in the value of the dollar by 5 percent relative to other
currencies, the costs of US goods to foreign buyers and of
foreign goods to US buyers remain the sane and no change in the
relative conpetitive positions results. |If changes in costs and
exchange rates do not exactly offset each other, conpetitive
positions wll change.

Ideally, only the production costs of potentially tradable
manuf actured conmodities should be used for conparisons of
conpeti tiveness. Unfortunately, no measure of these costs is
readi ly avail abl e. Inport and export prices indirectly reflect
changes in production costs of commpdities that are actually
traded, but they do not reflect changes in the costs of nontraded
donestic products that may conpete with inports. Whol esal e
prices, on the other hand, reflect production costs throughout an
econony, but they are too broad; they reflect the costs of nany
products that could never enter into international trade. Uni t
| abor costs——the cost for labor required to produce one unit of
output-—-provide a direct neasurenent of an inportant elenent of
total production costs, but other elenments such as capital costs,

in the first quarter of 1978, one quarter earlier than
the shares shown in Figure 4.

Figure 4 is restricted to exports of industrial countries.
During the period covered, however, manufactured exports of
the nore advanced devel oping countries have grown rapidly. If
these exports were included in the figure, the US share
woul d presumably decline more steeply.

Finally, the declining share of US exports does not neces-
sarily indicate lack of US conpetitiveness. To the extent
that US exports are concentrated in slower grow ng markets,
the US share of all manufactured exports woul d decline even
if the United States renmained highly conpetitive. Unf ort u-
nately, the data do not allow a calculation of the US share
of particular narkets.
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taxes, and so on generally cannot be neasured. 5/ Lacking an
i deal neasure of production costs, one is forced to rely on sone
conbi nati on of those measures that are avail able.

Figure 5 shows three different indexes of US international
price competitiveness, based on export prices, industrial whole-
sale prices, and industrial unit l|abor costs, respectively. Each
of these indexes is formed by conputing the ratio of U.S. prices
(after adjusting for changes in exchange rates) to a conposite
neasure of prices in the other industrial countries that are the
primary custormers for US exports and the chief rivals of the

Figure 5.
Some Measures of U.S. International Competitiveness by Quarters,

1970-1979 (Seasonally Adjusted)
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5/ For a useful discussion of the advantages and shortcom ngs of
these various neasures and for an attenpt to conpute directly
sone nonlabor costs of production, see "The International
Conpetitiveness of Selected CECD Countries," CECD Econom c
Outlook, Cccasional Studies (July 1978), pp. 3552
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United States in the production of industrial goods. 6/ The
hi gher these indexes are, the higher are US prices relative to
prices in other countries and the less conpetitive are US
product s.

These neasures of relative costs seem to confirm the conclu-
sion that changes in conpetitiveness are responsible for at |east
some of the last few years' novenents in the US trade position.
Al three indexes show large gains in US conpetitiveness between
1970 and 1973, due primarily to changes in exchange rates. In
1971, and again in 1973, the dollar was deval ued, lowering the
price of US goods relative to foreign goods. The Arab oil
enbargo, the rapid increases in the price of oil, the shift to a
system of floating exchange rates in 1973, and the onset of
recession in 1974 produced a period of erratic novenents in these
conpetitive indexes. (The sharp peak in the unit |abor cost index
coincides roughly with the onset of recession in the United
St ates. At such times, output is usually reduced faster than
enpl oyment, producing a tenporary rise in unit |abor costs.)
Recovery from recession proceeded nore rapidly in the United
States than in the other industrialized countries. As a result,
output in the Whited States grew nore rapidly than did enpl oynment
(in relative terns), and US wunit labor costs declined relative
to foreign unit |abor costs. The rapid US recovery also pro-
duced increases in wholesale and export prices relative to those
in other countries. (It was precisely to avoid such price
i ncreases that a nunber of other industrialized countries chose to
recover less quickly from the recession.) Beginning in 1977,
relative US prices eased sonmewhat, hel ped by a declining dollar
after the last quarter of 1977. This dollar-related gain in
conpetitiveness is also evident in the unit |abor cost index. As
the dollar strengthened in late 1978, all of the indexes turned
up, indicating sone erosion in the US conpetitive position.

6/ The conposite neasures of foreign wholesale and export prices
are weighted geonetric averages of industrial wholesale price
i ndexes and export unit value indexes in 11 industrial coun-
tries: Canada, Japan, Cernany, the United Kingdom France,
Italy, Belgium the Netherlands, Australia, Switzerland, and
Sweden. The conposite foreign unit labor cost index is
conputed in a simlar nmanner, with the exception that Satzer-
land and Australia, for which the necessary data are not
avail abl e, were excl uded. For a detail ed discussion of
how t hese indexes are constructed, see Appendi x B.
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Because both the arrangenent of international transactions
and the subsequent international shipment of traded goods can be
ti nme-consumng processes, there is generally a delay between the
decision to inport or export a particular commodity and its
actual arrival at its destination. Thus, changes in relative
prices lead to changes in recorded trade flows only after a
considerable lag. Mst estinmates suggest that the full effects of
changes in prices will not be reflected in trade flows until a
year or a year and a half have passed.

A though the nmovenents of the three indexes differ somewhat,
all show a loss of US conpetitiveness during 1975 and 1976,
and this could account for a part of the deterioration in the
US trade position during 1977. Each index peaks in early or
md-1977, then (wth the exception of a tenporary rise in the unit
| abor cost index) declines until late 1978. This inprovenent in
the US conpetitive position--mostly due to a decline in the
value of the dollar--provides part of the explanation for the
inproved US trade performance in 1978

As was the case with nore rapid growh abroad, the effect of
the inprovenent in US conpetitiveness can be estinmated only very
roughl y. Simul ations performed by CBO suggest that the inprove-
ment in the US conpetitive position that occurred after the
third quarter of 1977 is responsible for an inprovenent in the
US balance of trade in manufactures that anounted to about $7.5
billion (at annual rates) by the first quarter of 1979. 7/
Despite the fact that the strengthening of the dollar that began
in late 1978 has eroded US competitiveness somewhat, the effects
of the inproved conpetitive position in 1977 and early 1978 shoul d
continue to be felt for sone tine. I ndeed, because of the lag in
the trade-flow response to changes in prices, the full effects of
that inprovenment in conpetitive position were probably not felt by
the first quarter of 1979. 8/

7/ Details of this sinulation are provided in Appendix A

8/ In addition, the devaluation of the dollar probably brought
about sone increase in the (dollar) value of US exports of
agricultural products and raw nmaterial s. Unfortunately, the
estimation of such effects is a fairly conplex matter and
beyond the scope of this paper. As a result of this om ssion,
the effects ascribed in this paper to the devaluation of the
dol lar represent a |ower bound.
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The indexes enployed here are deficient in that they do not
reflect the growing conmpetition to US producers fromindustrial-
ization prograns in sone devel oping countries. For the nost part,
these prograns have concentrated on the devel opnent of |ight
industry (clothing, textiles, shoes, and electronic conponents,
for exanple) and have contributed to the decline of simlar
industries in the United States. Unfortunately, reliable data on
manuf acturing costs in developing countries are not available, and
no systematic conparisons with these costs in the Uiited States
can be made.

Despite this deficiency, the indexes provide fairly clear
evidence that, to a significant extent, the recent strengthening
of the US trade position was due to an increase in the price
conpetitiveness of US prcducts in world narkets. The indexes
al so suggest, however, that, if the recent loss in US conpeti-
tiveness associated with the strengthening of the dollar con-
tinues, the U.S. trade position may weaken again as the effects of
t hese exchange rate changes on trade flows are felt.

US PETROLEWM | MPCRTS

Also contributing to the recent inprovenent in the US
nerchandi se trade position has been a decline in both the value

and the volume of oil inports during 1977 and the very noderate
growth of both throughout 1978. The nost inportant factor in the
relative stability of oil inports during this period has been the

growth of oil production in A aska. During the first quarter of
1977, Aaskan oil production was proceeding at a rate of about
170,000 barrels per day. Wth the opening of the A aska pipeline
in June 1977, this production increased dramatically. By the end
of 1977, A askan production had reached 850,000 barrels per day,
and in late 1978 it increased again to 1.35 mllion barrels per
day. Thus, fromthe first quarter of 1978 to the first quarter of
1979, A askan oil production increased by about 500,000 barrels
per day. Wthout this increase, the United States would presum
ably have had to inport an equal anount of foreign oil. At
prevailing prices for oil, these extra inports would have added
approximately $2.5 billion to the US trade deficit.

During the period fromthe first quarter of 1978 to the first
quarter of 1979, CPEC pricing policies also helped to restrain

increases in the value of US oil inports. The OPEC price
increases that went into effect in January 1979 were only par-
tially reflected in the value of oil inported to the United States
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in the first quarter. (Mich of the inported oil arriving in the
United States in the first quarter of 1979 left CPEC countries
before January.) Because CPEC had not increased its prices since
January 1977, the real price of oil had fallen. From the first
quarter of 1978 to the first quarter of 1979, the average price of
US inported oil rose by 52 percent, while US consuner prices
rose by 9.8 percent. Had CPEC kept the real price of oil constant
during this period, the value of US oil inports and the US
trade deficit would each have been sone $2 billion larger (at
annual rates) in the first quarter of 1979.

CONCLUSI ON

Between the first quarter of 1978 and the first quarter
of 1979, the US merchandise trade deficit (neasured at annual
rates) shrank by about $23 billion. Roughly one-third of this
i nprovenent was apparently due to an inprovenent in the conpeti-
tiveness of US products in world narkets. This inproved
conpetitiveness resulted prinmarily froma decline in the val ue of
the dollar that began in late 1977. About 30 percent of the
i nprovenent can be accounted for by nore rapid economc growh
during 1978 in the other major industrialized countries. An
additional 20 percent can be explained by increased production of
Alaskan oil and by OPEC's failure to maintain a constant real
price for oil. The remaining 20 percent of the inprovenment is
probably accounted for by a variety of factors, including econonic
growth and price changes in the devel oping countries, the effects
of exchange rate changes on the value of US agricultural and raw
materials exports, weather-related changes in the dermand for and
the prices of agricultural commodities, and, perhaps nost |ikely,
errors in the estimation of the contributions of the primry
factors.

Having identified the factors primarily responsible for
the inprovenent in the US trade position, one can ask to what
extent US policy initiatives contributed to the inprovenent.
US policy presumably had little to do with the accel eration of
growh in other industrialized countries; to the extent that
this accelerated growh was responsible for an inproved trade
position, the inprovement cane about as a result of foreign rather
than US economc policies. US policies nay have had nore to
do with the gain in US competitiveness, but here it is diffi-
cut to count US policies as successful. The gain in conpeti-
tiveness canme about prinmarily as a result of a decline in the
value of the dollar, which was in turn widely seen as a reflection
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of concern over the efficacy of US econom c and energy poli cies.
Finally, one mght argue that US diplomatic initiatives and
energy policies played sone role in restraining the rise of oil
prices. Wiile this possibility cannot be discounted, there is
little in the way of solid evidence that it is true. The conclu-
sion seens to be that the recent inprovenent in the US trade
position results partly fromthe success of foreign economc
policies, partly from distrust of US economic policies, and
partly with the forebearance of CPEC
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CHAPTER V. THE US CAPITAL ACCONT AND THE VALLE CF THE DOLLAR

The current account, which reflects the flow of goods and
services into and out of a country, describes only a part of that

country's international transactions. Not reflected in the
current account position are international flows of capital and
financial assets. These transactions are recorded in what is

general |y known as the capital account. 1/

VWhenever a country's international paynents for goods
and services and transfers exceed its receipts (that is, whenever
a country runs a current account deficit), the difference nust
be made up by the export of financial assets. In other words,
it rmust borrow the difference from abroad (issuing financial
assets in the form of 1I0Us to foreigners) or it must transfer
reserve currencies or other nonetary assets to foreigners. In
either case, this transaction is recorded in the capital account.
As a result, a country's net capital account position mnust
exactly cancel its net current account position in the same
tine period.

During its years of current account surplus, the United
States had a deficit on its capital account, exporting capital
to (or, put differently, inporting financial assets from the
rest of the world. This was the natural position for the United
States in the postwar world: as a nation relatively rich in
capital, it exported capital to other countries less well endowed.
In a few postwar years——most recently and dramatically in 1977
and 1978--this traditional situation was reversed as the United
States ran current account deficits and became a net inporter
of capital.

1/ The term "capital account" takes on different neanings in

~ different contexts. In some cases, it refers only to inter-
national flows of nonmonetary financial assets, excluding
international transfers of currencies, international reserves,
or monetary gold. In other cases, it refers to the totality
of international financial transactions. In this paper, the
termis used in this latter, broader sense.

29



Although the total net flow of capital in any period nust
offset the current account position, the individual conponents of
the capital account can vary greatly. Because these conponent
flows are controlled by a variety of economc actors who respond
to avariety of stimuli, they are indicative of different economc
situations. Further, these flows can be highly volatile, wth
particul ar conponents showing large net inflows in one quarter
and large net outflows in the next. In this they differ from
the elenents of the current account, which tend to change only
gradual | y. This volatility allows capital flows to serve as a
baroneter for changes in economc conditions and in expectations
about future economc conditions.

RECENT DEVELCPMENTS IN THE US CAPI TAL ACCOUNT

The sinplest division of the elements of the capital account
is into private and official capital flows. Private flows include

all international financial transactions initiated by private
individuals or firnms or by governments in their normal financial
oper at i ons. Cficial flows include transactions initiated by

national nonetary authorities or by governnents in pursuit of
pol i cy objectives. Both private and official flows are measured
as changes in foreign assets held by donestic agents and in
donmestic assets held by foreign agents. A net decrease, for
exanple, in US private assets held by foreigners signifies a net
outflow of private capital fromthe United States. Smlarly, an
increase in foreign official holdings of US assets signifies an
inflow of official capital. Table 5 summarizes the najor com
ponents of the US capital account for the last few years.

Private Capital Fl ows

Because private capital flows reflect the decisions of
econom c actors——banks, corporations, individual asset holders—-
whose prinmary interests lie in maximzing profits or mnimzing
| osses, these flows are generally thought to be highly sensitive
both to relative rates of return in various countries and to
expected changes in exchange rates. Capital flows into nations
where interest rates are high and out of countries whose currency
is expected to decline. Few of the delays that characterize
international transactions involving goods and services are
found in international capital transactions. As a result, changes
in capital flows generally follow changes in relative interest
rates or expectations quite rapidly, and private capital flows are
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TABLE 5. US CAPI TAL ACCOUNT, 1975-1979:

SEASONALLY  ADJUSTED

IN Bl LLI ONS CF DOLLARS,

1975 1976 1977 1978 1979 ii/
Private H ows
Change in US private
assets abroad, net -35.4 -44.5 -31.7 -57.0 -35.5
Change in foreign
private assets in
United States, net 8.6 18.8 14.2 30.0 49. 6
Total Private Fl ows, Net -26.7 -25.7 -17.6 -27.1 14.1
Cficial Flows
Change in US official
reserve assets, net -0.8 -2.6 -0.4 0.7 -6.5
Change in foreign
official assets
in United States
Industrial countries b/ 0.9 8.4 28.8 34.3 N A
CPEC 7.1 9.6 6.4 -0.7 N A
G hers -1.2 -0. 1.5 0.2 N A
Total Cficial Flows, Net 5.9 15.0 36.3 34.5 44,3
Change in US Governnent
Assets Qther than Oficial
Reserve Assets, Net -3.5 -4.2 -3.7 -4.7 -4.2
Statistical DO screpancy c/ 59 10.3 -0.9 1.1 33.2
Total Fows, Net d/ -18.3 -4.6 14.1 13.9 1.2

SOURCE: US Departnent of Conmerce, Bureau of Econom c Anal ysis.

NOTE: Negative entries indicate capital
total s because of roundi ng.

a/ Based on figures for the first half of 1979, at annual

b/ Australia, Canada, Japan, New Zeal and,

Europe.
¢/ For an explanation of statistical

d/ Sum of net total private flows, net
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generally the nost volatile elenent of a country's entire bal ance
of international paynents. The annual figures presented in
Table 5 obscure this volatility sonmewhat. Table 6, which shows
the principal conponents of the U.S. capital account by quarters
from 1977 to md-1979, reveals the size of the swings from one
quarter to the next.

The periods of largest private capital outflow (the |ast
quarter of 1977 and the first and last quarters of 1978) were
also periods during which the dollar's foreign exchange value
decl i ned sharply. The major factor inducing these nmovenents
of capital out of the United States appears to have been the
expectation that the dollar would fall further. These outfl ows
reflected attenpts by asset holders to convert their hol dings of
dollars into currencies that were expected to appreciate. (S nce
assets denomnated in currencies other than dollars nust, in nost
cases, be bought abroad, this required an outflow of capital
from the United States.) To sone degree, the attenpt to flee
from dollar-denomnated assets was self-reinforcing; as dollar-
denoni nated assets were sold, the value of the dollar fell,
reinforcing expectations of further declines and thus inducing
further efforts to "get out of dollars.” During the mddle of
1978 and at the beginning of 1979, the dollar strengthened tenpo-
rarily, and asset holders took advantage of the situation to
reverse sone of their earlier transactions. The result during
both periods was an inflow of private capital.

Anot her inportant conponent of private capital flows is found
in the statistical discrepancy termreported as part of the total
bal ance of payments. This discrepancy termis derived by conpar-
ing the current account position with all capital flows reported
el sewhere. By definition, the net flow of capital nmust exactly
bal ance the current account position. Reported capital flows,
however, rarely satisfy this requirenment, and hence the existence
of a statistical discrepancy.

Sone part of this discrepancy is accounted for by sinple
reporting errors and omssions. A so reflected in the statistical
di screpancy are sone intraconpany transfers of nultinational
corporations. But by far the largest part consists of unreported
flows of private capital. Usually these are in the form of
"l eads" and "lags," short-term loans extended by international
traders. A lag will develop when an inporter receives his
goods but delays paynent for them for the month or so that is
generally allowed by his agreenent with the exporter. In essence,
the exporter makes a short-term loan to the inporter. A | ead
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TABLE 6. UuS CAPITAL ACCOUNT BY QUARTERS, 1977-1979: IN BILLIONS CF DALLARS, SEASONALLY

ADIJUSTED
1977 1978 1979
] I v Il I1I Y I I a/
Private Fows, Net -31 -5.1 0.2 -9.6 -11.8 18 19 -19.0 7.9 -0.9
Cficial Flows
Change in US official
reserve assets, net -0.4 0 01 0 0.2 0.2 01 0.2 -3.6 0.3
Change in foreign official
assets in United States
Industrial countries 2.4 55 7.2 13.8 13.1 -2.0 6.4 16. 8 N A N A
CPEC 2.9 1.2 1.5 0.8 2.0 -2.7 -1.8 1.8 N A N A
Q hers 0.2 1.1 -0.4 0.6 0.5 -0.5 01 0.2 N A N A
Oficial FHows, Net 51 7.7 84 151 15. 8 -5.0 4.8 18.9 -13.0 -9.2

Change in US Governnent
Assets Qher than Cficial
Reserve Assets, Net -1 -09 1.0 -0.7 -1.0 -1.3 -1.4 -1.0 -1.1 -1.0

Statistical Discrepancy 2/ 2.5 0.7 -4.7 0.5 3.9 8.0 -21 1.3 4.6 12.0

SOURCE: U.S. Departnment of Commerce, Bureau of Econom c Analysis.

NOTE: Al figures are balance—of-payments basis. Negative nunbers indicate capital outflows.
Detail may not add to totals because of rounding.

a/ Figures for 1979:II are prelimnary. The size of the statistical discrepancy in this quarter
reflects many transactions unreported in prelimnary figures.

b/ For an explanation of statistical discrepancy figures, see p. 32



represents prepaynent for inports. Like other |oans, these short-
term loans are sensitive to exchange rate expectations. If an
i mporter expects the currency of the exporting country to fall, he
has an incentive to delay paynent for as long as possible.
Because such loans are so easy to arrange (indeed, to produce a
lag, the inmporter nmust do literally nothing), they are generally
thought to be the nost rapid and vol atile of capital novenents and
are widely seen as the earliest indicators of changes in the
market's expectations for exchange rate novenents. Exam nation of
Table 6 shows that throughout 1977 and 1978 the net flows reported
in the statistical discrepancy generally foreshadowed novenents in
bank-related flows in the follow ng quarter.

Wiile leads or lags can be quite substantial, as evidenced
by the statistical discrepancy of $4.7 billion in the third
quarter of 1977, they cannot persist for nore than a couple of
quarters. This happens because, as deliveries arrive or paynents
become due (they cannot be postponed indefinitely), they are
recorded in sone other account and are thus reflected negatively
in the statistical discrepancy, offsetting any current |eads or
lags.

Cficial Capital F ows

The pattern of official capital flows has been quite dif-
ferent from that of private flows. These official flows reflect
the actions of various central banks in pursuit of their respec-
tive nonetary policy objectives. As such, these flows often
respond to very different stimuli than do private flows.

Sinply because of the size of their transactions, the none-
tary authorities of a few major industrialized countries are the
nost inportant actors in determning worldw de official capital
flows. Each of these countries has the power to influence inter-
national currency and financial markets by its actions, and each
has an interest in acting to nmaintain some order and stability in
these markets, even if its actions result in a short-termloss in
the value of its official asset holdings.

For the nost part, official capital flows reflect attenpts by
central banks to counteract |arge or sudden novenents of exchange

rates. (These official flows also reflect how far renmoved the
present international nonetary system is from one of freely
floati ng exchange rates. |If exchange rates were determ ned purely

by market forces, there would be no central bank intervention in
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currency nmarkets, and hence no official capital flows.) Duri ng
periods in which the dollar is falling, for exanple, these banks
will often purchase dollars in an effort to maintain the cur-
rency's val ue. The central bank will then use these dollars to
buy US government securities, thus returning the dollars
to the United Sates. During tinmes of relative dollar strength,
these transactions may be reversed as central banks sell dollar-
denom nated securities and subsequently sell the dollars so
obt ai ned. The first quarter of 1979 provides an exanple of
such a reversal.

Devel oping countries and the smaller industrial countries
also contribute to net official capital flows, but in rmuch snaller
gquantities and with somewhat different notivations than do the
maj or industrialized countries. Individually, the transactions
of these countries are too snall (those of Saudi Arabia nay
be an exception) to influence world markets, and these countries—-
unlike the larger industrial countries—-are free to act purely
for their own financial advantage. In this regard, they are
often seen as resenbling private asset holders, buying dollar
assets whepn the dollar is expected to rise and selling when it is

expected to fall. In the aggregate, however, the official trans-
actions of these smaller countries can affect the value of the
dol | ar. During 1978, a period of dollar decline, such trans-

actions resulted in a small net outflow of capital from the
Lhited States. 2/

Cf particular concern to sone was the net outflow attributed
to CPEC countries during the second and third quarters of 1978
It was feared at the tine that this outflow mght represent the
first stage of an attenpt by the OPEC countries to diversify
their asset holdings by exchanging dollar-denomnated assets for
assets denom nated in other currencies. Mbdtivation for such
action could cone from a desire by OPEC countries to danpen
fluctuations in the worldw de purchasing power of their asset
hol dings, caused by wide variations in the value of the dollar.

2/ This outflow of capital was part of a general diversifi-

~  cation of official reserve assets. At this sane tine, the
snaller countries were converting sonme of their dollar-
denom nat ed Euronarket reserve hol dings into Euromarket assets
denomnated in other currencies. For nore on this, see the
Bank for International Settlenments, Forty-N nth Annual Report
(Narch 1979), pp. 153-58.
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It was feared that an attenpt by CPEC to dispose of a significant
fraction of its dollar-denom nated hol dings would seriously
di srupt financial markets——at least in the short run. 3/

Whet her or not CPEC countries have in fact sought to diver-
sify their holdings to any significant degree is inpossible to
know The necessary data are sinply not available. There are,
however, reasons to speculate that any diversification that has
taken place has been and nust renmain quite limted. First, a
nunber of the major industrial countries——Germany and S tzerl and
are obvious examples—--maintain barriers (or at |east strong
disincentives) to capital inflows. Second, the nature of inter-
national financial narkets is such that large sales of dollar
assets woul d depress the dollar's forei gn exchange val ue, reducing
the foreign currency value of remaining dollar assets held by
CPEC OPEC's holdings of dollars are so large that they cannot
all be sold at once.

It is possible that the reduction of CPEC holdings in the
United States during 1978 was not an attenpt to diversify, but
rather was a transfer of sone dollar holdings in the United
States to other dollar assets in the Eurodol | ar market. 4/ Such a
transfer would put no downward pressure on the dollar. Two
possi bl e notivations have been suggested for such transfers.
First, the Eurodollar market generally has less stringent capital
requirenents and interest rate controls than the domestic US
market, allowng greater freedom of action for OPEC's investors.
Second, some observers have suggested that, under circunstances of
a major crisis in the Mdeast, the United States mght freeze
OPEC's assets. Fear of such action would make the FEurodollar
market an attractive alternative for CPEC hol di ngs.

3/ COPEC dollar-denoninated holdings were estimated to anount
to about $96 billion at the end of 1977; see Gdeh Aburdene,
"1 Petrodollar = 72 Cents," Eurononey (My 1978), p. 36.

4/ Eurodollars are deposits of dollars in dollar-denomnated bank
accounts (or in other dollar-denomnated financial instru-
nments) in financial institutions outside the Whited States
(but not necessarily in Europe). The dollars so deposited are
available for lending in the so-called Eurodollar financial
mar ket . Arrangenents of this type are not unique to the
dol | ar. Gernman marks could, for exanple, be deposited in an
Engli sh bank, thereby creating a Euronark.
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THE VALLE &F THE DCOLLAR

The value of the dollar is closely related to the inter-
national flow of capital, and concern over the value of the dollar
underlies nuch of the concern over the entire U.S. balance of
internati onal payments during the last two years. At any nonent,
the value of the dollar relative to other currencies is determned
by the supply of and the demand for dollar-denomnated assets in

forei gn exchange markets. Whenever the supply of such assets
available in world markets exceeds the anount that wll be wll-
ingly held, the dollar's value wll fall. Deficits on the US

current account and private outflows of capital represent net
additions to the supply of dollar-denom nated assets available to
world financial nmarkets and therefore place dowward pressure on
the dollar's val ue.

Because the current account position changes only gradually,
private capital novenents are the immedi ate cause of nost short-
term fluctuations in exchange rates. Often, however, these
capital flows occur in response to developnents in the current
account position or to changes in relative interest rates.
A constantly growing current account deficit, for exanple, nmay
convi nce asset holders that the dollar wll eventually |ose val ue.
To avoid |osses, asset holders nay dispose of dollar-denom nated
assets, precipitating the fall in the value of the dollar--and
per haps an even greater fall--that would have been caused by
the continuation of the current account deficit.

Such a pattern of events occurred in 1977 and 1978 A
persistently worsening US current account position in 1976
and 1977 pronpted a wdespread flight from doll ar-denom nated
assets beginning in the last quarter of 1977 Qver the period
from Septenmber 1977 to March 1978, the so-called effective
exchange rate of the dollar (a weighted average of the value of
the dollar relative to other major currencies) declined by about
4.4 percent. 5/ After the first quarter of 1978, the US current

5/ A nunber of different measures of the effective exchange rate
of the dollar are available, varying principally in the choice
of other currencies used in conputing the average. The
ef fective exchange rate used in this paper is that computed by
Morgan CGuaranty Trust Conpany. Changes in this rate are
the weighted geonetric averages of changes in the value of the
dollar vis-a-vis the currencies of 15 major industrialized
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account deficit began to shrink, and for a short period the val ue
of the dollar stabilized. But in June 1978, the dollar again
began to decline. By the end of Cctober, the effective value of
the dollar had declined by a further 7.5 percent, bringing the
total decline from Septenber 1977 through Gctober 1978 to 113
percent. Figure 6 shows noverments in the effective value of the
dollar during the last few years.

Figure 6.
Effective Exchange Rate of the Dollar, 19771979
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SOURCE: Morgan Guaranty Trust Company, Effective Exchange Rate Index, data published weekly.

Exactly what caused the continued fall of the dollar in the
latter part of 1978 is not clear. The economc "fundamentals"
that underlie exchange rate novenents did not appear to warrant a

countries. The weights used in this conputation, intended to
reflect the relative inportance of each country in the inter-
national transactions of the United States, are proportional
to the value of bilateral trade in manufactures between each
country and the United States in 1976.
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further decline. The U.S. current account position was inproving,
and US interest rates had noved higher relative to foreign
rates. Yet the outflowof private capital did not cease.

The one discouraging economc "fundanental" was the US
inflation rate. In early 1978, US inflation began to accelerate
both in absolute terns and relative to inflation in other coun-
tries. These price increases reduced the purchasing power of the
dollar and depressed its value. Increasing US prices also boded
ill for the future conpetitiveness of US products in world
markets and led sonme to expect a renewed deterioration in the US
current account position. By md-1978, the US inflation rate
was significantly higher than the weighted average of inflation
rates in the rest of the industrialized world (see Figure 7).

Aso contributing to the outflow was sone uncertainty about
the direction and effectiveness of U.S. nmacroecononic and energy
poli ci es. The Administration's anti-inflation program announced
on Cctober 24, 1978, did nothing to ease fears of continued US
inflation. (Indeed, in the last two weeks of Cctober, the effec-
tive value of the dollar declined by 2.8 percent.) Proposals for

Figure 7.

US. and Foreign Rates of Inflation, 1973-1979: Percent Changes

in Consumer Price Indexes (Seasonally Adjusted Annual Rates)
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energy-related prograns were stalled both in the GCongress and
in the Adm nistration. Thr oughout much of 1978, the Federal
Reserve experienced repeated difficulties in keeping the growh
of US nonetary aggregates w thin announced target ranges.
And for nost of 1978, US nonetary authorities showed little
willingness to intervene in currency markets to support the
dol | ar. This uncertainty concerning the major elenents of
US economc policy nmade the dollar a more risky and hence a
less attractive asset, and the value of the dollar continued
to fall.

O Novenber 1, 1978, the Administration announced a series
of actions to bolster the dollar. The United States nobilized up
to $30 billion worth of foreign currencies to intervene in
foreign exchange narkets. In addition, the Federal Reserve
ti ghtened nonetary policy by raising the discount rate (the
rate at which nenber banks nay borrow from the Federal Reserve)
from 85 percent to 9.5 percent, by inposing a 2 percent supple-
nentary reserve requirenment on large tine deposits, and by slow ng
the rate of noney supply grow h.

The primary notivation for the Novenber dollar support
program according to the Admnistration, was "the judgment that,
whereas sone of the earlier 1977-1978 dollar decline had been
necessary to correct the external disequilibrium the continued
decline of the dollar had become disorderly and was not justified
by fundanental econonmic conditions." 6/ Aso contributing were
fears that the fall of the dollar was increasing inflation in the
United States and pressure from other devel oped countries, which
saw the conpetitive positions of their domestic industries eroded
by the declining dollar.

That the Admnistration viewed much of the pressure on the
dol l ar as psychol ogi cal rather than strictly economc is suggested
by the timing of its actions to support the dollar. These noves
cane on Novenber 1 (Al Saints Day), a bank holiday in Europe.
Further, the announcenent of the noves was delayed until after the
Tokyo financial markets had closed for the day. Consequent | y,
with only the New York markets open, Federal Reserve intervention
had naxi num effect. The intention was that a bold nove would
break the cycle of self-fulfilling expectations for continued
decline of the dollar.

_6_/ Econom ¢ Report of the President 1979, p. 155.
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The Novenber 1 actions were apparently successful, at |east
in the short run. The dollar rose sharply in the week i mredi ately
following, gaining 28 percent in effective value. Wth the help
of continued tight nonetary policy, this strengthening continued
throughout the first tw quarters of 1979 despite increasing US
inflation, CPEC price increases, and political turmil in Iran.
By the end of June 1979, the dollar stood 12.5 percent above its
Qctober 30 low So strong was the dollar that by md-1979 the
United States had been able to repay all $.1 billion of official
borrowings from foreign central banks that had supported the
currency market interventions of late 1978. 7/

7/ Wl Street Journal, June 5, 1979, p. 6.
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GHAPTER V. THE US BALANCE G PAYMENTS AND THE US ECONOW

Utimately, the reasons for concern over novenents in the
various accounts of the bal ance of paynents lie in the effects of
these novenments on the US econony and in how the accounts
respond to donestic economc developments. H dden in the aggre-
gate figures of the payments bal ance are reflections of nunerous
structural changes affecting particular industries or financial
mar ket s. The follow ng discussion, however, is restricted to
the nost aggregate macroeconom c effects.

I NOOVE AND EMPLOYMENT

The nost direct effect of large trade and current account
deficits is the restraining influence they exert on donestic
econom c growt h. If the needs of U.S. businesses and consuners
are met by foreign suppliers rather than by donestic production,
total incone and enployment in the United States decline. S n-
larly, if foreign needs are net by foreign production rather
than by exports from the Whited States, income and enployment in
the United States also suffer. This is not to suggest that all
i mports reduce enpl oynment and inconme in the United States; inports
of commodities that cannot be produced efficiently or in suf-
ficient quantity in the Lhited States (ol is an obvious exanple)
are necessary for the continued functioning of the econony. Wen
imports are not counterbal anced by exports, however, the result
will be sone reduction of the flow of income within the US
econony. I nasmuch as the current account balance is a measure of
the net flow of goods and services into the United States, it is
also an indication of whether the net foreign transactions of the
United States are adding to or subtracting fromthe flow of incone
in the nited States.

The relationship between the current account balance and
domesti ¢ income and enpl oyrment operates in the other direction as
wel | . Al other things being equal, an inprovenent in the U.S.
current account position wll stimulate enploynent and income in
the United Sates. But an inprovenent in the US current account
position can also be brought about by a lagging US econony as
US denand for foreign goods and services falls off. Thus, an



improvenent in the current account position should not always be
viewed as a salutary devel opnent. If the inmprovenment occurs
as a result of foreign events——-such as the nore rapid growth
in the rest of the industrialized world during 1978--it repre-

sents a clear benefit to the Uhited States. If, on the other
hand, it occurs as a result of recession in the United States-—-
as happened in 1975 and as many observers expect wll happen

again in 1980--it is nerely a synptom of slow donestic economc
grow h.

The recent inprovenent in the US current account position
(due nostly to foreign developnents and exchange rate changes)

has provided a significant stinulus for the US econony. The
increased dermand for US goods and services reflected by this
i nprovenent resulted (after secondary, "ripple" effects are
counted) by the first quarter of 1979 in a 2 percent real increase
(roughly $45 billion per year at current prices) in US gross
nati onal product (QG\P). If the current account deficit had

renained at its level of the first quarter of 1978, the unenpl oy-
ment rate in the United States by the first quarter of 1979 woul d
have been higher by 0.4 or 0.5 percent. This amounts to a saving
of between 400,000 and 500,000 jobs. Because G\P and enpl oyment
respond to changes in the current account only after a lag, the
full effect of the strengthened current account position was
not felt by the beginning of 1979, and its final contribution
to GW and enploynent is likely to be even greater than these
estinmates suggest.

PR CES

O her effects of recent international econom c devel op-
nments have not been so wel cone. As Chapter 1ll demonstrated, a
major part of the inprovenent in the US current account position
resulted froma decline in the value of the dollar. As the dollar
declines in value, the prices of US inports rise; and, as these
price increases are passed through the econony, the overall price
| evel rises. Further, as the prices of inported products rise,
US producers of simlar products wll feel less conpetitive
pressure frominports and nay take the opportunity to raise prices
on donestically produced goods.

The process of price determination in the US econony is
extrenmely conplex, and there is no way of know ng for certain how
a given change in exchange rates wll affect the general |evel of



prices. 1/ Sone rough estimates are, however, possible. It
is generally thought that, for each percentage point increase
in the price of US inports, the U.S. consuner price index rises
by about one-fifth or one-sixth of a percentage point. Because,
however, foreign producers may not adjust their prices to reflect
fully changes in exchange rates and because the prices of some
i mported commodi ties do not change when exchange rates change, a 1
percent decline in the value of the dollar does not bring about a
full 1 percent increase in the price of inports. (The nost
i mportant commodity whose price is not affected by exchange rate
changes is oil, the price of which is set by GPEC in dollar terns.
CPEC is, of course, free to raise the price of oil in response to
a decline in the value of the dollar, and indeed the possibility
that CPEC may do exactly that has served, along with other fac-
tors, to encourage active US support of the dollar. Such
conpensating oil price increases, however, are not without polit-
ical cost to the menbers of the CPEC cartel, and recent history
suggests that there is no direct link between the value of the
dol l ar and CPEC pricing policies.)

Gl accounted for about one-quarter of the value of US
imports in 1978. If it is assumed that the prices of all other
US inports are affected by exchange rate changes and that about
90 percent of exchange rate changes are "passed through" in the
form of changed inport prices, then each percentage decrease in
the effective value of the dollar wll bring about a rise in
total inport prices of about 0.6 or 0.7 of a percentage point and
a rise of 0011 to 0.15 percent in the consuner price index. The
decline of the dollar from Septenber 1977 through Cctober 1978 was
11.3 percent (on a weighted-average basis). If the dollar had
remained at this level, the decline would, in tinme, have added
between 1.1 and 1.7 percent to the general U.S. price level. The
rise of the dollar after Novenmber 1, 1978, hel ped reduce the
exchange-rat e-i nduced price increase. Because it takes tine for
these price effects to work their way through the econony, how
ever, the full effects of the recent strengthening of the dollar
have probably not yet been felt, and sone of the inflation of
early 1979 can be attributed to the decline in the value of the
dol I ar throughout nost of 1978.

1/ For a survey of various estimates of these effects, see Peter

" Hooper and Barbara R Lowery, Inpact of the Dollar Depreci-
ation on the US Price Level, Board of Governors of the
Federal Reserve System Staff Study 103 (April 1979).
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DEVELCPMENTS IN THE TH RD QUARTER CF 1979 AND NEAR- TERM PRCBPECTS

During the third quarter of 1979, the general patterns of the
precedi ng year and a half began to change. As the full effects of
the nost recent oil price increases were felt, the US trade
posi tion noved more into deficit both because of higher oil inport
bills and because of strong US demand for fuel-efficient
i nported autonobiles. Figures are not yet available for the
entire third quarter, but it is expected that the current account
deficit in that quarter will be somewhat larger than in the
second quarter.

Beginning in md-June, the dollar once again cane under
strong downward pressure, particularly relative to the Gernan
mark. Between the mddle of June and the end of July, the dollar
declined by 28 percent on a weighted-average basis. Accelerating
inflation in the United States, continued uncertainty over US
econom ¢ and energy policies, and the reshuffling in July of
senior officials within the Admnistration all served (a |east
tenporarily) to reduce asset holders' wllingness to hold dollar-
denom nated assets.

The dollar was not the only currency that asset holders tried
to dispose of. Late in the third quarter, rising inflation
throughout the industrialized world contributed to an apparently
w despread flight from nearly all currencies. (The German mark
was the one notable exception.) Asset holders sold currency-based
assets and bought commodities. This led to sharp rises in conmod-
ity prices, with gold and silver prices |leading the way. In
Septenber alone, the price of gold rose by 316 percent and the
price of silver by 69.7 percent; nearly all currency and comodity
markets were marked by large fluctuations during this nonth.

Near the end of the quarter, two najor policy initiatives
were undertaken to return sone stability to these narkets. 0))
Septenber 23, the Gernman mark was officially revalued upward rela-
tive to the other currencies in the European Mnetary System
and--because neither US nor Gernan nonetary authorities acted
to counter this movement--against the US dollar. 2/ Such action

2/ The currencies of the European Mnetary System are the Gernan
mark, the French franc, the Belgian franc, the Luxembourgian
franc, the Dutch guilder, the Italian lira, the Danish krone,
and the Irish pound.



had been runored for sone time, and these runors accounted for
much of the strength of the mark in currency markets during
Sept enber .

Oh Cctober 6, the United States announced a series of neas-
ures ained at reducing inflation in the Whited States and nain-
taining the value of the dollar in foreign exchange markets.
The discount rate was raised, higher reserve requirenents were
i nposed on sone bank borrow ngs, and the Federal Reserve shifted
the announced focus of its nonetary policy from nanagenment of
interest rates to managenent of bank reserves. The inmediate
results of these actions were a sharp rise in U.Ss. short-term
interest rates and sone strengthening of the dollar on foreign
exchange nmarkets. These actions appeared to have the effect also
(after a short period of adjustment) of restraining the rapid
advances in comodity prices that had marked Septenber.

The near-term prospects for the U.S. balance of paynents
are extrenely uncertain. Little consensus has devel oped on
what the effects of the nobst recent oil price increases are
likely to be or on whether further price increases are |ikely.
Various national economc policies appear also to be in a state
of flux. A nunmber of najor industrialized countries--including
the United States--have in recent nonths taken steps toward
more restrictive monetary policies. How long these countries
will adhere to such restrictive policies if recessions materialize
in late 1979 or 1980 remains a ngjor source of uncertainty.
Neither is there any clear indication of how exchange rates may
move in the near future. In the last year, these novenents have
strongly influenced trade but have been very difficult to predict
or even to explain after the fact. Anong the factors that are
likely to affect the US balance of paynents in the near future,
sone wll act to strengthen the US position and others to weaken
it. The net result of these opposing tendencies is still open
to question. '

What does seemclear is that the factors that led to inprove-
ments in the US position in 1978 and 1979 should not be expected
to continue. Mbst forecasts see a period of slowng economc
growth--perhaps €ven recession-—abroad during the next year
and a half. Concerted efforts are apparently being made to
prevent any further decline in the value of the dollar, and
therefore further sharp inprovenents in the US conpetitive
position seem unlikely. Finally, oil prices have risen sub-
stantially in 1979, and there are indications that they nmay go
higher in late 1979 and 1930.
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These oil .price i ncreases, which since Decenber 1978 have
raised the average price of US inported oil by 40 percent,

wll have a strong negative effect on the US trade position.
During the first half of 1979, the value of US oil inports
rose to $49.1 billion (at annual rates) from a 1978 |evel of

$42.3 billion, nostly as a result of price increases. The value
of these inports will be even higher in the second half of 1979,
as the full effects of recent price increases are felt. Estinates
of US oil inports for the whole of 1979 go as high as $58
billion. 3/ Even if the volune of US oil inports does not grow
in 1980 and oil prices do not rise further, the total value of
US oil inports in 1980 could reach $70 billion. 47

The effect of increased oil prices on the US current
account is likely to be offset by an inprovenent in the US
nonoi | merchandi se trade account. Mbst forecasts see a recession
in the United States beginning in late 1979. I nt ernational
forecasts suggest that other industrialized nations may also
experience reduced growh in the near future, but beginning
sonewhat later than the downturn in the United States. The
result is likely to be reduced US denmand for inports in late
1979 and early 1980, with foreign demand for US products renain-
ing strong, at least for a time. Estimates of the magnitude of
these effects are necessarily highly speculative, but the U.S.
Treasury has recently forecast a current account deficit of
between $3 billion and $4 billion for the whole of 1979 and for a
current account surplus of about $10 billion in 1980. 5/ If the
projected current account surplus is realized, it wll not repre-
sent any maj or success for US policy. Qite to the contrary, it
will nmost likely be the result of a recession, representing a
significant failure of US policy.

3/ "UsS Al Inports and the Balance of Paynents,” Wrld H nan-
cial Markets (July 1979), p. 3.

4/ 1bid.

5/ Press Briefing by Anthony M Sol onon, Undersecretary for
Monetary Affairs, US Departrent of the Treasury (Septenber
24, 1979; processed).
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APPEND X A BFFECTS O MORE RAPID FGREIEGN GRONH AND | MPROVED
us GCAWETITIVE PGS TION

The contributions of nore rapid growth abroad and an i nproved

U.S. conpetitive position to the overall inprovenent in the U.S.
trade position reported in Chapter Ill were estimated by a two-
step process. First, the incone and price elasticities for US
inports and exports were estinated. Second, these elasticity

estinates were used to simulate the pattern of US inports and
exports if foreign economic growh had not increased and if
the US conpetitive position had not inproved.

BASTI A TY ESTI MATES

Income and price elasticities were estinmated by ordinary
| east squares regressions of real US nmanufactured inports
and exports on current and |agged neasures of relative costs
in the United States and abroad and on a variable neasuring the
current level of economc activity. |In the inport equation, the
activity variable was real US GQG\W; in the export equation, the
activity variable was a weighted average of Canadian, Japanese,
and VWestern European industrial production indexes. The weights
for this average were proportional to 1976 G\P. Each equation was
estimated using two alternative neasures of relative costs: the
ratio of US wholesale prices for industrial comodities to
simlar prices abroad and the ratio of US unit labor costs to
foreign unit labor costs, both corrected for changes in exchange
rates. (The construction of these relative cost neasures is
detailed in Appendix B.) For the relative cost variables, an
eight-quarter, third-degree polynomal distributed |lag schenme was
esti nat ed. Al equations were estimated in logarithmc form
thus, coefficients can be interpreted as elasticities. Al
regressions were quarterly, from 1970:I to 1979:I.

Tabl e A-1 summarizes the results of the regressions. For the
relative price variables, the sum of the coefficients of the
entire lag structure is presented. Note that in both inport and
export equations the relative cost variables are the sane: the
ratio of US costs to foreign costs. This explains the positive
sign for the price elasticity of US manufactured inports.
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TABLE A-1. SUWARY CF REGRESSI ON RESULTS
Dependent | ndependent Vari abl es .
Variable Constant USGW HP WA a/ UWUC a/ R DwW
(1) EX 4.6 11 -2.2 0.92 2.2
(59.5) (39 (-5.0
(20 EX 4.7 0.5 1.1 0.87 13
(46.5) (L5 (-5.8
(3) M -17.8 2.6 1.06 0.91 15
(-12.5 (12.8) (31
(49 M -20.0 2.9 0.64 0. 89 13
(-10.0) (10.2 (3.8
VARIABLES: EX = real US manufactured exports
M = real US nanufactured inports
USG\P = real US gross national product
FIP = weighted average of Canadian, Japanese, and
Western European industrial producti on
WPLI = ratio of US wholesale prices for industria
comodities to simlar foreign prices (see
Appendi x B)
UC = ratio of US wunit labor costs to foreign
| abor costs (see Appendi x B)
NOTE: Fi gures in parentheses are t-statistics.

a/ Sumof coefficients of eight-quarter,
di stributed | ag.

third-degree, pol ynoni al

The | ow Durbi n-Wat son statistics for the equations using unit

| abor

Ther ef ore,

costs suggested that
whol esale prices would provide a better
the simulations

the elasticities estimated using
basis for simlations.
reported in the text are based on

equations (1) and (3.
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SI MLLATI ONS

The elasticity estinmates derived above were used to simulate
real US inports and exports of manufactures assumng that:

o During the period 1977:1v through 1979:I industrial
production in each of Japan, Canada, and \Wstern Europe
continued to grow at the relatively slowrates of the year
ending 1977:111; and

0 Wiolesale prices of industrial goods in the United
States renmained constant relative to simlar whol esal e
prices in the rest of the industrialized world, after
correction for changes in exchange rates.

The difference between the sinulated trade flows and the
actual trade flows provides a nmeasure of the effects of more rapid
foreign growh and of the inproved US conpetitive position.

These simulations are of a partial equilibrium nature. No
attenpt is nade, for exanple, to link an increase in foreign
economc activity through increased US exports to a rise
in US G\, which in turn brings about a rise in US inports.
The difficulties inherent in estimating a fully linked set
of structural equations are formdable, and the effort required
to do so does not seem justified for the sinple results desired
for this paper. Properly interpreted, these similations rep-
resent what trade flows mght have been if growth abroad had not
speeded up and if the US conpetitive position had not i nproved,
assunm ng that neither of these devel opments affected US Q\P.
Because a lTack of growth abroad and a stagnation in the US
conpetitive position would have had a restraining effect on the
growth of US @G\, and consequently of US inports, the trade
effects of these devel opnents are overestimated.

Table A2 shows actual trade flows and the simulated trade
flowns that would have resulted if foreign economc growh had
not picked up. iy changes in US exports are shown, since,
consistent with the partial equilibrium nature of these sinu-
lations, decreased growth abroad would have no effect on US
inports.

Table A3 shows actual trade flows and the similated trade

flows that would have resulted if U.S. conpetitiveness had not
inproved. In these simlations, sone anbiguity is inherent in the
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TABLE A-2. S MILATED EFFECT (F LESS RAPI D FCREI GN ECONOM C GRONMTH
ON US EXPORTS CF MANUFACTURES: BY QUARTERS, IN
Bl LLIONS GF DALLARS

1978:1 1978:I1 1978:III1 1978: 1V 1979:1

Actual Exports 20.7 24.1 23.3 26.4 27.2
S mul at ed Exports 20.4 23.6 2.7 25.4 26.1
Difference 0.3 0.5 0.6 10 11

SOURCE:  CBO esti nat es.

NOTE Al entries in this table are quarterly figures. For
annual rates, multiply by four.

conversion of real trade flows into nomnal trade flows. The
simul ations were based in part on an assunption that US prices
did not change relative to foreign prices. This could have come
about because US prices rose at the slower foreign rate or
because foreign prices rose at the faster US rate, or anything
in between. Real trade flows were converted to nomnal flows
using both US and foreign prices on the assunption that these
two estimates would serve as bounds on the range of reasonable
estimates. In practice, the net effects of changes in conpeti -
tiveness are not very sensitive to which set of prices is used,
but the values of the conponent inport and export flows are quite
different.

Agricultural Products and Raw Material s

For sinulation purposes it was assuned that the incone
elasticity of US exports of agricultural products and raw
materials is one. Changes in relative costs in the United States
and abroad were assumed to have no effect on trade in these
commodities, since they are generally traded in world nmarkets at
prices not affected by relative costs in various countries. As
noted in the text, exchange rate changes should be expected to
affect the value of agricultural and rawnaterials trade, but such
effects were not included in these simulations.



TABLE A-3. SIMULATED EFFECT OF UNIMPROVED U.S.
IMPORTS AND EXPORTS OF MANUFACTURES:
IN BILLIONS OF DOLLARS '

POSITION ON U.S.
BY QUARTERS,

COMPETITIVE

1978:1 1978:11

1978:111 1978:1V 1979:1

Wing US Prices

Actual Exports 20.7 24.1 23.3 26.4 27.2
Simul ated Exports 20.8 24.2 23.5 26.5 26.7
Difference -0.1 -0.1 -0.2 -0.1
Actual Inports 22.8 252 24.8 26.1 25.3
Sinulated Imports . 23.1 25.9 25.6 26.9 26.6
D fference -0.3 -0.7 -0.8 -0.8 -1.3
Wsing Foreign Prices
Actual Exports 2.7 24.1 23.3 26.4 27.2
Simul ated Exports 20.5 23.5 22.6 25.4 25.1
Difference 0.2 0.6 0.7 10
Actual Inports 2.8 25.2 24.8 2.1 25.3
Sinulated Inports 22.8 25.1 24.6 25.8 25.1
Difference 0.0 01 0.2 0.3
SOURCE: CBO estimates.
NOTE: AIll entries in this table are quarterly figures. For

annual rates, multiply by four.
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APPENDIX B. MEASURES OF COMPETITIVENESS

RELATIVE WHOLESALE AND EXPORT UNIT VALUE PRICES

The relative wholesale price index for the United States is
computed as the weighted geometric average of quarterly industrial
wholesale price indexes in 11 industrialized countries relative to
the U.S. wholesale price index for industrial goods. The relative
export unit value index is a similarly computed average of foreign
export unit value indexes relative to the U.S. index of export
unit values. Each foreign index is expressed in local currency
units and then is adjusted for changes in the bilateral exchange
rate between the U.S. dollar and local currency. Formally, the
relative wholesale price index in each period, P , is given by
the formula: -

W
’r1 i
W
P = PIUS !t « X

t i,t
1 WPIi’t
where
WPI = wholesale price index in the United States in
us,t -
period t
WPI = whol esale price index in country i expressed
t in local currency units in period t
X = an index of the number of local currency units
Lo per U.S. dollar for country i in period t
V\I{. = weight for country i.

The relative export unit value index is computed in an exactly
analagous manner.
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Data on wholesale prices, export wunit values, and exchange
rates are from International Financial Statistics, published by
the International Monetary Fund. The weights used for this
calculation are proportional to each country's share of total US
trade in manufactures in 1976. These shares are published in
Wrld Financial Markets, My 1978, p. 5. The countries included
in this conputation and their respective weights are given in
Tabl e B-1.

TABLE B-1. VE QTS FCR RELATIVE WHOLESALE PR CE AND EXPCRT UNT
VALUE | NDEX CALCULATI ON

Country i ght
Canada _ 0. 407
Japan 0.205
Ger nany 0. 092
Uni ted Ki ngdom 0.078
France 0.051
Italy 0. 039
Bel gi um 0.032
Net her | ands 0. 031
Australia 0. 027
Swi t zerl and 0.021
Sweden 0.018

RELATIVE UN T LABCR GCBTS

The index of relative unit labor costs for the United States
was conputed as the weighted geonetric average of quarterly unit
labor costs in nine industrialized countries relative to US
unit |abor costs. Each national index of unit |abor costs was
expressed in local currency units and then adjusted for changes in
the bilateral exchange rate between the US dollar and the | ocal
currency. Formally, the relative unit labor cost index in each
peri od, CE is given by the formul a:
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t i,t
i ULCi,t
where

ULCus , = unit labor cost index for the United States in

' period t
oL = unit labor cost index for country i in period

e t expressed in local currency units
X = an index of the number of local currency units
P .. .
per U.S. dollar for country i in period t

W = weight for country i

The weights used for this calculation are proportional to each
country's share of total U.S. trade in manufactures in 1976.
These shares are published in World Financial Markets, May 1978,

p. 5. The countries included in this computation and their
respective weights are given in Table B-2.

TABLE B-2. WEIGHTS FOR RELATIVE UNIT LABOR COST CALCULATION

Country Weight
Canada 0.427
Japan 0.215
Germany 0.097
United Kingdom 0.082
France 0.053
Itay 0.041
Belgium 0.034
Netherlands 0.033
Sweden 0.018
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Reliable unit labor cost figures conputed on a consistent
basis for the industrialized countries are available on a yearly
basis from the US Departrent of Labor. For each country, a
synthetic quarterly unit |abor cost index was conputed by regres-
sing the annual Departnent of Labor data on a related proxy vari-
able and on time. The resulting coefficients were then applied to
quarterly values of the proxy variable, and the residuals fromthe
annual regressions were added to this value to produce a quarterly
series having annual averages equal to the annual Department of
Labor unit |labor cost figures. Wiere possible, the quarterly
proxy variables used were national-source unit |abor cost figures.
In other cases, the proxy variable was formed by miltiplying an
i ndex of wages by an index of enployment and dividing by an index
of output. Wiere possible, this ratio was further adjusted by
mul tiplying by an index of average weekly hours worked. In all
cases, the annual regressions produced good fits of the Departnent
of Labor figures to the proxy variables; in no case was the R®
(adjusted) of the regression lower than 0.99.

Quarterly data were derived from Min Econonic Indicators,
publi shed by the Qganization of Econom c Cooperation and Devel op-
ment, and in all cases data referred only to the nanufacturing or
the mning and nmanufacturing sectors. Data on exchange rates are
from International Financial Statistics, published by the Inter-
national Mnetary Fund.
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