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INTRODUCTION

The emergence of an external current-account deficit of the United States of
the order of $150 billion is one of the most striking economic developments of the
1980s. When scaled by the size of the U.S. economy, the deficit is not uncommonly
large. But giventhe weight of the United States in OECD output — 40 percent —itis
no wonder that a wide range of developments have been ascribed to it. It has been
seen as the transmitter of U.S. growth to the rest of the world. And it has been seen
as the mechanism through which the savings of the rest of the world have been
sucked into the United States. Now, the challenge of reducing it to levels which
financial markets can be expected to sustain, without unhinging the world economy,
is a preoccupationof policymakers in the United States and in its partner countries.
This challenge took on greater urgency over the course of 1987 as international
financial markets and closely-linkednational markets seemed to exhibit increasingly
erratic behaviour. The large current-account deficit of the United States, together
with the large surpluses of Japan and Germany, are widely recognisedas a source of
uncertainty contributing to financial instability.

Addressing questions of how these imbalancescan and ought to be unwound,
especially against a background of persistently disappointing economic growth in
the OECD area (althoughnot inthe United States), requires one to take aview, inter
alia, on how the emergence of the U.S. deficit shaped macroeconomicdevelopments
in the first half of the decade. Was it a principal cause of slow growth, and are
growth prospects therefore likely to improve as a consequence of effective
measures to reduce the U.S. deficit? Or did the deficit conceal deeper macroeco-
nomic and structural constraints on growth, which must be dealt with if the
economic potential of OECD countries is to be achieved? These are not easy
questions for an economist to answer. Nonetheless, they cannot be ignored by
those who seek to make economicanalysisrelevantand usefulto policymakers. One
must attempt to deal with them, while being clear about the difficultiesinvolved and
their implications for interpreting the conclusions. It is especially important to
acknowledge two difficulties in answering the questions concerning the effects of
the U.S. current-account deficit.

First, the questions do not take the form of testable hypotheses. They call for
an analysis of a unique event — one that has not occurred before and is unlikely to
occur again under the same circumstances inthe same way. Inthis respect, they are
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of a different nature from questions that involve clearly recognisable hypotheses —
that the demand for money depends on the level of interest rates, for example, or
that the imports of a country depend on a particular ratio of foreign prices to
domestic prices. The issues are more like those examined by historians, calling for
the counterfactual approach sometimes employed by that discipline. An historian
who employs this approach attempts to build a convincing story of why things
occurred as they did and not in some other way. The art in doing this involves
developing acounterfactual view basedon the identificationof key eventsthat could
plausibly have turned out differently, and tracing the implications through a
convincingtheory of the forces at work andtheir interrelationships. The goalisnotto
test or prove the theory, although the reasonableness of the analysis may enhance
its standing. Rather it is to convey the meaning of the theory in concrete terms and
to draw lessons.

The second difficulty with the question is that the emergence of the US.
current-account deficit, per se, is not acceptable as the key event on which to base
the analysis. The current account of a country is the endogenous outcome of
interactionswithin an international economic system. One must dig deeper to find
other events which gave riseto the U.S. deficit. There are, in principle, an infinity of
combinations of more basic events that, had they occurred differently, would have
left the US. current account in rough balance.

Most people who make statements about the effects of the U.S. deficit are
aware of this. They have an implicit view of what exogenous forces lie behind it.
These may be readily observable (asinthe course of government spending and taxes
inthe U.S. or other countries), or they may not be (as in a decline in the "export
mindedness" of U.S. firms). The conclusions about the effects of the deficits depend
onthese views of driving forces — of what might have beendifferent. Itis important
to be specific about these assumptions.

Some possibilities are more interestingthan others, and focusing the analysis
onone or afew of them is a matter of judgement or of taste. Plausibilitymustbethe
standard — one must be able to accept the possibility that something could
reasonably have happened even though it did not, or might not have happened even
though it did. This makes for an interesting analysis because it focuses on
possibilities that could arise in a somewhat similar way in the future. Hence, it can
provide insights to guide forecasts or policy decisions in the future. But there is no
testable sense in which one set of causes can be called the true one and another set
false.

The analysis in this paper is presented in this spirit — no claim is made that it
offers a scientific answer to the question of what were the effects of the US.
current-accountdeficit. Itpresentsa counterfactual history, based on a modelof the
international economy, which is driven by plausible assumptions about how key
variables might have been different in ways that would have left the US. current
account in rough balance.
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Part | of this paper describes the elements that went into developing a
counterfactual macroeconomic history of the 1980s. InPartll, the resulting story of
what might have beenis presented, both in its own terms and as it compares with
what actually occurred. Partlll provides a discussion of the points of tension inthe
counterfactual history and considers what alternative outcomes might also have
plausibly occurred. Finally, in PartlV some lessons are suggested concerning likely
policy challenges in unwindingthe U.S. deficit and the costs and benefitsof allowing
such events to occur. This discussion draws on some observations concerning the
evolution of trade and production patterns that accompanied the emerging U.S.
deficit.

. HOW A LARGE U.S. CURRENT-ACCOUNT DEFICIT
MIGHT NOT HAVE ARISEN

There are three principal elements of the construction of the counterfactual
history, which together determine its shape. One is the analytical framework of
inter-relationships among economic magnitudes. This is the machinery through
which the implications of alternative key developmentsare traced to arrive at a view
as to how the international economy and national economies might have looked
different — the model of economic interactions. The second is the set of key
developmentsthemselves that are taken to have givenrise to the deficit. These are
sought in macroeconomic policies and behaviour in the United States, and in the
swings of dollar exchange rates inthe first half of the decade. The third is the set of
policies that are assumed to have been pursued outside the United States under
altered conditions.

The analytical framework — INTERLINK

The model usedfor this exerciseis INTERLINK, a globalmodel developedover a
number of years by the Secretariat of the OECD. A review of its structure and
simulation characteristics is contained in this issue of the journal (Richard-
son, 1988), with referencesthere providing additional details. The Summer 1987
version of the modelwas usedfor this paper. A few specific observationsconcerning
the structure and historical tracking properties of INTERLINK are important for
interpreting the results presented in this paper.

The system comprises national macroeconomic models for each OECD
country, linked by trade and investment incomeflows amongthem. Italso provides
for determination of world prices for primary commodity groups and of trade with
the rest of the world. A particularly important feature of INTERLINK for the present
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exercise is the care with which identities within countries and internationally have
been dealt with. These identities include relationships between investment flows
and the evolution of stocks of capital, and between international current-account
imbalances and net investment positions of countries. Such relationships become
important when considering developments over a period of five years, as isdone in
this paper.

The model also incorporates relationshipsfor the determination of exchange
rates. These, however, do not give a robust explanation of exchange rate
determination — a deficiency that INTERLINK shares with its competitors. These
relationships were suppressed for the purposes of conducting the analysis
presentedin this paper. Exchange rate developmentsare one part of the history of
the 1980s that are taken as different by assumption in constructing the
counterfactual history.

INTERLINK, if runhands off, hasa mixedrecordintracking history, but it seems
to capturethe broadinteractions at work reasonablywell. Of particularinterestfrom
the standpoint of the present exercise is how well it tracks the development of the
U.S. current-accountdeficit, given domestic conditions inthe United States and its
partner countries. This question has been explored by Richardson (1987a). He
found that while there are sizeable, persistent errors in components of export and
import prices and volumes, these have tended to offset one another so that the
predictions for the overall nominal U.S. current account have been generally good,
with essentially zero average errors over the period 1980- 1985. The largestsingle
year error is $19 billion in 1984.

One development of that periodwhich INTERLINK seems to have missedis the
extent to which exporters in other countries kept up their dollar prices despite
depreciations of their currencies, while expanding the volume of their shipments of
non-manufactures to the United States. As a result, INTERLINK tends to
underpredictU.S. import prices and overpredictimport volume by as muchas 10to
15 per cent during this period. The possibility ought not be excluded that this is at
least partly due to animperfect separation of import value changes into volume and
price changes in the published data. But more recent experience of relatively small
increases in U.S. import prices in the face of a declining dollar suggests that U.S.
import prices may indeed be significantly less sensitive to exchange rate changes
than assumed in INTERLINK. The errors on export price and volumes were smaller,
but an underprediction of export volumes reinforces the overprediction of import
volumes in producing a predicted deterioration of U.S. real net exports even larger
than the one that occurred — amounting to about 4 per cent per year of U.S. GNP
growth. Whilethis istoo largeto be dismissed astrivial, it does not invalidatethe use
of INTERLINK to examine this period. The directions and rough magnitudes of the
adjustments in the model coincide with those that occurred. And it should be noted
that these are based on trade equations that have not been re-estimated over the
period under study.
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Other models would tell stories that differed in detail from the one told by
INTERLINK. Indeed, there are some differences when alternative vintages of the
INTERLINK model are used. But comparisons with other linked models indicate that
the version of INTERLINK used for this study is in the mainstream {(Bryant and
Holtham, 1987). So longas the focus is on qualitative features of the simulationand
broad magnitudes, rather than on precise figures, the story can be taken as
representative of what these models have to say.

A fundamentally different theoretical framework would, of course, produce a
substantially different story. An exampleis providedin Taylor ( 1987).Taylor follows
a similar methodological approach as the one adopted in the paper, but in the
context of a modelinwhichwages, prices, interest rates and exchange rates are set
on the basis of perfectforesight concerning future policies and their macroeconomic
effects. By contrast, expectations in INTERLINK are governed by past experience,
and adapt gradually to policy changes as their effects on the economy are perceived.
Moreover, the counterfactual behaviour of exchange rates is imposed exogenously
in this study. The two approaches would seem to define the limits of realistic
assumptions concerning how policies affect exchange rates. When the course of
policy is changed decisively, it seems plausiblethat expectations would be modified
from those formed solely on the basis of past experience. However, it seems
implausible that policy changes are immediately investedwith full credibility or that
economic agents are so confident of their ability to predict their consequencesthat
they would ignore the information in past trends. Indeed, the experience with the
major monetary andfiscal policy shifts of the 1980s suggest that expectations have
considerable inertia.

The judgements made about what underlyingforces might have beendifferent,
leadingto the resultof a roughly balanced U.S. current account, are equally criticalto
the particular story that is presented in this paper. These judgements are described
and motivated in the next section.

Counterfactual macroeconomic developments in the United States and
dollar exchange rates

The nature of the questions under examination points towards a focus on
events within the U.S.economy or those, such as the appreciation of the dollar,
which were closely linkedto it. One could identify other forces as the starting point
— policies and exogenous developments outside the United States, for example —
but one would then be confusing causes and effects. Even focusing on forces
emanating from the U.S. economy and from the behaviour of dollar exchange rates,
one can imagine a number of ways inwhich things could have evolved differently, so
that a large current-accountdeficit might not have emerged. Of course, the outcome
would still depend on interactionswith the rest of the world and not on the United
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States alone. The approach taken in this paper is to identify four areas where
developmentsinthe 1980s divergedfrom the 1970s, and which have beenlinkedin
policy discussions to the emergence of the U.S. current-account deficit. These

are:

i)

ii)

iii)

iv)

The U.S. household saving rate declined from over 7 per cent in the late
1970sto 4 per cent in 1986. Inthe counterfactual alternative, consumer
behaviour has been altered by introducing a trend add factor to the
historical residuals in the consumption equation so that the household
saving rate remains near the earlier level.

U.S. government expenditure rose as a share of GNP from less than
30 per cent in the late 1970s to over 35 per cent in 1986. In the
counterfactual alternative, real non-wage government spending was
lowered so that, if the same GNP had been achieved, the non-wage
government spending share of it would not have increased. The
endogenous response of other government spending (governmentwages
andtransfer payments)to price changesandto cyclicaldevelopments was
allowed to operate, however, as was the price at which the government
purchased goods and services.

U.S. direct tax receipts fell as a share of household income from 14 per
cent in 1981 to 13" per cent in 1986, a less dramatic development on
the tax side than often thought. Althoughit has a relatively small effect on
the simulation, this ratio was held at its 1981 level in the counterfactual
simulation.

Thedollar appreciated sharply against foreign currencies — by 50 per cent
on an OECD weighted average calculation from 1980 to 1985. In the
alternative it is assumed that the dollar remained much more stable
vis-a-vis other currencies over the decade to date. It seemed necessaryto
implement this assumption by making different assumptions about each
currency to produce a realistic alternative pattern of cross rates:

— The Germanmark/dollar rate was assumedto remain unchangedfrom
its average 1980 level of 1.82 marks per dollar.

— Thecurrenciesof the EMS partners of Germany were assumedto have
followed paths on which their cross rates with the mark were those
that occurred. Hence their levels against the dollar are muck more
stable in the alternative than in real history, but they decline against
the dollar to the extent they decline against the mark.

— The UK. pound, which had a life of its own inthe period under study,
is assumed in the alternative to have followed an unchanged course
against a simple average of the dollar and the EMS bloc.
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— The Japanese yen, which had begun declining against the dollar as
earlyas 1979, butfell muchlessthanthe EMS currenciesafter 1980,
was assumed in the alternative to have appreciated smoothly from
1980to 1985toreachthe averagelevelof 179yen perdollar actually
realised in that year. The further appreciation of the yen that took
place in 1986 was assumed to have occurred.

— The Canadian dollar, which depreciated only moderately against the
U.S. dollar over the first half of the decade, is assumed in the
alternative to have followed anunchanged path vis-a-vis the currency
of its neighbour.

— Assumptions were .made about the currencies of small OECD
countries that are not members of the EMS according to judgements
as to what key currencythey are mostinfluencedby. For example, the
cross rate of the Swissfranc with the German mark was set according
to its historical evolution, similarly for the Australian dollar/U.S. dollar
rate.

The net effect of these assumptionsis that the dollar appreciates slowly on a
nominal effective basis to stand 13 per cent above its 1980 level in 1985 and
14 per cent above in 1986, as compared with the actual effective appreciation of
almost 50 per cent, measuredfrom average ratesin 1980to average ratesin 1985.
The paths of exchange rate assumed for the counterfactual history are shown in
Table 1.

Itshould be stressedthat the alternative producedby these assumed changes
inthe history of key variables is not an illustrationof how the world would have been
differentif only U.S. policies had beendifferent. Indeed, the assumed differences in
US. fiscalpolicyare lessimportantthanthose in private behaviour — with respectto
consumption and savings, and with respect to the pricing of currencies in
markets.

It is not adequately understood what drove both of these off track in the
1980s. They are both undoubtedly, at least partly, an endogenous response to
other macroeconomicdevelopments — especially real interest rate developments in
the case of exchange rates, and the rising valuation of net household assets in the
case of saving. These possible effects are either absent or weak in the INTERLINK
modeland, inany event, would not seemto explainfully what happened. A range of
other explanations could be offeredfor both of these developments—for example,
exchange rateswere very likely affected by perceptions of the US. as a safe haven
for wealth inthe first half of the decade and by liberalisationof capital outflows from
Japan, leading to an ensuing adjustment of portfolios.

It seems acceptablefor the present purposes not to attempt to dig still deeper
into fundamental causes — to leave unexplained why these developments occurred
and to refrain from tying the analysis to one explanation as to what might have
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causedthese variables to behave as they did. The important pointisthat shifts in net
savings, partly public and partly private, and the strong dollar stand at the centre of
most accounts as to how the US. current-account deficit arose. This seems
reasonable in the absence of strong arguments that these developments were an
endogenous responseto other forces and inview of the fact that itis on the savings
side, rather than on the investment side, that one observes most of the necessary
counterpart to the rising U.S. externaldeficit. Moreover, the spirit of the exercise is
to focus onforces emanating from or closely linked to the United States rather than
those that could be argued to have come from abroad.

One marked change in the U.S. economy, which occurred at the turn of the
decade, was retainedinthe counterfactual alternative. This is the shift to a monetary
policy much more strongly committed to reducing inflation. There are two reasons
for retaining this event in the counterfactual history — one a matter of taste, the
second a matter of analysis. As for the first, the shift in monetary orientation,
although perhaps not its precisetiming and intensity, had an aspect of necessityto it
as a response that also occurred, albeit with varying degrees of intensity, in most
OECD countries as inflation was seen to be running increasingly out of control. It
would be unpleasantto contemplate an alternative history of easy monetary policy,
with the inflation of the early part of the decade continuingto accelerate. As for the
second reason, itwould not be convincingto construct suchan alternativeina model
whichwas neither estimated nor tested over a period in which inflation inthe United
Stateswas permittedto surgefurther upwardfrom the ratesof the early years of the
decade. The behavioural changes that would have occurred, and indeed were
beginning to appear then, very likely would have undermined the structural
relationships in the model.

In designing the alternative, an unchanged commitmentto an anti-inflationary
monetary policy was takento mean an unchanged path for M2, given the pattern of
residuals in the demand function for this aggregate that actually occurred. U.S.
interest rates in the counterfactual were thus the outcome of simulating the
INTERLINK system. It turned out that this meant a slightly higher peak of interest
rates inthe early part of the decade as inflation reduction came more slowly in the
counterfactual history. By 1984, counterfactual U.S. interest rates are lower than
the actual ones as the effects of slower real growth become dominant, and, inthe
absence of upward pressures on prices from a declining dollar, they are sharply
lower by 1986 (Table 2).

The counterfactual assumptionswere tested first in an unlinked simulation of
the U.S. economy — that is, taking foreign aggregate demand and foreign export
pricesindomestic currency as given. The resultwas a current accountthat oscillated
around zero. The swings would have been sizeable compared with earlier periods,
but are insubstantial compared with actual experience inthe 1980s. Since the initial
assumptions broadly achieved the required difference in the current-account
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outcome, fine tuning of assumptions and add factors was eschewed, and attention
turned to producing a linked counterfactual simulation.

Table 2. Counterfactual short-term interest rates
Per cent

1978 1979 1980 1981 1982 1983 1984 1985 1986

United States 72 101 114 146 121 8.8 85 65 38
(Actual) 140 106 8.6 95 75 6.0
Japan 44 59 109 54 39 34 31 35 28
(Actual) 74 6.9 6.4 6.1 6.9 48
Germany 37 6.7 95 10.1 59 28 30 24 26
(Actual) 121 89 5.8 6.0 54 46
France 80 90 118 133 119 95 77 6.9 5.7
(Actual) 153 149 125 117 99 77
United Kingdom 86 131 150 110 8.4 6.6 53 86 83
(Actual) 130 114 96 93 116 103
ltaly 115 119 171 173 169 153 133 123 114
(Actual) 193 199 183 173 153 134
Canada 88 121 132 178 127 95 10.2 86 72
(Actual) 183 142 95 112 96 9.2

Macroeconomic policies in the rest of the world

Among the most difficult questions that had to be addressed in constructing
the counterfactual simulation were how government spending, tax and monetary
conditions might have been different outside the United States under conditions of
much higher US. saving rates, private and public, and in the absence of upward
pressureonthe dollar. Choiceswere made based on the broad policy objectives that
governments enunciated during the period —a commitmentto reduce inflation and
to contain government spending and deficits, which hadgrown rapidlyinthe 1970s.
These objectives reflecteda broad shift in the orientationof economic policies away
from short-run fine tuning and towards establishing conditions favourable for
growth driven by private demand and more responsive supply.

For fiscal policies, these orientations seemed best reflected by assumptions of
unchanged paths of real government spending and unchanged tax structures from
those that were actually in place. The thinking behind this government spending
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assumptionwas that actual governmentspendina in the first half of the 1980swas
governed more by the politicallyfeasible scope for expenditurerestraintgiven by the
interplay of interest groups than by short-run macroeconomic conditions. Most
governments would have reduced spending from levels that were realised if they
could have found palatable ways of doing so, even though economic activity was
weak almost everywhere. Similarly for taxes, the motivation behindthe tax changes
that governments implemented over this period was inspired more by long-run
budgetary prospects and microeconomic efficiency than by short-run macroeco-
nomic Considerations.

These fiscal assumptions are not entirely satisfactory for two reasons. First,
there were cases of fiscal action during the period that were motivated by demand
management considerations — France after the election of a new Government in
1981 isthe most notable example. The expansionary course takenthere led quickly
to an unsustainableexternal positionand to a reversalof course. As will be seen, the
external macroeconomic conditions which initially forced the reversal of course in
Francsappear even more compellinginthe counterfactual simulation. Moreover, the
eveniual commitment to budgetary control, maintained subsequently following
another change of government, increasingly was founded on the medium-term
objectives that were the focus of policy in many other countries.

The second not fully satisfactory feature of the assumption arises because
government deficits are significantly different in the counterfactual case — deficits
are higher in some countries and in some periods, they are lower in others. These
features of the counterfactual simulationreflectthe effects of differentinflationrates
on unchangedreal government spending and the dependence of tax receiptsonboth
inflation and realincome. In some cases where deficits are higher, economic activity
is weaker, and conversely. It can be argued in these cases that the conflicting
short-term and medium-term macroeconomic considerations support the assump-
tion that real spending and tax systems would not have been substantially different.
There are other cases, however, where a weaker economy and a smaller deficit
result because of the effects of lower inflation on nominal spending. While there is a
stronger argumentthat the course of fiscal policy would have beendifferentinthese
instances, the magnitude could not be very large without producing bigger deficits.
And external constraints would have inhibited fiscal expansion in many of these
cases. It seemed more transparent to identify them, as is done later on, rather than
complicate the assumptions in the basic counterfactual alternative.

The objective of reducing inflation was pursued in most countries through the
establishment of monetarytargets, althoughother variableswere given more or less
weight in a number of countries as an intermediate target of monetary policy. In
particular, various exchange rate objectives have played a role in the monetary
policies of Germany's EMS partners, of the United Kingdom and of Canada.

These general policy orientations were assumed to govern policies in the
counterfactualenvironment. Butit provedimpossibleto deal with monetary policy in
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a mechanicalway. This is due partly to the properties of the INTERLINK model inits
currentform, and partly tothefact that monetary growth rates were clearly allowed
by central banks to deviate from announcedtargets depending on macroeconomic
conditions during the period, thus lending plausibility to the view that they would
have been different in an alternative environment.

Thefirst difficulty became apparent from atrial simulation inwhich the paths of
monetary aggregates were kept unchanged. The model produced negative
short-term interest rates for some countries, reflecting the fact that little attention
has been given inthe design of the monetary blocks of INTERLINKto money supply
and demand processes at very low interest rates since, at least until recently, these
were remote from modern experience. Interest rates could not, of course, have been
negative. Either interest elasticities of the demand for money would have proven
much higher at low interest rates than they are in INTERLINK, or central banks would
havefound itdifficult to maintain money growth at the rates achievedas increasingly
liquid banks refrained from expanding their monetary liabilities and lending activity.
The likely per'/sistence of inflationary expectations, evenwith a more rapid unwinding
of inflation, would have created market pressurestending to hold interest rates well
above zero. Indeed, the record of Japan and Germany in late 1986 and early 1987,
when inflation was negative and market short-term interest rates remained above
3 per cent, supports the view that interest rates could have beenforced below this
level only very slowly, if at all.

The counterfactual simulation was therefore implemented by setting paths for
short-term interest rates. This was done not because it was thought that interest
rates were, or should have been, the central focus of monetary policymaking, rather
this provided a way to deal expediently with an unrealistic feature of the model and
to give some weight to the exchange rate considerations that were important in a
number of countries. The short-term interest rate paths for Germany and Japan
were set to follow roughly those from the unchanged monetary path simulation at
the outset, but interest rate declines inthese countries were moderated from those
paths so that by 1986 they were only 200 basis points below the levels actually
reached. The other EMS currencies and the U.K. pound were assigned interest rate
paths that roughly maintained the historical pattern of interest differentials with
German rates. The Canadian dollar was assigned an interest rate path to roughly
maintain historical differentials vis-a-vis the United States.

The resulting paths for short-term interest rates are shown in Table 2. Given
these and the other assumptions, money stocks in the counterfactual simulation
(not shown in the tables) are below actual levels in Germany, France and ltaly; they
are higher in Japan, the United Kingdom, and Canada. But they still have the look of
money growth pathsthat are being managadby central banks — that isto say, they
neither explode nor collapse.

The pattern of interest differentials imposed in the counterfactual simulation
should be evaluated from the standpoint of its consistency with the assumed
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behaviour of exchange rates and the resulting pattern of inflation rates. This issue is
taken up below, together with other possible tensions in the counterfactual
alternative, following a review of the main features of the alternative.

.  THE COUNTERFACTUAL ALTERNATIVE

The counterfactual evolution of inflation, output, unemployment and current-
account balances over the period 1978-86 is presented in Tables 3 to 6. The
counterfactual has been derived using INTERLINK, given the assumptions described
inthe previoussection, and diverges from the actual history beginningin 1981. Itis
interestingto get the flavour of how this counterfactual history might later have been
summarisedhad it occurred, and without referenceto history as we know itto have
been. Since actual events are reflectedin the counterfactual simulation where paths
of exogenous variables and error terms have been left unchanged, they figure inthe
story. In broad terms this counterfactual history might have been recounted as
follows.

Following the second oil shock in 1979, governments of the OECD generally
adopted non-accommodating monetary policies, with greater commitment to
monetarytargets. Interestrates rose sharply, and substantially positive real interest
rates became the norm after a protracted period of low or negative real rates.
Inflation began to recede after peakingin 1980, but not without a slowing of the
pace of output growth and outright recessions in a number of countries over the
course of 1980-83. The sharpest contractions occurred in the United Kingdom
(1980-81), the United States (1982-83) and Canada ( 1982). Weak demand and
the collapse of commodity prices that accompanied it, following several years of
high nominal and real interest rates, precipitated a breakdown of private financial
flows to developing countriesin 1982 and a subsequentsharp import contractionby
them. Although recovery inthe OECD area got under way in 1983, it has remained
weak throughoutthe 1980s to date. Unemployment has continuedto risein Europe
and has fallen only marginally from peak levels in North America. Governments
soughtto contain public spending and budgetdeficits, which had ratcheted upwards
over the 1970s. They made little or no headway, however, as weak economic
activity pushed up transfer payments, and tax bases grew slowly owing both to
weak activity and lower inflation. The tighter fiscal discipline and the financial
difficulties of developing countries contributed to the continuing weakness in
demand growth. But what has been striking is the failure of a stronger pace of
recovery to appear, even in countries where inflationis low and where interestrates
are at the lowest levels experienced in the post-war period.
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Table 3. Counterfactual inflation — private consumption deflator

Per cent change

1978 1979 1980 1981 1982 1983 1984 1985 1986
United States 72 92 10.8 100 86 50 35 36 -0.8
Japan 45 36 71 44 13 05 21 12 0.7
Germany 28 39 58 40 20 04 -18 -33 -8
France 91 108 133 11.3 84 6.9 41 12 05
United Kingdom 92 135 16.3 111 82 56 52 39 37
Italy 129 150 20.3 141 111 103 63 52 87
Canada 76 85 10.0 120 125 8.8 6.9 6.5 33
OECD average 76 90 11.3 94 75 51 39 31 13
Table4. Counterfactual real GNP/GDP growth rates
Per cent change
1978 1979 1980 1981 1982 1983 1984 1985 1986
United States 53 25 -0.2 31 31 -0.7 55 24 0.6
Japan 52 53 43 42 33 29 42 37 23
Germany 33 40 15 05 -0.3 07 13 15 14
France 34 32 16 14 26 03 09 0.8 16
United Kingdom 35 27 24 -09 25 36 26 31 16
Italy 27 49 39 12 16 16 36 34 30
Canada 45 35 10 38 25 27 50 36 13
OECD average 42 32 11 22 -05 08 39 25 14
Table 5. Counterfactual unemploymentrates
Per cent of labour force
1978 1979 1980 1981 1982 1983 1984 1985 1986
United States 6.1 58 72 71 91 108 94 8.8 94
Japan 22 21 20 22 23 2.1 27 27 28
Germany 37 33 33 44 62 1.7 81 838 94
France 54 6.0 6.4 76 82 86 10.2 108 115
United Kingdom 51 48 6.4 95 107 10.8 108 114 120
Italy 6.8 72 71 79 84 90 9.0 8.8 95
Canada 83 74 75 73 101 10.2 11.0 104 109
OECD average 53 53 6.2 6.8 81 92 91 90 94
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Table 6. Counterfactual current-account balances
US$ billion

1978 1979 1980 1981 1982 1983 1984 1985 1986

United States -15 -1 2 2 1 9 -37 -20 -12
Japan 16 -9 -11 9 8 5 19 29 46
Germany 9-6- 16 3 7 1 7 8 8
France 8 7 3 4 -19 -15 -14 -17 -14
United Kingdom 2 2 7 16 8 4 -1 -4 -10
Italy 6 5 -10 -9 -12 -7 -15 -22 -17
Canada -4 -4 - 2 7 7 10 7 4
Total of above countries 22 -10 -32 15 -4 4 31 -19 -3
Other OECD countries -0 -19 -37 -30 -10 -15 -13 -21 -31
Total OECD 12 -29 -69 -15 -14 -11 -44 -40 -34
OECD excluding United States 27 -28 -711 -13 -5 -20 -7 -20 -22
Four large European countries 25 4 =22 6 -16 -17 -23 -35 -33
OECD Europe excluding Germany 12 -4 -3¢ -10 -3 -23 -27 -47 -56

Exchange rates were reasonably orderly over the period, with a stable
mark/dollar rate and periodic adjustments within the EMS — but these adjustments
of European cross rates, which roughly compensated for inflation differentials
(though falling somewhat short in the case of Italy), were insufficient to avert
persistentand ever-growing current-accountdeficits in a number of Germany's EMS
partners. Nevertheless, these deficits proved financeable, and the EMS held
together despite rising concern in some quarters about its sustainability. The yen
appreciated fairly steadily over the period against the dollar and other currencies, as
a sizeable surplus in the Japanese current account indicated a continued
strengthening of Japan's non-price competitiveness in international markets. The
Canadian dollar declined steadily as Canadian inflation persistently exceeded U.S.
inflation.

By 1987, the major economic policy issues in international meetings would
have been:

i) How can growth be accelerated across the OECD so as to reduce
unemployment?
ii) Is the European Monetary System sustainable in the face of the large
current-account imbalances in Europe?
iii} s there a way out of the debt problems of the developing countries?
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This counterfactual history shares many common features with history as it
was — for example, successful disinflation, disappointinggrowth in Europe and the
debt crisis of the developing countries. The United States would have looked less
differentfrom Europe in its growth and inflation performance. And the behaviour of
exchange rates would not pose such great policy challenges or intellectual puzzles
— purchasing power parity and current-account economic equilibrium theories of
exchange rate determinationwould have continued to hold sway as a rough guide to
the medium term. Tensions across the Atlantic would have been absent, those
across the Pacific would have been more muted, and those within Europe would
have been more acute. It could not be described as a better outcome for any region
of the world up to the middle of the decade. Indeed, it would have been generally
worse interms of output and employment — most markedly so in the United States.
But the buildup of a big external deficit in the largest country would not now be
clouding prospects for the future.

Comparing the counterfactual and actual histories

The differences between counterfactual alternative and actual history for key
macroeconomic variables are shown in Tables 7 to 16 for the seven largest OECD
countries and, where available, for groups including smaller OECD countries and the
restof the world. A brief discussion of the main differences for each variable follows.
While the main purpose of this paper is to highlight what might have happened
outside the United States, developmentsin that country are also of interestand are
noted.

1. Inflation as measured by the GNP/GDP deflator (Table 7)

In the United States, disinflation proceeds more slowly in the counterfactual
alternative, mainly because it is not accelerated by a strong dollar exchange rate in
the first half of the decade. Butwith a weaker path for output, and in the absence of
dollar depreciation in 1985 and 1986, counterfactual inflation falls below actual
inflation. By 1986 U.S. prices reachthe same level. InCanada, higher inflationinthe
early part of the period is not offset by lower inflation later and the price level is
nearly 10 per cent higher by 1985/86. The Canadian counterfactual inflation rate,
however, is roughly the same as actually recorded by then. Elsewhere, inflation is
generally lower — markedly so for EMS members and in some cases negative for a
few years. Price levels in these countries are 15to 20 per cent below their actual
level by 1986. Thus, the different exchange rate path redistributesinflation across
countries and over time. But, on balance, average OECD inflation recedes a little
more quickly owing to weaker output and employment.
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Tdde 7. GDP/GNP deflator
Per cent difference from actual

1981 1982 1983 1984 1985 1986
United States 05 22 27 23 20 -0.4
Japan 01 -0.6 -18 20 -30 -35
Germany -0.6 -33 58 -96 -148 -174
France -0.4 -2.1 5.1 -71 -115 -145
United Kingdom 01 -0.4 0.3 13 00 -0.3
Italy -1.2 56 -95 -133 -16.8 -16.6
Canada 06 21 45 72 99 9.7
Total of above countries 0.1 01 -0.4 -14 -28 -4.5
Other OECD countries -0.4 -10 -16 24 -35 -4.7
Total OECD 00 00 -0.6 -15 29 -4.6
OECD excluding United States -0.3 -16 28 4.0 -6.0 -12
North America 05 22 24 2.1 2.1 05
OECD Europe -0.5 23 -38 56 -82 94

2. Total domestic demand and its major components (Tables 8- 11)

Inthe United States, domestic demand grows substantially more slowly after
1981 and stands almost 10 per cent below actualin 1986. Elsewhere, it generally
grows more strongly earlier in the period, but then recedes to a slower pace leaving
levelsof domestic demand, on average, lessthan 1 per cent above historicallevelsin
1986. Italy is notablein achieving a 6% per cent higher level of domestic demand in
1986. This is one of several aspects of the behaviour of the Italian counterfactual
history that are idiosyncratic. These will be reviewed together in the plausibility
discussion below.

Real government consumption is, by assumption, unchanged except in the
United States, where it is 8 per cent lower by 1986. But government budget
balances as measured by the net lending of the public sector are affected by output,
interest rates and inflation. For the United States, these effects mean that there is
not a consistently better budgetoutcome, despite the assumedfiscal policy change.
Most other countries achieve somewhat smaller nominal deficits, but in Germany,
government deficits are larger in 1985 and 1986.

Consumption is, of course, weaker in the United States owing to assumed
higher saving and endogenously lower income. The endogenous response of
investment to a weaker economy is strong enough to pull its growth down more
than the other components of domestic final demand. In other countries several
patterns of consumption and investment behaviour can be observed. In Italy, both
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Table 8. Total domestic demand, volume
Per cent difference from actual

1981 1982 1983 1984 1985 1986
United States 0.8 -0.8 -59 -14 -8.4 -98
Japan 04 18 26 21 13 0.6
Germany 11 21 24 11 06 -0.9
France 0.8 11 18 20 16 -04
United Kingdom 04 19 24 25 28 19
Italy 038 31 46 53 6.1 65
Canada 01 038 0.1 03 05 02
Total of above countries 0.1 0.1 -16 26 -32 -4.4
Other OECD countries -0.1 -0.3 -0.5 -0.8 -12 -11
Total OECD 0.6 05 -14 24 -29 -39
OECD excluding United States 04 14 17 14 12 04
North America 0.1 -0.7 54 -6.8 -16 -90
OECD Europe -0.5 15 11 16 15 0.1
Actual Difference from actual
level
in1986 1981 1982 1983 1984 1985 1986
United States (US$ billion) -140 -6 25 10 6 1 =14
Japan (Y trillion) -3 0 2 2 2 1 0
Germany (DM billion) 24 3 12 13 4 8 -23
France (FF billion) -148 8 21 42 56 60 46
United Kingdom (£ billion) -11 1 2 5 6 7 6
Italy {L trillion) -101 2 10 18 28 38 48
Canada (C$ billion) 27 1 4 4 7 10 10

Table 10. Consumptionvolume
Per cent difference from actual

1981 1982 1983 1984 1985 1986
United States 04 -0.8 52 -10 11 -8.7
Japan 03 14 21 15 10 02
Germany 14 30 32 34 4.0 25
France 06 16 21 25 31 25
United Kingdom 03 14 11 19 23 13
Italy 10 32 48 6.3 1.8 11
Canada 0.1 -0.3 -0.9 -16 -20 -20
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Table 11.  Business investment volume
Per cent difference from actual

1981 1982 1983 1984 1985 1986

United States 15 0.2 -8.0 -9.0 9.4 121
Japan 0.6 2.1 3.8 3.3 2.3 2.0
Germany 1.0 35 1.1 2.8 5.6 -8.4
France 24 3.6 2.6 1.0 31 -10.6
United Kingdom 16 6.7 10.5 1.6 12.0 10.5
Italy 0.6 5.4 9.1 9.1 124 2.9
Canada 01 0.9 20 2.1 3.1 4.3

are strong; in Canada and the United Kingdom, investment is strong with
consumptiononly a little stronger inthe former and quite weak inthe latter; in Japan,
both are stronger in the early 1980s and then level off; in Germany and France,
greater strength in both gives way to weakness, especially of investment, in the
middle of the decade. Perhaps the most important general observation to make
about these outcomes is that investment performance is not consistently higher
outside the United States in the absence of net U.S. absorption of savings from the
rest of the world.

3. Exports of goods and services - volume (Table 12)

U.S. export volume grows somewhat more strongly through 1985 as stronger
U.S. price competitiveness in the counterfactual outweighs greater market
weakness. In several years, however, this means that export volume would merely
have declined less than it did, not that it would have risen. In 1986, without the
boost in competitivenessfrom dollar depreciation and with slower growth abroad,
export growth is weaker than in the actual history. However, the level of exports
volume is still 6 per cent higher. In Canada, competitive gains are more quickly
swamped by weak market growth owing to weaker demand inthe United States, its
major trading partner. Hence, Canadian export volume falls increasingly below
historical levels after 1982. Export volumes elsewhere in the OECD also generally
follow lower paths, with Japan experiencing the largest difference owing to the
assumed appreciation of the yen and the importance of the U.S. market for
Japanese exports. Poorer export performance is not confined to the OECD area
outside the United States: non-OECD export volumes are 6 per cent below their
historical level in 1986.
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Table 12. Exports of goods and services, volume
Per cent difference from actual, national accounts basis

1981 1982 1983 1984 1985 1986
United States 2.7 75 8.9 8.6 10.7 6.4
Japan 0.7 -34 -89 -10.9 -12.6 -125
Germany -10 23 -55 -76 -9.1 -9.0
France -1.0 -3.0 -5.2 -7.8 -10.2 -9.4
United Kingdom 0.8 14 07 -0.7 -2.7 -4.7
Italy -16 -25 =21 -4.3 -5.7 -45
Canada 15 17 -1.7 -32 4.9 -85
Total of above countries 0.8 12 -0.5 2.2 =31 -45
Other OECD countries -0.1 -0.1 -14 -2.8 -4.0 -5.4
Total OECD 06 - 09 -0.7 -2.4 -3.3 -4.7
OECD excluding United States -0.1 -12 =34 -53 -6.9 16
North America 25 6.4 6.7 6.0 7.1 29
OECD Europe -0.4 -0.9 -25 -4.3 -5.9 —6.5
Non-OECD countries 0.1 0.4 -11 -33 -4.7 -6.2

4. Imports of goods and services - volume (Table 13)

U.S. and Canadian import volumes follow lower paths in the counterfactual
simulation, substantially lower in the United States, as price competitiveness and
domestic demand operate in the same direction. Indeed, about three quarters of the
net differencein U.S. trade volumes in 1986 appears on the import side. Elsewhere
in the OECD, imports are higher through 1984. By 1986 some countries, but not
Italy and the United Kingdom, which both have higher levels of domestic demand,
have lower importsinthe counterfactual simulation. Financingconstraintson import
growth are even stronger for the non-OECD than in actual history owing to weaker
exports. Hence import compression is more draconian in these countries.

5. Real GNP/GDP (Table 14)
GNP/GDP growth for the OECD area averages a little less over the period as a

whole in the counterfactual history, the level of GNP standing about 3'2 per cent
lowerin 1986. As onewould expect, given the assumptions, U.S. output is reduced
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Table 13.

Imports of goods and services, volume
Per cent difference from actual, national accounts basis

1981 1982 1983 1984 1985 1986
United States -0.5 -5.0 -13.1 -11.9 -21.7 -21.7
Japan 0.2 28 46 28 23 -0.9
Germany 0.8 23 18 04 -0.3 -14
France 1.1 39 38 38 32 -0.8
United Kingdom 0.6 29 33 29 36 19
Italy 19 54 15 80 9.3 8.1
Canada 03 -0.2 -29 -39 -39 -4.1
Total of above countries 04 05 21 -4.8 -6.2 -1.7
Other OECD countries 0.4 10 0.1 03 0.0 -1.0
Total OECD 04 0.6 -14 -35 -4.6 —6.0
OECD excluding United States 0.1 22 23 16 15 -0.1
North America -0.3 -4.2 -114 -15.1 -18.1 -19.0
OECD Europe 0.8 22 22 1.1 16 0.2
Non-OECD countries -0.9 -1.0 -16 -4.2 -6.0 -5.9
Table 14. Real GNP/GDP
Per cent difference from actual
1981 1982 1983 1984 1985 1986
United States 11 0.6 -35 -4.4 -4.7 -6.4
Japan 05 07 04 -0.4 -14 -16
Germany 05 12 01 -16 -25 -35
France 0.2 0.3 -0.1 0.1 -15 23
United Kingdom 05 15 11 14 10 ~0.1
Italy 00 14 25 26 32 35
Canada 04 12 0.9 04 00 -18
Total of above countries 0.8 038 -13 21 26 -38
Other OECD countries -0.3 0.1 -1.2 -19 -2.1 -28
Total OECD 0.6 0.6 -13 21 26 -36
OECD excluding United States 0.2 06 0.2 -0.5 -1.2 -11
North America 11 0.6 -32 —4.0 -4.3 6.0
OECD Europe 0.2 0.6 0.3 -0.3 -0.9 -15
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the most — over 6 per cent by 1986. For the rest of the OECD, output is only a little
morethan 1'2 per centlowerin 1986. All of the major seven countries, includingthe
United States, experience slightly stronger growth in the early part of the period
(whenthe exchange rate and interest rate paths are different, but U.S. total saving
has not yet begunto diverge from its historicalpath). Countries stay ahead of actual
historyfor varying lengthsof time, with only Italy registering higher GNP (aswell as a
slightly higher GNP growth rate) in 1986.

6. Employment (Table 15)

Employment is initially a little stronger and, in most countries, subsequently
weaker in the counterfactual simulation, with the US. showing the largest
employment loss relative to actual history. The United Kingdom and Italy are
exceptions in having higher employment throughout the period, although the
difference in the former by 1986 is negligible. These employment developments
correspond roughly to the evolution of GNPs, but employmentis affected by wage
and profitability developments, as well as by the path of output.

Table 15. Total employment
Per cent difference from actual

1981 1982 1983 1984 1985 1986
United States 0.6 0.8 -13 21 -19 -28
Japan 01 01 0.0 -0.1 -0.3 -0.3
Germany 0.2 0.6 0.6 0.1 -0.6 =17
France 01 01 0.0 -0.2 -0.6 -10
United Kingdom 0.1 04 09 09 05 01
Italy 01 01 0.2 03 04 06
Canada 04 14 11 0.6 0.3 -18
Total of above countries 03 05 . -03 -0.7 -0.8 -14
Other OECD countries 0.0 0.0 -0.2 -05 -0.8 -11
Total OECD 02 04 -0.3 -0.7 -0.8 -14
OECD excluding United States 0.1 0.2 02 00 -0.3 -0.7
North America 0.5 09 -11 -19 =17 27
OECD Europe 0.1 0.2 03 0.1 -0.2 -0.7

7. Current accounts (Table 16)

The U.S. current account is much stronger by design. The Japanese and
German current-account surpluses are substantially smaller, although a sizeable
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Taoe 16. Current balance
Differences in US$ billion from actual

1981 1982 1983 1984 1985 1986
United States -86 19.9 55.1 69.3 91.4 1285
Japan 4.3 11 -16.3 -16.0 -194  -40.4
Germany 8.3 29 -2.8 0.2 -5.1 =211
France 0.9 -11 -9.8 -13.1 -11.2 -11.8
United Kingdom 3.3 10 -0.7 -3.0 -15 -89
Italy -04 -6.3 -18 -11.9 -114 -20.1
Canada 2.1 5.0 5.4 1.8 1.8 20
Total of above countries 105 11.1 23.8 333 38.6 15.1
Other OECD countries 0.9 -2.3 -11 -11.6 -19.8 -29.1
Total OECD 114 14.8 16.1 21.7 18.8 -14.0
OECD excluding United States 20.0 -5.1 -39.0 -47.7 -186 -1425
North America -5.8 249 61.1 77.1 105.2 130.5
OECD Europe 14.0 -90 -243 -332 =593 -995
Non-OECD countries 6.1 -14 -2.6 6.7 11.9 124

Note: Totals may not add due to rounding.

current-account surplus emerges in Japan (about $25 billion in 1985 and
$45 billionin 1986) despite the assumed appreciationof the yen. The muchweaker
current-account positions that emerge for Italy (where the effects of weaker price
competitivenessand weaker markets are reinforcedby stronger domestic demand),
France and the aggregate of the smaller OECD countries, highlight one of the main
tensions that appear in the counterfactual history. OECD Europe has a current-
account deficit in the neighbourhood of $40 billion in 1985 and 1986 compared
with surpluses actually recorded of about $20 billion and $50 billion in these two
years.

fll. COULD THINGS HAVE WORKED OUT THIS WAY?

Several features of the counterfactual history warrant examination as to their
plausibility. They involve questions about both the adequacy of the behavioural
relationships embedded inINTERLINK and the policy assumptionsimposed. Itis fair
to ask whether the broadfeatures of the INTERLINK responses are plausible, given
the assumptions. The mainfocus of this section, however, is on the reasonableness
of some of the assumptionswhen lookedat in light of the resulting simulations. Two
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areas of tension are examined, then three kinds of alternative outcomes are
discussed.

1. Exchange rates

Giventhe puzzlesthrown up by the actual behaviour of dollar exchange ratesin
this decade, it is difficult to claim that one constellation of exchange rates is more
plausible than another for a particular set of values of macroeconomic variables. In
some respects, the counterfactual pattern of exchange rates would have been easier
to explain; the roughstability of the dollar against the German mark would have been
seen against conflicting pressures — much lower inflation in Germany and higher
inflation in the United States on the one hand, and nominal interest rate differentials
much more in favour of the dollar on the other hand. If market psychology had
somehow been different early in the decade and dollar appreciation had not taken
hold, strengtheningthe disinflationprocess in the United States as it did, and if the
strong U.S. recoveryfrom the 1982 recessionhad not occurred, one could perhaps
accept the possibility that rather large nominal interest differentialsin favour of the
U.S. dollar would have been consistent with exchange rate stability. Similarly, a
continuing appreciation of the yen might have been sustainable in a different
psychologicalclimate as a Japanese current-accountsurplus emerged. Expectations
of such an appreciation would have been qualitatively consistent with the interest
differential in favour of the US. dollar which appears.

Nevertheless, the assumed alternative behaviour of dollar exchange ratesis not
derived from a theory of exchange-rate determination and must be taken for what it
is — one of the key "what if" elements used to construct the alternative. If this
element of the counterfactual simulation is not accepted, one would be forced to
more extreme views about how other factors might have evolved, or to the
conclusion that at least part of the U.S. current-account deficit was inevitableas a
consequence of the commitment to monetary policies of disinflation. The United
States started with higher inflationthan Germany or Japan, and this meanta sharper
increase in dollar real interest rates.

The assumed behaviour of exchange ratesfor Germany's largest EMS partners,
Italy and France, given the mark/dollar rate, also poses intriguing questions. The
interest rates and inflation performance of these countries relative to that of
Germany is not markedly different in the alternative, and current-account balances
are reduced by slightly less in these countries than in Germany. These observations
suggest that the historical EMS cross rates might have been sustainable. But the
absolute pattern of current accounts would have looked quite different. Germany
would have still registered a surplus, while Italy and France would have developed
very large, chronic deficits. The same would have beentrue for most of the smaller
EMS members, for which individual country figures are not shown in the tables.
Given the tendency for EMS pressures to emerge when sizeable deficits appear,
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policies might have had to have been quite different within Europe to have
maintained the parities that actually prevailed.

While Italian policies could clearly have been more restrictive, giventhat itisthe
only country to have consistently higher GNP growth in the counterfactual
simulation, France and the smaller EMS participantswould have have hadto pay a
higher price to uphold European currency stability. In an environment of greater
stability of the dollar, intra-European stability may well not have been valued as
highly as it was when the dollar was subject to wild swings. This consideration
suggests also that Germany might not have modifiedits policyto any great extentin
the interests of intra-European exchange-rate stability. Might the EMS not have
survived or survived only with much larger parity changes in such a world? This
possibility needs to be assessed against the background of output and inflation
performance.

2. Output, inflation and macroeconomic policies

The counterfactual simulation shows weaker output paths for Germany and
Japan, while disinflation proceeds more quickly in these countries. Indeed each
country experiences earlier and larger periods of declining prices than actually
occurred. Might private domestic demand have been substantially stronger
autonomously with the given policies? Might policies in these countries have been
much more stimulative?

The experience of 1985-87 would suggest neither possibility should be
consideredvery likely, althoughthey are of course conceivable (asis the possibility
of still weaker domestic demand). Both economies have grown more slowly in this
decade than earlier, with Germany experiencing much higher unemployment. At
first, this seemed to be reasonably ascribable to policies committed to controlling
inflation, made more difficult by weak currencies, and to efforts to reduce budget
deficits. But slow growth of domestic demand persisted even after these factors
receded. For some time, both economies failed to respond strongly to the
eliminationof inflation. Saving ratesedged up rather than down. Inthe face of weak
growth of demand, investment did not respondstrongly t o highratesof profit. While
there are indicationsfrom recent developmentsthat this situation may be changing
inJapan, ithas notyet done so in Germany. Thus the conclusion seems justified that
domestic private demand inthese countries, and especially in Germany, is not more
strongly self-levitational, nor is it more strongly responsive to low money market
interestrates and ample liquidity levelsthan INTERLINK allowsfor. Inthis respect, it
should be noted that the household saving rate is 1% percentage points lower in
Japan and 3" percentage points lower in Germany by 1986 in the counterfactual
simulation = there is considerable endogenous crowding-in of private consumption
spending in INTERLINK.
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Itis also not self-evidentthat policies would have been more expansionarythan
assumed, simply because of the differentexternal environment. The real growth and
employment developmentsin the counterfactual history are not so radically different
from actual history as to call into question the basic orientations of monetary and
fiscal policy which were assumed to be maintained in constructing the counterfac-
tual history. As noted previously, interestrates are substantially lowerthrough much
of the period, reflecting lower inflation. And they fall somewhat below what the
central banks and marketsseemto view as floors in Germany and Japan. Moreover,
they result in interest differentials vis-a-vis the dollar that cast some doubt on the
assumed path of exchange rates. Much easier monetary policies in these countries,
while the Federal Reserve was pursuing a tight anti-inflationery monetary policy,
would very likely have triggered dollar appreciation, at least some shift towards
deficit in the US. current account, and enough reason to be concerned about
inflation in Germany and Japan to deflect the central banks of these countriesfrom
such a course. Indeed, this is akin to what actually happened.

As for other countries, the question arises whether the emergence of
current-account deficits would have forced tighter policies to maintain stable
exchange rates. This is a possibility not only for Italy, where the response of private
demandto lower inflationis strong and growth is higher, but also for other European
countrieswhere output falls below the levels actually achieved. Itseems reasonable
to believe that this tension in the counterfactual simulation, if it resultedin exchange
rate pressures, would have been resolved partly through larger intra-European
exchange rate changes and partly through more restrictive policiesin countries with
large current-account deficits. The result would have been still weaker output,
although perhaps not markedly so.

In Canada, there is tension of a different sort. While the current account is
somewhat stronger, the inflation differentialwith the United States is wider and the
current-accountbalancefalls back to only $2 billion higher than in actual history by
1986. Under these conditions, greater monetary restraint than allowed for in the
counterfactual history might well have been forthcoming. In its absence, the
Canadian dollar might have slipped further against the U.S. dollar.

Plausible alternatives

As noted in the Introduction, in principle there are an infinite number of
alternative sets of assumptionsthat could have produced a roughly constant U.S.
currentaccount. Manyof them —such as differentways of distributing the reduction
in US. absorption between government spending, investment and private
consumption, would matter little for an investigationfocused on the rest of the
world. As for others, limits of possibleassumptions must be imposedjudgmentally;
they are not restricted by the model. Four possibilities warrant consideration.
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1. Different policies outside the United States

INTERLINK simulations, presented elsewhere, indicate small short-run effects
on the U.S. current account from policy changes of a plausible magnitude in other
countries, althoughthe simulated effects cumulate over time (Dean and Koromzay,
1987). This suggests that it would be impossible to produce a realistic alternative
case of a stable US. current account without imposing most of the ex ante
absorption change in the United States. The reasons for this are the very large
apparent elasticity of U.S. imports with respectto U.S. domestic demand, and the
weight of the United States in OECD area demand.

2. Different behaviour of the U.S. exchange rate and the U.S. economy

One possibility of particular interest, given the debate surrounding U.S. policy
at the time, involves U.S. saving. Suppose the U.S. personal saving rate had risen
over the early 1980s as predictedat the time by a a number of the advocates of the
tax policies enactedthen. U.S. interestrates might have beenlowerafter 1982 than
in either the actual or counterfactual history, and U.S. growth might not have been
too far below the counterfactual path. This would have depended on precisely how
the Federal Reserve responded. The current account could have remained in balance
with some appreciation of the dollar (say, owing to safe havenflows) if growth had
been lower. As compared with the counterfactual simulation, the other OECD
countries would have faced roughly the same net U.S. demand support for their
output as in the counterfactual, but somewhat slower disinflationto the extent the
dollar appreciated. Therefore, monetary policies in these countries might well have
been tighter than in the counterfactual, although perhaps not as tight as they
actually were. This would seem to suggest that even weaker growth abroadthan in
the counterfactual simulation would have resulted.

3. A different distribution of effects across OECD countries

The precise pattern of output, inflation, and current-account effects on
countries other than the United States is the combined result of the specific
assumptions made about the patterns of exchange rates and interest rates and of
the properties of the individual country models. Neither of these can be assigned as
much confidence as the broad behaviour of this group of countries. Without an
appreciation of the yen, for example, the Japanese current-account surplus would
have been larger and the deficit of Europewould have been even more disconcerting.
The pattern within Europe could easily have looked quite different — especially the
strong performance of Italy, which reflects model properties about which there is
room for scepticism. Butitseems unlikelythat Germany would havefailedto emerge
in a relatively strong position within Europe — as judged by the current account or
inflation. Thus, the likelihood of greater tension within the EMS seems robust,
although perhaps not the identity of the countries under pressure.
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4. Structural change

It has become increasingly recognised that microeconomic interventions of
governments — in labour markets, financial marketsand goods markets — shape the
macroeconomic structure and hence have an important bearing on macroeconomic
outcomes. It follows that the behaviour observed in historical macroeconomic
data — price sluggishness, weak responses to changing patterns of demand and
relative price changes, and the persistenceof high unemployment — should be seen
as the macroeconomic reflection of microeconomic conditions. Thus policies to
improve macroeconomic outcomes over the medium term extend to microeconomic
reform and are not exclusively the domain of macroeconomic policies. Governments
have acted in recognition of the possibilities to strengthen economic adjustment
mechanisms by reducing regulation, reformingtax systems, and privatising public
corporations. But, at the same time, production subsidies for weak sectors have
tended to increase in some countries, as have non-tariff trade barriers to
international trade. Thus, while there seems to be a trend towards increased
flexibility of economies, progress has been uneven.

It has not proven possible to identify very large effects on macroeconomic
structural relations of the microeconomic measures governments have taken,
although there is some weak evidence of change. Perhaps one should not be
surprised that the links between microeconomic policies and macroeconomic
structural change are difficult to observe statistically. The effects of individualpolicy
actions may be small and many of them have been quite recent (see Chan-Lee, Coe
and Prywes, 1987 for an examination of this issue in OECD labour markets.) To the
extentthat microeconomicstructures have changed, the net macroeconomiceffects
are reflected in the error terms or in unstable parameter estimates within a
macroeconomicmodel. The questionis, might these policies have beendifferentand
might they have affected coefficients or the error terms in the INTERLINK model if
the U.S. current-account deficit had not appeared?In particular, might growth have
been stronger or weaker than the counterfactual simulation suggests?

The answer one gives to this question will depend on an evaluation of the
balance of considerations in the debate over the politics of macroeconomic reform.
Many policymakersand commentators have argued that the slow growth and high
unemployment of the 1980s have created a poor environment in which to build
politicalsupportfor reform. Inthis view, the no-better situationinthe counterfactual
history would have made reform even more glacial and perhapswould have resulted
in more recourse to subsidies and protection. As a result, inflation might have been
higher and aggregate employment and output lower than in the counterfactual
simulation, even if some groups might have managed to do better with greater
protection.

Others argue that deep reform will occur only under intense distress. On this
view, one might conclude that by the middle of the decade a stronger consensusfor
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change might have emerged. But without the good growth and dazzling job creating
performanceof the U.S. economy under a Presidentcommittedto strengtheningthe
role of markets, would this have been the direction of change that other countries
would have moved towards? It seems at least as likely that the political-economic
dynamicwould have corresponded more closely to that of the 1930s, with the crisis
perceived to be one of the failure of capitalism rather than one of the failure of the
interventionist state. What actually happened —a combination of moderately
disappointing economic performance in Europe, combined with relative good
performance in the United States (even though marred by a large current-account
deficit)— may have created conditions relatively favourable to addressing the
rigidities and distortions introduced by policies into national economies and the
world trading and financial systems.

IV. SOME LESSONS

The principal ways in which the assumed forces behind the growing U.S.
current-account deficit shaped world macroeconomic developments in the first half
of the 1980s have been identified by comparing actual developments with a
counterfactual history. The analysis certainly accords with the view that the
emergence of the deficit was a major event in the world economy. It does not,
however, lead to the conclusion that it was responsible for the generally poor
economic performance over this period in Europe or that, by drawing savings to the
United States, it resulted in lower business investment elsewhere. Most countries
probably achieved higher levels of output and investment than they otherwisewould
have. Nor does it suggest that tensions in the international economic arena would
have been less, although the lines of conflict might have been different —less
focused onthe United States, more focused within Europe, and perhaps within each
country betweenthose who saw the way to renewed prosperity through control of
government spending, government deficits and microeconomic liberalisation on the
one hand, and those who sought a way out through more extensive controls and
expansionary demand policies on the other hand.

The reasons the story comes out this way are important. There are two. First
are the forces that shaped actual economic developments. The major reason that
output performanceinthe OECD areawas so poor inthe early 1980swould seemto
be that policieswere directed towards reversing the upward trend of inflation over
the previous decade. Two other developments also contributed. First, in Europe and
Japan efforts were made to contain budget deficits that had built up over the
previous decade, and second, the debit crisis constrained the import possibilities of
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the developing countries and compounded the global demand weakness. These
features of the history of the 1980s were retained in the counterfactual history.

The U.S. took a different budgetary course from most other countries after
1982 and budget deficits ballooned even though the economy was expanding at a
surprisingly strong pace. The appreciation of the dollar allowed this to occur while
U.S. inflation continued to recede. Growth was driven, not only by fiscal stimulus,
but also by strong consumption demand and an investment recovery sustained by
both renewed confidence in future economic growth and a pro-businessorientation
in Washington. One consequence of this course of developments in the US.
economy was considerable spillover of demand to other countries —the U.S.
current-account deficit.

The second reason the story comes out as it does is that INTERLINK predicts
that stronger domestic demand growth outside the United States would not have
fully compensated for the loss of U.S. demand, even though inflation would have
receded more quickly, the terms-of-trade would have been more favourable, and
interest rates might have been substantially lower. Does this reflect a model
structure that is overly pessimistic about the response of consumption and
investment to such developments? The author was inclined to this view eighteen
monthsago. Butthe weak responseof private spending outsidethe United Statesto
the improving terms-of-trade, low inflationand lower interest rates that came inthe
wake of the decline of the dollar and lower oil prices lends credence to the behaviour
embodiedinthe model. Thisis notto say that all countriesfailed to respond, eitherin
the counterfactual simulation or in reality over the last two years. But, on average,
the pickup ininvestment and consumption spending has been weak. The weakness
of German domestic demand is especially important in both the counterfactual
history and inrecentevents because it has by far the largest current-accountsurplus
in Europe. Lookingto a future whenthe U.S. current-accountdeficit seems boundto
shrink one way or the other, a shrinking Europeansurplus is likely to impose external
constraintson the growth of European countries other than Germany unless German
domestic demand growth picks up substantially.

Japan does better than Germany in maintaining output growth in the
counterfactualsimulationdespite a greater l0ss of exports. Thus it might have got by
better in a world of weak US. markets than is often supposed. But its
current-accountsurplus, althoughmuch reduced, would still have been large enough
to be a point of some international tension. This underscoresthe magnitude of the
challenge that lies ahead to achieve a better balance of competitiveness between
Japan and others inworld markets and in Japanese markets, evenwith the value of
the yen having now risen to the path assumed in the counterfactual history. The
surplus predicted by the model seemsto have partly reflectedtrend developments in
Japan's export prowess and the low historical propensity of Japan to import
manufactured goods. The developments assumed to have given rise to the U.S.
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deficit do not seem to have been more than half the story behind Japan’s
surplus.

If the view developed in this paper is accepted as reasonable, it leads to a
relatively pessimistic view about prospectsfor strengthening growth and reducing
unemployment in Europe while the U.S. current-account deficit is declining. There
may be roomfor somewhat more expansionary demand policies if Germanywere to
take the lead. And it would seem to make sense to use all of the available meansto
correct unemployment problems that have deepened in Europe year by year. But
when one looks at the contribution that larger budget deficits could make without
building up future problems, it looks small in comparison with the need. So, too,
does the contribution that could be expected from monetary policy, given the
resistance levelsfor interestrates on Deutschemarkbonds that seem to have been
reached.

One can hope that economies will beginto show more dynamic growth than
INTERLINK would predict or than has been apparent thus far in this decade. But
action is neededto improvethe structuralfunctioningof economies and brighten the
prospectsfor such a development. If the pace of such action were accelerated, the
structure of models such as INTERLINK, which pointto chronic weak growth without
unsustainable stimulus from exports or fiscal deficits, would become invalid. The
future need not be as bleak as the past was, or might have been.

The general conclusion would seem to be that there were deep problems in all
of the OECD countries at the outset of the decade. The policies that were pursued
exchanged some of them —inflation, large government deficits in Europe and
Japan — for others —high unemployment in Europe, large current-account
imbalances and corresponding domestic imbalances between saving and invest-
ment. Fundamental solutions have not yet been put in place.

The complete story of the effects of the large US. current-account deficit
cannot be told yet. This will depend on how itis unwound. Inthis respect, the focus
of this paper on macroeconomic developments in the first half of the decade has
neglected some of the costs of the course that was followed. World patterns of
trade and production have been distorted, and these distortions must now be
reversed. The United States must reclaim lost markets. Others must accept this
adjustment. Indeed, if the shortfall in demand growth abroad relative to that in the
United States over the decade to date is not made up, the market share
developments over this period will have to be more than reversed.

The scale of the adjustment challenge in manufacturedtrade, which represents
three-quarters of U.S. merchandise trade, is indicated by Tables 17 and 18. While
favourable changes may occur in commaodities and services trade, manufacturingis
likely to be where the forces of adjustment operate most strongly.

The evolution of the seven major countries’ shares of exports inworld trade of
manufactures is shown in Table 17. These have declined on average, as
non-membercountries have expanded their manufacturedexports. As a group, they
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Table 17. Index of manufactured export market shares
1979 = 100

1979 1980 1981 1982 1983 1984 1985 1986

United States 100 106 97 87 84 83 85 89
Japan 100 111 114 113 117 120 120 114
Germany 100 95 100 102 100 101 104 101
France 100 94 92 91 91 90 87 83
United Kingdom 100 95 85 85 83 83 87 86
Italy 100 91 89 88 92 92 93 92
Canada 100 99 96 93 89 86 85 81

Table 18. Index of ratio of manufacturing value added to manufactured imports
1979 = 100

1979 1980 1981 1982 1983 1984 1985

United States 100 95 0 84 75 63 60
Japan 100 111 104 110 116 107 115
Germany 100 97 98 98 89 86 86
France 100 90 91 86 89 88 na.
United Kingdom 100 92 89 82 75 71 68
Italy 100 92 101 100 102 87 82
Canada 100 103 103 109 100 9% 90

are likely to continue to do so. The United States, along with the United Kingdom,
lost market shares most rapidly from 1979 to 1984. Since then both have gained,
and the United States has returnedto the middle of the standings. Japan continued
to gain market share until 1984; its loss in 1986 is likely to have to be followed by
many more if a better balance of current accounts is to be achieved. Germany, too,
would seem to face loss of market share.

A perspectiveon performance in each country's own market for manufactures
isgiveninTable 18, which shows the evolution of ratios of domestic value added to
imports in manufacturing in index form. The general trend is downward, as one
would expect so long as there is atrend towards increasinginternational integration
of markets for manufactures. But Japan stands out against this general trend as
having become more self-contained as a manufacturedgoods market. This cannot
be ascribed to the emergence of the strong dollar and a large U.S. current-account
deficit: other countries have also clearly failed to penetrate the Japanese market.
The establishment of a trend in Japan towards rising imports relative to domestic
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value added will have to be a part of the process of reducing the Japanese
current-account surplus and the U.S. deficit. The U.S. stands out in this table as
having lost domestic marketsto imports more rapidly than other countries through
1985. Its producers must now take on the challenge of stemming this erosion and
reclaiming a larger share of their domestic markets.

Table 19. Value added growth in tradables and non-tradables
Per cent per annum

1960-19841 | 1980-19852
Tradables Non-tradables l Tradables Non-tradables
United States 3.0 35 33 3.2
Japan 77 86 6.8 30
Germany 35 39 0.1 18
France 4.8 49 10 15
United Kingdom 13 24 17 3.3
ltaly 49 44 -0.1 1.9
Canada 43 54 29 3.0

1. 1961-1980 for Canada.
2. 1980-1984for Germany and France.

A third indicator of what structural changes might have accompanied the
growth of the U.S. current-accountdeficit shows surprisingly little evidence of such
changes. This is the relative growth of tradable and non-tradable value added in
major countries, shown in Table 19. Tradables are defined here as goods less
construction; non-tradables are market services plus construction. Non-market
government services are excluded. The table shows no general skewing of relative
growth rates inthe 1980-84 period as compared with the twenty previous years.
Only for Japan, where non-tradablegrowth slowed down much more than tradable
growth, is there a strong correlation with current-account developments. These
observations are based on a disaggregation that is too crude to draw firm
conclusions. But it seems possible that the shifts in market shares in international
manufacturestrade, while large in relationshipto that trade, do not loom so large in
the context of overall production patterns, especially as differential market growth
has also accounted for much of what has happened to current accounts. Thus, for
example, the U.S. share inits own marketfor manufactures has eroded, but it has
had a relatively rapidly growing market since 1980.

Takentogether, these indicators suggest that the main challenge of the future
with respectto the evolution of trade and production patternswill be to reverse the
relative market share developments in the early part of the decade. Productive
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capacity will needto evolve in line with these requirements. But adjustment of the
U.S. current-accountdeficit would not seem to require that tradables goods sectors
shrink outside the United States. It will be necessary, however, for growth in the
OECD areato be sustained if this is to be avoided. The demand expansionto sustain
this growth will needto be stronger in Europeand Japan than itwas infact or than it
was in the counterfactual history.
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