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Abstract 

This thesis examines the absence of coordinated international intervention to 

counter the US dollar’s historic strength in the 2020s, contrasting this with the 1980s 

episode that culminated in the Plaza Accord. The study employs econometric analysis, 

historical case studies, and policy research to examine changes in global responses to 

dollar appreciation, with a focus on structural, cyclical, and geopolitical factors. 

Structurally, the decline of US manufacturing’s economic and political influence, driven 

by globalization and a shift toward high-value-added, knowledge-intensive industries 

(e.g., pharmaceuticals, advanced technology, and product design), along with the 

shrinkage of low-value-added, labor-intensive sectors such as textiles, has reduced 

sectoral vulnerability to exchange rate fluctuations. Concurrently, the rise of offshore 

production and foreign direct investment in critical sectors like automotive manufacturing 

has further diluted domestic opposition to dollar strength. Cyclically, record postwar 

corporate profitability and a resilient labor market, characterized by an unemployment 

rate near 4 percent, and post-COVID-19 labor scarcity, stand in stark contrast to the 

1980s, when industrial bankruptcies and double-digit joblessness amplified demands for 

currency intervention. Geopolitically, reduced systemic risks owing to emerging markets’ 

improved debt management and greater reliance on local currency financing, the euro’s 

stabilization of intra-European exchange rates, and China’s strategic aversion to 

replicating Japan’s Plaza-driven decline have diminished incentives for collective action. 

The dollar’s rise reflects fundamentals, including growth differentials, energy self-



 

reliance, non-price export competitiveness, and interest rate advantages rather than 

speculative excess. 

Meanwhile, inflation-targeting regimes and the Federal Reserve’s domestic 

mandate preclude monetary easing for currency goals, while US-China strategic rivalry 

and G20 fragmentation render multilateral coordination implausible. The analysis 

concludes that absent 1980s-style vulnerabilities, efforts to weaken the dollar lack 

economic justification or political traction, signaling a paradigm shift from multilateral 

currency diplomacy to unilateralism in an era of structural decoupling and great-power 

competition. These findings redefine the role of exchange rates in a multipolar world and 

challenge assumptions about the feasibility of international economic governance.
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Chapter I. 

Introduction 

“Speculative movements of capital, whether out of a currency or into it, may have 

such a devastating effect that it is necessary to have recourse to coordinated 

international measures to counteract them.” 

John Maynard Keynes 

 

In 2022, the real effective exchange rate of the US dollar climbed to heights 

against other major currencies last seen in the early 1980s. Following a brief dip, the 

dollar regained the same elevated levels early in 2025. The 1980s experience marked the 

first dollar surge following the breakdown of the Bretton Woods system, which began 

with the “Nixon Shock” in August 1971, when the president severed the dollar’s link to 

gold (Truman, 2017). It ended when six European currencies agreed on a joint float in 

March 1973 (US Department of State, n.d.). The Bretton Woods system’s demise led to 

the current system of floating exchange rates. While the dollar rose significantly in value 

around the end of the 20th century, it is only in the last couple of years that the 1980s 

strength in the dollar’s real effective exchange rate equals that. However, the 

international reaction to dollar strength in the 2020s significantly differs from that in the 

1980s. The earlier experience had profound social, political, and diplomatic 

consequences. In contrast, the second caused only a minor flurry in these dimensions - 

the peak in the dollar in 2022 did not rate a single word in the December G7 leaders’ 
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statement (G7, 2022). Since Donald Trump began his second term, there has been 

increased attention to the strength of the dollar, although tariffs rather than currency 

management have been the favored means of addressing the United States' relative 

industrial decline.  

Research Question 

This thesis explains why coordinated moves to cap the dollar occurred in the 

1980s but have been lacking in recent years. It further examines the possibilities for 

coordinated action on the dollar’s strength in the future. 

The reasons for the difference span economics and political economy. Since 

Donald Trump’s second term as president began in January 2025, there has been more 

focus on the dollar's role in the deindustrialization of the US. However, there are 

questions about whether this may be simply a justification for tariffs. Under the 

president’s combative winner-takes-all approach and his viewing of international 

relations as a zero-sum game, there has been a reliance on unilaterally imposed tariffs 

rather than a consensus-driven approach to tackling the problem of lost US 

competitiveness. President Trump occupying the White House for a second term and 

employing Waltz’s three-way analysis of the roots of international conflict – Man, State, 

System – leads to the conclusion that Man plays a prominent role in the current absence 

of international monetary coordination (Waltz, 2018). This focus on Man is increasingly 

relevant with President Trump, but the lack of global coordination on currencies is not 

new; it has persisted for years. We argue below that the interests of the US (the State) and 

other countries have not aligned as well as they did before Plaza and that the System has 
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shifted from a hegemonic to a multipolar one, where cooperation is significantly more 

challenging. 

Lack of Analysis of Current Coordination Failures 

This thesis addresses a lacuna in the literature, specifically the distinct absence of 

analysis on why recent dollar strength has not given rise to attempts to coordinate 

currencies. The strength of the dollar and the problems it caused spawned a voluminous 

literature in the 1980s and thereafter (Hakkio and Whittaker, 1985; Mann, 2003; Mussa, 

1985; Staton, 1988; Bergsten and Green, 2016). By contrast, the academic and public 

policy debate over the equally strong dollar in the 2020s has come mainly from authors 

concerned with its impact on emerging markets (e.g., Gopinath and Gourinchas, 2021; 

Bems and Mousa, 2023), although Bergsten (2016) is an exception. This thesis adds to 

the existing literature by comparing and contrasting the experience of the 1980s with that 

more recently across several dimensions. 

This thesis focuses on advanced countries and does not examine the emerging 

market experience in either episode, except as it impacted the actions of advanced 

countries. With tariff confrontations still to be resolved, the administration’s 90-day 

extension of “reciprocal” tariffs on all countries except China will expire after this 

dissertation is complete, and neither does it explore the tariff debate in depth. However, 

note that while tariffs reduce imports, retaliation against them can reduce exports, 

whereas a softer exchange rate not only curtails imports but also boosts exports. 

The literature suggests that the circumstances leading up to the Plaza Accord were 

unique – there was a coincidence of inclination with opportunity for coordination that has 

been rare throughout history. Green et al. (2016) advance two explanations for the 
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alignment of the stars: first, the dollar misalignment was severe, and Plaza came when the 

currency would have turned anyway. Several commentators (e.g., Frankel, 2015) argue 

that it had turned ahead of Plaza. Second, there was an unusual congruence of the 

monetary policy prescriptions that would have applied to the G7’s domestic needs with 

those required to weaken the dollar; for example, the US should have been contemplating 

an easier monetary policy stance because inflation was receding. This line of reasoning 

leads to the conclusion that there has not been a recent coordination failure in currencies, 

but rather that we are living in a “normal” world where it would be unreasonable to 

expect the degree of coordination seen in the Plaza. This lack of coordination arose 

because countries’ monetary policy needs have diverged, as has been amply 

demonstrated by widening interest rate gaps between the US on the one hand and Japan 

and the euro area on the other. 

Outline of the Thesis 

The remainder of this thesis is in ten Chapters. Chapter II compares the evolution 

of exchange rates in the 1980s and more recently. Chapter III outlines the changes in the 

institutional and political background. Chapter IV compares the macroeconomic 

backdrop to the dollar’s rise in the 1980s and the 2020s, including some changes in the 

economy's structure. Chapter V looks at how the labour market performed in the two 

episodes and finds that there has been considerable labor market insulation from the 

exchange rate in the 2020s. In contrast, in the 1980s, the labour market deteriorated due 

to a loss of jobs in the manufacturing sector. Chapter VI examines the fundamental 

drivers of the dollar’s strength in both episodes, concluding that the more recent rise 

reflects fundamentals to a greater degree than in the 1980s. Chapter VII extends this 
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analysis by exploring whether there was a dollar bubble in the 1980s and whether there is 

one now or not. It concludes that the earlier episode exhibited strong bubble-like 

dynamics, but the recent episode does not. Chapter VIII looks at the change in European 

attitudes towards currency coordination because of the European Economic and 

Monetary Union (EMU) in 1999, concluding that the power of the dollar to cause intra-

European currency tensions has vanished, so Europeans care less about the dollar now. 

Chapter IX examines the various roles that emerging markets play today in shaping 

attitudes towards currency coordination, concluding that improved policy frameworks 

and reduced foreign currency borrowing mean less pressure on advanced countries to 

consider emerging market dynamics when evaluating intra-G7 currency moves. Chapter 

X examines whether coordination and intervention in the exchange market are effective 

and whether their effectiveness may have changed, with a focus on shifts in countries’ 

interests and international institutions. It concludes that intervention and currency 

coordination can be effective but that currently, the economic circumstances, the 

constellation of interests, the structure and performance of international institutions, and 

the negotiating approach of the US president are not conducive to a new episode of 

effective exchange rate coordination.  

The final Chapter assesses the balance of arguments and presents conclusions. 

The thesis concludes that in the 1980s, there was a need for currency coordination to 

calm a bubble, better allocate resources, and avoid a trade war. There was an alignment 

of interests and a political willingness to act, led by the US, which faced challenges for its 

manufacturing sector as it emerged from recession. The institution leading the 

coordination, the G7, was effective mainly because it benefited from US leadership.  
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In contrast, in the 2020s, the dollar’s ascent is justified by fundamentals, and 

worries about a dollar bubble are not well-grounded. A trade war is already in place, but 

conditional upon dollar strength to a much lesser degree than in the 1980s. There are also 

apparent conflicts of interest between countries, especially the US and China. The G20 is 

too large a group with disparate interests and is not an effective forum for currency 

coordination. The US approach in 2025 has become aggressively combative rather than 

cooperative. Trade protectionism was a threat that drove cooperation in the 1980s but is 

now a substitute for collaboration. 

The recipe for a successful episode of currency coordination requires three 

ingredients – an alignment of needs and interests, effective institutions, and positive 

interactions between countries. In 1985, all three were present; in 2025, none of them.  

 .
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Chapter II. 

Exchange Rate Evolution Then and Now 

“A nation's exchange rate is the single most important price in its economy. It 

will influence the entire range of individual prices, imports and exports, and even the 

level of economic activity.” 

Paul Volcker 

 

In March 1985, the US dollar's real narrow effective exchange rate index reached 

a peak of 116.4. In October 2022, the index averaged 112.2, a whisker below its 1985 

high but still exceptionally strong.  Following a softening of about 10 percent by the 

second half of 2023, the real effective rate rose again in 2024, averaging 112.4 in January 

2025. 

The 1980s 

The dollar’s ascent in the 1980s was sharp, especially in response to monetary 

tightening by the Volcker Fed, with the narrow effective exchange rate index ascending 

more than 40% from its level in September 1980. By comparison, the dollar’s climb to its 

recent peak has been more gradual, though of an equivalent magnitude. The greenback 

drifted up slowly from its trough of 73.5 in July 2011, reaching 80.1 in August 2014. 

There was a rapid rise to a peak of 103 in January 2017, almost 30% higher than in  

August 2014. After drifting down in 2017, the dollar stabilized in real effective terms 
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until COVID-19 provided a kicker in 2020, demonstrating its qualities as a safe harbor in 

times of heightened global risk. As pandemic-related fears eased, the dollar slipped to the 

low of 94.3 in January 2021 but started to climb again as US recovery from COVID-19 

outpaced that elsewhere. The Fed’s aggressive interest rate tightening cycle began in 

March 2022 and was followed by Quantitative Tightening (QT) in June, propelling the 

dollar to new highs, reaching 112.2 in October 2022. Thus, the dollar rose by 53 percent 

from its low in 2011 and 40 percent from August 2014, the same increase as between 

September 1980 and March 1985. However, the rise between 2014 and 2022 took more 

than twice as long as in the 1980s. 

Figure 1.1 shows the fluctuations in the real effective exchange rate of the dollar. 

As with other Figures, data availability ends at the latest in February 2025, before the 

most recent decline in the dollar resulting from the Trump tariffs, which have raised 

questions about the use of the US dollar in international trade and finance, about the 

future growth prospects of the US, its prospective inflation, and about the trustworthiness 

of the US as a place to invest, including international reserves. The narrow real effective 

exchange rate is the focus of this thesis because the broad index is not available during 

the 1980s, and the narrow index concentrates on advanced country currencies, which 

were the primary concern of the G7 and the focus of the Plaza Accord. Figure 1.2 shows 

the evolution of three other real exchange rate indices. The Japanese yen’s real exchange 

rate shift shows a more significant range and far higher standard deviation than the other 

indices. Compared with the German real effective exchange rate, the real effective 

exchange rate of the Japanese yen has been about four times as volatile over the last half 

century and twice as volatile as the British real effective exchange rate (Table 1.1). The 



 

9 

standard deviation of the real US effective exchange rate has been less than the British 

pound and the Japanese yen. It is worth noting that the trade-to-GDP ratio (i.e., the ratio 

of imports plus exports to GDP) for the US is the lowest in the G7. The US ratio is about 

a quarter, that in Japan about a third (roughly the same as China), the UK about a half, 

with France a little higher, Canada and Italy have a ratio of about two-thirds and 

Germany (with the least variable effective exchange rate) about three-quarters. The 

greater exposure of European economies to trade helps explain why they instituted the 

European Monetary Union (EMU) to minimize exchange rate disruptions to their 

economies. The US's lower exposure to foreign trade helps explain why the exchange 

rate rarely features in Federal Reserve communications – the Fed views the exchange rate 

as an outcome of monetary policy. In contrast, the Europeans have traditionally seen it as 

more of an instrument. The current US president and his advisers (e.g., Miran, 2024) are 

leaning towards a more European perspective than the traditional US view, which many 

have characterized as “benign neglect,” a term popularized by George Schultz when he 

was US Treasury Secretary (1972-74) as a description of the Nixon administration’s 

“hands off” approach to the US dollar. 
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Figure 1.1: Real Narrow Effective Exchange Rate US (2020 = 100) 

Source: FRED, BIS 

 

Figure 1.2: Real Narrow Effective Exchange Rates (2020 =100) 

Source: FRED, BIS 
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Table 1.1: Real Effective Exchange Rate Indices 1975-2024 (2020=100) 

 Japan Germany US UK 

Std Deviation 21.7 5.5 9.8 12.7 

Range 114.7 25.9 42.8 64.9 

Source: FRED, BIS 

Figure 1.3 illustrates that the Plaza Accord coincided with a slight strengthening 

of the German deutschemark in real effective exchange rate terms but a far more 

significant real appreciation of the Japanese yen. In the two years from December 1984, 

the US dollar’s real effective exchange rate depreciated by 17 percent. The real 

deutschemark appreciated by 9 percent and the real yen by 30 percent. Linearly extending 

simulations using the OECD’s Interlink model (Dalsgaard et al., 2001), the dollar 

depreciation would increase US GDP by 1.2 percent after two years, while the yen’s 

appreciation would reduce GDP by almost 4 percent. By December 1987, the real yen’s 

appreciation had increased to 45 percent, far greater than contemplated in September 

1985. Scaling up the simulations of Dalsgaard et al. would result in an estimated 

reduction in Japanese GDP of about 6 percent after two years. Still, it is possible that 

non-linearities could have made this even more significant, serving as a warning for 

countries that might consider significantly appreciating their currency against the dollar 

today. While the deutschemark appreciated after Plaza, the yen bore the bulk of the 

adjustment.  
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Figure 1.3: G3, Real Narrow Effective Exchange Rates (2020 =100), 1983 to 1995 

Source: FRED, BIS 

Not all G7 currencies depreciated in real terms against the dollar in the lead-up to 

the Plaza Accord, and the degree of appreciation after the Plaza Accord varied widely. 

Figures 1.4 to 1.9 detail the correlation coefficients of other countries’ real effective 

exchange rate indices with the dollar’s real effective exchange rate index on a rolling 

twenty-four-month basis. A correlation coefficient of one would indicate that the real 

exchange rate of that country rose and fell in synchronization with the dollar. In contrast, 

a coefficient of minus one would indicate a currency whose real effective exchange rate 

moved in the opposite direction to that of the dollar. The second group consists of the 

currencies against which the dollar was appreciating or depreciating, and the first group 

comprises those whose real exchange rates snugged that of the dollar – they are dollar 
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satellites. Remember, though, that correlation coefficients do not tell us about the 

magnitude of the relationship. 

The correlation coefficients in Figures 1.4 to 1.9 show that in the two or three 

years before Plaza, the correlation of the dollar’s real exchange rate was most negative 

against the franc and pound, with a generally positive correlation with the Canadian and 

Italian real exchange rates. Both Germany and Japan experienced a negative correlation. 

of their real exchange rates with the dollar early in the 1980s, followed by a positive 

correlation in Germany’s case in 1982/83 and Japan’s case in 1983/84, though the extent 

of the positive correlation was much lower for Japan than Germany. In 1984 and early 

1985, the dollar was appreciating in real terms against five out of the six other currencies 

– dollar strength was a general problem, which helps explain why the Plaza Accord had 

broad support in the G7. 

 

Figure 1.4: Rolling 24-Month Correlation Japan and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 
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Figure 1.5: Rolling 24-Month Correlation Germany and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 

 

Figure 1.6: Rolling 24-Month Correlation UK and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 
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Figure 1.7: Rolling 24-Month Correlation France and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 

 

Figure 1.8: Rolling 24-Month Correlation Canada and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 
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Figure 1.9: Rolling 24-Month Correlation Italy and US REER Index 1980-1989 

Source: FRED, BIS, author’s calculations 

Plaza did not yield real appreciation by all the other six major currencies. The UK 

and Canada rode on the coattails of the US and saw their real exchange rates depreciate 

as well. Sterling and the Canadian dollar are the two currencies that most often see a 

close positive correlation with the USD in this episode and others. The dollar's real 

exchange rate correlated most negatively against the yen and the continental European 

currencies, with correlations of their real exchange rates with that of the US close to -1.  

The Period Since 2019 

What stands out in the period since COVID-19 is the commonality of the negative 

correlation between the other G7 economies’ real exchange rates and that of the US after 
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2021 (Figures. 1.10 to 1.15). This common weakness against the dollar was most notable 

from 2022 to 2024, roughly corresponding to the period between the Fed beginning to 

hike interest rates and the start of its cutting cycle. The negative correlations reduced and, 

in some cases, turned positive in late 2024. That might have been an opportune time for 

any currency pact, as some argue that part of the Plaza’s success was due to the dollar 

having turned before the agreement (Frenkel, 2015). More recently, early in the Trump 

term, correlations have reduced and become more negative. 

In early 2025, the real exchange rate of the dollar was very close to the previous 

peaks in October 2022 and 1985. The dollar’s level, therefore, being at the top of a forty-

year range, and with US monetary policy easing, would have made a favorable backdrop 

for coordinated currency management. However, confrontation rather than cooperation, 

and hefty tariffs, were President Trump’s preferred approach.  

The dollar close to a top in early 2025 helps to explain the significant dollar 

reaction to President Trump’s April 2025 tariff announcements. Failing convincing 

arguments to the contrary, such events for foreign exchange market participants taking 

note of technical analysis would provide a reason to expect that the dollar had passed its 

peak and to forecast a decline lasting months or years. Rather than suddenly rejecting the 

dollar as the reserve currency, this, along with expectations of lower growth, seems a 

more plausible explanation for the dollar’s sharp adjustment. The simultaneous rise in 

bond yields appears to be a reaction to the dollar’s decline, which prompted overseas 

investors to scale back their Treasury exposure. Given that the dollar was ripe for 

adjustment, coordinated currency management rather than tariffs would have been a more 

constructive approach, as it would have boosted exports and activity, whereas tariffs 
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would have hurt both. Credibility would have risen, not fallen, and risk premia would be 

lower. As in 1985, the tariff threat could have helped leverage the desired dollar 

adjustment rather than imposing tariffs and then having to scale them back after a 

damaging period of uncertainty. 

 

Figure 1.10: Rolling 24-Month Correlation Japan and US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 
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Figure 1.11: Rolling 24-Month Correlation Germany and US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 

 

Figure 1.12: Rolling 24-Month Correlation UK and US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 
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Figure 1.13: Rolling 24-Month Correlation France and US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 

 

Figure 1.14: Rolling 24-Month Correlation Canada and  US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 
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Figure 1.15: Rolling 24-Month Correlation Italy and US REER Index 2016-2024 

Source: FRED, BIS, author’s calculations 

In the 1980s, the extraordinary weakness of the Japanese yen against the dollar 

was one of the primary motivations for the Plaza Accord. More recently, the yen has 

again been exceptionally soft. In the period from 2020, it is not so much that the dollar 

amongst major currencies, but rather that the yen has been exceptionally weak (Figure 

1.16).   
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Figure 1.16: Real Effective Exchange Rates (2020 =100) 2018-2025 

Source: FRED, BIS 
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Chapter III. 

Institutional, Structural, and Political Background 

"Global economic cooperation is not an option, it is a necessity. We saw during 

the 2008 financial crisis how decisive coordinated action by central banks and 

international institutions helped stabilize the global economy." 

Ben Bernanke 

 

The international order functions differently now than it did in the 1980s, which 

has significant implications for global financial and economic relations. Then, the US 

was by far the most important economy in the world, whereas now, depending on how 

one measures Chinese GDP, it may rank only second, or first by a relatively small 

margin. Deng Xiao Ping’s reforms began in the 1980s, and Chinese GDP per capita is 

now 28 times what it was in 1980 in constant dollar terms; US real GDP per capita is 

double the level it was in 1980. There are now 8 billion human beings on the planet, an 

increase of almost 3 billion from 1980. It was not until the end of the 1980s that the 

Berlin Wall came down, and only in 1991 was the hammer and sickle flag lowered for 

the last time in Moscow. Eastern European countries had yet to break their links with 

Russia, with EU membership not coming until the mid-2000s. A single European 

currency was just a pipe dream. Climate change was a concern of a few, and the term 

“BRICS” was decades from being coined. Thus, the pattern of global political and 

economic power has shifted. The US is still perceived to be at the top of the pile, but the 
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world is no longer unipolar. The liberal post-war rule-based economic order is less secure 

than at any time since its inception, with Donald Trump’s “America First” agenda 

showing that the US does not intend to stick to the rule-based order it constructed, so why 

should others adhere to it? These underlying realities present considerable challenges to 

any coordination process, especially since some key protagonists view international 

relations as a zero-sum game, as is President Trump’s perspective. 

The political background differed between the two episodes. In the 1980s, Ronald 

Reagan, a Republican, was the President of the United States. From 2021 until January 

2025, it was a Democrat, Joe Biden. While politicians of all parties have tended to say 

they favor a strong dollar, to paraphrase Mandy Rice-Davies, “They would say that 

wouldn’t they?” (Buiter and Rahbari, 2011; Rice-Davies, 2012) to avoid a sell-off in the 

dollar and US Treasuries and, therefore, to avoid higher government borrowing costs. 

Again. The behavior of President Trump in 2025 runs against the grain of history, with 

President Trump’s desire for a weaker dollar (though he previously said that “ultimately” 

he wanted a strong one) being accompanied by higher yields on US Treasuries, partly due 

to wider risk premia due to his disruptive tariff policy and policy uncertainty. 

Republicans are traditionally seen as the party of capital, Democrats as the party 

of labor. However, that has been turned on its head by Donald Trump and, arguably, the 

substantial increase in political donations since the Citizens United Supreme Court 

judgment, which has made both major parties more sensitive to the needs of massive 

corporate donors and their owners. A stronger exchange rate hurts corporates in the 

traded goods sector by making them less competitive while lowering import prices and 

benefiting importers and households. This analysis leads to the expectation that a 
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Republican will resist a strong dollar while a Democrat will be less inclined to do so, 

which helps to explain the Biden-Reagan difference (Ashour et al., 2018). Against this, 

organized labor, heavily centered in manufacturing, has often favored a weaker exchange 

rate, for example, former AFL-CIO director Palley (Palley,2023). AFL-CIO former 

president Richard Trumka emphasized the damage the strong dollar could wreak in 

several congressional testimonies, while UAW chief Shawn Fein stressed concerns about 

dollar strength in 2023.  

Donald Trump is at the end of the spectrum, focused on tariffs, partly because he 

perceives them as both a source of revenue and a lever to use in negotiations. Whatever 

the motivation, it seems highly unlikely that President Trump would engage in a policy 

dialogue where other countries played a significant role in discussing how the US sets its 

macroeconomic and exchange rate policies.  

Both periods studied here have seen protectionist sentiment – in the 1980s against 

Japan and more recently towards China. The balance between protectionism and the 

desire for a weaker exchange rate has shifted more in favor of protectionism in recent 

years (Feigenbaum et al., 2019). One explanation for the lack of attention given to the 

currency over the last couple of years is that currency issues were knocked off the front 

page by more concerning topics such as the war between Russia and Ukraine, the war in 

the Middle East, the US election, and President Trump’ whirlwind start to his second 

term  

As regards the 2024 election, the impact on workers of one facet of globalization, 

immigration, eclipsed the exchange rate as a concern. Google Trends shows that 

references to immigration on the web in the US were two and a half times more frequent 
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than references to the exchange on average in 2024, with a peak multiple of 4.8 the week 

before the election (Figure 2.1).  

 

Figure 2.1: Frequency of Mention Immigration vs Exchange Rate 

Source: Google Trends. Scores are percentages of the highest reading in the period. 

A Three-way Perspective on International Relations  

We can analyze international economic relations by referencing three key 

concepts - institutions, interests, and interactions. 

There has been significant institutional change between the 1980s and 2020s. 

Increased central bank independence, focusing on inflation rather than exchange rate 

targeting, has altered central banks' reaction functions to the exchange rate and the 

exchange rate’s reaction to central banks. In the 1980s, governments and central banks 

struggled to find a workable nominal anchor after the collapse of Bretton Woods; now, 

most follow an inflation target. Central banks now view the exchange rate as an aspect or 
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consequence of monetary policy, rather than a policy lever. The depoliticization of 

monetary policy has diminished politicians’ focus on the exchange rate, as they are less 

able to influence it. Markets recognize that central banks now prioritize domestic 

monetary conditions over exchange rates, so that official statements on currencies carry 

less weight unless they closely align with domestic policy objectives. The prospect is 

poor of a country following Japan's 1980s example in prioritizing the exchange rate.  

There is a colossal shift following the euro's replacement of multiple independent 

European currencies, which means that three of the G7 already coordinate monetary and 

exchange rate policy by sharing the euro. This thesis suggests that the reduced appetite 

for coordination in Europe is partly because dollar movements can no longer create 

disparities between European currencies (Chapter VIII explores this in more depth).  

While having three members of the G7 share a common currency should make 

coordination easier, international coordination now involves a broader group than 

formerly, the G20 rather than the G7, with more disparate interests and a reduced 

willingness to accept that the US should dictate the general line for others to follow. 

Achieving consensus with a larger group requires more time, and the greater the number 

of participants, the more it increases the complexity of the dynamics (MIT, n.d.). 

The literature on the Plaza Accord clarifies that international coordination of 

global currencies cannot proceed without the US's support, and preferably its leadership, 

given the dollar’s pivotal role in the international monetary system. Rey’s work (Rey, 

2015; Miranda-Agrippino and Rey, 2020; Rey, 2019) argues for a global financial cycle 

driven by US monetary policy and risk appetite. This cycle synchronizes global booms 

and busts and “risk-on” and “risk-off” episodes. US monetary policy has substantial 
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spillovers in other countries, affecting interest rates, credit and money growth, and 

financial conditions. These spillovers mean that countries cannot achieve full insulation 

through flexible exchange rates, as capital flows are sensitive to global risk factors. Given 

the global financial cycle, US participation is vital for successful policy coordination 

among other countries. The central position of the dollar in determining global financial 

risk and monetary conditions requires leadership from the US. Whether the US provides 

such leadership depends on what it sees as its national interest, its philosophical view of 

markets, and their ability to function efficiently (Dallara, 2016; Mulford, 2016; Berdieve 

et al., 2012). For example, Frankel (2015) argues that James Baker, taking over as 

Treasury Secretary from Donald Regan, shifted Washington's mindset from a laissez-

faire attitude towards the dollar to a more activist stance that paved the way for the Plaza 

Accord. This episode is a precise instance of the importance of Man in international 

financial relations. 

Regarding the pivotal role the US can play in intervention, several studies argue 

that foreign exchange sales of the domestic currency are more effective than purchases 

(Disyatat and Galati, 2005). One reason is that intervening in the domestic currency 

signals that the monetary authority is willing to back up the intervention with monetary 

policy actions, whereas intervening in the foreign currency does not carry the same 

message absent coordination with others. Fatum and Hutchison (1999) found that Japan’s 

FX interventions, which relied heavily on US dollar sales, had mixed success, reinforcing 

the conclusion that intervention in a central bank’s domestic currency is the most 

effective. Underpinning the credibility in the market of intervention in the central bank’s 

currency is that a country cannot run out of its currency, which it can produce at close to 
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zero cost. In contrast, it can run out of foreign currency with a real acquisition cost. So, 

with one exception, countries can run out of US dollars. The exception is the US, which 

can create as many dollars as it wishes. The asymmetry of sale and purchase effects is 

one reason why Federal Reserve intervention to weaken a too-strong dollar is necessary 

for intervention to be successful. Foreign exchange market participants recognize that 

“the name on the ticket” makes US intervention the most potent. 

The US had a leadership role at the time of Plaza, partly under the influence of the 

new Treasury Secretary, James Baker, that it lacks now. Under President Trump, no 

country can ignore the impact of the US, but its approach increasingly relies more on 

coercive power rather than cooperation. The reduced leadership position of the US, 

together with significant economic expansion in other countries, such as China and India, 

with faster growth and significantly larger populations than the US, is reflected in a 

broader range of countries now being involved in global policy co-ordination; the G20 

has superseded the G7, for example. There is also a growing perception in the US that its 

best interests do not necessarily coincide with global interests, with President Trump, in 

particular, attributing the relative decline of the US to free-rider problems and unfair 

practices by others. A larger group is more challenging to coordinate than a small one due 

to an increased likelihood of non-overlapping interests. Coordination failures and free-

rider problems are now more severe than in the 1980s. The recent ultra-assertive US tariff 

policy stance has arguably made international coordination harder, especially as China, 

keenly sensitive to overseas pressure after its “century of humiliation,” has allowed the 

CNY to reach its weakest level against the dollar in seventeen years (Reuters, 2025). 
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Interests Have Shifted 

The interests of major players, both domestically in the US and internationally, 

have shifted to influence their attitudes toward the exchange rate. Lobbying over the 

strong dollar was intense in the 1980s, but it has been much less so recently. The focus on 

trade has shifted, especially under President Trump, but also under his predecessors, 

Presidents Obama and Biden. Now, there are more calls for protectionism and fewer for 

exchange rate coordination. This shift towards protectionism suggests that the exchange 

rate may not be the primary source of the problems facing US manufacturing, with non-

price barriers, such as subsidies, trade restrictions, and “cheating” (including patent 

violations), being more significant. China’s vast economy allows it to reap enormous 

economies of scale. For example, the Chinese car manufacturer BYD is reportedly 

building a car factory in Zhengzhou that will be more extensive than the city of San 

Franciso (Singh, 2025). The US cannot hope to achieve such economies of scale, so price 

competition may not be achievable. Therefore, non-price restrictions may be preferable to 

improving price competitiveness through the exchange rate. The US has a significantly 

smaller manufacturing base now than it did in the 1980s, and its manufacturing 

workforce has also shrunk, resulting in a diminished political clout for manufacturing.  

Moreover, price-sensitive manufacturing sectors left US shores years ago and are 

unlikely to return, given the significantly cheaper labor available abroad. Tied to this, a 

greater concentration on less frequently internationally traded services makes the overall 

economy less sensitive to exchange rate fluctuations. 

Leaders must have followers to achieve anything, and the effectiveness of Plaza, 

to a great extent, depended on Japan's acceptance of the realignments after September 
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1985 (Ito, 2016; Utsumi, 2016). Agreeing to have Japan’s manufacturing base eroded by 

a very substantial yen appreciation might be against Japan’s national interest. Still, the 

literature makes clear that the fear of something worse – protectionism – drove Japan 

down this path, together with a misestimation of how far the yen’s appreciation would go 

(Ito, 2016; Bergsten and Green, 2016).   

The aggressive stance of incoming President Trump on trade is a symptom of the 

world moving towards more economic conflict, particularly on trade, making currency 

accords more challenging. This lack of congruence of interests is fundamental regarding 

the US and China, which now enjoys the largest surplus with the US on goods trade. As 

seen under President Trump’s first term, continued under President Biden, there is a view 

on both sides that China-US trade relations are a zero-sum game. Moreover, it is a zero-

sum game where neither trusts the other, so both “defect,” resulting in a sub-optimal 

equilibrium outcome for both, though both would be better off cooperating. Given that 

the renminbi is not freely floating and is an instrument of Chinese policy, there is little 

room for the authorities in Beijing to steer markets towards a lower dollar in the way that 

Plaza achieved, mainly as China frequently uses subsidies and cheap loans and subsidies 

to promote its traded goods sectors, giving rise to fears that administrative shifts would 

nullify exchange rate changes’ effects on the Chinese economy.  

China is unwilling to embrace dollar depreciation with the same commitment 

shown by Japan in the 1980s, especially as yen appreciation once started went far beyond 

what Japanese officials had contemplated at the outset (Ito, 2016) and delayed domestic 

monetary policy adjustments (Junishi et al., 1970). Moreover, the current strategic rivalry 

between China and the US contrasts with the non-US G7 countries' acceptance of US 



 

32 

hegemony in the 1980s. Therefore, US economic policy towards China has a strategic 

dimension greatly different from that with trade partners in the early 1980s. Then, the US 

was the undisputed hegemon. Now, a Great Power Competition between China and the 

US makes any currency accord difficult to achieve. Thus, US trade policy towards China 

focuses more on targeted restrictions on trade and investment to a much greater degree 

than it did in the 1980s. The threats of protectionism in the 1980s were sufficient to alter 

Japanese behavior and lead to Japan adopting a stronger yen. Protectionism against China 

now will not lead to China accepting the double pain that a stronger CNY would imply 

on top of trade restrictions. Moreover, China is very sensitive about avoiding echoes of 

its “century of humiliation” by Western powers (Kaufman, 2010). 

In terms of interactions, the extent of the dollar’s rise has been similar in the 

2020s to that seen in the five years up to 1985. However, the dynamics have been very 

different, with the 1980s shift being more of a spike than the recent extended rise. The 

slower appreciation in recent years compared to forty years ago has given firms more 

time to adapt, so the dollar’s rise has been less disruptive. Reshoring after COVID-19 and 

the rise of protectionism have helped bolster some manufacturing sectors, although 

restricted trade has driven up prices. Productivity growth in manufacturing has been 

notably lacking in recent years, which means that flat manufacturing production has not 

resulted in falling job numbers and labor resistance to the exchange rate to the extent one 

would have expected from earlier experience. In Chapter V, we explain this low 

productivity growth as a slow adjustment after excess labor shedding in the wake of the 

GFC and during COVID-19 
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Regarding how countries interact, there is doubt about the value of intervention, 

and a larger group in international “G” meetings may have increased coordination and 

free-rider problems, diminishing belief in the value of joint action. One obstacle is that 

China views the appreciation of the Japanese yen in the 1980s as a key reason Japan 

experienced its bubble and subsequent economic downturn. The argument is that the 

appreciating yen led to Bank of Japan interest rates that were lower than appropriate, 

necessitating a reorientation of the growth model to favor domestic demand, which 

subsequently became overstimulated. Thus, some authors see the Plaza as the beginning 

of the Japanese bubble economy (Schumann and Schumann, 2017; Shiratsuka, 2005). 

 

Central Bank Independence and Protectionism Changes 

In the domestic sphere, the structural changes referred to that affect central bank 

independence may have made coordinating national macroeconomic policy more 

difficult, as fiscal policy is the single remaining macro-policy lever for governments. So, 

they are reluctant to cede that to outside influence. The advent of inflation targets means 

that the interaction between exchange rate fluctuations and inflation, for example, is less 

than in earlier decades – Exchange Rate Pass-Through (ERPT) has diminished 

(Mortimer-Lee, 2022). The impact of the Global Financial Cycle (Miranda-Agrippino 

and Rey, 2021) on non-US inflation of depreciation against the dollar is now more 

significant than the pass-through effects stemming from higher import prices. The 

adverse impact on advanced countries of dollar appreciation is now relatively short-lived 

(Obstfeld and Zhou, 2023)  
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The lack of vocal opposition to the strong dollar in the US has been remarkable in 

recent years, and politicians’ engagement with it has been more protectionist than 

previously. This shift in focus is due to the fact that a strong dollar is now considered by 

some to be beneficial for the US (Cohen, 2023). After all, it helps contain inflation, 

allowing US authorities to keep interest rates, bond yields, and debt interest servicing 

costs lower than they otherwise would. The weak euro has contributed to inflation in 

Europe, but Europeans are more concerned about growth, especially given the budgetary 

challenges in key countries such as Italy and France.  

There are also fewer concerns today than previously that the reaction to the strong 

dollar would significantly increase US protectionist legislation, which was a significant 

motivator, especially for Japan, before the Plaza Accord (Ito, 2016). Today, 

protectionism is a reality in the US, especially towards China, but that is more 

geostrategic than focused on the USDCNY rate – it is about Great Power Competition 

across several dimensions, extending beyond the economy. President Trump’s proposals 

for a minimum 10 percent import tariffs across the board, with 145 percent on China, are 

not exchange-rate linked, though he would prefer a softer dollar. While protectionism 

poses a more significant threat today than it did four decades ago, the current threat is 

unconditional, whereas previously, it was closely linked to the exchange rate. Figure 2.2 

shows that US web searches for “tariffs” far outweigh searches for “exchange rate,” with 

the two showing no discernible relationship. This relative focus on the two terms aligns 

with a similar pattern in President Trump’s speeches, where tariffs are sometimes linked 

to currency manipulation, but the exchange rate receives significantly less attention. 
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Figure 2.2: Frequency of Mention Tariffs vs Exchange Rate 

Source: Google Trends. Scores are percentages of the highest reading in the period. 

As we have seen with COVID-19, the war between Russia and Ukraine, and the 

Great Financial Crisis, many shocks in our globalized world have global implications, 

with Rey and her co-authors demonstrating how important these can be in the financial 

and economic spheres. While the effects of such shocks will vary across countries, 

justifying differentiated responses, there are cases where coordination can improve global 

outcomes. Like Rousseau’s stag hunt, cooperative action may lead to better outcomes for 

all. Understanding why cooperation on currency issues has declined over the last four 

decades will help us identify the circumstances that might increase the chances of future 

cooperative actions. 
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Summary: Institutions and Politics:  

The coincidence of interests that made Plaza possible is no longer in place. Japan 

and Germany were growing faster than the US in the 1980s, but now Europe and Japan 

are lagging badly. China is in a Great Power Conflict with the US and wants to avoid 

what it sees as Japan’s missteps in appreciating its currency against the greenback in the 

1980s. China is unwilling to frame its domestic monetary policy to meet the needs of the 

US, especially if it regards bullying as the means the US seeks to employ to achieve that. 

The changed structure of the global economy, with a multipolar world rather than a 

hegemonic system, makes coordinating action difficult, especially as there are 

significantly more players. G7 was an effective institutional setting for currency 

coordination, but G20 is not. Of central importance to any attempt at currency 

coordination is that the US plays a pivotal role, given its position as the fulcrum of the 

global financial and economic system. However, the current US leadership sees more 

advantages in coercion than in cooperation, making a consensus on currencies virtually 

impossible to achieve.  
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Chapter IV. 

The Macro-Economic Background 

"The American economy today is very different from what it was in the 1980s. 

We've seen the hollowing out of manufacturing, rising inequality, and the dominance of 

tech and finance in ways that have reshaped both our labor market and our 

communities." 

Janet Yellen 

 

In the 1980s, dollar strength led to intense lobbying in the US from manufacturers 

and organized labor, as poor competitiveness hindered recovery from the double-dip 

recession in the early years of the decade. Growth in Japan was above that in the US and 

less volatile, while German growth (until German unification in 1989) was steadier than 

in the US but softer than in Japan (Figure 3.1). Now, the picture is that the US is growing 

much more solidly than Japan and the euro area (Figure 3.2). This faster US growth is not 

just a feature post-COVID-19, nor has it only been true since the Ukraine-Russia war 

started in 2022, but it has also been evident from 2017 to 2018 (Figure 3.1).  
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Figure 3.1: Growth in the G3, 1980s (% y/y) 

Source: FRED, Deutsche Bundesbank 

  

Figure 3.2: Growth in the G3, 2014-2024 (% y/y) 

Source: FRED, BEA, Japan Cabinet Office, Eurostat 
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The current accounts of the major economies were broadly in balance at the 

beginning of the 1980s. Still, as US and UK growth recovered from the recessions their 

central banks instituted to reduce inflation, their current account deficits swelled, with 

their main counterparts being growing surpluses in Japan and Germany (Figure 3.3). 

 

Figure 3.3: Current Account Surplus(+)/Deficit(-), 2014-2024 (% of GDP) 

Source: OECD, Deutsche Bundesbank 

In the recent episode, although the US current account deficit has increased over 

the last few years, it has not been a significant trend. Meanwhile, the German and 

Japanese surpluses have been declining (Figure 3.4). It is worth noting that recent US 

deficits are approximately 1 percent of GDP larger than those of the 1980s. The 

counterparts of US deficits are increasingly in Asia. 
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Figure 3.4: External Current Account Balances, Actual and Forecast (% of GDP) 

Source: OECD 

Why Is the US Current Account Deficit Not Self-Correcting? 

It is worth asking why the US runs a persistent current account deficit, which it 

finances to a large extent from capital inflows from emerging market economies. After 

all, the US has a relative abundance of capital, and economic theory would suggest it 

should be exporting capital to capital-poor emerging markets, in the same way as the UK 

did when sterling was the fulcrum of the international monetary system, rather than the 

other way around. Why does the dollar not fall, reduce the deficit, and even deliver a 

surplus? There are several perspectives on this: 

• The dollar's exchange rate reflects the demand and supply of dollars for financial 

transactions and those tied to the current account. The rate that balances aggregate 

dollar demand and supply is unlikely to be the rate that balances the current 

account or the trade account. 

• Related to capital inflows to the US, the dollar markets' depth, liquidity, breadth, 

and trustworthiness make them prime destinations for international capital inflows 
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in good times and safe havens in periods of stress. The “saving glut” (Bernanke, 

2005) in economies such as China and Germany is likely to translate into a glut of 

capital inflows in the US. 

• One often-cited aspect of inflows to the US is the dollar’s role as a reserve 

currency. However, a persistent demand for dollars does not have to be satisfied by 

the US running a current account deficit, as is often mistakenly assumed by some 

proponents of the Triffin dilemma (Bordo and McCauley, 2016). Moreover, IMF 

data show that dollar reserves at the end of 2024 were $6.6 trillion, virtually the 

same level as at the end of 2018, so central banks are no longer increasing their 

foreign exchange holdings in dollars. The dollar’s share in total global FX reserves 

is declining, which should help to soften the dollar’s exchange rate.  

• Some foreign central banks do not allow their currencies to float freely against the 

dollar, with many in Asia, such as South Korea, China, and Taiwan, for example, 

having accumulated massive dollar holdings to keep their currencies undervalued 

as part of their economic growth strategy. 

• Tariff and non-tariff barriers in overseas economies may prevent any movement in 

the dollar from altering competitiveness enough to prompt a trade adjustment.  

• The exchange rate pass-through into US domestic prices is low, as many foreign 

exporters price their goods to match the US market. Limited price changes have a 

minimal impact on imports, leaving the current account largely unaffected by the 

exchange rate. 

• The current account deficit of the US reflects US fiscal and private sector 

imbalances (excessive government deficits and low private savings) resulting from 
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structural factors and US policy. Correcting these problems requires changes in 

U.S. domestic policy; therefore, the current account will not fix itself.   

If a US current account deficit is seen as a problem, the appropriate solution 

depends on what caused the problem. The Trump administration believes that the current 

account is a problem because it is perceived as akin to a company’s profit and loss 

statement and results in deindustrialization. The administration’s preferred policy tool, 

tariffs, would be appropriate if overseas tariffs were the root cause of the current account 

deficit or if tariffs were a negotiating ploy to encourage foreign central banks to abandon 

excessively rigid exchange rate policies and excessive dollar reserve accumulation. If the 

problem is excess capital inflows, engineering more outflows, as with a sovereign wealth 

fund, would be a possible solution. Working with trading partners to address excess 

savings abroad would also be a viable option. If the root of the current account problem 

were excessive government deficits and insufficient private savings, fiscal measures, 

including a tighter fiscal policy, would be appropriate. Prescribing tariffs irrespective of 

what ails the US external accounts is like a medieval doctor applying leeches for every 

ailment. 

Net Trade and US GDP Growth 

The volume of goods and service imports leaped by 12.6 percent in 1983 and an 

astonishing 24.3 percent in 1984. In percentage terms, the increase over the two years, 

about 40 percent, is roughly equal to the rise in import volumes over the last ten years. 

The reason for such rapid import growth was that the US economy recovered strongly 

from the double-dip recession in 1980 and 1982 (US GDP soared by over 7 percent in 

1984). Export growth was far more subdued than import growth, partly reflecting a 
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decline in exports to Latin America during the debt crisis there (Karczmar, 1985). In 

1982, the fall in US exports subtracted 1.1 percentage points from GDP, more than 

accounting for the net trade subtraction of 0.75 percentage points. Real US exports fell by 

around 10 percent in 1982 and 1983. Thus, net trade’s contribution to growth was 

substantial and adverse – it subtracted around 4¼ percent from GDP in the five years to 

1985, with a peak subtraction of 1½ percent of GDP in 1983. In recent years, net trade 

has also subtracted from GDP, but in the last five years, the cumulative subtraction was ¾ 

percent of GDP, only half that in just one year, 1983, four decades ago (Figure 3.5). 

 

Figure 3.5: Net Trade Contribution to US Real GDP Growth (percent)  

Source: FRED, BEA 

While current account balances are critical, public and political attention often 

overlooks the balance of interest, profits, and dividends; instead, it focuses on the trade 
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deficit or surplus, particularly in goods, partly because real exports and imports, along 

with their difference, drive GDP and employment. Scrutiny of trade in goods is keen.  

Examples of the concentration on goods include the Brexit debate in the UK in 

2016, where the focus was on goods rather than services, a massive economic sector in 

the UK. The NAFTA/USMCA renegotiation in 2017-2019 primarily focused on goods, 

particularly autos, and steel, with the services trade liberalisation features of USMCA 

receiving virtually no media attention. The French Yellow Vests protests in 2018-2019 

showed public anger at industrial decline, rural neglect, the loss of working-class jobs, 

and a sense of alienation. The Yellow Vests perceived the services motor of French 

growth as elitist, urban-centric, and disconnected from established industrial regions.  

Despite services now accounting for the bulk of the GDP of advanced countries, 

political debate remains fixated on goods trade. Irwin (2017) argues that this reflects the 

enduring visibility, symbolism, and emotional resonance of manufacturing, agriculture, 

and heavy industry, which are tied to national pride, identity, and historical narratives of 

industrial strength. Historically, the most powerful industrial countries have been the 

most powerful militarily and politically.  

Goods trade deficits and the consequences of lost competitiveness are easily 

measured and dramatized, for example, on TV, in container ports and shuttered factories, 

while services trade surpluses, often rooted in finance, technology, and creative sectors, 

are abstract and politically less potent (Baldwin, 2016). Protectionist tools, such as tariffs, 

reinforce this imbalance since they are relatively easy to apply to goods but far more 

complex in services, where regulatory rules, standards, and digital flows predominate 

(Evenett and Fritz, 2017; Adlung and Morrison, 2010). As a result, even though services 
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are among the most dynamic sectors, political narratives and trade conflicts continue to 

be fought over steel, autos, and soybeans, rather than software, consulting, or digital 

platforms (Brown, 2019; Frencz, 2019).  

Goods are tangible, with production concentrated in specific regions and physical 

plants, such as car factories. Service sector establishments are frequently smaller than 

those in manufacturing, more spatially dispersed, and it is more difficult to coordinate 

their lobbying efforts than those in manufacturing. Manufacturing is more unionized and 

more open to foreign competition than many service industries. International agreements 

are easier to progress in goods, whereas services are more complex, involving licensing 

and controls on data and intellectual property. President Trump levying “liberation day” 

tariffs on goods but not services illustrates the point.  

 

Deindustrialization, Employment, and Globalization 

Deindustrialization conjures images of decline, struggling communities, and the 

loss of well-paying jobs. Job losses in manufacturing are highly concentrated and visible, 

whereas job expansion in the services sector is more gradual and diffuse. Many political 

swing regions were built on industrial goods so that industrial decline can have an 

outsized political impact, for example, in the US Rust Belt and the “Red Wall” 

constituencies in the Midlands and North of England. Sectors such as agriculture and 

autos have influential lobbies and industrial voting blocs, magnifying their political clout. 

Between the 1980s and the 2020s, there has been a substantial shift in the pattern 

of global trade balances and their dynamics, which helps explain why the reaction to a 

strong dollar is now less pronounced than in the past. While the US deficit in goods trade 
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is larger as a share of GDP than it was in the 1980s, it remains stable rather than 

increasing significantly, unlike then. The trade position with the non-US G7 is more 

favorable than it was in the 1980s, although significant deficits remain with the EU and 

Japan. Japan faced intense criticism for its unfair trade practices in the 1980s, and there 

was a substantial risk of severe protectionist actions by Congress. That threat galvanised 

foreign governments to join the US-led effort to weaken the dollar. In the 2020s, the 

threat to advanced countries and the global economy posed by US protectionism is 

intense, but it is unconditional and not directly tied to the exchange rate.  The Trump 

administration views all bilateral deficits of the US as “unfair” and arising from trade 

restrictions abroad, artificially depressed exchange rates, tariffs, and non-tariff barriers. 

Comparative advantage, different levels of development, and excess US domestic 

absorption, including an excessive government deficit, are often overlooked when 

considering what drives the US trade deficit.  

In the early 1980s, the US trade deficit in goods was stable at a little above 1 

percent of GDP, but it increased significantly from 1983, reaching 3.2 percent of GDP in 

1984. At the same time, the Japanese surplus in goods increased from 0.7 percent of GDP 

in 1982 to 3.3 percent of GDP in 1985 (Figure 3.11). The German goods trade surplus 

was similar to Japan’s in 1985, 3.4 percent of GDP, but had increased earlier than 

Japan’s, from only 0.5 percent of GDP in 1980 (Figure 3.5). The symmetry between the 

US deficit, at 3¼ percent of GDP, and the German and Japanese surpluses of the same 

size relative to GDP strongly indicated that reducing the US deficit, or at least preventing 

further enlargement, required smaller surpluses in Japan and Germany. Indeed, since the 

world’s balance of payments must add to zero (in theory, though not in practice due to 



 

47 

various errors), every deficit has a counterpart in surpluses elsewhere. The increase in the 

US deficit between 1982 and 1985 coincided with an expansion in the Japanese surplus, 

whereas the German trade balance remained relatively constant. Regarding bilateral 

trade, the US deficit with Germany increased from $5.0 billion in 1980 to $12.3 billion in 

1985. The US deficit with Japan was significantly larger and increased more 

substantially, from $10.1 billion in 1980 to $49.7 billion in 1985. The US overall goods 

trade deficit rose from $25.5 billion in 1980 to $122.2 billion in 1985. Thus, in 1985, 

Japan and Germany accounted for about half of the total US deficit in goods trade, with 

Japan’s share at 40 percent. For both Japan and Germany, cars were important exports to 

the US, contributing to the decline of manufacturing in the “rust belt.” For US-Japan 

trade, electronics were also prominent. Japan’s significant share in the total US deficit 

and its rapidly ascending surplus meant that it played a key role in efforts to reduce the 

US deficit, which, however, continued to increase to a peak of $153.3 billion in 1987. 

Japan’s overall goods surplus is history, though it still runs a bilateral surplus with the 

US, and the German surplus is declining. (Figure 3.7). 
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Figure 3.6: Goods Trade Balance as percent of GDP, 1980s  

Source: FRED, OECD, author’s calculations 

 

Figure 3.7: Goods Trade Balance as percent of GDP, since 2010 

Source: OECD, FRED 
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In the early 1980s, the goods trade position of the non-US G7 (henceforth G6) 

was improving from a deficit equivalent to 1.5 percent of US GDP in 1980 to a surplus 

equivalent to 2.4 percent of US GDP in 1986. The G6 ran a deficit of 0.5 percent of US 

GDP in 2021 and a deficit equivalent to 2.4 percent of US GDP in 2022. While 

substantial, the US trade deficit is flat, and its counterpart is not surpluses in the G6, with 

whom the US might most likely cooperate on currency management.  

In 2025, the US had a goods deficit with 92 countries and a surplus with 111. The 

trade deficit in goods was $1.2 trillion (Source: Census Bureau), of which $295bn was 

China, $87 bn was Ireland, $85bn was Germany, and $44bn was Italy (though within the 

EU, there was a surplus of $55bn with the Netherlands), $172bn was Mexico, $123bn 

was Vietnam, $74bn was Taiwan, $68bn was Japan, $66bn was South Korea, $64bn was 

Canada, and $46bn was India. The US deficits with these surplus countries account for 

$1.1 trillion of the $1.2 trillion US goods trade deficit. Achieving an agreement with 

these eleven countries to manage the dollar exchange rate looks difficult. Only four of 

them are in the G7, while others see exports as a key pillar of their economies and/or 

development strategies (for example, Vietnam).  The main obstacle to a currency 

agreement is China, which is struggling with domestic demand due to malaise in the 

property sector and sees the Plaza Accord and Louvre Accord as having been against 

Japan’s long-term interests. The Chinese perception is that the yen’s appreciation 

following the Plaza Agreement severely dented the export sector and encouraged Japan to 

set its domestic monetary policy too loose, contributing to Japan’s bubble economy and 
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the subsequent bust. The strategic rivalry between China and the US is another 

impediment; in the 1980s, the G7 shared a common strategic interest in opposing Russia.  

We are now in a multi-polar world, as opposed to the American hegemony of 

forty years ago. Following the imposition of tariffs on China by Presidents Trump and 

Biden, the US deficit with China has shrunk significantly, down by over $100 billion 

between 2022 and 2023, with a corresponding increase in US deficits with other Asian 

countries and Mexico (Mortimer-Lee, 2024). In 2016, US goods imports from Asia, 

excluding China, were about 20 percent larger than imports from China, but by 2024, the 

figure was triple (Figure 3.8). 

 

Figure 3.8: US Imports from Asia ($bn, aar) 

Source: FRED, Census Bureau 

Does the Trade Balance Matter, and is the Dollar a Burden? 

President Trump views the external trade deficit as a sign that other countries are 

taking advantage of the US and employing unfair trading practices. Incorrectly, he sees a 
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balance of payments deficit as akin to a loss in a company’s trading accounts. A current 

account deficit will match a surplus in the capital account (the balance of payments 

always balances). Being seen as a desirable location to invest is a positive thing, not a 

negative one. What the country decides to do with the capital it imports determines 

whether the outcome is good or bad. A higher trade deficit can result in slower economic 

growth and lower unemployment rates. Mounting external indebtedness can lead to an 

increasing deficit in the interest, profits, and dividends account for the balance of 

payments or to a foreign exchange crisis.  

Thus, there can be adverse consequences for a country with a sizeable balance of 

payments deficit. However, the US is at full employment. The dollar has risen to heights 

not seen since the 1980s, hardly suggesting a financing crisis, and while the US net 

external debt has increased substantially, it records an IPD surplus, not a deficit. It is, 

therefore, far from evident that the US should run a balanced current account rather than 

a deficit. If it attempted to do so, it would need to compress domestic demand to reduce 

the demand for imports. One route to achieve that is by crimping real incomes by levying 

tariffs and raising prices.  

However, several countries are not playing fairly in international trade. Some 

have chosen to pursue a growth strategy reliant upon undervalued exchange rates and 

export-led growth and have run substantial current account surpluses. Running an 

undervalued exchange rate has been a model followed by several Asian economies 

(Rodrik, 2008). However, Rajan (2012) argues that a fear of overvaluation in the wake of 

the 1997 Asian financial crisis is part of the motivation.   
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Beggar-thy-neighbor trade policies and currency undervaluations are common. 

That can indeed contribute to the US trade deficit. For example, in May 2025, we saw the 

Taiwanese dollar under upward pressure against USD on foreign exchanges as the market 

increasingly priced in a tariff/FX market deal with the US administration. Despite official 

denials from Taipei, the optics suggest that the Taiwan authorities are allowing an 

appreciation of the Taiwanese Dollar (TWD). The USDTWD exchange rate is very much 

out of line with purchasing power parity, with the spot exchange rate being about double 

what the IMF suggests PPP would justify. At the same time, Taiwan runs a current 

account surplus of almost 12 percent of GDP, and Taiwan’s central bank, CBC, has 

accumulated vast foreign exchange reserves through FX market intervention to hold the 

TWD down. However, the solution to such problems is an action against individual 

countries, not against all trading partners, irrespective of their currency regimes.  

There are many other reasons why a country might run a trade deficit. For 

example, it might have a comparative advantage in services compared to manufacturers 

(e.g., the U.K.), so the goods account would be in deficit and the services in surplus. A 

country might run a deficit in its goods trade while recording a current account surplus 

because its net earnings on interest, profits, and dividends exceed the goods deficit. A 

goods deficit coexists with a current account surplus in Japan today. A country may be in 

a stage of development where it requires high imports of capital goods to increase future 

production capacity; avoiding a goods deficit would harm its future economic prospects.  

Thus, whether a trade deficit is a “good” or “bad” thing depends on what causes it.  

President Trump’s new CEA Chair, Stephen Miran, feels that one cause of the US 

deficit on the current account is persistent dollar overvaluation due to demand for the 
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USD as a reserve asset (Miran, 2024). Thus, the Trump administration views the US 

dollar as a burden. The reasoning is as follows: 

The US dollar is the store of value, unit of account, and medium of exchange in 

the global economy 

• In a growing global economy, the US dollar experiences a constantly increasing 

demand 

• Therefore, the US has to run a current account deficit to supply the necessary 

dollars 

• The mechanism to achieve that is that the dollar appreciates on foreign exchanges 

• That appreciation makes US manufacturing uncompetitive and has de-

industrialized the US 

The policy conclusions that follow this are: 

• The US needs to act to reduce the current account deficit, which is to impose 

tariffs 

• There should be a charge on the rest of the world for the US providing a global 

public good.  

Some of these statements are correct. The demand for the dollar delivers an 

exchange rate above the levels that purchasing power parity justifies (see Chapter VI). 

The dollar's role in the global economy is unique. However, some of the other statements 

are incorrect, and the policy conclusions could damage the US, the global economy, and 

the financial system. For example, IMF figures show that global dollar reserves are at the 

same level now as in 2018. If capital flows determine the current account, then tariffs will 

not change the current account except by making the US a less attractive destination for 



 

54 

investment.  That could mean lower growth, increased risk premia and higher 

unemployment. It is debatable whether that would leave the US better or worse off. 

Eichengreen (2011, pp. 4-5) says, “The international monetary and financial system is not 

a public good in the textbook sense, but a club good, where the United States is the 

dominant player, shaping the rules in ways that favor its interests.” At times, US 

monetary hegemony and pursuit of its interests can impose large disbenefits on other 

countries, as seen in many past emerging market crises. 

 Nonetheless, the current US administration’s view is that the dollar is a burden. 

The view is that the rest of the world is taking advantage of the US by using for free what 

the world values highly.  

• This perspective contrasts sharply with the view expressed by French Finance 

Minister (and, subsequently, President) Valerie Giscard d’Estaing, that the dollar’s 

role in the global economy under the Bretton Woods system was an “exorbitant 

privilege.” The essence of the French position was that: 

• There was a huge asymmetry in the global monetary order 

• The dollar was the primary world currency, convertible into gold at a fixed rate 

• The US could run excessive government and balance of payments deficits financed 

by other countries 

• Overly slack US monetary policy forced inflation on other countries through the 

dollar link 

• The US gained from inflation because this depreciated the real value of other 

countries’ dollar foreign exchange reserves, which had been acquired by supplying 

real goods and services to the US. 
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The Bretton Woods system was increasingly stressed in the late 1960s and early 

1970s, when the US was financing the Vietnam War and Lyndon B. Johnson’s “Great 

Society” program. In essence, the US was misusing its exorbitant privilege to run 

excessively stimulatory domestic policy, resulting in global inflation. The system ended 

when US President Nixon suspended the dollar's convertibility into gold, the “Nixon 

Shock,” in August 1971. The core mechanism of the Bretton Woods System, the 

convertibility of dollars into gold, had been smashed.  Attempts to rebuild fixed exchange 

rates failed, and in March 1973, the other major currencies began to float freely against 

the Greenback. The formal end of Bretton Woods was the 1976 Jamaica Accords, but this 

merely acknowledged what had been true for years.   

In the post-Bretton Woods world, the dollar remains dominant without an 

adequate substitute. For example, the yuan lacks convertibility, and crypto lacks stability. 

The euro is the second most used currency for invoicing. Former ECB president Jean-

Claude Trichet said that the euro was not meant to challenge the dollar but also took the 

view that “The current international monetary system is not necessarily the most 

conducive to global stability.” He also called for “a smooth, progressive, orderly 

evolution” toward a more balanced reserve system (Horwood and Marsh, 2021). Trichet 

criticized the US use of the system when he said, “This privilege is a responsibility… but 

the US has rarely acted as if it were.”  Current Canadian Prime Minister Mark Carney, 

who was previously the Governor of the Bank of Canada and the Bank of England, has 

called for a synthetic hegemonic currency (possibly through the IMF), echoing Keynes’ 

proposal for a global reserve currency, the bancor (IMF,1996)  
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Net Savings and the Current Account 

It is worth examining why the US is running a trade deficit and comparing it with 

other advanced countries. If the data show the US current account deficit is unusually 

high, that would support the hypothesis that it runs a substantial deficit because it issues 

the world’s reserve currency. If, in contrast, it does not show unique features, we have to 

turn to other explanations for the deficit. 

First, let us consider some national accounts arithmetic.  

The National Accounts identity is 

GDP = C +G + I +X-M 

Where GDP = Gross Domestic Product 

C = Household Consumption  

I = Gross Fixed Investment and Investment in Inventories 

X = Exports 

M = Imports 

Since Saving (S) is equal to income minus  current spending, we can rewrite this 

by taking C, G, and I away from both sides as  

S-I = X-M   

Thus, ignoring net investment income, we can say that the current account surplus 

or deficit equals the difference between domestic savings and investment.  

For four of the G7, Figure 3.9 shows no strong relationship between the 

investment share of GDP and current account position over the most recent decade. 

However, for Canada, the UK, and the US, a larger current account deficit is associated 

with lower investment, which is the opposite of what we would expect from the national 
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accounts’ identity. This relationship strongly suggests that insufficient saving is the cause 

of the current account deficits in these three countries. 

  

Figure 3.9: G7 Current Account and Investment (% of GDP) 

Source: IMF 

Figure 3.10 confirms this –current account surpluses and deficits over the most 

recent 10 years correlate strongly with national saving rates. The US is not in the unique 

position suggested by Miran's arguments. It is not the dollar’s role that explains the 

current account but the factors it shares with other Anglo-Saxon economies, such as 

insufficient savings.  
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Figure 3.10: G7 Current Account and National Saving Rate (% of GDP) 

Source: IMF 

Figure 3.11 and Figure 3.12 show that for deficit countries, both the government 

balance and the private sector balance are positively associated with the current account 

balance. Germany has a sizeable current account surplus because government borrowing 

is low, and its private sector has a healthy surplus. The US, UK, and Canada have current 

account deficits because their government sectors run significant deficits, and their 

private sectors surpluses are low. If the US were an outlier, it would be possible to argue 

that its role as the supplier of dollars resulted in a current account deficit, and this 

translated into a private sector deficit. Still, it shares its private and public deficit 

characteristics with the UK and Canada. Thus, it appears that the current account deficits 

in these countries result from tastes and preferences that favor current consumption over 

saving.  
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Figure 3.11: G7 Current Account and Government Deficit (-),  (% of GDP) 

Source: IMF 

 

Figure 3.12: G7 Current Account and Private Sector Net Lending (+), % of GDP 

Source: IMF 
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Government deficits in the short term have a critical cyclical component. Over 

long periods, they are a policy choice. For Canada, the UK, and the US, the large 

government deficits over the last decade have reflected significant structural deficits 

(Figure 3.13). Here, the US does stand out. 

 

Figure 3.13: G7 Current Account and Structural Budget Deficit (-), (% of GDP) 

Source: IMF 

If we want to tie any macro imbalances in the US to the dollar’s role as the pre-

eminent reserve currency, then it goes through the government deficit. The logic would 

be that demand for US Treasuries provides elastic and relatively cheap finance for the US 

government. The government has utilized that flexibility to expand its deficit, relatively 

free from the financing constraints of other countries. Thus, Giscard d’Estaing’s 

exorbitant privilege is alive two generations after he coined the term. Larger government 

deficits put upward pressure on US interest rates than in other countries, crowding out 

private investment and appreciating the exchange rate. Thus, it is not foreigners who have 
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deindustrialized the US, but its government, by choosing to run lower tax rates than in 

other countries. 

We can view the US dollar as a resource that other countries demand. The 

administration's perspective is that the possession of that resource is pushing up the 

exchange rate and deindustrializing the country. There is evidence that the dollar is 

overvalued against a range of other currencies for structural and cyclical reasons (see 

Chapter VI). To the extent that the overvaluation is structural, we can view the US as 

suffering from a variety of “Dutch Disease.” When gas fields opened in the Netherlands, 

the currency appreciated, and deindustrialization set in. “The resource curse” is well 

known in many developing countries (Ross, 2011). We might view the US as suffering a 

“shale curse” that appreciates the currency, but such comments are lacking, and the risks 

to manufacturing from “drill, baby, drill“ are almost wholly ignored.  

Many other countries have had to deal with potential deindustrialization due to the 

resource curse. Norway is a very successful example. It established a sovereign wealth 

fund to invest oil proceeds abroad, generating a healthy income stream and effectively 

spreading its oil wealth over time, while resisting currency appreciation. The US could 

have done that. Historically, other countries that have had strong demand for their 

currency as a reserve asset have engineered capital outflows and avoided running current 

account deficits, such as the UK and, before it, the Netherlands. The argument that a 

current account deficit is an inevitable consequence of being the reserve currency is 

inaccurate. Bordo and McCauley (2016, 2018) criticize the view that the dollar’s reserve 

role requires US current account deficits – derived from the Triffin dilemma - as 

anachronistic and flawed in logic and fact. The US could have satisfied the demand for 
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Treasuries as a reserve asset by supplying dollars through the purchase of foreign assets, 

which, with Treasuries being the lowest-risk asset on the market, would have generated a 

persistent investment income surplus. 

Even if a current account deficit resulted from the US being the prime reserve 

currency, deindustrialization need not be the result. From the national accounts’ identity, 

as shown above, we see that S-I = X-M.  If we accept that the world decides on X-M, the 

US can configure its domestic resources as it sees fit. It could have a low S or high I. We 

can see from Figure 3.6 above that its investment/GDP ratio is middling and that its 

structural budget deficit (Figure 3.10) is significantly larger than that of other countries. It 

is, therefore, clear that the US has used the resources it has obtained through the dollar’s 

role as a reserve currency to run low saving rates with a debt-fueled domestic demand-led 

growth model. This growth model is not China’s choice, Japan’s, or the EU’s, but is the 

choice of successive US governments. Had the US chosen to increase investment in 

infrastructure, green energy, and human capital, for example, domestic supply would 

have been stronger, much of it in manufacturing, and the labor force would have been 

better able to facilitate the US moving up the product curve.  Unless the US, the UK, and 

Canada change their growth models and increase domestic savings, especially 

government savings, their growth prospects will lag behind those of high-saving, high-

investment economies like China and South Korea.   

The dollar’s exchange rate is overvalued structurally and cyclically. Some of that 

is due to the actions of foreign governments that rely on undervalued exchange rates, 

which needs addressing, as well as the saving glut abroad. Domestic policy plays an 

important role, and global capital inflows, unmatched by capital outflows, are a factor.  
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The US could use capital inflows to accumulate capital assets, domestically or abroad. 

Instead, it has used them for consumption. The prospect of significant tax cuts in the 

upcoming Trump budget suggests that overconsumption will worsen rather than improve 

the current account deficit.  

Giscard d’Estaing knew that the dollar was a blessing, and US representative 

Wilbur Wright, at the Bretton Woods negotiations, resisted bancor because he realized 

the dollar being the center of the International Monetary System was a bonus for the US. 

For US manufacturing, we can argue that it has not worked out that way; the dollar’s 

reserve role has been a curse. However, that is because the US government has had all the 

cards but has misplayed them. It does not need to do that. The first step is to reduce the 

current budget deficit, and the second is to invest more in infrastructure, research and 

development, and training. Past mistakes cannot be undone, but lessons must be learned, 

or they will be repeated.  
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Chapter V. 

Manufacturing’s Importance and Responses in Periods of Dollar Strength 

"The erosion of US manufacturing is not just a story of lost factories and jobs. 

Manufacturing has important spillovers into innovation and productivity. Once you lose 

it, you lose more than the jobs; you lose the ecosystem that sustains advanced 

production." 

Paul Krugman 

 

The significantly muted reaction to the external strength of the US dollar in recent 

years, compared to the 1980s, reflects the reduced importance of the manufacturing 

sector in the economy. The contribution of manufacturing to both output and employment 

in the economy has decreased since World War II (Yuskavage and Fahim-Nader, 2005) 

and is now significantly smaller than it was in the 1970s and 1980s, reflecting a shift in 

the composition of output towards services. This deindustrialization has occurred in 

almost all advanced economies, but it has been more significant in the US than in 

Germany and Japan. Part of the story is productivity growth, which is faster in 

manufacturing than in services, so the labour force required to produce a given volume of 

manufacturers is lower. Also playing an important role is the income elasticity of many 

services, which is above one – for example, restaurant meals. Another contributor has 

been globalization and the international division of labor, where many products, 

particularly little-differentiated low-value-added goods, are produced more cheaply 
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abroad, leaving the US to move up the product curve into more specialized services like 

finance and software.  

A reduced focus by manufacturing on the exchange rate is due to: 

• • Manufacturing employment responses to changes in manufacturing output have 

lessened since the GFC and after COVID-19, due to catch-up after excess labor 

shedding during those emergencies 

• • Manufacturing employment changes have far less impact on aggregate 

employment than formerly 

• • Vastly improved corporate profitability compared with the 1980s  

• • Increased tariffs since the first Trump presidency, insulating some vulnerable 

sectors from foreign competition 

The Relationship Between Manufacturing Output and GDP 

Manufacturing grew slightly more slowly than GDP from the early 1970s to the 

early 1990s (Table 4.1). That changed during the decade ending in 2002 when 

manufacturing grew faster than the overall economy. After the recession ended in 

December 2001, manufacturing continued to keep pace with GDP growth. However, 

during the recession from January 2008 to July 2009, it contracted far more sharply. 

Since then, manufacturing output has been relatively weak, with a trend that has been 

virtually flat (though with fluctuations around COVID-19) for the last decade (Figure 

4.1). 
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Table 4.1: Manufacturing Production and Real GDP (% y/y, average) 

 MANUFACTURING 

PRODUCTION 

GDP 

1973-1982 1.7 2.4 

1983-1992 3.4 3.6 

1993-2002 4.2 3.4 

2003-2012 1.0 1.9 

2013-2022 0.3 2.4 

Source: FRED, BEA, Federal Reserve Board 

  

Figure 4.1: Manufacturing and Real GDP (%y/y) 

Source: FRED, BEA, Federal Reserve Board 
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To understand why the recent experience of flat manufacturing output has not 

provoked a storm of protest from manufacturers and workers about the strong exchange 

rate, we must understand what drove some of the wedges between manufacturing output 

growth and GDP. The two periods to concentrate on are from the mid-1990s to the Great 

Financial Crisis and the last decade. Why was manufacturing growth rapid in the first 

period and slow in the second? 

The widespread adoption of technological advances in computing from the early 

to mid-1990s led to an accelerated rate of productivity growth in manufacturing and a 

faster rate of growth in manufacturing output. Greenspan (2002) testified to the 

importance of this productivity acceleration, with spill-over effects on prices, “Over the 

past seven years, output per hour has been growing at an annual rate of more than 2½ 

percent, on average, compared with a rate of roughly 1½ percent during the preceding 

two decades,” (Greenspan, 2002). This period was the “dotcom boom,” followed by the 

“dotcom bust.” Revised data show that productivity was far better than even Greenspan 

realized at the time (Figure 4.2), with this faster productivity growth rate continuing after 

the recession of 2000/2001. 
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Figure 4.2: Trend Output per Hour, Manufacturing (percent q/q aar). Loess Smoothing 

Source: FRED, BEA, author’s calculations 

The Great Financial Crisis ended this golden period for US manufacturing, with 

the rate of productivity growth slumping to around zero (Figures 4.2 and 4.3). 

Manufacturing output and wider GDP growth are now divorced (Figure 4.3). Near-zero 

productivity growth has supported manufacturing employment, reducing labor and, 

therefore, political opposition to greenback strength. 
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Figure 4.3: Real Manufacturing Output and GDP (Q1 2017=100) 

Source: FRED, BEA, Federal Reserve 

Part of the story of the reduced impact on manufacturing from the exchange rate 

is due to changes in where manufacturers locate their production. US producers have 

placed more facilities abroad and sourced more intermediate inputs abroad. This 

international diversification delivers lower costs and provides a natural hedge against 

dollar FX variability. An essential factor in the location of pharmaceutical production in 

Ireland by US companies, much of which is for export to the US, has been tax, as Irish 

corporation taxes are only 15 percent (Setser, 2023). The globalization of production 

since the 1980s has seen the addition of millions of low-paid workers in the traded goods 

sector globally. The US has, therefore, experienced a loss of production in poorly 

differentiated, low-value-added industries such as textiles (Figure 4.4). Production has 
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moved towards high-tech manufacturing, such as semiconductors and aerospace, and 

knowledge-intensive services, such as finance and software. Therefore, the composition 

of US output has shifted towards industries with a lower price elasticity of demand than 

in the past. One way of looking at this is that price-sensitive manufacturers ceased US 

production many years ago, so the survivors are those producing less price-sensitive 

goods and services. The shift should not be overemphasized because high price 

sensitivity remains in several sectors, including automobiles, agriculture, and tourism. 

Nonetheless, in 1980, the output index of the apparel and leather goods sector was over 

700 (2017=100), but it is now under 70. More than 90 percent of that industry has 

disappeared, taking many textile mills with it. Meanwhile, the production of 

semiconductors index was 1.4 in 1980, compared with 125 in 2025.  

 

Figure 4.4: Evolution of selected US Industrial Sectors (2017=100) 

Source: FRED, Federal Reserve Board 
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What is perhaps surprising, however, is that some other sectors regarded as high-

tech, such as aerospace and pharmaceuticals, have not significantly increased their trend 

output for many years. (Figure 4.5). Pharmaceutical output is below its 2006 peak, and 

aerospace has fluctuated widely over the decades. The pharmaceutical industry reflects a 

substantial migration of production and research to Ireland, taking advantage of low 

taxes, while Boeing has faced increased challenges from Airbus. In the mid-1980s, 

Boeing delivered approximately five times as many aircraft as Airbus; however, in the 

last five years, Airbus has delivered over 3,000 aircraft, while Boeing has delivered fewer 

than 1,900.  

 

Figure 4.5: Industrial Production, Aerospace and Pharmaceuticals (2017=100) 

Source: FRED, Federal Reserve Board 
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The expansion in output that has replaced low-tech manufacturing is the 

significant increase in services. This increase in services has reduced the share of high-

tech manufacturing in nominal GDP, as well as the share of low-tech manufacturing 

(Figure 4.6). The fall in the relative price of semiconductors overstates the drop in real 

terms. 

 

Figure 4.6: High- and Low-Tech Shares in Nominal GDP (percent) 

Source: FRED, Federal Reserve Board 

Services Increased in Importance 

Within services, healthcare’s share of GDP has risen from under 6 percent in the 

late 1990s to 7.5 percent on average in the last two years, with banking up by about ¾ of 

a percentage point to 3.4 percent. The US builds far fewer computers than it used to. 

However, data processing and other information services rose from 0.4 percent of GDP in 
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1997 to 1.8 percent today (Figure 4.6), while computer systems design rose from 0.9 

percent of GDP to 1.8 percent over the same period. Thus, the offset to a decline in low-

tech manufacturing’s GDP share is not a rise in the share of high-tech manufacturing but 

of services, including high-tech services, many of which are related to manufacturing 

(Figure 4.7).  

 

Figure 4.7: Selected Industries, Shares in GDP (percent) 

Source: FRED, Federal Reserve Board 

The international diversification of US manufacturers’ facilities is another factor 

that has resulted in a decline in manufacturers’ exchange rate sensitivity. In the 1980s, the 
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US car industry was threatened by Japanese imports. The price elasticity of demand for 

cars can be high, with most estimates exceeding 1 in the long run, often ranging between 

2 and 3. Andersen et al. (1997) reported a figure of 4 for Chevrolet automobiles. These 

figures compare with 0.9 in the Fed’s model FRBUS for total import and export volumes 

(Brayton et al., 2014) and an assumed unit elasticity in the OECD’s Interlink model 

(Dalsgaard et al., 2001). Therefore, the exchange rate in the 1980s had a massive effect 

on US car manufacturers. Due to a “voluntary” agreement with Japan, exports of 

Japanese cars to the US became limited.  

To access the US market, many foreign companies that previously exported to the 

US now have plants in the US (e.g., Honda, Toyota, BMW); as a result, competitiveness 

between them and US domestic firms is much less susceptible to exchange rate changes 

than before. However, they still rely on imported parts. Outsourcing component supply 

has the same effect. Individual US states with implant auto manufacturing have no 

interest in seeing their operations stymied, primarily because substantial tax breaks have 

often influenced location decisions. In 2023, foreign carmakers outproduced the Big 

Three US-based auto manufacturers (Ford, GM, and Stellantis, the former Fiat-Chrysler) 

for the first time (Ramseth, 2024). Foreign automakers have increased their US 

production by about 85 percent over the last quarter century, have over 500 facilities in 

the US, and operate 9,500 dealerships (Autos Drive America, n.d.). Autos are essential 

when considering the effects of a strong dollar because the price elasticity of demand for 

autos is high, with electric cars showing a price elasticity of between 2.5 and 4, according 

to Gillingham et al. (2023). The importance of autos as a symbol of US vulnerability to 
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foreign manufacturers is reflected strongly in President Trump’s concentration on auto 

tariffs in his recent foreign trade initiative.  

With foreign car companies producing in the US, shifts in the dollar exchange rate 

no longer give foreign companies as much of an advantage over US producers when the 

dollar rises, which provides another reason why US businesses lobby less now against a 

strong dollar. 

The Relationship between Manufacturing Output and Employment 

Since WWII, the reduction in manufacturing’s share of employment has been 

more pronounced than in output, owing to faster productivity growth in manufacturing 

than elsewhere. In 1970, manufacturing employment accounted for over 25 percent of the 

total. In 1980, this had shrunk to 21 percent, to 16 percent in early 1990, to 13 percent at 

the start of the new millennium, and to just under 9 percent at the beginning of 2010. It 

currently stands at 8.1 percent. From one in four workers in manufacturing, the ratio is 

now only one in twelve, drastically reducing manufacturing’s political clout. However, 

rust-belt swing states have disproportionate importance in presidential elections.  

Employment losses in manufacturing were notable in the early 1980s, as 

illustrated in Tables 4.2 and 4.4 by Branson and Love (1988). Between 1980 and 1985, 

US manufacturing shed nearly a million jobs, two-thirds in the durable goods sector. By 

contrast, Tables 4.4 and 4.5 show that, over the five years between 2018 and 2023, 

manufacturing added approximately 250,000 jobs, two-thirds in durable goods. This 

difference in the manufacturing employment experience is a significant reason why the 

recent dollar strength attracted significantly less fierce resistance in the US than in the 

1980s. 
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Table 4.2: All Employees, Durable Goods Manufacturing (000s) 1980-1985 

 

Source: Branson and Love (1988) 

Table 4.3: All Employees, Non-Durable Goods Manufacturing (000s) 1980-1985 

  

Source: Branson and Love (1988) 
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Table 4.4: All Employees, Durable Goods Manufacturing (000s) 2018-2023 

  

Source: FRED, BLS 

Table 4.5: All Employees, Non-Durable Goods Manufacturing (000s) 2018-2023 

 

Source: FRED, BLS 

One remarkable feature of manufacturing employment since the initial recovery 

from the Global Financial Crisis (GFC) is its relative detachment from the overall 

evolution of non-farm payrolls. Before the GFC, manufacturing payrolls declined as a 
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share of the total, but they continued to increase in absolute terms. During the Global 

Financial Crisis (GFC) and later during the COVID-19 recession, manufacturing payrolls 

declined more sharply than those in the broader economy. Still, manufacturing payrolls 

have been hovering in the 12- to 13-million-employee range for just over a decade. The 

relationship between aggregate payrolls and manufacturing employment shifted 

significantly (Figure 4.8).  

 

Figure 4.8: Manufacturing and Total Payrolls (000s) 

Source: FRED, BLS 

The variability of payrolls is lower now than in the 1980s. Figure 4.9 shows the 

standard deviation of manufacturing employment, calculated over a 48-month rolling 

window and expressed as a percentage of the average level of payrolls over that period. 

In the early 1980s, this measure of variability was around 5 percent, but more recently, it 



 

79 

has been about 3 percent. The GFC and the COVID-19 recessions stand out as periods of 

extreme employment variability in the manufacturing sector. 

  

Figure 4.9: Standard Deviation of Manufacturing Employment (% of level, rolling 

window) 

Source: FRED, BLS, author’s calculations 

The Sensitivity of Manufacturing Employment to Manufacturing Production 

The productivity data show that three distinct regimes summarize the relationship 

between manufacturing production and manufacturing employment, namely: 

• • Pre-2000, characterized by rising production but falling employment. Moderate 

growth of output per head 

• • Between 2000 and the Great Financial Crisis, it featured slow output growth and 

rapid employment contraction. Output per hour grew rapidly 
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• • Post-GFC is demonstrated by flat production and employment. Very weak or 

negative productivity growth per head  

To examine the differences in productivity trends and understand the dynamic 

relationships between the natural log of manufacturing output (LPROD) and employment 

(LEMP) across various periods, we estimated several econometric equations (Figure 

4.10). We created three time trends: the first ended in December 2000, the second ended 

in December 2007, and the third extended to the end of the estimation period. COVID-19 

is a substantial challenge to any estimation extending into 2020 and beyond. We dealt 

with this by creating twelve dummy variables for each month in 2020. 

  

Figure 4.10: Manufacturing Production (LPROD) and Employment (LEMP), 

Logarithmic Scale 

Source: FRED, BLS, Federal Reserve Board, author’s calculations 
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The data are non-stationary, as the unit root tests reported in Table 4.6 for the 

entire sample period show (the null hypothesis in the Dickey-Fuller test is that the data 

are non-stationary, and the test results fail to reject this hypothesis).  

Table 4.6: Testing for a Unit Root in Manufacturing Output and Employment 

VARIABLE ADF 5% CRITICAL VALUE CONCLUSION 

LPROD -1.82 -2.87 Unit Root 

LEMP -0.74 -2.87 Unit Root 

Source: Author’s calculations 

Thus, we cannot reject the hypothesis that the logarithms of manufacturing output 

and employment have a unit root. Breakpoint unit root tests supported the use of split 

time trends, with the Dickey-Fuller t-statistic graph for LEMP supporting a breakpoint at 

end-2000 for employment and, to a lesser extent, after the GFC. The break-point test for 

manufacturing production’s logarithm identified a breakpoint at the end of 1982, while 

the Dickey-Fuller t-statistic graph illustrates well the very different time series behavior 

of manufacturing production pre-2000, between 2000 and the GFC, and post the GFC. 

The breakpoints are shown clearly in Figures 4.11 and 4.12.  
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Figure 4.11: Dickey-Fuller Break-Point Test LEMP 

Source: Author’s calculations 

  

Figure 4.12: Dickey-Fuller Break-Point Test LPROD 

Source: Author’s calculations 
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While it is incorrect to regress non-stationary series against each other since it can 

deliver spurious regression results (Granger, in Baltagi, 2003, pp. 557-561), including 

time trends effectively eliminates the problem – we then explain the relationship between 

de-trended variables, i.e., stationary ones - so that the equations reported are in levels. 

Since the data are monthly, we included multiple lags of variables. An initial exploration 

suggested that nine lags were a good starting point; that is where we started with a 

general-to-specific estimation strategy. We noted long lags on the lagged dependent 

variable, relatively shorter lags on manufacturing production, the high significance of 

some of the 2020 dummies, and a limited role for the split time trend coefficients. We 

found no evidence of serial correlation in the residuals' correlograms or formal tests of 

serial correlation. However, the Jarque-Bera test decisively rejects the hypothesis of 

normal residuals, with the regressions having more outliers than expected in a normal 

distribution (“fat tails”). This non-normality exaggerates the variance of parameter 

estimates and means we are more likely to eliminate variables incorrectly. Ramsay’s 

RESET test, a general test of equation specification, showed that we could not reject the 

hypothesis that nonlinear combinations of the independent variables do not help to 

explain the dependent variable.  

Changed Employment Dynamics  

Leverage plots give a good idea of which coefficients are sensitive to the 

estimation period (Figure 4.13). A flat line in the plot for a variable shows that the 

coefficient estimate is not sensitive to particular data samples. Sloped lines show a 

greater sensitivity. The dummy variables and some of the lags of the manufacturing 

production series show notable slopes, indicating shifts between periods. There is a 
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noteworthy slope on the coefficient on the lagged dependent variable, which suggests 

different dynamic processes in the various sub-samples, supporting the hypothesis above 

that the dynamics of manufacturing employment have shifted. 

  

Figure 4.13: Leverage Plots for the General Equation of LEMP on LPROD 

Source: FRED, BLS, author’s calculations  
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The elimination strategy could have involved dropping variables one at a time, 

testing for significance, and then proceeding to the next test. Given a large number of 

variables, eliminating a group of variables at a time is attractive but risks throwing out a 

significant variable along with several insignificant ones. However, given that most of the 

variables are lags, the risk of this strategy is small, as it would merely alter the dynamics 

without eliminating a separate, independent variable vital to understanding the 

employment series. The equation we ultimately arrived at, after checking for the 

significance of restrictions at each step, had undesirable properties: the sum of the 

coefficients on production was negative, and the time trends were positive.  These 

counterintuitively signed coefficients emphasize one of the key conclusions of this 

dissertation – manufacturing in the 2020s is not the same creature it was in the 1990s or 

the 1980s. Thus, we split the estimation period into three. For the period up to December 

2000, we show the preferred equation in Table 4.7.  
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Table 4.7: Preferred Equation for the Logarithm of Employment in Manufacturing 

  

Source: Author’s calculations 

Finally, we examined the employment relationship in manufacturing since 2008. 

The time trend was positive when we adapted the equation from the previous estimation. 

Accordingly, to address this issue, we added the log of the average weekly hours in 

manufacturing, which have declined in recent years (Figure 4.14). The series was 

unavailable before 2006, so we could not add it to the earlier sub-period equations. 

Unfortunately, the coefficient on the series was not significantly different from zero, so 

we deleted it.  
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Figure 4.14: Average Weekly Hours in Manufacturing 

Source: FRED, BLS 

The final preferred equation for 2008 to 2023 is in Table 4.9. 
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Table 4.9: Preferred Equation for the Logarithm of Employment in Manufacturing, 2008-

2023 

 

Source: Author’s calculations 

The equation passes the autocorrelation and RESET tests. Still, the residuals are 

not normal and show signs of negative skew - perhaps not surprising given that the 

estimation period covers both the GFC and the pandemic. From an economic point of 

view, the presence of a positive time trend, when productivity growth would lead one to 

expect a negative sign, is a problem. It is, however, not a problem that can be overcome 
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by respecifying the equation, as it accurately reflects the data. Since 2013, there have 

been two periods of flat production but increasing employment, as Figure 4.15 shows. It 

is challenging to estimate a negative time trend based on such data. 

 

Figure 4.15: Manufacturing Production (index) and Employment Since 2008 

Source: FRED, BLS, Federal Reserve Board 

How should we explain these periods of faster growth in employment than 

production? The answer is that employment overshot on the downside following the 

Global Financial Crisis (GFC) and, to a lesser extent, the COVID-19 pandemic. We can 

observe this by examining deviations in manufacturing output from the trend (Figure 

4.16) alongside periods of deviations in productivity from its trend (Figure 4.17).  
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Figure 4.16: Log of Manufacturing Production and trend (Loess smoothing) 

Source: BLS, Federal Reserve Board, author’s calculations  

 

Figure 4.17: Log of Manufacturing Productivity and Trend (Loess Smoothing) 

Source: FRED, BLS, Federal Reserve Board, author’s calculations  
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Usually, we observe productivity above trend when output is also above trend - 

productivity is pro-cyclical. Following the GFC, however, after a period where the 

typical cyclical pattern played out, productivity was above trend even though output was 

below trend, demonstrating over-firing.  

Another way to visualize over-firing is to examine the residuals from the Loess 

smoothing of the log of employment. These residuals exhibit a notable downward shift 

after the GFC (Figure 4.18), with the residuals remaining persistently negative from the 

middle of 2008, indicating that employment in manufacturing fell significantly short of 

what the trend would suggest (Figure 4.15). 

 

Figure 4.18: Residuals From Loess Smoothing of the log of Employment 

Source: FRED, BLS, Federal Reserve Board, author’s calculations 
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Thus, following the GFC and COVID-19, there was underemployment in 

manufacturing, which gradually improved thereafter, resulting in incorrectly signed 

coefficients. The appropriate econometric strategy in such circumstances is introducing 

an error correction term in the equation. There are issues with implementing this in the 

current context. First, we have already argued that the employment equation appropriate 

to the pre-GFC period does not help assess the extent of disequilibrium in 2020 and 2021. 

Second, the adjustment period of employment back towards “equilibrium” post-GFC 

seems extraordinarily long, around eight or nine years, and is far more extended than 

following the COVID-19-related labor shake-out. 

Moreover, the focus of the estimation work here is not to produce the best 

available representation of the data generation process for manufacturing employment but 

rather to demonstrate that the behavior of jobs in manufacturing over the last decade and 

a half is vastly different from the experience in previous periods, as shown. Employees in 

manufacturing have not seen their employment threatened by a strong exchange rate 

because, first, manufacturing production has remained flat, and second, firms have been 

busy recruiting to offset shortfalls caused by excess labor shedding in response to the 

GFC and COVID-19. Effectively, excess demand for manufacturing employees after 

these crises insulated the labor market from the adverse effects stemming from a strong 

dollar. 

Whereas data availability for industrial production limited the estimation period to 

begin in 1972, employment data for both aggregate payrolls and manufacturing 

employment are available from 1950. We use the longest available dataset in this 

Chapter, which necessitates some duplication of testing with the preceding Chapter, 
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though over different data periods. Unit root tests showed that we could not reject the 

hypothesis that there are unit roots in the levels of the logs of payroll and manufacturing 

employment. Therefore, using levels in any regression would risk drawing incorrect 

conclusions due to the spurious regression problem (Granger and Newbold, 1974). First 

differencing removed the problems; the augmented Dickey-Fuller test decisively rejects 

the hypothesis of a unit root for each differenced series. In what follows, DLMAN is the 

first difference of the natural logarithm on manufacturing employment, and DPAYRL is 

the corresponding variable for aggregate nonfarm payrolls. 

The cross-correlations from sub-samples showed significant shifts over time in 

the relationships between aggregate payrolls and manufacturing payrolls. The most 

striking features of the data were: 

• • The period including 2020 and after shows an entirely different response than in 

previous periods. It is impossible to draw any conclusions about the relationship 

between manufacturing employment and aggregate payrolls when including these 

distorted data points. Therefore, in what follows, we exclude the data from 2020. 

However, we include this period in the formal econometric equations reported 

below.  

• • The subsamples pre-1980, from 1980 to 2000, and from 2000 to 2010 show bi-

directional feedback between the two series with almost identical coefficients on 

manufacturing employment and lags and leads of aggregate payrolls. The lag 

lengths stretched out after 1979, with significant positive coefficients in the 

estimation period up to 1979, which ended after about half a year but extended to 

10 months in the later periods. 
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• • The cross-correlation between manufacturing employment and aggregate payrolls 

from 2010 to 2019 was weaker and much more short-lived than in earlier periods, 

meaning that developments in manufacturing payrolls had limited implications for 

aggregate payrolls compared with earlier periods. The first-period correlation in 

the latest sub-sample is 0.3, compared with an average of over 0.8 in the previous 

sub-periods. 

These results imply three things: 

• • The most recent data show a far weaker relationship between manufacturing and 

aggregate employment 

• • The correlation is instantaneous rather than spread out over nearly a year 

• • Within six months, the sum of correlation coefficients on manufacturing and 

aggregate payroll changes is zero 

These data suggest that, from an aggregate standpoint, manufacturing payroll 

developments are likely to be less critical to the overall labor market and, therefore, to 

political pressure on the government and the Fed to address the strong dollar. 

Manufacturing’s performance remains vital to local labor markets but is much less so 

from an aggregate perspective.  

We ran Granger causality tests on the various sub-samples to explore whether the 

data formally rejected these suppositions (Table 4.10). We were looking for evidence that 

in earlier periods, changes in manufacturing employment “caused” changes in aggregate 

payrolls, in the sense that manufacturing employment developments today carry 

information about future developments in aggregate payrolls but that this had broken 

down more recently.  
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Table 4.10: Granger Causality Tests, Changes in Logs of Manufacturing Employment 

Aggregate Payrolls 

1) 1950 -1979 

  

2) 1980 - 1999 

  

3) 2000-2009  

  

  

  



 

96 

4) 2010 -2019 

  

Source: Author’s calculations 

In the first three sub-samples, we can reject the hypothesis that manufacturing 

employment changes do not cause (in the Granger sense) changes in aggregate payrolls. 

In the period since 2010, however, we cannot reject that hypothesis - so we can conclude 

that manufacturing payrolls do not cause aggregate payrolls. These tests indicate that 

since the GFC, changes in manufacturing employment have had limited significance for 

the evolution of aggregate payrolls. In contrast, they had significant leading-indicator 

properties in earlier periods, going a good way towards justifying the saying, ”what’s 

good for General Motors is good for the entire economy.” Except for the third (2000-

2009) sub-sample, we cannot reject the hypothesis that aggregate payrolls do not cause 

changes in manufacturing employment at the 5% level. Still, we can reject it in the most 

recent sub-sample. We can summarise these findings as follows: before the GFC, 

manufacturing employment led to aggregate employment growth, but not the other way 

around. In contrast, since the GFC, aggregate payrolls have driven manufacturing jobs, 

rather than the converse. 
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Summary: Employment Relationships 

This Chapter examined the relationships between manufacturing production and 

GDP, manufacturing production and manufacturing employment, and between 

manufacturing and economy-wide employment.  

The data analysis in this Chapter suggests that it is challenging to discern the 

adverse effects of the strong dollar on manufacturing output, which has remained flat, on 

recent manufacturing employment, which has increased, and on manufacturing profits, 

which have risen significantly. It is difficult to see who has lost in the manufacturing 

sector from a strong dollar, so, understandably, pressure has been largely absent for 

politicians to “do something” about it. In part, also, attention during the recent election 

was more on that other aspect of globalization, immigration, rather than on the movement 

across borders of goods and services.  

Turning back to manufacturing, we found that: 

• • The relationship between GDP and manufacturing production has dislocated, 

partly due to globalization 

• • Also dislocated is the relationship between manufacturing employment and 

manufacturing production, especially after the GFC- and COVID-19-inspired labor 

shakeouts 

• • Aggregate employment is far less influenced by manufacturing employment than 

previously  

Overall, regarding the position of manufacturing employees and firms, the first 

group is most concerned about employment, while the second is more concerned about 

profits. Employment in manufacturing has held up despite the strong dollar, and profits 
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are substantial; therefore, the lack of pressure from the sector on politicians over the 

strong dollar is easily understood. 
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Chapter VI. 

Fundamental Dollar Drivers 

“The dollar’s value reflects not only trade flows, but capital flows, global demand 

for safe assets, and the dollar’s dominant role in the global financial system.” 

Barry Eichengreen 

 

Compared with the mid-1980s, there have been fewer current concerns that the 

dollar’s ascent will precede a sharp turn and a disorderly plunge back down again 

(Volcker, 1985). The less anxious international attitude significantly reflects an 

appreciation that there are good fundamental reasons for a stronger dollar now and fewer 

concerns about a currency bubble, given the much more muted dynamics of the dollar’s 

recent appreciation. In contrast, in the 1980s, there were anxieties that a currency bubble 

was in play, a hypothesis supported by Chapter VII of this dissertation.  

The climate for the dollar in 2025 appears to have taken a turn for the worse due 

to President Trump’s unexpectedly radical tariff proposals, which have sparked fears of a 

recession and financial distress. The dollar has fallen on foreign exchanges, whereas the 

10-year Treasury yield has risen, a combination more typically seen in emerging markets. 

Similar dynamics were observed in the UK in 2022 when the Truss/Kwarteng “mini-

budget” severely damaged the credibility of UK macro-economic policy, with credibility 

being re-established only after the Prime Minister and her Chancellor both departed. In 

the US system, such a development is unlikely, and at the time of writing, the future for 
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the dollar looks unusually uncertain. We will first examine the cyclical drivers of recent 

dollar strength and then ask whether the dollar is overvalued on a more enduring basis, as 

is the view of CEA Chair Miran (Miran, 2024) and others, due to the dollar’s role as the 

world’s premier reserve currency. 

Until the unveiling of the tariffs, the US recovery had been more robust than in 

the other major economies, and the gap had shown few signs of narrowing. In contrast, in 

the early 1980s, the growth gap was shrinking (Figures 5.1 and 5.2).  

 

Figure 5.1: Individual Country Growth Minus US Growth y/y %, 1981-1988 

Source: OECD, Deutsche Bundesbank  
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Figure 5.2: Growth minus US growth (y/y%), 2021-2024 

Source: OECD  

Europe has been affected to a greater extent than the US by the Ukraine-Russia 

war, which has constrained exports and also impacted the availability of energy (Gross 

and Stelzenmüller, 2024), as well as food and fertilizers from the two combatants (Arce 

et al., 2023). The increased energy independence of the US compared to the 1980s means 

that the economy is affected by energy shocks to a much lesser degree than other 

economies, including those of Europe, Japan, and China, and to a lesser extent than it was 

previously. Moreover, the Russia-Ukraine war has contributed to political divisions and 

weak governments in Germany and France (O’Neill, 2024), raising economic uncertainty 

and stifling activity. Productivity growth has fallen far below the rate in the US (Artus, 

2024). With budgets under stress and political logjams, Europe’s need for profound 

structural reform looks virtually impossible to implement (Ellyatt, 2024). The challenge 

of rearming to combat the threat from Russia, particularly as Europeans increasingly feel 

that President Trump does not have their backs, will likely lead to increased defense 
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spending. The extent to which this will align with significant debt issues in several 

countries, with Italy, France, and Spain being the largest, remains uncertain. However, 

Germany has managed its fiscal resources cautiously and is embarking on an ambitious 

program of rearmament and infrastructure investment, which may accelerate European 

growth relative to the US. US growth prospects will suffer from several of President 

Trump’s initiatives, particularly tariffs, and immigration, with the former raising prices 

and reducing efficiencies and the latter reducing labor availability (Mortimer-Lee, 2024). 

Meanwhile, increased US policy uncertainty is increasing the risk premia on US assets 

and softening the dollar. 

From the third quarter of 2017 to the same period in 2024, real Japanese output 

expanded by 0.8 percent, whereas real GDP in the US expanded by 19 percent. With a 

declining population, future Japanese consumer demand will be soft, while encouraging 

employers to locate abroad to avoid prospective domestic labor shortages and a Japanese 

reluctance to see mass immigration. 

Japan is cautiously raising rates, even though inflation is above target, with the 

BOJ in March 2024 making the first rate-hike for seventeen years. How the economy and 

Japanese markets, including the government bond market and financial institutions, will 

react to rate increases is highly uncertain. The declining working-age population (Figure 

5.3) implies that the equilibrium real interest rate in Japan may be negative. Thus, raising 

nominal rates above 1.5 percent to 2 percent, even if Japan consistently hits its inflation 

target, may be unduly restrictive. Therefore, if US rates remain high, Japan will be unable 

to close the interest rate gap with the US, and the yen will remain weak. 
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Figure 5.3: Japan Population 15 to 64 (millions) 

Source: FRED, OECD 

Thus, weak growth prospects in Europe and Japan (figure 5.4) and Japan’s limited 

ability to narrow the interest rate differential with the US are reasons to expect the yen 

and euro to remain weak in the future, which markets are anticipating today. 
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Figure 5.4: Growth Forecasts (% y/y) 

Source: OECD 

Interest Rates and the USD  

In 1984, the gap between US 3-month interbank rates and those in Frankfurt 

averaged 4.4 percent. However, the rate gap had been even wider in 1978 and 1979 when 

the deutschemark was trading close to 2 to the dollar, so it is difficult to explain the 

ascent from the 1980 low of DEM1.82 to the dollar on average to the 1985 high of 

DEM2.94 as a function of the rate differential, which widened by a mere 80 basis points 

between 1980 and 1984 (Figure 5.5). 

In contrast, rate differentials have contributed to the dollar’s rise over the last few 

years (Figures 5.6 and 5.7). With the expectation that US growth outperformance will 

continue, the growth gap should continue to remain wide. It should help maintain US 

interest rates above those in Europe and Japan, although the prospects of a US recession 
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have increased with the imposition of outsize tariffs by the US in mid-April 2025. A US 

recession, particularly if accompanied by a financial crisis, would have significant 

implications for global growth and financial conditions (Rey, 2015). It is uncertain in the 

current circumstances whether the dollar’s traditional role as a haven would hold. 

Currency projections, therefore, in mid-April 2025, look more than unusually uncertain, 

  

Figure 5.5: 3-month interest rate differentials and USDDEM, 1975-1990 

Source: Deutsche Bundesbank, Bank of England 
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Figure 5.6: 3-month Interest Rate Differential US- EA and USDEUR, 2023-2024 

Source: FRED, Federal Reserve Board,   

  

Figure 5.7: 3-month Interest Rate Differential US- Japan and USDJPY 

Source: FRED, Federal Reserve Board 
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The USD and the Terms of Trade 

One further fundamental factor, recently contributing to dollar strength, as it did 

in the 1980s, is the US's improvement in terms of trade compared with developments in 

other G7 nations, excluding Canada (Figures 5.8 and 5.9). The reason why Canada and 

the US have seen their terms of trade improve in recent years is a rise in the relative price 

of energy, as adverse price developments for energy have affected Europeans, and for 

food, following the Ukraine-Russia war. Japan also is a significant net importer of 

energy. In the most recent episode, the improvement in the US terms of trade relative to 

Japan is very substantial, helping to justify a weak yen. The interest rate differential 

between the US and Japan is the widest for any currency pair in the G7. The growth gap 

between Japan and the US is also wider than between the US and Europe.  

  

Figure 5.8: Terms of Trade 1980s (2020 =100)  

Source: OECD 
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Figure 5.9: Terms of Trade 2020s (2020 =100)  

Source: OECD 

Is The USD Overvalued? 

There are no models that consistently and accurately explain currency valuations. 

Prices are formed in flow markets, but they also reflect stock as well as flow demand. 

Expectations play a pivotal role in the dynamics of exchange rates. Prices in foreign 

exchange markets move much more quickly than economies respond to changes in 

exchange rates, leading to overshooting. Currencies can be subject to bubble-like 

behavior. Over time, currency movements have become increasingly dominated by 

financial transactions rather than trade-related ones. Tying currency moves to 

“fundamentals” is a thankless task. The Purchasing Power Parity (PPP) theory of 

exchange rates does not explain currency dynamics. Nonetheless, PPP can help assess 

whether there is dollar overvaluation. Table 5.1 compares the PPP value of the USD 
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against other G7 Local Currency Units (LCUs) in 1984 and adds China, India, and 

Mexico for 2024.  For euro area countries, we express 1984 exchange rates in euros, 

calculated as the local currency unit at the time multiplied by the conversion factors used 

when these transitioned into the euro. 

Table 5.1: PPP and Exchange Rates in Local Currency Units (LCUs) 

 

Source: FRED, IMF. Author’s calculations 

Table 5.1 shows the US dollar as overvalued by almost 50 percent against the 

deutschemark and lira in 1984, by about a third against the franc and pound sterling, and 

by 10 percent against the Canadian dollar and Japanese yen. In 2024, the extent of 

overvaluation against European currencies was less than in 1984, with Canada and the 
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UK in a similar position to forty years earlier. What stands out, however, is the dollar 

overvaluation of around 50 percent against the yuan and peso and a massive 76 percent 

against the rupee. 

Figures 5.10 to 5.15 show OECD estimates of PPP exchange rates based on 

consumer prices and the GDP deflator (PGDP). For Canada, the UK, and Japan, 

exchange rates against the dollar were broadly in line with PPP based on the CPI until 

2022. Since the GDP deflator encompasses the prices of many non-traded services and 

government spending, it is arguably less relevant to exchange rates than the CPI, which 

includes many more traded items. The euro's exchange rate, however, has been 

significantly undervalued against the dollar for a decade. 
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Figure 5.10: PPP and Exchange Rate, Canada 

Source: OECD  

 
Figure 5.11: PPP and Exchange Rate, France 

Source: OECD 
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Figure 5.12: PPP and the Exchange Rate, Germany 

Source: OECD 

 

Figure 5.13 PPP and Exchange Rate, Italy 

Source: OECD 

0.60

0.65

0.70

0.75

0.80

0.85

0.90

0.95

1.00

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

pgdp cpi actual

0.60

0.65

0.70

0.75

0.80

0.85

0.90

0.95

1.00

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

pgdp cpi actual



 

113 

 

Figure 5.14: PPP and the Exchange Rate, Japan 

Source: OECD 

 

Figure 5.15: PPP and the Exchange Rate, UK 

Source: OECD 
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Thus, the assertion that the dollar is currently overvalued is substantiated by PPP 

data, with its extent against the yuan, peso, yen, and rupee being egregious. Some of the 

dollar’s overvaluation may be structural, connected to its role as a reserve currency, but 

that would not explain why it has been broadly fairly valued against the pound and the 

Canadian dollar for most of the last decade. Suppose the “reserve currency” rationale for 

dollar overvaluation was accurate. In that case, the degree of overvaluation of the dollar 

should show a trend of increasing over time against the Canadian dollar and British 

pound, as growing global trade and finance raise demand for the USD relative to the 

other two currencies. That has not occurred (though the USD has strengthened for 

cyclical reasons). Thus, the rationale for overvaluation because the dollar is a reserve 

currency appears tenuous. What Canada, the US, and the UK share, but Europe and Japan 

do not, are current account deficits linked to low domestic savings in both the private and 

public sectors. Low savings justify higher interest rates than otherwise, strengthening the 

exchange rate. Therefore, persistent US dollar overvaluation may not be due to the 

dollar’s role as a reserve currency but rather to domestic spending habits.   

Summary: Currency Drivers 

The conclusion of much academic research and policy advice from international 

institutions is that intervention is justifiable if currencies are mispriced and/or if their 

dynamics are disorderly and likely to result in adverse economic and financial 

consequences. While, based on Purchasing Power Parity, the US dollar appears 

overvalued most of the time against most currencies, the causes are complex, 

encompassing the dollar’s role as a reserve currency and low domestic saving rates. 

Foreign exchange market intervention is unlikely to offset these hard-wired structural 
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factors underlying the dollar’s valuation. The question, therefore, facing proponents of 

greater currency coordination is what factors they are trying to offset that have led to a 

dollar mispricing. 

From the perspective of fundamental drivers of exchange rates, the dollar’s 

strength currently appears not only explicable but also broadly appropriate, supported by 

relative growth, interest rate differentials, and changes in the terms of trade. On the same 

argument, the Japanese yen is appropriately the weakest currency in the G7. Justification 

for coordinated intervention, therefore, rests on whether the dollar’s dynamics are 

unstable, a question to which we now turn.  
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 Chapter VII. 

Was the Dollar a Bubble in the 1980s, and is it One Now? 

“There have been episodes throughout history that were clearly bubbles, that 

foreign-exchange rates overshoot and undershoot their real values—yes, I don't think 

there's any question about that.” 

Gary Becker 

 

Paul Volcker expressed concerns in the 1980s that speculation had driven the 

dollar to excessive heights and that the greenback had become detached from its 

fundamentals – essentially, the dollar’s rise was a bubble. A bubble occurs when the 

expectation that a financial asset will rise in price is self-feeding. Bubbles are relatively 

likely in currency markets, particularly between large countries with small external 

sectors as a percentage of their GDP. In such economies, the currency can deviate 

significantly for an extended period from its equilibrium level.  

Why Bubbles May Occur 

There are several reasons for this sustained foreign exchange rate divergence from 

equilibrium. For example, while major currencies are not a random walk in the long term, 

the tendency for fundamentals to drive them consistently and predictably over short 

periods is weak. This detachment from fundamentals is partly explained by financial 

firms dominating the market, with only 10 percent of the market accounted for by non-

financial customers (Chaboud et al., 2023). The market is increasingly dominated by 

Principal Trading Firms (PTFs), also known as High-Frequency Traders (Chaboud et al., 

2023). Foreign exchange rates often deviate from “fair value,” purchasing power parity 
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levels, and estimates of fundamental equilibrium exchange rates for extended periods. 

The overshooting phenomenon (Dornbusch, 1976) is also relevant, as it relates to the 

much speedier adjustment in currency markets than in the real economy. Additionally, 

prices are set in the flow market, but financial stock adjustments, including portfolio 

investment and foreign direct investment stocks, can take a considerable amount of time 

to reach equilibrium.  

The capital constraints on FX intermediaries and firms’ risk limits (every trader 

has a personal limit, and unprofitable positions may be cut to prevent further losses) 

mean that heavy flows can significantly impact FX rates. For example, Shari (2015, para. 

1) reports,  

When Royal Dutch Shell of the Netherlands announced plans to buy BG 

Group of the UK last April, creating the world’s biggest supplier of 

liquefied natural gas, the news drove one of the biggest moves in the 

British pound ever recorded in a single day. The £47 billion ($70 billion) 

deal, which Shell has said it expects to close in early 2016 with a 

combination of cash and stock, pushed the sterling up nearly 1% against 

the US dollar on April 8.  

 

Losses on leveraged FX positions due to unanticipated events can trigger extreme 

movements as firms cut their positions, and algorithmic trading can amplify this, as seen 

when the Swiss National Bank gave up resisting currency appreciation in 2016 (Breedon 

et al., 2023). 

In the case of many mergers and acquisitions, as well as portfolio reallocations by 

hedge funds, central banks, and others, the entities involved will spread out transactions 

over time to avoid sharp currency moves that work against the buyer. Intermediaries, 

such as investment banks, will be aware of their clients' programs. They will position 

their books in alignment or may strike a deal with the client, usually at a rate slightly 
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different from the spot rate to reflect risk, and then square their books over time. Such 

transactions, reflecting limits on risk warehousing and market-making capacity, mean 

that there are imbalances between buyers and sellers that can persist over time, helping to 

explain volatility clustering in foreign exchange markets (Sopranzetti and Datar, 2002). 

Price movements in foreign exchange (FX) rates can reveal information about such 

transactions and help justify technical analysis, trigger algorithmic trades, and result in 

herd-like behavior.  

Such phenomena, combined with the difficulty of predicting foreign exchange 

rates, lead FX market participants to use technical analysis frequently. Technical analysis 

predicts future exchange rates by drawing on past trends, peaks, and troughs in 

currencies, as well as the moving averages of exchange rates. We can rationalize 

technical analysis by arguing that prices in FX markets reveal much information about 

participants’ views and behavior and that adjustment to new information is not 

instantaneous (which, in turn, we can explain by reference to uncertainty, limits on 

market-making capacity, and adjustment costs), so trends can continue for extended 

periods, giving rise to aphorism such as “the trend is your friend,”  “no one wants to 

catch a falling knife,” and “people remember at what rate they lost money.”  

Participants in the FX markets condition their attitude on where they are willing 

to trade foreign currencies today based on where they expect the currency to trade in the 

future. These expectations should reflect fundamentals, interest rate differences, and new 

information. However, the market can deviate from equilibrium far longer than traders 

can remain solvent. Hence, the horizons in the FX market are far shorter than notions of 

equilibrium suggest. Furthermore, the difficulty of predicting foreign exchange rates 
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based on fundamentals is considerable, and prices reveal information about the balance 

between buyers and sellers before the market is aware of the underlying reasons. 

Moreover, since there is a clustering of jumps and volatility in foreign exchange markets 

(Novotny et al., 2005), and volatility correlates with significant price moves, risk 

aversion, including intermediaries’ assessment of Value at Risk, argues for smaller 

position-taking as volatility rises. Thus, market capacity can decrease at times of 

volatility, further increasing volatility. These various arguments explain why FX 

expectations can be extrapolative. For example, Chart 6.1 shows that the USDCAD spot 

rate often moves a long way if it trades through the 200-day moving average. This 

analysis suggests that we should expect periods of unstable foreign exchange (FX) 

movements, explosive dynamics, or currency bubbles. 

  

Figure 6.1: US Dollar Canadian Dollar Spot Rate and 200 Day Moving Average   

Source: Bank of England, Federal Reserve 
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The presence of bubbles in foreign exchange rates provides a rationale for foreign 

exchange intervention, so we ask whether there were US dollar bubbles in the mid-1980s 

and whether one exists today. We conclude that dollar bubbles existed in the early and 

mid-1980s; however, there is no general dollar bubble today, although a bubble may be 

present in the USDJPY rate.  

Japan’s Extreme Currency Fluctuations  

It is worthwhile to consider the issue of bubbles in Japan since the yen is the 

major currency subject to pronounced swings in value (Figure 6.2). Moreover, it was a 

key focus in the 1980s and is the weakest currency amongst the G7 in the 2020s. 

  

Figure 6.2: yen Narrow Effective Exchange Rate Indices (2020 =100) 

Source: FRED, BIS 
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Between February 1990 and July 1994, Japan's nominal effective exchange rate 

index rose by 50 percent, falling back 25 percent by August 1998. From February 2006 to 

January 2009, the index rose by 47 percent, tumbling by a third between January 2012 

and June 2015, with three-quarters of that adjustment complete by mid-2013. Since May 

2020, the yen’s effective exchange rate index has declined by 30 percent, returning to 

levels similar to 1989-1991. The real yen exchange rate is close to levels last seen in the 

1960s. 

One contributor to the weak yen since 2020 has been the composition of the 

current account balance (Figure 6.3).  

  

Figure 6.3: The Balance of Payments of Japan 

Source: FRED, OECD  



 

122 

The Japanese goods balance is in substantial deficit, but the current account 

surplus as a percentage of GDP has been the highest since the mid-1990s. Why does the 

significant current account surplus, equivalent to almost 5 percent of GDP, not cause the 

yen to appreciate rather than weaken substantially? The current account balance is 

positive despite deficits in the goods and services accounts due to massive net investment 

income. However, much of that investment income remains abroad, having a counterpart 

in external portfolio investment that cancels out the positive investment income in the 

current account. If investment income returned to Japan, that would require buying yen 

and would strengthen the currency. Retaining that income abroad negates this potentially 

positive effect on the exchange rate, leaving the currency’s external value to be 

determined by deficits in the goods and services accounts and capital outflows due to a 

significant interest rate gap with the US. The IMF attributes much of the yen’s weakness 

to the interest rate differential with the US. Since the yen value of investment abroad in 

foreign currencies rises as the yen weakens, there is a pronounced possibility for 

extrapolative and bubble-like behavior. Absent coordinated intervention between the US 

and Japan, there is little that the BoJ and MOF can do to contain yen weakness since 

raising rates to match those of the US is not a credible option, not least because of the 

potentially disastrous fiscal consequences and the likely devastation of bank balance 

sheets if the value of JGBs were to fall precipitously.  

The Bank of Japan (BoJ) has intervened several times to counter the weakening of 

the yen in recent years. Since we found that the yen is subject to bubbles, intervention is 

sometimes warranted and likely to be successful in the short term. However, Chapter VI 
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showed that much of the weakness in the yen’s trend since COVID-19 is due to 

fundamentals, where intervention is likely to give only temporary relief.  

Two episodes illustrate the point. In September and October 2022, the yen's 

weakening to 152 against the dollar prompted worries about a too-rapid depreciation. The 

Bank of Japan intervened to strengthen the yen. The authorities’ action provided short-

term relief, but the depreciation resumed because the fundamentals remained unchanged. 

At the end of April 2024, the yen had depreciated to a 34-year low of 160.25 against the 

dollar. The BoJ intervened, spending approximately $62 billion to support the currency. 

There was a temporary halt to the yen’s softening, but the trend soon returned.  

The decision on when and by how much to intervene in the yen market is made by 

the Ministry of Finance (MOF), with implementation by the Bank of Japan (Bank of 

Japan, n.d.). Traditionally, MOF, MITI, the trade ministry, and the Keidanren, the Japan 

Business Federation, have favored a weak yen to boost activity and competitiveness. The 

yen has also been a factor in helping the Bank of Japan (BoJ) fight entrenched 

excessively low inflation and inflation expectations. With many investors in unhedged 

long foreign currency positions, a weaker yen has made them wealthier. Thus, the BoJ, 

MOF, MITI, the Keidanren, ordinary investors, and financial institutions have been 

content with the weak yen; so, why fight it? Moreover, successful intervention would 

require the US to be willing to ease its monetary policy to achieve a weaker USDJPY, but 

the Fed has lingering concerns about inflation. US participation in a currency pact with 

Japan, therefore, is unlikely. There is also a case in which neither the USDJPY rate nor 

the yen effective exchange rate index is significantly different from the trend (Figures 6.4 

and 6.5). Deviations from the trend indicate that in the immediate aftermath of COVID-
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19, the yen was strong relative to the trend, possibly reflecting a risk-averse-driven reflux 

of funds to Japan due to the pandemic, with a subsequent rapid weakening as the 

currency returned to its trend.    

 

Figure 6.4: USDJPY and Trend (Loess Smoothing) 

Source: FRED, Federal Reserve Board, author’s calculations  
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Figure 6.5: JPY Nominal Effective Exchange Rate and Trend (Loess Smoothing) 

Source: FRED, Federal Reserve Board, author’s calculations  

If Japan successfully intervened to turn the yen, it could have several detrimental 

effects. First, intervention is unlikely to be successful against a fundamental-driven yen 

decline unless backed by a credible commitment to shift the orientation of domestic 

monetary policy, that is, to move decisively away from near-zero policy interest rates. 

The challenge is that after 25 years of deflation or near-zero inflation, Japanese society 

and businesses expect little or no increase in wages or prices (Ueda, 2024). The objective 

of the BoJ is to foster the development of a mutually reinforcing cycle of higher prices 

and wages, leading to solid expectations of inflation around its 2 percent target. Inflation 

is currently above 2 percent, but import prices have significantly contributed to that. The 

BoJ has been concerned that a substantial shift in the Bank’s policy stance could abort the 
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building favorable wage-price interaction (Kihara, 2023), though even the doves have, at 

least until the US tariffs episode, increased their readiness to accept higher rates 

(Nakamura, 2024). 

There are also concerns about market dynamics in bond and currency markets. 

For example, the 10-year JGB (Japanese Government Bond) was trading at 1% late last 

year but spiked to almost 1.6% in March 2025 (Kyodo News, 2025) on speculation about 

BoJ rate hikes. The “taper tantrum” in the US in 2013 is a warning that if bond market 

yields have been held artificially low for a considerable period, they could snap back 

sharply to much higher levels. With the Japanese gross government debt-to-GDP ratio at 

around 240 percent, there are concerns about a strong feedback loop between government 

debt and debt interest rates. The worry is that higher bond yields could drive add to debt 

and that unsustainable debt could drive up JGB yields, further increasing the budget 

deficit and debt in an adverse feedback loop. The mechanism driving such a surge in 

yields is a sharp rise in expected future policy rates and a jump in the risk premium 

investors demand to hold long-dated bonds. This jump in bond yields would harm real 

growth and have adverse effects on banks, insurers, and other financial institutions, 

thereby impacting financial stability (IMF, 2025). 

There is a similar danger of sharp movements with the exchange rate. 

Expectations that the yen would depreciate in foreign exchange markets have encouraged 

Japanese investors to hold large unhedged positions in foreign currency. At the same 

time, the yen has been a primary funding currency for foreign investors and traders, such 

as hedge funds. These entities could borrow in yen at an extremely low interest rate and 

use the proceeds to buy foreign assets yielding a higher return, with the expectation that 
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they would repay the loan when the yen had depreciated on the foreign exchange market. 

A sharp change in exchange rate expectations could see Japanese investors’ long foreign 

investment positions being hedged or closed, and carry trades liquidated. The result 

would be a very sharp yen appreciation, which could feed expectations of more to come. 

A credible threat of successful intervention, backed up by signaling tougher domestic 

monetary policy, could send the yen flying as investors hedged their considerable foreign 

currency exposures, liquidated carry trades and sought to benefit from a sharp rise in 

Japanese bond yields relative to those abroad. Such a constellation of market moves 

could be financially disruptive and derail the economy’s progress toward sustainable 

inflation near the BoJ target. Meanwhile, there is a considerable risk of spillovers to 

foreign financial markets if the Japanese adjustment is disruptive (IMF, 2025).  

Persistent FX Rate Disequilibria and the Flow of Funds 

There are several reasons why substantial deviations from notions of 

“equilibrium” persist and why purchasing power parity is an ineffective forecasting tool 

for exchange rates. First, the exchange rate pass-through to import prices and 

subsequently to domestic prices and wages may be limited. For example, Yoshimi et al. 

(2024) found that when Japanese importers faced invoicing in local currency, pass-

through was subdued compared with foreign-invoiced imports. Moreover, importers 

more often “priced to market” when the yen was depreciating to increase their profits 

than in times of appreciation, lowering the pass-through of a weak yen. If inflation and 

inflation expectations are low, domestic prices and wages may respond only partially to 

import price shocks, especially if firms and workers perceive them as “one-offs.” Thus, 

when imports are low relative to GDP, domestic production prices respond only partially 
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to a shock in the prices of traded goods caused by foreign exchange (FX) movements. 

Hence, deviations from Purchasing Power Parity (PPP) persist. Even when relative prices 

do respond, the current account of the balance of payments may exhibit only sluggish 

adjustment due to fixed capital stocks in traded goods sectors in the short term (e.g., car 

plants), making the relocation of production a slow process. To summarize, exchange 

rates are subject to ”overshooting” (Dornbusch, 1976) because exchange rates adjust 

quickly to the latest information while the real economy adjusts slowly - the more 

delayed the real economic effects, the greater the likely degree of overshooting. 

A different perspective on this, illustrating why slow adjustment is important to 

exchange rate dynamics, emerges from rearranging the national account’s identity, giving 

the following: 

X-M = S-I  

The trade balance is equal to the difference between domestic savings and investment. 

Depreciation improves the trade deficit if it reduces savings relative to investment, with 

increased profitability in the traded sectors expected to be a key driver and reduced real 

incomes from higher prices. However, automatic stabilizers result in the government 

sector offsetting part of the S-I change, while discretionary fiscal and monetary policy 

changes may also negate part of the effect. The private sector’s response may offset part 

of the effect. For example, Carson et al. (2024) report that Japanese consumers’ response 

to inflation uncertainty caused by the weak yen is higher savings, so the current account 

imbalance may not improve or could worsen due to a weak yen.   
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Exploring Foreign Exchange Bubbles 

Ideally, to examine whether a bubble affected currencies, one should look at 

deviations from a reliable model of the exchange rate. Unfortunately, there are no such 

models due to the numerous variables that influence exchange rates, often in a nonlinear 

manner. Moreover, models struggle to cope with periods when different regimes operate, 

markets incorporate all existing information, and volatility, noise, and shifting 

expectations are prevalent. However, exchange rates do not adjust instantaneously – for 

example, the yen’s cycles can take years to work through. This “delayed overshooting” 

may be due to information rigidities and institutional and operational factors. For 

example, investment committees of financial institutions such as insurance companies 

and pension funds may meet only infrequently and often take a marginal approach to 

asset reallocation, progressively adjusting their foreign holdings up or down a little at a 

time so that achieving an equilibrium allocation is spread over months and years. Banks 

and commercial companies will limit their open currency exposures to correspond with 

the currency composition of their capital structure. There may be trading limits on 

counterparty exposure at commercial banks and other intermediaries such as central 

banks and sovereign wealth funds.  

We have taken a statistical approach to address whether the dollar is subject to 

bubbles. Instead of looking for deviations from an econometric model, we look for 

deviations from the previous dynamic behavior of the exchange rate. We have used the 

Exuber package in R, which aims to identify mildly explosive behavior (“exuberance”) in 

time series (Vasilopoulos et al., 2022). Further work would explore alternative methods, 

such as variance switching, high-frequency jump tests. Markov Switching and the 
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variance inequality method of Kalyvitis and Pittis (1994). The technique chosen looks for 

an inflating bubble – “mildly explosive dynamics,” – which shows up if the rate of 

increase of the variable speeds up over time. It compares rates of change in a variable 

with periods of “normal” behavior. A series that strongly mean reverts will not be 

exuberant (i.e., will not show mildly explosive behavior). 

In contrast, a bubble will see prices deviating increasingly in the same direction 

from its previous trend. Deviations from the trend in the same direction will cumulate 

when a bubble forms. The Exuber package tests for prices rising successively faster as 

the series progresses. The tests are recursive; we apply them over different data windows 

(i.e., periods). The approach derives from Phillips et al. (2011), who developed the 

Supremum Augmented Dickey-Fuller test (SADF) to detect a bubble. Phillips et al. 

(2015) extended the approach to detect multiple bubbles, introducing the Generalized 

Supremum Augmented Dickey-Fuller test (GSADF). The moving window allows us to 

test not only for the presence of a bubble but also to isolate its timing, which we can 

compare with known market-moving events.    

The SADF extends a time series window, giving an expanding window of data 

and testing for a unit root using the Augmented Dickey-Fuller (ADF) test statistic, 

repeating the test every time the window grows. A unit root is not consistent with 

explosive behavior. The supremum (i.e., maximum) value of the ADF test is the SADF 

test statistic. 

Whereas the SADF allows the end date of the period under consideration to 

change as the window extends, the GSADF lets the period’s start date shift also, giving 

rolling and expanding windows on which to base the test statistic which the supremum of 
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the ADF statistic over all the combinations of beginning and end dates. GSADF is better 

suited to the problems addressed in this thesis because it can detect multiple bubbles in 

the data, which is the focus of this thesis in the 1980s and 2020s. 

The two key parameters in Exuber are the window size and step size. The window 

is the number of data points sampled in each window. A larger window size gives more 

reliable statistical results influenced less by short–term developments and can better 

characterize the data’s trend and spot exuberant deviations from it. The downside is that a 

large window size means the program is slow to spot deviations from the trend. With 

over 12,000 daily observations and after experimentation, we initially set the window size 

at 1000 observations, or around four years. Step size controls how many data points are 

in rolled forward at each iteration of the calculations. For example, choosing a step size 

of ten means that the analysis runs on observations 1 to 1000, the next window from 11 to 

1010, the third from 21 to 1020, and so on. 

Figure 6.6 shows periods with significant GSADF readings (Monte Carlo 

methods calculated significance readings) for USDJPY. We present the same information 

for USDGBP in Figure 6.7, with sterling chosen as a comparator because it has relatively 

high volatility, although not as high as Japan’s (note that we used USDGBP, not the usual 

GBPUSD, to maintain the same denominator as for other currencies).   
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Figure 6.6: Estimated Periods of Exuberance in USDJPY 

Source: Bank of England, author’s calculations 
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Figure 6.7: Estimated Periods of Exuberance in USDGBP (January 1975 -December 

2024) 

Source: Bank of England, author’s calculations 

Both figures show periods exhibiting exuberant behavior, including the early 

1980s before Plaza. Exuberance continued into the late 1980s for Japan, but not for the 

UK – the yen fell much more sharply than all the G7 currencies after Plaza. The mid-

1990s were another period showing exuberance in the USDJPY and USDGBP data. We 

can associate this spell of exuberance with the Great Financial Crisis, though the UK’s 

exuberance set in sooner and ended by 2010. In contrast, while Japan’s GSADF reading 

rose, it did not become significant until later and lasted longer. Since 2010, the UK has 

seen significant readings, starting with the euro crisis, which continued into the mid-
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decade, reflecting the Brexit vote. Both currencies have recently shown significant 

readings based on a 1000 observation window.  

The charts do not show exactly when the exuberance applied within each period, 

which is the downside of having a wide window.  The time covered by each period is too 

long when compared to currency moves – exuberance can be short-lived but intense.  

Reducing the window length gives a clearer idea of when there was exuberance. Still, the 

cost falls in the level of GSADF so that for each significance level, the tests show an 

increase in the number of significant episodes, some of which may be false alarms. For 

example, if we take a window of 250 observations – approximately a year – for 

USDGBP, there are more significant readings (Figure 6.8). To limit the number of 

significant readings and avoid false positives, we can use the 99% significance level 

(dashed purple horizontal line in Figure 6.8). Using a shorter window allows us to tie 

exuberance more clearly to known events, thereby avoiding the issue of labeling 

excessively long periods as exuberant. For example, the wide rolling window for 

USDGBP in Figure 6.6 shows exuberance at the end of 2024, whereas the one-year 

window indicates that this had passed. Surprisingly, 1985, when the GBPUSD almost 

touched parity before the Plaza Accord, does not appear as an exuberant period for this 

currency pair. This absence may be because the peak of the dollar’s rise continued the 

previous upward trend rather than exhibiting the accelerating rise characteristic of 

bubbles. Similarly, most recent months have not shown up as bubbles in USDGBP. 

Figure 6.8 shows that USDGBP is prone to periods of exuberant behavior. 

Episodes in recent years are registered around the financial crisis, during the euro crisis in 
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the early 2010s, at the time of the Brexit vote in 2016, at the time of COVID-19, and 

more recently, the Truss/Kwarteng budget.  

 

  

Figure 6.8: Estimated Periods of Exuberance in USDGBP, 12-month Window  

Source: Bank of England, author’s calculations 

Considering this analysis of USDGBP, it is worth examining USDJPY on a 12-

month rolling window (Figure 6.9) rather than reviewing the approximately 4-year 

window reported above. 
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Figure 6.9: Estimated Periods of Exuberance in USDJPY, 12-month Window 

Source: Bank of England, author’s calculations 

According to the analysis using a one-year window, USDJPY was in a bubble for 

much of the mid-1980s, from March 1983 to November 1990, with only brief 

interruptions. Plaza changed the direction of the bubble from dollar-positive to dollar-

negative, but did not end it. The tests for more recent periods indicate that the dollar-yen 

has been in a bubble since August 2023, and indeed, for most of the last five years, 

justifying foreign exchange market intervention to counter volatility.  

We also examined the behavior of the US dollar against the Canadian dollar and, 

pre-EMU, against the Italian lira, the French franc, and the German deutschemark. Post 

EMU, we analyzed USDEUR (the opposite way up to normal FX market quotes to 

preserve consistency with other variables) and against the pseudo euro for the whole 

period. Since we know the conversion rates of national currencies into the euro, the Bank 
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of England publishes a series for EURUSD pre-EMU (the pseudo-euro). We show the 

results in Figures 6.10 to 6.14.  

 

Figure 6.10: Estimated Periods of Exuberance in USDCAD, 12-month Window  

Source: Bank of England, Federal Reserve Board, author’s calculations 
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Figure 6.11: Estimated Periods of Exuberance in USDDEM, 12-month Window 

Source: Bank of England, author’s calculations 

 

Figure 6.12: Estimated Periods of Exuberance in USDFRF, 12-month Window  

Source: Bank of England, author’s calculations 
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Figure 6.13: Estimated Periods of Exuberance in USDITL, 12-month Window 

Source: Bank of England, author’s calculations 

 

 

Figure 6.14: Estimated Periods of Exuberance, USDpseudoEUR, 12-month Window 

Source: Bank of England, author’s calculations 
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One striking feature of all the charts is that exuberance is widespread at the 95 

percent level, and even at the 99 percent level. These frequent manifestations of 

exuberance reflect the extrapolative behavior of currencies referred to above. The many 

significant readings also reflect our taking a shorter window than recommended, steering 

us towards using the 99 percent significance level to judge whether the data contradict the 

null hypothesis of no exuberant behavior. On that basis, five of the six currency pairs we 

consider do not demonstrate exuberance in 2024, the exception being USDJPY. We can 

conclude that there is no dollar bubble, but there is a yen bubble.  His lack of evidence of 

a current dollar bubble helps explain the G7’s lack of appetite to come together to tackle 

a dollar problem because none exists. 

This lack of a dollar bubble sharply contrasts with the experience of the late 1970s 

and early 1980s, when overwhelming evidence of a very severe dollar bubble affected all 

other G7 currencies. The high GSADF readings in the 1970s and early 1980s indicated 

massively unstable currency bubbles. The readings declined progressively and 

considerably over time, reaching the current range in the early 1990s. Progress in 

reducing inflation and adopting inflation targets has likely reduced divergences in 

financial conditions between countries, providing less stimulus for currency instability. 

Summary: A Pre-Plaza Bubble but not Recently 

Given the extreme degree of explosive currency movements forty years ago and a 

fear that the even more volatile currency moves of the 1970s could recur, it was 

understandable and appropriate that the G7 countries signed the Plaza Accord and the 

Louvre Agreement. 
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The lack of such generalized currency instability now makes it equally 

understandable and appropriate that there are no coordinated moves to tackle a non-

existent dollar problem. There is, however, a yen problem, but that is primarily a matter 

for the BoJ and MOF. One factor that makes the yen vulnerable to bubble-like behavior is 

domestic investors' massive unhedged foreign currency exposures and the yen’s use as a 

carry trade, both related to extraordinarily low Japanese interest rates. The risk-return 

profile of such trades depends significantly on the yen behaving in a predictable manner, 

which in turn depends on the authorities exhibiting predictable policy actions and 

communication. We have seen predictability from the Japanese authorities on a regular 

basis, but not so much in recent weeks from the US, which helps explain why the yen has 

appreciated by about 10 percent against the dollar this year.  
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Chapter VIII: 

EMU and the European Consequences of Dollar Strength 

"Appreciations and depreciations against the dollar led to sizable shifts in bilateral 

rates among European currencies." 

Stanley Fischer 

 

One significant structural institutional change in the global financial architecture 

since the 1980s has been the introduction of the euro currency on 1 January 1999. Even 

before then, as the precursor to the European Economic and Monetary Union (EMU), 

European monetary policy was oriented under the European Exchange Rate Mechanism 

(ERM) to keep other European currencies stable against the German deutschemark. The 

ERM drastically reduced the ability of the dollar fluctuations to introduce tensions 

between European currencies, which were evident in the 1970s and 1980s, while EMU 

abolished them.  

Shifts in exchange rates between European economies were significant for several 

reasons: 

First, they substantially affected trade between European countries, which trade 

similar (though differentiated) products with each other. For example, Italy and Germany 

export significant numbers of cars and high volumes of mechanical machinery to each 

other (OECD, n.d.). In the case of German and Italian trade, Italy is Germany’s fifth 

largest export market, and Germany is Italy’s largest export market, with trade between 

them in similar but differentiated products, for example, cars (OECD, n.d.), where a 
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BMW and a Fiat or a Ferrari have different characteristics. Similarly, Italy is the third-

largest exporter to France, while France is the second-largest source of Italian imports. 

Given the short distances between Italy, France, and Germany, transportation costs are 

relatively low, and trade between these economies is sizeable, as predicted by the gravity 

model of trade (De Benedictis and Taglioni, 2011; Shepherd, 2013). So, the potential 

price elasticities of demand for goods exports can be significant. For example, Felettigh 

and Federico (2020) estimate a price elasticity of demand for Italian exports of -5. For 

motor vehicles, it is -6.4 (both figures are significantly higher than others estimated for 

the US). Given the high fixed costs of an auto manufacturing plant, demand elasticities of 

over 6 imply that exchange rate shifts result in significant fluctuations in volumes, 

revenues, and profits. Therefore, currency fluctuations between European countries had 

the potential to invalidate previous investment decisions, which argued for multiple 

plants to avoid currency risk, thereby limiting economies of scale. 

Large currency fluctuations could undermine the single market and lead to 

protectionist pressures. In 1992, the UK and Italy were unable to adhere to the parities 

they had agreed upon in the ERM because the level of interest rates required in Germany 

after the fiscal boost of unification was too high for them. Their currencies fell sharply. 

France had stuck with its parity, viewing doing so as essential to maintaining its 

perceived position as an equal partner to Germany). De Gaulle summed up how France 

viewed the relationship years before when he said, “The EEC is a horse and carriage: 

Germany is the horse and France is the coachman” (Lacouture, 1992, p.389). France 

could not let the German horse bolt from it and maintain its standing in the ERM, so it 

did everything necessary to keep the parity under its “franc fort” (strong franc) policy. 
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The devaluation of the GBP and ITL made this medicine even more distasteful to 

swallow, and France considered import restraints on UK exports of Nissan cars.     

Second, fluctuations in intra-European real exchange rates increased uncertainty 

and costs and complicated investment decisions, impeding the Single Market's 

development (European Parliament, n.d.). As Nobel Laureate Robert Mundell (1997, 

quoted in Draghi, 2018) put it, “I could not see why countries that were in the process of 

forming a common market should saddle themselves with a new barrier to trade in the 

form of uncertainty about exchange rates.” This brake on European integration hampered 

European ambitions to build a strong and extensive domestic market that would allow 

economies of scale like the US.  

Third, exchange rate fluctuations made domestic policy formulation more difficult 

because they significantly impacted growth and implied opposite policy responses in the 

appreciating and depreciating economies, thereby stifling European policy coordination. 

Fourth, in an environment where inflation was high and policy credibility low, the 

exchange rate pass-through into domestic prices was higher than it is now (Carriere-

Swallow et al., 2023; Mortimer-Lee, 2022; Ihrig et al., 2006). Given that inflation was a 

more significant issue in Europe than it is now, this was a considerable problem. Since 

the effects of exchange rate changes within Europe differed in a depreciating economy 

compared to an appreciating one, exchange rate movements interfered with convergence 

in inflation and, therefore, obstructed monetary policy coordination  

Fifth, EMU automatically reduced the share of extra-area imports in GDP, 

reducing the impact of exchange rate changes on growth and inflation. EMU also led to 
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more widespread use of the euro in invoicing, affecting exchange-rate pass-through into 

import and consumer prices (Osbat et al., 2021). 

In the 1980s the Italian lira was a Persistent Issue 

The tensions introduced into the system forty years ago by fluctuations in the 

dollar arose from the much greater credibility of German macroeconomic policy than in 

other European countries, especially Italy. The lack of credibility in Italian economic 

policy stemmed from the country’s constitution. After World War II, constitutional 

architects were wary of allowing too much power to a strongman, having seen what 

Mussolini had done (Girodano, 2023). The system has a very weak Prime Minister’s 

Office (Giordano, 2023), and power is diffused, for example, between regions and 

parties. The proportional representation system means that coalitions have generally been 

necessary to run governments, often leading to infighting and instability, mainly because 

a vote of confidence is frequently needed to pass controversial legislation. If the 

government loses such a vote, it falls. Consequently, the average life of an Italian 

government since World War II has been 13 months.  With such an abbreviated tenure, 

governments have a strong incentive to prioritize short-term political advantage in setting 

policy and to heavily discount adverse effects that will afflict their successors but not 

themselves. The difficulty in implementing unpopular domestic measures contributed to 

Italy resorting to currency depreciation to solve some of its problems (which may have 

mutated them rather than dealing with underlying issues). Currency devaluation is 

achievable without passing a resolution in parliament, so it was a frequent, and often the 

only, policy lever used. Frequent bouts of lira softness led to the fear of Italy following 

“beggar-thy-neighbor” policies (Draghi, 2018). To the extent that dollar fluctuations 
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contributed to lira softness, it promoted zero-sum behavior within Europe. The 

introduction of the euro has eliminated the use of the exchange rate “beggar-thy-

neighbor” policies. 

  

Figure 7.1: Italy Narrow Effective Exchange Rates 

Source: FRED, BIS 

The 1970s and 1980s were challenging decades for all advanced countries. Still, 

political instability in Italy made it exceptionally difficult to deal with high inflation, 

weak growth, large government deficits, and soaring debt. For example, in 1985, Italy’s 

debt-to-GDP ratio was almost 80 percent, double that of Germany, and its public sector 

budget deficit was 12.6 percent of GDP (Santini, 1997), compared to 1.1 percent in 
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Germany (Deutsche Bundesbank, 2024). Inflation averaged 9 percent in the same year, as 

against 3 percent in France and 2 percent in Germany. Tough choices were required, but 

the politically unstable environment made them even more difficult. Italy’s “pre-existing 

conditions” meant that the currency was likely to be affected differently from its 

European counterparts in the event of an external shock, such as significant movements 

in the US dollar. 

 

Figure 7.2: Inflation, Italy, France, and Germany (percent y/y) 

Source: FRED, OECD, World Bank 
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Figure 7.3: Italian, French and German Debt/GDP (percent)  

Source: IMF 

In times of stress, therefore, Italy was seen as a riskier destination for funds than 

Germany. When overall market risk increases, the market premium required to attract 

investors to buy the riskier asset often increases more than for the relatively safer asset. In 

such an environment, if the bond yield on the German bund rose by 100 basis points, the 

yield on the BTP (the Italian government bond) would increase by over 100bp, with the 

premium depending on the market circumstances. Reading across from this differential 

effect to what the rise of the dollar in the early 1980s meant for the evolution of intra-

European exchange rates, however, may lead to an incorrect conclusion because the 

temptation is to think that if the German mark were to fall on the international exchanges, 

the Italian lira would fall by more, other things equal. That might be true if the shock 

driving exchange rates were increased risk aversion. In the early 1980s, a major impetus 
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to dollar appreciation was a shift in US monetary policy to very restrictive, while US 

fiscal policy was easing. Market perceptions of that policy shift were that it would deliver 

higher interest rate returns in the US than in Europe, encouraging market participants to 

increase their dollar holdings and reduce those in European currencies, thereby implying 

a dollar strengthening against European currencies. In the 1970s, the real effective 

exchange rates of the dollar and the lira moved in tandem. This relationship broke down 

after the Plaza Accord, as Italian inflation remained stubbornly high. In 1985, Italian 

prices rose by over 9 percent and in 1986 by 6 percent, or 13 percentage points faster than 

in Germany over the two years.  

This relative inflation effect on real exchange rates in the 1980s dominated the 

tendency for the lira to be weak against the deutschemark when the dollar was weak. 

When market participants were buying dollars, they were selling other currencies. Since 

the deutschemark was a reserve currency but the lira was not, dollar buying meant selling 

deutschemarks more than lira. Central banks could only sell what they owned. Since 

buying dollars meant selling deutschemarks but not lira, the lira would tend to rise 

against the deutschemark when the dollar was strong. The asymmetrical holdings of 

deutschemarks and lira meant that when the dollar turned in 1985, market participants 

sold dollars and bought deutschemarks more than they bought lira; therefore, this led us 

to expect that the lira would come under downward pressure against the deutschemark 

because the dollar was soft.   

Figure 7.4 shows the evolution of the real effective exchange rates of the US 

dollar, the Italian lira, the French Franc, and the German deutschemark. Figure 7.5 

focuses on the real deutschemark and the real dollar. 



 

150 

  

Figure 7.4: Real Effective Exchange Rate, US, Germany, Italy, and France 

Source: FRED, BIS 

  

Figure 7.5: Real Effective Exchange Rate, US and Germany   

Source: FRED, BIS 
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Since the EMU began in 1999, the real effective exchange rates of the European 

economies have moved in close synchronization, in contrast to the pattern in earlier 

years. While the three continental European economies’ real exchange rates have 

declined since the dollar began its rise about a decade ago, this has been more of a trend 

rather than a mirror image of the path of the US real exchange rate.  For the three and a 

half decades after 1970, however, the real exchange rates of Germany and France did 

reflect, albeit in a damped fashion, the dollar’s path. From 1970 to 1978, the franc and the 

deutschemark strengthened in real terms while the dollar weakened. In the following 

period up until 1985, dollar strength correlated with franc and mark weakness, while 

during 1985 to 1988, a period of dollar softness, the franc and deutschemark real 

exchange rates rose.  

It is noteworthy that prior to EMU beginning in 1999, the Italian lira ploughed a 

different furrow from the franc and deutschemark. When the real franc and mark were 

appreciating in the early and mid-1970s, the lira weakened, along with the dollar. Then, 

when the other two European currencies were weakening against the greenback, the lira‘s 

real effective exchange rate rose until the ERM crisis of 1992, ending in a massive lira 

devaluation within the ERM, with the real lira continuing to weaken until the mid-1990s. 

In Figure 7.6, we show the Italian lira’s real exchange rate index relative to that of 

the German deutschemark, plotted against the US dollar’s real effective exchange rate 

index. The Figure shows that in the 1970s, when the real dollar was weak, the real lira, 

relative to the real deutschemark, was weak relative its European peers, supporting the 

hypothesis that dollar fluctuations drove competitive wedges between European 

economies.  



 

152 

  

Figure 7.6: Italian REER Relative to Germany and the US Dollar’s REER 

Source: FRED, BIS 

As mentioned above, relatively high Italian inflation dislocated this relationship in 

the mid-1980s, but it reemerged a decade later. To further illustrate that the US dollar 

drove competitiveness gaps within Europe, we calculated the five-year moving averages 

of the effective real exchange rate indices for the dollar, lira, franc, and deutschemark. 

We then calculated the correlation coefficient between the moving averages of the real 

effective exchange rates of Germany, Italy, and France. We plotted these in Figure 7.7 

against the moving average of the US dollar’s real effective exchange rate. 
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Figure 7.7: REERs – US dollar and Correlations Between mark, franc and lira   

Source: FRED, BIS 

The Figure shows that since the late 1990s (i.e., when the eventual parities 

between European currencies were fixed ahead of EMU), the correlation coefficients 

have been close to unity and have not varied systematically with the dollar. The 

deviations in the correlation coefficients from a value of one over the last decade or so 

reflect the COVID-19 crisis and the effects of the euro crisis that affected the euro area, 

beginning with the Greek crisis in 2009. Before the mid-1990s, the real effective 

exchange rate of the dollar had minimal impact on relative French/German 

competitiveness. In contrast, it is clear that Italy’s real exchange rate relative to 

Germany’s softened when the dollar was weak in the early 1970s and was strong when 

the dollar was strong at the end of the decade and in the early 1980s. Thus, the data do 
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not conflict with our expectations that the strong dollar in the early 1980s significantly 

improved Italian competitiveness relative to Germany and France, therefore hurting 

German and French net exports and reducing their growth.  

Summary: USD Fluctuations and Europe 

Since the advent of the euro, the dollar has lost its power to disrupt intra-euro area 

trade because there is only one European currency. This absence of dollar disruption 

helps explain why Europeans supported official jawboning and currency intervention 

around the Plaza Accord to try to weaken the dollar and why, more recently, they have 

had little motivation to support currency coordination, as the strong dollar has affected 

intra-euro area trade very little. 
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Chapter IX. 

Emerging Markets and Dollar Strength 

“Emerging markets are often at the mercy of the Fed’s actions. When US rates rise 

and the dollar strengthens, it creates a double whammy of tighter financing conditions and 

currency depreciation.” 

Raghuram Rajan 

 

A key difference between the strong dollar experience in the 1980s and the 2020s 

is the degree of distress the dollar’s ascent has caused in emerging debt markets. The 

disruptions to emerging markets in the early and mid-1980s were severe and stemmed 

from several forces, including the strong dollar. The debt difficulties in emerging markets 

in the 1980s threatened them and Western banks, to whom they were highly indebted. A 

stronger dollar exacerbated pressures on emerging markets by increasing their debt 

service costs in local currency terms, thereby worsening their liquidity and solvency. 

Foreign currency borrowing by emerging market official borrowers was high in 

the 1980s, predominantly in US dollars. Banks were important intermediaries, preferring 

to lend over relatively short term (Simonsen, 1984), exposing borrowers to significant 

interest rate risk. Imprudent borrowing and imprudent lending by banks were essential 

parts of the problem (Dornbusch and Fischer, 1986), but so were global macroeconomic 

factors. The Volcker Federal Reserve substantially increased interest rates to fight 

inflation, with the monthly fed funds average rate peaking near 20% (Figure 8.1). Note 

that the 7-day average of the effective fed funds rate peaked at 22% at the end of 1980. 

The short-duration debt that emerging market sovereigns had incurred became 
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significantly more expensive. One way of looking at higher interest rates in response to 

higher inflation is for the borrower to compensate the lender for the prospective erosion 

of the real value of the debt. Effectively, debt repayments become much more front-

weighted, giving the borrower cash-flow issues. 

 

Figure 8.1: Effective Fed Funds (percent) 

Source: FRED, Federal Reserve Board 

The dollar appreciated significantly against the currencies of emerging markets. 

For example, at the end of 1980, the USD dollar was worth 0.02327 Mexican pesos. At 

the end of 1982, the year of the Mexican debt crisis, which marked the beginning of the 

emerging market debt crisis, the peso had plunged to 0.14925 against the greenback, 

multiplying the peso value of a dollar of external debt by 6.4 (see Figure 8.2). 
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Figure 8.2: Mexican pesos per US dollar  

Source: BIS (2024) series A.MX.MXN.E 

Thus, as the dollar appreciated, the domestic currency equivalent of the dollar 

borrowing rose significantly. Interest and principal repayments became increasingly 

burdensome on domestic budgets. At the same time, the global downturn initiated by US 

monetary tightening severely affected the revenues of commodity exporters. Previously, 

the rate of growth of export revenues exceeded the interest rate. Under these 

circumstances, both borrowers and lenders perceived emerging markets as able to sustain 

high external debt levels (Simonsen, 1984). When the downturn came, nominal exports 

decelerated as interest rates rose, so emerging market borrowers were caught in a pincer.  

Former Brazilian Finance Minister Simonsen reports that from 1974 to 1980, a 

typical spread over Libor of 1.5 percent delivered an average emerging market borrowing 
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rate of 10.7 percent (Simonsen, 1985, p. 120, quoted in Cuddington, 1985, p. 16). At the 

same time, nominal exports of non-oil developing countries were expanding at an annual 

rate of over 21 percent. Thus, debt was sustainable (a rough guide to sustainability is the 

export growth rate above the interest rate).  

Things began to come off the rails when Federal Reserve Chairman Paul Volcker 

seriously addressed inflation. His rate hikes caused a double-dip recession in 1980 and 

1981-82. Higher rates and a stronger dollar, combined with weak US demand, led to 

declines in commodity prices. Emerging market economies were hit from all sides –

worse terms of trade, falling exports, higher local currency values for dollar-denominated 

debt, and higher interest rates. The IMF’s October 1988 World Economic Outlook 

(WEO) figures, covering fifteen heavily indebted countries, illustrate the issues. The 

volume of exports from these countries fell by 1.7 percent in 1981 and 5.7 percent in 

1982. The current account deficit in 1980 was 18 percent of GDP, but by 1982, it had 

doubled to 35.8 percent. The debt export ratio jumped from 168 percent in 1980 to 268 

percent in 1982, while the debt/GDP ratio rose by even more, from 271 percent to 380 

percent of GDP between 1980 and 1982. Meanwhile, the reserves-to-imports ratio halved 

from 25.9 percent of GDP to 13.5 percent between 1980 and 1982. In short, emerging 

markets suffered from liquidity and solvency crises.   

Reflecting increased risk, lenders became reluctant to lend and demanded higher 

risk premia. Between 1980 and 1982, the average interest rate on emerging market debt 

surged to over 16%, while export growth declined. The proportion of export earnings that 

countries would have to devote to interest would have to jump dramatically, implying 

that the non-interest current account would have to move into a substantial surplus to 
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keep debt sustainable. Moreover, financial deficits, which had previously been relatively 

easy to finance, were suddenly viewed by lenders as excessive and became swollen by 

higher debt interest rate costs. The appropriate steps to achieve narrower fiscal and 

balance of payments deficits were to compress domestic demand through tighter fiscal 

policy and higher interest rates, as well as devalue the exchange rate.  

The liquidity pressures on emerging markets intensified further because 

individual banks viewed it as in their interest not to roll over their maturing loans. Each 

bank sought to reduce its exposure before others did, much like a traditional bank run, 

thereby increasing the likelihood of default for the broader banking community. There 

was a serious coordination problem. At the same time, net inflows declined due to 

maturing loans not being renewed and domestic and foreign investors shifting out of the 

currency, which widened the balance of payments gap and necessitated further demand 

constriction. 

As the debt burden increased, the markets demanded higher risk premia through 

widening spreads over LIBOR (Cuddington, 1989, p. 10). Arrears accumulated, as did 

defaults. Since most of the external debt was held by banks rather than through markets, 

defaults threatened banks and even posed a systemic risk to Western banking systems, 

with the US, Japan, and Europe all at risk. Part of the reason was the regulatory 

framework, which crystallized losses for banks very quickly. “Regulatory rules meant 

that any arrears on commercial bank interest or principal payments would require an 

immediate write-down of asset values, causing widespread solvency problems. However, 

with some degree of supervisory forbearance in the US, Japan, and Europe, maturity 

extensions and new lending could be tolerated” (Ams et al., 2018, p.15). 
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The Bank of Canada/Bank of England database on sovereign defaults indicates 

that emerging market debt defaults as a share of emerging market GDP (excluding China) 

were minimal in 1980 but rose sharply to nearly 14 percent by 1986. By contrast, the 

figures for 2021 and 2022 were close to 2 percent. In the more recent period, the rise in 

total defaulted public debt was milder than for emerging markets in the 1980s, with a 

later peak. “The defaulted sovereign debt that was restructured and, in many cases, 

ultimately written down peaked in 1990 at 6.1 percent of global public debt. Relative to 

this group’s GDP, the peak was sharper at 11.1 percent, but it was much smaller in terms 

of global GDP, rising from near zero to 1.9 percent” (Beers et al., 2023, p.10). Overall 

sovereign default rates in the mid-1980s were around 20 percent, the highest since the 

1930s, whereas in 2022, the rate was half that. 

Figure 8.3: Sovereign Debt in Default as a Share of Global Public Debt and Global GDP 

Source: Beers et al., 2023, BoC-BoE Sovereign Default Database 2023 
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Recent Experience Contrasts Sharply with the 1980s 

Several factors help explain why emerging markets were impacted less by a 

strong dollar in the 2000s than in the 1980s. The two most important factors are an 

increased reliance on local currency financing abroad by emerging market sovereigns and 

the greater caution exhibited by emerging markets following traumas in the 1980s and 

1990s, including the Asian crisis, which has led to improved macroeconomic policy and 

financial management.  

However, there are many contributors to emerging markets’ greater resilience to 

dollar strength in the 2020s than in the 1980s.  

First, non-oil commodity prices have risen in nominal terms, and since debt is 

nominal, the ability to service pre-existing debt has increased. In real terms, except for a 

fall after a COVID-19-related peak in 2021/2022, commodity prices have drifted up over 

the last decade – there has not been an adverse terms of trade shock for emerging markets 

as a group as was experienced in the 1980s.   
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Figure 8.4 Indices of Non-Oil Commodity Prices Since 2000 

Source: IMF https://www.imf.org/en/Research/commodity-prices 

Second, bank exposures to emerging markets are significantly lower than they 

were in the 1980s. Third, current account deficits have been reduced (Figure 8.5).  

  

Figure 8.5: Emerging Market Current Account Deficits (percent of GDP) 

Source: IMF WEO Database, October 2024 
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In emerging Asia, for example, there is a current account surplus of 0.9% of GDP. 

The IMF forecasts that India, Indonesia, and the Philippines will record deficits in 2025 

but less than 2% of GDP (Table 8.1).  

Table 8.1: IMF Summaries for Asian and Pacific Economies 

 

Source: IMF, WEO, October 2024 

In Latin America, the IMF estimates a current account deficit of 1.3% of GDP in 

2024, with Bolivia’s estimated deficit of 5.5% of GDP being the most problematic case.  
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Table 8.2: IMF Summaries for Latin American Economies.  

 

Source: IMF, WEO, October 2024 

Some sub-Saharan African countries face significant current account deficits, with 

Senegal and Cote d’Ivoire standing out amongst middle-income countries and Kenya and 

Cameroon facing challenges. Low-income countries in the region are severely 

challenged. The current sources of finance for sub-Saharan Africa are shifting away from 

Western banks, with multilateral agencies such as the African Development Bank and the 

World Bank, bilateral donors, and private investment playing substantial roles. 

Several Middle Eastern and Central Asian economies have significant external 

financing needs, with Mauritania, Sudan, the Kyrgyz Republic, Egypt, and Uzbekistan 

having estimated 2024 current account deficits of 8.7%, 8.6%, 6.5%, 6.4%, and 6.1% of 

GDP, respectively.  

Fourth, the rise of China means that the market for emerging markets' products is 

less concentrated than it was four decades ago.  
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Fifth, by and large, policy frameworks have improved in many emerging markets 

with smaller fiscal deficits than in the 1980s, while monetary policy has become more 

stability-oriented. However, emerging market fiscal deficits are on an increasing trend.  

Sixth, industrialization in many emerging market economies has made them less 

reliant on commodity exports and protected them from adverse terms-of-trade shifts.  

Seventh, capital flows to emerging markets have been far more stable than in the 

1980s (Figure 8.8), with flows to emerging markets excluding China in 2023 being the 

best since 2018 (Allen and Burns, 2024). 

  

Figure 8.6: Net Capital Flows Including Foreign Reserves (percent of GDP) 

Source: Allen and Burns, 2024 

Eighth, interest rates are far lower today than in the 1980s, so the proportion of 

export proceeds and GDP needed to service the debt is much lower than formerly. US 

interest rates have risen since 2022 more than expected, which has surprised some 
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emerging market borrowers. In February 2024, Kenya issued a new USD 1.5 billion 

bond, maturing in 2031 at a 10.4 percent yield to maturity, which replaced a maturing 

bond that paid below 7 percent (The Economist, 2024; Savage and Jones, 2024). If US 

rates stay high, and especially if the global economy slows, more emerging markets may 

hit debt problems, as the World Bank has warned. 

Ninth, the world is not in a recession, which helps to support demand for 

emerging countries’ exports, buoys commodity prices and helps support the risk appetite.  

Tenth, and crucially, a higher proportion of emerging market debt is in local 

currency and is at longer maturity. The experience of several crises in emerging markets, 

including the 1994 Tequila crisis, the 1998 Russian crisis, and the East Asian crisis that 

began with Thailand in 1997, served as a warning against the original sin of countries 

being unable to borrow in local currency and therefore being driven to borrow in foreign 

currency to finance domestic projects (Eichengreen and Hausmann, 1999). Bordo et al. 

(2010) reported that unhedged exposure to foreign currency-denominated debts had fallen 

substantially, while Abbas and Christensen (2010) produced a dataset showing the switch 

towards more local currency borrowing. From 1975 to 1986, local currency borrowing 

was under 8 percent of emerging market GDP, which rose to over 14 percent from 1996 

to 2004 (Figure 8.3). Several countries, including Brazil, Cyprus, India, Indonesia, and 

Mexico, registered well above-average increases in local currency debt. Foreign investors 

have shown an increased interest in local currency debt markets (Sienaert, 2016), which 

Burger and Warnock (2010) attribute to better policy management and stronger 

institutions. 
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One motivation for emerging market governments to improve policy frameworks 

and issue more local currency debt was to avoid the crises that had afflicted them in 

earlier decades. Du and Schreger (2022, p.1) report that “over the last decade major 

emerging market sovereigns went from having around 80% of their external debt in FC to 

having more than half of their external sovereign debt in their own currency.” Much of 

this increase in local currency debt was bought by overseas funds. “From 2003 to 2017, 

the average LC share in external sovereign debt increased from around 21.7% to almost 

59.1%” (Du and Schreger, 2022, p.2).  

Several factors contributed to foreigners' greater uptake of local currency debt, 

overcoming the “original sin” of emerging market sovereigns being unable to issue debt 

abroad in their local currency. From the point of view of supply, many emerging markets: 

•  Deepened local bond markets 

• Improved legal, settlement, and clearing systems  

• Instituted domestic reforms on pension funds and insurance companies, which 

made markets broader and more stable and, therefore, reduced potential volatility 

facing overseas investors 

• Instituted improved domestic policy frameworks, including inflation targeting, 

fiscal frameworks, and greater reliance on floating exchange rates. 

Molnar-Tanaka and Simisiker (2023) found that in Asia, critical factors were 

macroeconomic variables, the exchange rate regime, capital market openness, and 

creditor rights. 

Demand factors were also important, including: 

• Low interest rates in Western economies, prompting a search for yield 
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• Quantitative easing in advanced economies is aimed at increasing risk appetite, 

which has also spread beyond Western markets into emerging ones 

Du and Shreger (2022) point out that emerging market corporates have not shifted 

towards local currency debt as markedly as their sovereigns, which implies a constraint 

on the sovereign’s ability to resort to inflation to reduce its debt metrics, for fear of 

creating a corporate financial crisis if the currency depreciates and raises the local 

currency value of corporate dollar debt. However, Avdjieve et al. (2024) found that local 

currency debt can cushion corporates from shocks to dollar-denominated debt, especially 

for large, profitable exporters; however, smaller, domestically focused, and low-

profitability firms can still face a crunch.   
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Table 8.3: Public Domestic Currency Debt in Emerging Markets 

 

1975–86 1987–95 1996–2004 1975–2004

7.8 8.5 14.3 10

Argentina 5.9 8.1 12.3 8.5

Brazil 6.1 8.6 34.1 15.2

Chile 14.1 15.1 10.7 13.4

China 1 8.6 4.8

Colombia 1.7 0.9 5.5 2.6

Cyprus 5.8 12 20.3 12

India 6.3 10.2 17.2 10.7

Indonesia 0.2 1.9 18.7 6.3

Korea, Rep. 5.8 5.4 9 6.6

Malaysia 31.9 18.2 8.9 20.9

Mauritius 10 19.5 19.2 15.6

Mexico 10.4 12.7 18.8 13.6

Pakistan 7.4 9.8 10.8 9.2

Philippines 3.5 7.2 13.5 7.6

South Africa 6.8 4.7 6 6

Thailand 6.2 4.2 4.6 5.1

Turkey 3.2 5.7 24.4 10.3

EM average

Domestic Debt/GDP (Percent)

 

Source: Abbas and Christensen (2020)  

Onen et al. (2023) found that the weighted average share of local currency in the 

total sovereign bonds outstanding of 25 emerging market economies increased from 

approximately 85 percent in 2005 to almost ten percentage points higher than in 2021. 

The reduced reliance of emerging markets on foreign currency debt leaves them less 

exposed to currency fluctuations, thereby reducing the risk of crises in emerging markets 

and lessening the incentive to engage in coordinated attempts to manage the dollar. 
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Summary: Emerging Markets 

In the mid-1980s, concerns arose about how a strong dollar might adversely affect 

emerging markets and spill back into adverse feedback on advanced economies, primarily 

through the banking system. This risk has diminished due to  

• • Foremost, a significant reduction in the share of foreign currency debt in overseas 

borrowing 

•  Better macroeconomic management and improved institutions in emerging market 

economies 

• • An extension of the maturity profiles of emerging market debt, thereby reducing 

the vulnerability of state borrowers to interest rate swings 

• • A less extreme rise in US and global interest rates than in the 1980s  

• • The avoidance of a global recession (except the short-lived COVID-19 episode), 

unlike the 1980s   

• • Less exposure of Western banks to emerging markets than 40 years ago 

The net result is a reduced perceived need for currency coordination to cope with the 

dollar's strength to reduce systemic threats through emerging markets.
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Chapter X. 

Why is Intervention Out of Favor? 

“The fear of floating is often misplaced. In many cases, attempts to fix exchange 

rates have led to more economic instability than allowing them to float.” 

Paul Krugman 

 

Aside from Japan, G7 countries rarely intervene in the foreign exchange (FX) 

markets, despite academics and others having assessed that some bouts of intervention 

have been successful. Frankel makes it clear how much intervention has fallen out of 

favor: “Overall, the Plaza was a major public success. It is therefore sobering to realize 

that the essence of the initiative—a deliberate effort to depreciate a major currency—

would be anathema today” (Frankel, 2015, p.1), going on to explain the increased 

significance of worries about “currency manipulation” and “currency wars.”  

We can criticize Frankel’s comments as biased towards intervention because 

some bouts have been spectacularly unsuccessful. For example, in September 1992, the 

Italian lira and the pound sterling were ignominiously ejected from the ERM. In the 

former case, the fundamentals were inconsistent with the then-current peg to the 

deutschemark. For the UK, domestic monetary policy priorities were incompatible with 

the aim of stability against the DEM. 

Nonetheless, episodic evidence shows that interventions can be effective. Neely 

(2011, p.303) gives three additional examples of Plaza's successful intervention:  
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The Japanese yen appreciated strongly and rapidly against other major 

currencies in the wake of the massive March 11, 2011, Tohoku 

earthquake. High volatility and disorder in financial markets prompted the 

G-7 authorities to intervene jointly to weaken the yen. This episode 

resembled the two most recent G-7 coordinated interventions: the June 

1998 effort to strengthen the yen and the September 2000 effort to 

strengthen the euro. Exchange rates reacted strongly and quickly to these 

three interventions, moving 3 to 4 percent in the desired direction within 

minutes of the announcement, with volatility falling in the following days. 

G-7 authorities have used intervention very sparingly since 1995, yet the 

March 2011 policy action is a reminder that it can be used to calm markets 

and move the exchange rate in the desired direction. Intervention has 

become much less common but more successful. 

 

Fratzscher (2008) found that a consensus on which direction currencies should 

move in is significant to the success of the G7’s intervention. He judged that the 

consensus was stronger from 1975 to 1995 than after. We might conjecture that this is 

partly because the misalignment of exchange rates was significant in the 1970s and 

1980s. Significant misalignments might also be associated with the perceived success of 

G7 coordination and intervention – currencies may have moved in the same direction as 

the authorities wished, even without intervention. Nonetheless, Frascher found that after 

G7 meetings, G3 currencies moved in the direction desired by the G7 approximately 80 

percent of the time. In a series of papers by Dominguez and Frankel (1990, 1992, 1993), 

they challenged the prior conventional wisdom contained in the Jurgensen report (1983) 

that intervention has little effect on currencies. They found that intervention could impact 

even if sterilized (if the purchase or sale of domestic government bonds offset the 

monetary impact of a sale or purchase of foreign currency).  

Kumhof (2010) challenges the standard view that sterilized foreign exchange 

intervention does not change exchange rates. Kaminsky and Lewis (1996) argue that even 

sterilized intervention can affect exchange rates because it signals a willingness of the 
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authorities to shift their future monetary policy stance, i.e., it works through changing 

future monetary policy expectations.  he microstructure literature, which examines how 

order flow affects prices, supports the same direction. The question is whether 

intervention independent of expectations about future monetary policy stance affects 

exchange rates. An assessment is beyond the scope of this thesis and requires an adequate 

treatment of the endogeneity of the policy response. This analysis requires modeling how 

the reaction function of the authorities shifts over time. For example, Frenkel (2015) 

asserts that the change from Donald Regan to James Baker at the US Treasury, the former 

taking a free-market approach to currencies, the latter being more inclined towards 

intervention, was profound. 

The microstructure literature on the effectiveness of intervention helps us 

understand how intervention can be successful in times of stress. In addition to the 

signaling and portfolio balance channels, intervention can give symmetry to perceived 

heavily skewed expected exchange rate moves, influence the order flow that dealers 

observe, and shift the composition of dealers’ books, increasing their long or short 

positions in the currency. For example, Sobel (2024) reports that Japanese intervention 

was temporarily successful in July 2024 because it “caught substantial yen short positions 

off guard.” The yen rose by 3 percent on the day (Kihara et al., 2024) and strengthened 

further when the Bank of Japan raised its interest rate to 0.25 percent on July 31. 

Following the July 2024 intervention with monetary policy action arguably increased the 

effectiveness of further BoJ intervention and its threats. USDJPY traded under 141 to the 

dollar by early September, compared with almost 162 in July. By early 2025, however, 

the yen had returned to trading at 157/158 to the dollar. Thus, the intervention effect was 
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relatively short-lived, though early in 2025, traders were reluctant to push the 160 barrier 

for fear of more massive BOJ intervention. Kuersteiner et al. (2018) found that sterilized 

intervention had a short-term effect in Colombia. 

IMF authors Kriljenko et al. (2006) cite intervention’s ability to stabilize 

expectations or to counteract undesirable moves resulting from short-term shocks, as 

Neely mentions. However, they also emphasize that “Protracted, one-sided intervention 

on a large scale probably indicates that the current policy mix is unsustainable and that 

changes in exchange rate policy or other macroeconomic policies are necessary” 

(Kriljenko et al., 2006, p.1). This line of argument is relevant to the 1992 ERM crisis and 

the yen’s recent weakness, which we believe reflects feeble growth prospects, extremely 

unfavorable interest rate differentials, and an adverse shift in Japan’s terms of trade. They 

continue, “Central banks in most advanced economies and some emerging market 

economies rarely intervene anymore, despite their strong institutional and policy 

credibility.” There is significantly less intervention in advanced foreign exchange 

markets (Fratzscher et al., 2022) than in developing ones. Kriljenko et al. (2006, p.1) say 

that this “reflects the limited effectiveness of intervention in deep and efficient foreign 

exchange markets, where market failures are rare.” 

The size of FX markets in the major currencies also means that the required size 

of intervention to affect the price could be enormous, and if the interventions were to fail 

the financial and political costs could be significant. A failed intervention could also 

damage the central bank’s credibility, which could spill over to affect its ability to attain 

domestic monetary targets. Richmond Fed President Broaddhus, quoted in Bordo et al. 

(2010a, p.1), makes this clear:  
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“I think intervention undermines the credibility of monetary policy by 

introducing some confusion as to what our fundamental objectives are as 

between domestic price stability and exchange rate objectives at particular 

points in time. . . . I think some foreign exchange operations could over 

time undermine public support for the Fed’s financial independence, 

which is the ultimate foundation for our credibility.”  

Broaddhus’ comments are pertinent to sterling’s 1992 ERM exit. The credibility 

of the Bank of England was in tatters, with George Soros credited with “breaking the 

Bank of England” (Beattie, 2024). HM Treasury estimates losses of GBP 3.3bn, 22.6 

percent of the Bank’s capital, on the FX intervention. Figures at the time, more relevant 

to the Bank’s credibility then, were over GBP13 bn (Beattie, 2024). The mechanism to 

help rebuild credibility was inflation targeting (Turner, 2022; Eichengreen, 2000), with 

the currency left to float freely. Ultimately, the UK saw domestic macroeconomic policy 

objectives as dominating exchange rate stability and illustrated that attempting to make 

the Impossible Trinity possible, to square the triangle through intervention, was 

unachievable. It’s called the Impossible Trinity (Aizenman, 2013) rather than the “Quite 

Difficult Trinity” for a reason.  

Another example of subverting the domestic need of monetary policy to achieve 

an exchange rate objective is the case of Japan. Following the Louvre Accord, Japan's 

monetary policy was significantly softer than the Taylor Rule would have suggested 

(IMF, 2011). The result was a domestic asset price bubble and subsequent bust 

In recent years, intervention to weaken the dollar would have implied easing US 

monetary conditions. While the Fed was still expanding its balance sheet, foreign 
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exchange (FX) intervention was consistent with the Fed’s domestic objectives. However, 

intervention would have implied an even more substantial rise in the Fed’s balance sheet 

than already occurred, a more significant quantum of excess reserves held by the banks, 

and that the Fed would have ben buying foreign bonds rather than US Treasuries, 

effectively lowering foreign bond yields rather than those in the US. Once the Fed started 

tightening, with higher interest rates in March 2022 and balance sheet reduction from 

June 2022, dollar sales in the foreign exchange markets would have conflicted with the 

Fed’s domestic objectives. When inflation was the primary domestic concern, this 

conflict could have hindered the Fed. Without US leadership, a coordinated approach to 

currency management was a non-starter. 

Thus, while foreign exchange market intervention has its place in the central bank 

armory, that place is relatively limited for the major currencies. It is most useful in 

periods of shock and market turbulence. However, intervention is not able to 

fundamentally change the path of an exchange rate for long unless supported by 

appropriate monetary policies.  

Quantitative Monetary Policy and Intervention 

The portfolio theory of foreign exchange market intervention begins with the 

proposition that different securities are imperfect substitutes for each other. Under those 

conditions, changing the availability of securities denominated in one currency relative to 

others will change relative prices, including the exchange rate. Earlier intervention 

theories focused on altering the relative availability of central bank money, as 

intervention primarily occurs in the spot market. Concentration on money flows in the FX 

market is why the literature talks about ‘’sterilized” intervention, where overnight interest 
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rates do not change because the central bank withdraws from the money market the 

additions to central bank money from intervention, and “unsterilized” intervention where 

those rates are allowed to change.  

In systems where central banks target interest rates, the quantity of central bank 

money is determined by the public’s demand for notes and coins and banks’ demand for 

reserves. Money market operations desks aim to offset, among other things, the impact on 

the domestic central bank's money supply of foreign exchange intervention. This offset is 

because if an addition to central bank money were left unsterilized in a system where 

reserves pay zero interest (as was the case in most countries pre-QE), banks would have 

unwanted reserves that they would be willing to lend out at any rate above zero; thus, 

money market rates would fall below the central bank’s target. In contrast, in a system 

where reserves are remunerated in central banks’ deposit facilities, as is generally the 

case now, adding domestic currency by buying foreign exchange results in the new 

domestic currency being swept into banks’ deposits at the central bank, effectively 

sterilizing the intervention’s effect on interest rates. Unless interest rates change, it is 

difficult to see why intervention would have an effect beyond the short term. Thus, 

current monetary control arrangements work against intervention being successful. 

However, other rates may shift even if central banks ensure overnight rates do not 

change following intervention. When the central bank supplies domestic currency to buy 

foreign currency, the sellers end up with short-term deposits in the buyer’s currency. If 

they were content with their prior holdings, they would reduce those liquid funds by 

buying other assets, bidding up their price, and so lowering their return, especially if the 

market were to see selling domestic currency as a signal of an intention to ease future 



 

178 

monetary policy (Kaminsky and Lewis, 1996). The result would be lower bond yields, 

reducing the currency’s attractiveness and weakening the exchange rate.  

Central banks do not have to operate in the foreign exchange market to lower 

bond yields in their domestic currency; they can achieve this by buying domestic bonds, 

as with Quantitative Easing (QE). In QE, bond yields fall because central banks reduce 

the quantity of domestic bonds floating in the market. Consequently, since other assets 

are imperfect substitutes for them, they bid up the bond price and lower the yield. The 

previous holders of those bonds could passively accept higher deposits with their banks 

or reallocate into other assets, which is one route by which QE works – QE encouraged a 

switch into higher-risk assets when risk-free government bond yields fell. Those other 

assets could include foreign assets, and if that were the case, the currency of the country 

undertaking QE would fall; Fed quantitative easing had such effects (Fratzscher et al., 

2012). Dedola et al. (2020, p4) concluded, “ a typical expansionary QE announcement by 

either the ECB or the Federal Reserve in our sample resulted in an increase in the relative 

balance sheet of about 20% in the next nine months, and, in turn, in a persistent exchange 

rate depreciation of around 7%.” The dollar’s broad effective exchange rate declined by 

approximately 15 percent between early 2009 and September 2010 (Engle, 2015), with 

many seeing QE as a significant contributor. With the US domestic financial system 

operating poorly after the Great Financial Crisis, the exchange rate was a channel of 

monetary policy that remained open. The dollar’s reaction to QE was labeled part of 

“currency wars” by Brazilian Finance Minister Guido Mantega in September 2010 

(Dadush and Eidelman, 2011). Mantega saw the real’s appreciation against the US dollar 

as pressuring Brazil to cut interest rates, which he feared would stoke inflation. In 
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refuting the currency wars label put on QE, Fed Chair Ben Bernanke (Bernanke, 2017) 

argued that other countries could react to dollar weakness with their own policy 

measures, failing to acknowledge that this rather than dollar weakness per se was 

Mantega’s main point. Bernanke labeled the externalities the US was imposing on other 

countries as “spill-overs” without admitting that these argue for coordinated policy 

action, in line with Frieden’s take that “Divergencies in macroeconomic policies are at 

the root of many financial difficulties” (Frieden, 2016).  

We can see the channel for QE to affect the exchange rate by comparing the 

ECB’s holdings of securities for monetary control purposes and the banking sector's Net 

Foreign Assets (NFA). To understand how this works, we focus on the counterparts to 

money. Counterparts analysis re-organizes the assets and liabilities of the banking system 

to put broad money on the left-hand side and the counterparts on the other. Money is the 

principal liability of the banking system and so is identically equal to the banking 

system’s assets (mainly credit), less the banks’ non-monetary liabilities. In simplified 

form,  

Broad Money = Private Credit + Credit to Government – Net Foreign Assets – 

Other Liabilities 

Other Liabilities include bank capital. 

Next, rearrange this identity to have the banking system’s net foreign assets, 

NFA, on the left-hand side. 

NFA = Private Credit + Credit to Government –Broad Money – Other Liabilities 

Broad money demand reflects activity, inflation, wealth, and interest rates and is 

relatively stable in the short run. Figure 9.1 shows that the money multiplier, the ratio of 
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broad money to narrow money, declined as the ECB boosted narrow money, M1, which 

would only occur if M3 demand were stable (we also assume stability for other 

liabilities). Thus, an increase in credit to the government, as through QE, leads to a higher 

NFA for the banks, reflecting their customers and their own-account acquisition of 

foreign assets with some of the proceeds of local currency sales of bonds to the ECB. 

Acquiring foreign assets entails selling euros to purchase foreign assets, hence lowering 

the exchange rate. Figure 9.1 and Figure 9.2 show the relationship in practice following 

the logic of this analysis of counterparts – higher holdings of securities acquired through 

ECB QE result in a fall in the banking sector’s NFA. 

  

Figure 9.1: Euro Area Broad and Narrow Money  

Source: ECB 
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Figure 9.2: Monetary Financial Institutions’ Net Foreign Assets 12m Change 

Source: ECB  

 

Figure 9.3: ECB Holdings of Securities for Monetary Purposes 12m Change 

Source: ECB 
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Since foreign exchange rates are the result of influences in two countries, not one, 

we must look at relative balance sheets in explaining the evolution of a currency pair, as 

reflected in Figure 9.4 from Dedola et al. (2021), with Fed QE announcements in red and 

ECB announcements shown as black vertical lines. 

 

 

Figure 9.4: Relative Fed and ECB Balance Sheets, QE, and EURUSD 

Source: Dedola et al. (2021) 
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This line of reasoning on the exchange rate and evidence supporting it suggests 

that one motivation for major central banks having eschewed intervention in the 2020s is 

that they could achieve currency objectives through purely domestic balance sheet 

policies. These policies are less likely to prompt the US Treasury to label the instigator as 

a “currency manipulator” than if the currency weakened through direct intervention. 

Moreover, domestic balance sheet operations can be unilateral, whereas FX intervention 

would require some consultation. Engel (2015) reports April 2014 complaints from 

Reserve Bank of India Governor Raghuram Rajan about “initiation of unconventional 

policy as well as an exit whose pace is driven solely by conditions in the source country.”  

Quantitative Easing may be more effective in weakening the exchange rate than 

Quantitative Tightening (QT) in strengthening it. The reason is that the central bank’s 

balance sheet has no upper limit but a lower limit, which is above zero, because the 

central bank’s primary liability, bank notes, is determined by public demand, and the 

central bank could not credibly commit to eliminating broad money. Therefore, 

expectations about where central banks’ balance sheets will settle will be more sensitive 

to QE-driven balance sheet expansion than QT-driven contraction because an expansion 

can proceed far further. Thus, QT announcements have generally been insignificant in 

market terms, while announcements on balance sheet expansions have frequently had 

substantial effects on markets, for example, the 2013 Bernanke-inspired ‘taper tantrum.” 

The potential for unlimited expansion of central bank balance sheets is why Mario 

Draghi’s speech in July 2012 marked the turning point of the euro crisis when he said, 

“Within our mandate, the ECB is ready to do whatever it takes to preserve the euro. And 

believe me, it will be enough” (ECB, 2012). Moreover, the pace of QE has been quicker 
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than QT as central banks have avoided a too-rapid pace of tightening, whereas balance 

sheet expansion has frequently been in response to an emergency (e.g., COVID-19). 

One potential reason the US favored domestic central bank balance sheet 

operations to weaken the dollar from 2009 to 2010 may be that intervening to weaken the 

dollar would undermine its position as a self-imposed arbiter of “currency manipulation.” 

How could it castigate others for implementing what it had undertaken?  

While the balance sheet behavior of the Fed and the ECB over the most recent 

months has been similar, the Fed started quantitative tightening in June 2022, and the 

ECB followed only in early 2023. The low point for the euro against the dollar came in 

the Fall of 2022, which we could interpret as the result of “intervention” through 

disparate balance sheet behavior of the two central banks (Figure 9.5). 

  

Figure 9.5: Federal Reserve and ECB Balance Sheets and EURUSD 

Source: FRED, ECB, Federal Reserve Board 
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We can conclude that central banks do not need to go through bilateral 

negotiations to weaken the exchange rate when they can achieve that through unilateral 

balance sheet expansion, which will not qualify as currency manipulation. 

However, it would only be possible for the US currently to weaken the dollar 

through balance sheet action if it switched from  monetary tightening, QT, to expansion,  

QE. The analysis above of QE and QT affecting the exchange rate makes it abundantly 

clear that monetary policy cannot simultaneously run with the fox and hunt with the 

hounds – it cannot simultaneously target domestic monetary conditions and the exchange 

rate. That is also the lesson of Japan. In the 1980s, it put the exchange rate first and ended 

up with a domestic bubble. The UK’s 1992 experience is similar; hiking interest rates to 

15 percent to defend the currency was incompatible with domestic stability.  

Summary: FX Intervention’s Reduced Role 

This chapter’s analysis concludes that if currencies are misaligned or markets are 

unduly turbulent, intervention can play a role. However, when fundamentals are driving 

currencies, there must be fundamental changes to policies to change the exchange rate’s 

path. The advent of central bank independence and more clearly defined domestic 

monetary objectives, with central bank credibility being a priority, and the increased use 

of central bank balance sheets, has meant that the role of the exchange rate as a target has 

shrunk dramatically. It is an indicator but is primarily relevant insofar as it affects 

domestic conditions and, through them, domestic interest rates and balance sheet policies.



 

186 

Chapter XI. 

Conclusions 

“The Plaza Accord succeeded because it was built on trust, credibility, 

and shared strategic purpose.” 

Jeffrey Frankel 

“The dollar is going to get stronger and stronger, and ultimately I want 

to see a strong dollar.” 

Donald Trump 

 

Multiple reasons explain why the dollar’s ascent in the 2020s to heights that 

sparked international concern and foreign exchange market intervention in the 1980s 

failed to provoke similar reactions in recent years and why a “Plaza II” Agreement is 

unlikely. The best timing for such a sequel from a US perspective was early 2025, with 

the dollar at similar levels in real terms as before the Plaza Accord and with the Fed 

easing monetary policy. An agreement would have furthered the aims of boosting US 

manufacturing without the uncertainty, rancor, and conflict associated with tariffs. It 

would have led to significantly higher output than the policies now being pursued. The 

threat of tariffs, as in 1985, could have been a useful negotiating lever. However, we are 

on a different path, and an agreement could have interfered with monetary ease in 

Europe, though not in Japan. We now summarize why currency coordination has not 

been the response to dollar strength that it was in the 1980s.  

Structural changes in the global economy are profound, with the rise of China, in 

particular, altering the dynamics of economic growth and political power. China’s 



 

187 

manufacturing ascent has partly been at the expense of industrial sectors in the advanced 

economies, including the US. The US manufacturing sector is a shadow of its former self 

regarding its share of US output and employment. As its share of the nation’s economy 

has shrunk, so has its political influence, although manufacturing and its legacy remain 

important in several swing states. The composition of manufacturing in the US has 

shifted from labor-intensive tasks to skill and knowledge-intensive ones. Moreover, 

manufacturing-related services, such as electronics design, have expanded to complement 

overseas manufacturing, as seen in the production of smartphones, not domestic 

manufacturing. The US manufacturing ecosystem’s shift toward higher-value-added 

products, including design, means it is less exchange rate-sensitive than before. Reduced 

sensitivity has also resulted from US manufacturers opening more facilities abroad and 

foreign manufacturers producing in the US, notably in the automotive sector. 

The cyclical position of the US plays a pivotal role in explaining why there is so 

much less pressure against the strong dollar now than in the 1980s. There are two 

elements to this. The first is corporate profitability, where the rate of return on 

manufacturing was at a nadir in the 1980s but is now at record post-war levels. No matter 

how much industrialists complain about the strength of the dollar, it is not visibly 

harming them in the aggregate. In contrast, during the 1980s, many manufacturing 

companies went bankrupt, taking jobs with them.  

The other key cyclical variable that explains a weaker opposition to the vibrant 

greenback is the US labor market. In the 1980s, unemployment peaked at over 10 

percent, whereas more recently, the rate of nearly 4 percent has been close to record lows. 

Manufacturing payrolls have been flat for many months now, which is surprising because 
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productivity growth should have seen a reduction in jobs, given a flat profile for output. 

Employment has stagnated because of an excess labor shake-out in the COVID-19 

recession, with profitable firms slowly hiring scarce workers back into employment. 

Technological advances have accelerated the growth rate of total factor productivity but, 

curiously, not output per hour. Record-high profits and low unemployment indicate that 

the economy is operating at or above its potential, meaning supply rather than demand 

constrains output. Thus, reductions in demand due to dollar strength are a theoretical hit 

only to the economy. 

Dollar strength in the 1980s damaged US interests not only through domestic 

channels but also international ones. The strong dollar played a pivotal role in the Latin 

American debt crisis, severely damaging US exports and posing a systemic threat to the 

banking system. Now, better management and institutions in many emerging markets, 

reduced debt burdens, more local-currency financing, more stable interest rates, and less 

intermediation through banks mean that the adverse impact of the strong dollar on the US 

through emerging markets has shrunk significantly.   

Also, in the international sphere, the advent of the euro means that the intra-

European currency moves that dollar fluctuations used to provoke because the 

deutschemark was a closer substitute for the dollar than the lira or franc, is no longer 

possible. Europeans pay close attention to the EURUSD rate, but much less than was the 

case for DEMUSD. The US cares less about Europe and Japan now, whose share of 

world output is declining, and more about China. The prospects of corralling China into a 

currency pact are far less than the US was able to achieve within the G7, not only because 

of strategic rivalry between the two superpowers but also because China’s view is that the 
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Plaza and Louvre helped blow up the Japanese economic miracle, which is a path it is not 

keen to follow. Coordination and free-rider problems are more severe in the G20 than in 

the G7, so a consensual agreement on weakening the dollar is unlikely now, perhaps 

explaining the more aggressive US stance on international trade more generally. In turn, 

President Trump’s tariff aggression works against cooperation on currencies. 

Currency markets are notorious for deviating far from equilibrium for extended 

periods and being subject to speculative behavior, facilitated by low transaction costs and 

huge volumes. In the 1980s, fears abounded that the dollar’s rise was a bubble, and the 

econometric findings above say that is correct  - the dollar was in a bubble, justifying 

Plaza. However, Plaza did not prevent a currency bubble for Japan; instead, it turned it 

around in the opposite direction. In contrast to the 1980s, we conclude that the dollar’s 

rise over recent years is justified by fundamentals, with growth and interest rate 

differentials and favorable terms of trade shifts all benefiting the dollar over other G7 

currencies. There is a bubble, but it is in the yen, not the dollar. On market dynamic 

grounds, there is no case for a dollar currency pact.  

Absent bubbles in the broader dollar market, the motivation for intervention 

diminishes considerably. Intervention is much less favored today than forty years ago, 

partly because larger foreign exchange markets for major currencies imply massive 

intervention. Moreover, the advent of inflation targets has relabeled the exchange rate 

from “policy lever” to “policy effect.” In that framework, there is a more profound 

understanding that to be effective, intervention needs to be consistent with domestic 

monetary policy goals and operations. It is far easier for a country to achieve a weaker 

currency through easier monetary conditions than to strengthen it through FX 
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intervention by selling its finite foreign currency supplies. Moreover, experience has 

shown that currency coordination without the US leading the effort is unlikely to succeed 

in changing trends. Thus, softening the dollar today would require the Fed to set 

monetary policy more easily than justified domestically. The Fed, struggling with sticky 

inflation, is focused on the two domestic objectives mandated by Congress. Monetary 

policy aimed at softening the dollar would undermine domestic monetary credibility and 

could potentially boost inflation and inflation expectations. 

Given its centrality in the global financial system and cycle, there can be no 

effective currency coordination without involving the US in pole position. It is not just at 

the Fed where there is a lack of willingness to cooperate to maneuver the dollar down, 

but also in the White House. President Trump has overturned the US's preference for 

cooperative global leadership. As the US share of global GDP declines, the benefits it 

perceives from supplying global quasi-public goods also decrease, manifesting in the 

dismantling of the international trading system it previously established.  

Regarding prospects for a new currency agreement along the lines of the Plaza 

Accord, neither the fundamentals nor market dynamics indicate that it is necessary. The 

economic interests of the US are not, as they were in 1985, demanding urgent action on 

the currency because the economy is in a very different cyclical position, so the 

justification for a new agreement is lacking. That is just as well because the prospects for 

such an agreement are dim. Suppose nations cannot constructively cooperate on trade. In 

that case, the prospects for agreeing to manage currencies are virtually zero, not only 

because what constitutes fundamental equilibrium shifts with every new tariff 

announcement but also because the parties to a new Plaza would need to be credible and 
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willing to share the gains from trade rather than trying to scoop the pot.  The trust, 

credibility, and shared strategic purpose that Professor Frenkel identified as crucial to 

Plaza are notably absent today. 
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Appendix.  

Definitions. 

Appreciation: A currency appreciates when its price in terms of foreign currencies 

rises, usually modestly and over a period rather than all at once. A managed appreciation 

occurs when the authorities set out to manage a gradual appreciation of the currency 

Depreciation: A currency depreciates when its price in terms of foreign currencies 

falls, usually modestly and over a period rather than suddenly. A managed depreciation 

occurs when the authorities set out to manage a gradual weakening of the currency. 

Balance of Payments: The balance of payments records the totality and 

composition of the value of payments into a country and out of it. Those payments 

comprise the current account, the capital account, the financial account, and reserves, as 

well as net errors and omissions. While the balance of payments always balances, the 

phrases “balance of payments deficit” or “ balance of payments surplus” are often used to 

indicate the sum of all items excluding reserves.  

Balance of Trade: The balance of trade is the difference between the total value of 

payments into a country and out of it on the trade account, which is the sum of the 

balance of trade in goods and the balance of trade in services.  

Capital Account: The Capital Account Balance is the difference between a 

country's receipts and payments abroad relating to transfers of non-produced assets (such 

as land) and capital transfers between residents and non-residents. 

Current Account: The current account balance is the difference between a 

country's current receipts from abroad and its payments. Current receipts are those  

associated with current activity, rather than associated with the re-allocation of pre-
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exising assets. Current receipts comprise receipts from exports of both goods and 

services, added to receipts of interest, profits, and dividends.  

Devaluation: A currency devalues if it alters the foreign exchange value of its 

currency to make it cheaper. It differs from a depreciation in that there is a formal 

decision to devalue, and a devaluation occurs suddenly and is sizeable whereas a 

depreciation is more typically gradual. Sudden downshifts in a currency's foreign 

exchange value are sometimes described as a devaluation even when these are not 

officially instigated. 

ECB: The European Central Bank is the central bank of the European Economic 

and Monetary Union (EMU).  

EMU: The European Economic and Monetary Union (EMU) is often referred to 

as the euro area (EA) or eurozone (EZ). It has a common currency, the euro, and a single 

monetary policy. EMU  comprised nine countries when it began on 1 January 1999 

(Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, the 

Netherlands, Portugal, and Spain) with Greece joining two years later. Since 2007, eight 

new states have joined (Croatia, Cyprus, Estonia, Latvia, Lithuania, Malta, Slovakia, and 

Slovenia), taking the total to twenty. 

Exchange Rate: The exchange rate is the price of one currency expressed in terms 

of a numeraire currency. The numeraire for most currencies is the US dollar. In quoting 

currency pairs, the numeraire currency comes first. Thus, the Japanese yen's exchange 

rate, USD/JPY is the price in yen of buying one US dollar. Not all currency pairs are 

expressed with the US dollar as the numeraire. The exchange rate between the pound 

sterling and the US dollar is expressed as GBP/USD, the price of one pound sterling in 
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terms of dollars, and the exchange rate between the euro and the dollar is expressed as 

EUR/USD.  

Financial Account: The Financial Account displays the flows related to foreign 

exchange transactions involving the net acquisition and disposal of financial assets and 

liabilities. For example, a domestic resident selling an asset to a foreign resident will 

receive an inflow from abroad, which will be registered as a positive in the financial 

accounts, measuring cash flows.  The financial account does not include foreign 

exchange reserve flows. 

Fixed Exchange Rates Under a fixed system of exchange rates, the price of a 

currency is fixed in terms of a single other currency (frequently the US dollar) or in terms 

of a basket of foreign currencies. A fixed exchange rate system is not compatible with 

simultaneously allowing free capital flows and having an independent monetary policy. 

Floating Exchange Rates: Under floating exchange rates, the price of a currency 

in terms of other currencies is allowed to vary according to the balance of supply and 

demand for the currency on the foreign exchange markets. 

Foreign Exchange Intervention: A central bank may engage in foreign exchange 

intervention either by selling foreign currency in exchange for domestic currency (i.e. 

buying domestic currency with foreign exchange reserves) to strengthen their currency's 

exchange rate relative to where it would otherwise be, or by selling domestic currency 

(thereby buying foreign currency and adding to foreign exchange reserves) to weaken 

their currency relative to what would otherwise apply).  Foreign exchange intervention 

can be unilateral or coordinated with other central banks. 
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G20: The Group of Twenty is a global forum set up in 1999 after the Global 

Financial Crisis. There is an annual G20 Leaders' summit, and many ministerial, working 

group and sherpas meetings. it centers on economic cooperation, It is made up of 19 

individual countries: Argentina, Australia, Brazil, Canada, China, France, Germany, 

India, Indonesia, Italy, Japan, Republic of Korea, Mexico, Russia, Saudi Arabia, South 

Africa, Türkiye, the United Kingdom, the United States, the African Union and the 

European Union. Spain is a permanent guest. G20's members make up 85% of global 

GDP and 75% of global trade. 

G7: A political and economic grouping consisting of seven industrialized 

countries - the US, Canada, the UK, Germany, France, Italy, and Japan. The EU is a 

"non-enumerated" member. 

G8: The G7 expanded to the G8 in 1997 when it included Russia, which was 

suspended when it invaded Crimea in 2014. 

Global Financial Cycle (GFC): The Global Financial Cycle describes correlated 

movements between countries’ asset prices, credit growth, and financial flows, including 

cross-border capital flows, and common developments in uncertainty and risk aversion. 

Global financial cycles are often initiated by shifts in US policy, especially monetary 

policy, or other events and developments affecting the world's de facto numerarire, the 

US dollar. 

Interest Rate Differential: A currency's interest rate differential is the difference 

between the interest rate on the domestic currency, typically at short dates, and the 

interest rate paid on another currency or currencies. 
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Louvre Accord: On February 22, 1987, at the Louvre in Paris, the US, Canada, 

France, Germany, the UK, and Japan, concerned that Plaza Accord-inspired dollar 

weakness had gone too far, agreed to try to stabilize the US dollar and overall currency 

markets along with it. 

Nominal Effective Exchange Rate Index (EER):The effective exchange rate index 

of a country is an index of the price of a currency in terms of a weighted average of other 

currencies, with the weights typically being determined by the importance of those 

currencies to the country's trade.  A rise in the EER, which is typically set equal to one 

hundred at an arbitrary base year, means that the exchange has appreciated. 

Overshooting: The overshooting model of exchange rates suggests that in the face 

of a monetary shock, exchange rates will overreact because prices in the real economy 

are far stickier than financial market prices. To achieve simultaneous equilibrium in the 

goods and asset markets, the exchange rate must overshoot what will be the new long-run 

equilibrium. The slower the economy's speed of adjustment to a monetary shock, the 

greater the extent of overshooting will be. 

Overvaluation: A currency is said to be overvalued when its exchange rate  - the 

price that must be paid to purchase one unit of the currency is lower than would be 

justified by long-run fundamentals, which would include factors such as its relative price 

level compared with other countries, the extent of any spare capacity and relative interest 

rates, among other factors. 

Phillips Curve: A relationship aiming to explain the relationship between 

unemployment (or other measures of spare capacity) and the rate of inflation, the 

assumption being that as unemployment falls, inflation will rise. 
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Plaza Accord: On September 22, 1985, at New York's Plaza Hotel, the US, UK, 

Japan, Germany, and France agreed to weaken the US dollar relative  the other currencies 

by intervening on the foreign exchanges. 

Purchasing Power Parity (PPP): Purchasing Power Parity is a long-standing 

theory of exchange rate determination that holds that exchange rates will move, over 

time, to equalize prices in both countries, expressed in a common currency. PPP very 

rarely holds, but prices do not diverge without limits from PPP. It can be thought of as a 

slow-acting gravitational force acting on exchange rates. 

Random Walk: The term random walk is applied to the path of a variable 

following a random process. In the context of saying an exchange rate follows a random 

walk, it means that from any starting point in time, the change in the exchange rate in the 

next period is random – it is unforecastable. 

Real Effective Exchange Rate Index (REER): A country's real effective exchange 

rate index is an index of the price of a currency in terms of a weighted average of other 

currencies, adjusted for relative price changes, with the weights typically being 

determined by the importance of those currencies to the country's trade. A rise in the 

REER, which is typically set equal to one hundred at an arbitrary base year, means that 

the real exchange has been appreciated. As an example, if a currency's real effective 

exchange rate index is 100 and its prices rise by 10%, with no change in the nominal 

exchange rate and no change in other countries' prices, then the new real exchange rate 

will be 110. 

Terms of Trade: A country's terms of trade are calculated by dividing the index of 

the prices of its exports by the prices of its imports. If its export prices rise relative to its 
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import prices, that country's terms of trade have improved -- for each unit it exports, it 

can purchase more imports than formerly. Since the terms of trade is a relative concept, 

what constitutes a terms of trade improvement for one country must be a deterioration for 

at least one other country. 

Undervaluation: A currency is said to be undervalued when its exchange rate - the 

price that must be paid to purchase one unit of the currency in terms of foreign currency - 

is higher than would be justified on the basis of long-run fundamentals, which would 

include factors such as its relative price level compared with other countries, the extent of 

any spare capacity and relative interest rates, among other factors. Overvaluation or 

undervaluation is assessed with a heavy weight on deviations from past trends (often 

moving averages) in real exchange rates. 

Source: Hashimazade et al. (2017) and author.
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