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What Can Exchange Rates 
Tell Us?
EDWIN M. TRUMAN 

My direct association with Fred Bergsten as a colleague at the Peterson In-
stitute for International Economics is relatively recent, covering only 5 of
the Institute’s 25 years. While I was in government I benefited from many
of the Institute’s publications and pronouncements during its first two
decades. Occasionally and understandably, I was dismayed by the cri-
tiques of policies that I helped to design and implement, in particular
when those critiques tended to minimize some of the constraints I felt we
faced or gloss over some aspects I thought were important. I was as per-
plexed as others when markets occasionally failed to discriminate between
pronouncements by Fred Bergsten and those of high government officials.

Throughout his career, Fred Bergsten has advocated an activist ap-
proach to exchange rate policy. Over the past 25 years, these concerns
have contributed to his advocacy of target zones or reference exchange
rate ranges to provide more structure to the international monetary sys-
tem.1 In the Bergstenian framework, target zones are intended to disci-
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Edwin M. Truman has been a senior fellow at the Institute since 2001. The author has benefited in
this chapter’s preparation from comments from Martin Baily, Randy Henning, Joe Gagnon, Morris
Goldstein, Mike Mussa, Mark Sobel, and John Williamson as well as from C. Fred Bergsten himself
and from excellent research assistance by Anna Wong and Doug Dowson. He was a close observer—
and at times a co-conspirator—of the messages that movements in the US dollar conveyed to US pol-
icymakers through much of the period covered by this chapter. Thus, the reader should not look for a
dispassionate analysis. For this reason, as well as the standard explanations for a disclaimer, he alone
should be held responsible for any errors or specific interpretations.
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pline macroeconomic policies and prevent sizable global imbalances from
emerging, in particular those that contribute to the adoption of protec-
tionist measures.2

In this chapter, I take a complementary approach to exchange rate move-
ments. I focus not on using the regime to discipline specific economic po-
lices; rather, my interest is in what movements in exchange rates can tell
policymakers more broadly. From this perspective, I ask what US policy-
makers should have inferred from pronounced movements in the dollar
during the floating rate period? Was the signal about the appropriateness
of their macroeconomic policies? Was it a warning about protectionist pres-
sures? Was it a bubble? I examine US economic history since 1972 with a
view to discerning what exchange rates should, or should not, have told US
policymakers about their policies.3 In a substantial portion of this period,
US policymakers thought that the dollar’s movements were telling them to
resist those movements via sterilized foreign exchange market interven-
tion. For this reason, a subtheme of the description and analysis in this
chapter is to consider whether these particular messages were appropriate
as received.

In the next section, as is appropriate in a volume of this genre, I digress
to describe briefly some of my interactions with Fred Bergsten over more
than 30 years and to provide some background that motivated me to ask
the central question of this chapter. The section that follows outlines the
low-tech methodology I apply. The meat of the chapter in the section after
that is an examination of seven episodes over the past 30-plus years to ex-
tract the messages that movements in the dollar were or were not sending
US policymakers. Finally, I offer some concluding remarks. In brief, I con-
clude that while messages from US dollar exchange rate movements were
not uniform or unambiguous, they were usually—and by implication still
are—worth contemplating by analysts and policymakers to a greater de-
gree than generally was the case.
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1. See John Williamson’s contribution to this volume on the evolution of his views about tar-
get zones and the exchange rate regimes that have been frequently, but not always com-
pletely, aligned with those of C. Fred Bergsten. See also Morris Goldstein’s and Mike
Mussa’s contribution to this volume for an additional review.

2. As noted by Goldstein and Mussa, the high-water mark to date for Bergsten’s champi-
oning of target zones was reached when he persuaded 10 of 28 members of a Council on For-
eign Relations (1969) task force on the global financial system to support his dissent from the
majority position and join him in calling for target zones.

3. A case can be made that the analysis should extend back to the mid-1960s because the de-
terioration of the US trade balance contributed not only to protectionist pressures in the
United States at that time but also to the resulting breakdown of the Bretton Woods system
of exchange rates. On the other hand, it was primarily the nonmovement of exchange rates
during that period that was sending a message about economic policies rather than the
movement of exchange rates, which is the focus of this chapter.
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C. Fred Bergsten: Policymaker and Thinker

When Fred Bergsten was assistant secretary of the US Treasury for inter-
national affairs in the late 1970s, a position that I also occupied briefly in
the late 1990s, I worked closely with him in my position as director of the
Division of International Finance at the Federal Reserve Board on a num-
ber of projects in the international financial arena. 

At the Federal Reserve in those days, we concentrated primarily on US
policy interactions with industrial countries. When Fred Bergsten teamed
up with Tony Solomon at the US Treasury, Fred paid relatively more at-
tention to US economic, financial, and trade relations with nonindustrial
countries, while Solomon was relatively more involved with the indus-
trial countries, the G-5/G-7, and IMF issues. However, Fred was an active
participant in interagency policy debates on all topics, in particular early
in the Carter administration. Moreover, I was always impressed by how
Solomon and Bergsten operated as a team, each with their area of prin-
cipal responsibilities but each more than capable of not only covering 
for the other but also providing leadership in the other person’s major
area. In particular, I attended several meetings of the Organization for
Economic Cooperation and Development’s (OECD) Working Party Three,
where the economic and financial policies of the major industrial countries
were debated and discussed, when Fred headed the US delegation. He
was a forceful and reasoned articulator of US views on the topics, which
mostly dealt with the many poorly understood macroeconomic challenges
of the day. In 1998, I was nominated to fill the position that Fred had oc-
cupied 20 years earlier. Tim Geithner, the undersecretary, and I followed
the Solomon-Bergsten working model. I am presumptuous enough to be-
lieve that as a result we were the most effective team since Solomon and
Bergsten. 

One example stands out in my memory as illustrating Fred’s qualities of
responsible policymaking. After Tony Solomon left as Treasury undersec-
retary to become president of the Federal Reserve Bank of New York in
April 1980, he was not replaced. Fred was the acting undersecretary, and
he became more actively involved in exchange rate policy issues.4 As the
dollar strengthened in the final quarter of 1980, in particular after the elec-
tion of Ronald Reagan, Fred strongly supported the decision that the US
authorities (Treasury and Federal Reserve) aggressively purchase deutsche
mark and a smaller amount of Swiss francs necessary to cover the US open
position in those currencies that had been created by the earlier sale of part
of the proceeds of Carter bonds, US foreign currency obligations issued as
part of the November 1, 1978, dollar rescue package. The objective was to
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4. Because of the heavy criticism of President Carter’s economic policies at the time (in ret-
rospect they were not so bad), he chose not to send to the Senate any nominations for eco-
nomic policy positions during the last year of his term.
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restore US balances of those currencies to pay off the Carter bonds (at a
profit) when they matured and to leave behind no unfinished business. I
was impressed with Fred’s professionalism in managing the transition be-
tween administrations.5 At the same time, Fred advocated building up a
small “war chest” of foreign currency for future use. Subsequently, he jus-
tifiably was sharply critical of Under Secretary Beryl Sprinkel’s wasting of
a portion of the accumulated foreign exchange to finance the increase in
the US quota in the IMF in 1984.

My first professional contact with Fred Bergsten, as best I can recall, was
indirect and before he became assistant secretary. I was asked by the Jour-
nal of Economic History to review his 1975 magnum opus The Dilemmas of
the Dollar: The Economics and Politics of United States International Monetary
Policy.6 The preface opened with characteristic Bergstenian overstatement:
“The dollar had peaked as an international currency by 1968. It was deci-
sively repudiated in 1973. Yet many noted economists continued to pro-
claim the international domination of the dollar and predict its perpetua-
tion.” Bergsten argued that a continuation of the dollar’s dominance
would be a mistake for the world and, in particular, for the United States.
Therefore, he advocated a systemic reform of the international monetary
system based on five principles (Truman 1977, 464):

It must be managed internationally; it must accommodate diversity; it must be
based on the SDR with holdings of other reserve assets permitted under rules to
prevent adverse effects on the system; it must have an improved [exchange rate]
adjustment process; and it must be based on real cooperation among countries.

This was an impressive agenda. I commented in my review that at least
on paper the second amendment of the IMF Articles of Agreement, which
was completed after The Dilemmas of the Dollar had been published but
whose main outlines were clear by late 1973, came close to satisfying all
but the third of his principles—an SDR-based system with rules governing
other reserve asset holdings. In fact, I was guilty of excessive optimism,
and I suspect that Fred would plead the same. He joined those deploring
the international monetary “nonsystem” that subsequently evolved.7

Bergsten (1970, 63) earlier had addressed greater exchange rate flexibil-
ity for the dollar in the context of a rebalanced international monetary sys-
tem: “Because of its broad objectives in economic and foreign policy, the

164 C. FRED BERGSTEN AND THE WORLD ECONOMY

5. When I recently mentioned this episode to Fred, he demurred from taking principal re-
sponsibility for the policy; instead he credited the late Secretary G. William Miller and
Deputy Secretary Robert Carswell.

6. My review (Truman 1977) appeared after Fred Bergsten had become assistant secretary of
the Treasury, but I am quite confident that I completed the review before November 1976 and
well before his nomination. I actually reviewed two other books as well, but the Bergsten
tome accounted for well over half of the more than 1,000 pages that I covered in my review.

7. Although I understood their reasoning, I was never a member of this band.
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United States has a major stake in the maintenance of an effective mone-
tary system.” His understated conclusion was that the United States
should not oppose greater flexibility for the dollar, under appropriate rules
encouraging a symmetrical adjustment process. The United States and the
system as a whole would benefit.

I shared in the mid-1970s and share now many of Bergsten’s concerns
about the structure of the international monetary system. He argued
(Bergsten 1975, 557) that under a more balanced and symmetric interna-
tional monetary system the United States would be liberated from the
“extra constraints” placed upon the country because the dollar had be-
come the global reserve currency. Among those constraints he included:

International political dominance, assumption of primary responsibility for the
functioning of the monetary system, assured convertibility into all other assets (in-
cluding gold) used as reserve assets in the system, maintenance of a ratio between
reserve assets and liquid liabilities deemed “adequate” by the most conservative
wing of opinion in the world financial spectrum, avoidance of exchange rate
changes and comprehensive controls over international transactions, and proba-
bly a balance of payments comprised of current account surpluses plus net capi-
tal exports.8

As this quotation illustrates, Fred Bergsten’s emphasis on the adjust-
ment mechanism and exchange rates was motivated by considerations of
external balance. In his role as a policymaker, thinker, and critic, Bergsten
has frequently focused on the distorting effects of exchange rate mis-
alignments not only on trade flows and global imbalances but also on do-
mestic economies.9

Bergsten and Williamson (1983, 99), in one of the early publications of
the Institute for International Economics on trade policy, motivated their
argument with the following statement: “Relatively little attention has been
paid to the impact of exchange rates on trade policy, despite widespread
analyses by international monetary economists of their impact on trade
flows.” This has been a consistent refrain in Bergsten’s writing. Not only
did Bergsten and Williamson point to a number of instances in which ex-
change rate misalignments had induced the US political process to adopt
protectionist measures, but they also argued (101–102), “If the exchange
rate conveys price signals to producers and consumers which are incor-
rect reflections of underlying economic relationships, significant distor-
tions can result for production, hence trade.” Moreover, they noted that
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8. In my review, I stated that Bergsten’s analysis was in the tradition of Robert Triffin’s Gold
and the Dollar Crisis (1960). Bob Triffin had been my thesis adviser at Yale, and my compari-
son was intended as a compliment.

9. An early and recurrent theme of Bergsten’s work and writings has been the importance
of not separating domestic and international economic policies. When he was assistant sec-
retary of the Treasury (Bergsten 1980, 4), he stated in April 1977, “The basic philosophy of
the Carter administration has been that domestic and international economic issues are in-
extricably linked.”
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such distortions might outlive the exchange rate misalignment—witness
Japan in the 1970s and 1980s and potentially China today. Therefore, in
the Bergstenian view as presented with Williamson, benefits would ac-
crue to a system focused on avoiding exchange rate “misalignments” and
maintaining equilibrium exchange rates.

Bergsten and Williamson (1983) did not define exchange rate misalign-
ment, but they implied that misalignments are prolonged departures
from fundamental equilibrium.10 They carefully described three concepts
of equilibrium exchange rates: a “market equilibrium” that is produced
by an absence of official intervention but that nevertheless might be dis-
torted by other government policies and therefore is of limited empirical
value; a “current equilibrium” produced by markets with full knowledge
as well as by cyclical influences and, therefore, justified (by some) as re-
flecting economic fundamentals; and a “fundamental equilibrium” that
they traced back to a similar concept in the original IMF Articles of Agree-
ment. They maintained that this concept can have operational content as
long as one is prepared to make judgments about such matters as internal
balance, normal capital flows, cyclical positions, and trade elasticities. 

They concluded that the international trading system would be im-
proved by focusing on fundamental equilibrium exchange rates (and de-
partures from them) in which monetary policy at least in part would be di-
rected at supporting such exchange rates via (1) pegging (with a large
degree of support from monetary policy in the form of unsterilized inter-
vention), (2) floating with target zones or reference rates (but again backed
up by monetary policy and sterilized intervention), or (3) capital controls,
which was a distant third choice.11

The Bergstenian arguments about the links between trade policies and
exchange rate misalignments and associated distortions are at least as
valid today as they were 25 or 30 years ago. However, the possibility that
a pegged rate for a major currency should be supported by subjugating
monetary policy to an exchange rate objective never attracted me, per-
haps because of my central banker background. Moreover, as was demon-
strated by the crises of the exchange rate mechanism (ERM) of the Euro-
pean monetary system (EMS) in 1992–93, many doubt monetary policy is
a feasible instrument to tightly manage exchange rates among major cur-
rencies with open capital markets, at least in part for reasons of political
economy. Furthermore, even with floating exchange rates the lack of em-
pirical support for the theoretical construct of uncovered interest parity
(UIP) raises further questions about exchange rate policy prescriptions
based on the use of monetary policy to achieve those objectives (see Isard

166 C. FRED BERGSTEN AND THE WORLD ECONOMY

10. In Williamson (1983) this definition of misalignment was explicit.

11. Williamson (1983) combined the first two elements—pegging and reference rates—in his
advocacy of crawling pegs. In the case of emerging-market economies, he later (Williamson
2000) linked those elements to a basket of currencies.
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2006). Just as there is no simple link between budget positions and current
account positions (Truman 2006), there is no simple link between differ-
ences in policy interest rates (the federal funds rate and the European
Central Bank’s repo rate) and exchange rates. In fact, the reasons are sim-
ilar: Economies are too complex to generate empirical support for the use
of such simple relationships to guide policy.

Bergsten has consistently argued that sterilized foreign exchange mar-
ket intervention is an effective tool for managing exchange rates.12 I am
more skeptical about the sustained effectiveness of this instrument (Tru-
man 2003). However, I would not discard sterilized intervention entirely
from the toolkit. I have supported its use as a signaling device and in sup-
port of other policy adjustments. I merely doubt it is a reliable instrument
to manage exchange rates on a day-by-day basis or to prevent prolonged
misalignments. I have also argued (Truman 2003) that sterilized interven-
tion may well be an inappropriate instrument in some economic and fi-
nancial circumstances—for example, when monetary policy has an orien-
tation that tends to push the exchange rate in the opposite direction.

Where does this leave me? I am left with the view that exchange rates
matter and that exchange rate misalignments matter, but that care should
be taken in interpreting the implications for economic policies, with an
emphasis on the plural, of exchange rate movements and their possible
misalignment. This view is not entirely at odds with Bergstenian doctrine.
For example, Bergsten (1988, 34) states, “What is necessary is to view the
whole range of domestic economic policies, macro and micro, through the
lens of the exchange rate. If movements in the exchange rate suggest a
need for policy action, steps should be taken on those policies which will
effectively achieve the external and internal adjustment which is required.”
Moreover, Bergsten and Henning (1996, 102), in the context of making the
case for target zones that are “quite wide (plus and minus 10 percent),”
noted that one possible interpretation of exchange rate pressures “would
be that the zone itself was incorrect and needed to be changed—an exam-
ple of policy error by the authorities.” These thoughts motivated me to un-
dertake the examination that follows of the messages that US dollar move-
ments were conveying to US policymakers over the past 30-plus years.

Methodology

Figure 9.1 displays in the heavy line the Federal Reserve Board staff’s
index of the real broad foreign exchange value of the dollar from January

WHAT CAN EXCHANGE RATES TELL US? 167

12. In making his case for target zones for exchange rates Bergsten (1988, 34) argues that
participating countries must accept a commitment to change their policies to protect the
zones, starting with intervention and jawboning, using monetary policy next, and on occa-
sion employing fiscal policy.
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1973 (equal to 100) extended to March 2008, at which point I assume for
purposes of this exercise that the dollar on this index will be 20 percent
lower than it was in April 2006 as part of an international adjustment
process that is well under way.13 The figure also displays the average 
over the entire period and a band of plus or minus 10 percent around that
average.14

Using the 10 percent bands as a crude statistical device serves to iden-
tify six episodes when the dollar’s movements were sending potentially
important messages about US economic policies: mid-1978 to late 1980
(dollar weakness); mid-1982 to late 1986 (dollar strength); most of 1992 
(a short period of dollar weakness);15 late 1994 to late 1995 (dollar weak-
ness); late 2000 to early 2003 (dollar strength); and starting early in 2007
(prospective dollar weakness). If one were to perform the same exercise
using the real major currency index for the dollar (the lighter line in fig-
ure 9.1), one period would be added (dollar weakness from late 1987
through 1988).16 In addition, the period of dollar weakness in 1992 would
be extended back to mid-1990 and forward to late 1993, the 1994–95 pe-
riod of dollar weakness would also be stretched, and the recent period of
dollar strength would be compressed somewhat.

One might reasonably observe that an average value for the real foreign
exchange value of the dollar over 35 years is not an appropriate basis on
which to identify periods of interest. One reason suggested by the analy-
sis in Baily and Lawrence’s chapter in this volume is that the value of the
dollar consistent with US external balance has shifted down over time.17

An alternative statistical approach, shown in figure 9.2, is to look at a
straight-line trend drawn from March 1973 to the hypothesized value in
March 2008. After two devaluations of the dollar in 1971 and in early 1973
and the move to generalized floating of the major currencies in March
1973, the value of the dollar in March 1973 is a plausible estimate of the
value that would have been associated with US external balance at that
time. In contrast, the hypothesized value of the dollar in March 2008 is a

169

13. The precise value of the index in March 2008 is 73.6.

14. This bandwidth is consistent with that recommended by Fred Bergsten and John
Williamson in their writings about target zones; see Bergsten and Henning (1996) and
Williamson (1983).

15. The dollar touched the lower band as well in late 1990 and early 1991.

16. The average for the real major currency index for the dollar is 87.6 (not shown in figure
9.1), which is 3 percentage points below the average for the broad dollar, and the plus or
minus 10 percent bands are comparably lower as well (also not shown).

17. This finding is consistent with one of the longest-standing empirical regularities in in-
ternational economics: The aggregate income elasticity for US imports significantly exceeds
that for US exports. It was first identified by Houthakker and Magee (1969) and has been fre-
quently confirmed ever since; see for example Mann (2004).
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plausible estimate of the value that would be associated with a US current
account deficit in the range of 3 to 4 percent of GDP, which some might
not consider to be external balance.

This second approach to identifying periods of interest based on the
dollar’s longer-term trend points to only three episodes for consideration:
a short period of dollar weakness in 1978–79, a longer period of dollar
strength in the mid-1980s, and a much longer period of dollar strength
starting in the late 1990s and continuing into the “projection” period. It
does not produce any new episodes for examination and eliminates two
or three of the candidates suggested by the first approach. 

In addition, at least through 1995, the intervention operations of the US
monetary authorities in foreign exchange markets were more consistent
with the implicit use of the historical average for the dollar than a down-
ward sloping trend for the dollar as a guide. As noted above, a secondary
theme of this chapter is to consider whether these operations were an
appropriate response to the messages from the foreign exchange markets.
In each of the six periods so far identified (not including the post-2007 pe-
riod but including the 1987–88 period as indicated by use of the major
currency index), there were significant net purchases or sales of dollars
consistent with the view that the US authorities were concerned about an
actual or potential misalignment of the dollar and were implicitly using a
historical average to guide their judgments. In all cases the US authorities
were not acting alone. In addition, during 1989 and early 1990, the US au-
thorities bought almost $25 billion equivalent of foreign exchange in the
largest sustained operations of the past 30-plus years. Consequently, in
choosing episodes to examine to understand better what the dollar’s
movements might have been telling the US authorities, I have added the
1989–90 period and incorporated information about US intervention ac-
tivities in my analysis.18 The result is the following seven episodes.19

WHAT CAN EXCHANGE RATES TELL US? 171

18. The analysis that follows is simplified in three respects. First, I relied primarily on the
Federal Reserve Board staff’s real broad index of the foreign exchange value of the dollar to
pick episodes to examine. One might argue that the relevant exchange rates for the United
States are not the 26 rates (treating the 12 members of the euro area as a single currency) now
included in the FRB index. However, in the trade context, what is relevant is the dollar’s
value not against a particular currency but on an effective basis. Moreover, because the
broad index depicted in figure 1 is based on moving-average weights, the importance of
each currency rises as the importance of the country increases in the global trading system.
For example, the seven “currencies” now included in the FRB staff’s index of the dollar’s
value in terms of the major currencies accounted for 72 percent of the index in 1973 and only
53 percent today. Second, my choice of episodes to examine is only in part motivated by an
effort to identify deviations from the average. Third, my principal concern is with US poli-
cies and US economic and financial conditions. The policies of other countries and global
economic and financial conditions are relevant to a fuller analysis, but the focus in this chap-
ter is on what the US dollar was telling US authorities about US policies.

19. I should emphasize that the episodes are more important than the precise dates used to
identify them. However, it was necessary to use dates to assemble the associated information.
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1. July 1978 to October 1980: Dollar Depreciation

2. July 1982 to October 1986: Soaring Dollar

3. March 1987 to April 1988: Arresting the Dollar’s Decline

4. January 1989 to April 1990: Stabilizing the Dollar?

5. December 1991 to October 1992: The Dollar and the ERM Crises

6. September 1994 to October 1995: The Birth of the Strong Dollar

7. October 2000 to April 2003: Too Strong a Dollar?

The purpose of this volume is to honor C. Fred Bergsten, which justifies
the following short, further digression examining the two representations
of the US dollar over the past 30-plus years that I have employed to help
identify episodes to consider. In writing about the potential greater ex-
change flexibility for the dollar as the Bretton Woods era was coming to a
close, Bergsten (1970) identified two partially offsetting considerations for
US policymakers: first, an improvement in the adjustment process from
the standpoint of the United States and, second, the risk that excessive
dollar weakness would undermine the dollar’s role in the international
monetary system. He noted that if the dollar on average were not allowed
to decline sufficiently to achieve external adjustment on balance, the ad-
vantage of increased flexibility would be reduced if not eliminated, but
the concern about the dollar’s role would also be diminished.

We can use the data in figures 9.1 and 9.2 to perform a rough test of
which tendency has predominated. In terms of the average value of the
real broad index from March 1973 to April 2006, the dollar was more than
10 percent above the average (including the period extended to 2008) in 73
out of 398 months (18 percent of the time) and more than 10 percent below
the average in only 32 months (8 percent). In terms of the trend for the
broad index, the numbers are even more “unbalanced”: in 163 months,
more than 10 percent above the trend, and in only 8 months more than 10
percent below the trend. With respect to the real index in terms of the
major currencies, the dollar was more than 10 percent above the average
in 81 months (20 percent) and 10 percent below the average almost as often
(73 months). However, in terms of the trend, the numbers are essentially
the same as for the broad index: in 168 months more than 10 percent above
the trend and in only 7 months more than 10 percent below. 

On this basis, Bergsten appears to have been correct to be concerned
that greater exchange rate flexibility for the dollar would not produce a
substantial improvement in the global adjustment process in the absence
of rules imposing greater symmetry in the operation of the adjustment
mechanisms. By the metric of these exchange rate averages, the floating
exchange rate system appears to have been associated with a US dollar
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whose value has been chronically overvalued, contributing to the deterio-
ration of the US international investment position over the past 30 years.20

Returning to the analysis of the messages that US dollar movements
were sending to US policymakers, for each of the seven identified epi-
sodes, I look at a number of indicators principally of US economic perfor-
mance during the period (compared with periods immediately before and
after the episode) and consider what the dollar’s behavior might have
been telling policymakers about US economic performance and whether
they should have considered more seriously than they did the adjustment
of policies including but not limited to US intervention policy, which may
have been relied upon excessively or insufficiently. Among the candidate
messages are the following:

1. US economic activity was too low, or too high, relative to trend, as
indicated by the growth rate of real GDP, final sales to domestic resi-
dents, and the level of the unemployment rate. The dollar’s move-
ments were suggesting that macroeconomic policies should have been
more, or less, stimulative. 

2. Growth in the rest of the world was deficient or excessive as measured
by a US export-weighted index. The dollar’s movements were sug-
gesting that the US authorities should press other countries to adjust
their macroeconomic policies.21

3. US inflation was too high or too low, as indicated by the consumer
price index (CPI) or the core CPI, excluding food and energy. The dol-
lar’s movements were suggesting that adjustments in US macroeco-
nomic policies were appropriate.

4. US monetary policy was too easy or too tight, as indicated by the fed-
eral funds rate, the 10-year US Treasury bond yield, and real measures
of these variables using contemporaneous CPI or core CPI inflation to
construct them.22 The dollar’s movements were suggesting that this
particular policy was inappropriate.

5. The US fiscal position was too easy or too tight, as indicated by the fed-
eral deficit or the general government deficit, as a percent of GDP.23

The dollar’s movements were suggesting that another particular policy
should be modified.

WHAT CAN EXCHANGE RATES TELL US? 173

20. Of course, some observers reject both metrics; see Richard N. Cooper (2005).

21. The Federal Reserve Board staff kindly provided the historical data incorporated in tables
9.1 to 9. 7.

22. That is, inflation over the previous 12 months or four quarters.

23. A cyclically adjusted measure, or a measure of the structural deficit, would be more ap-
propriate because in principle it strips out the endogenous cyclical influences of automatic
stabilizers, but consistent series are not readily available.
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6. The US trade (or current account) position, whether as represented by
the US trade and current account position (as a percent of nominal
GDP) and/or as proxied by the growth rates of real exports or imports
of goods and services, pointed to a potential rise in US protectionism—
a prominent Bergsten hypothesis. The dollar’s movements were sug-
gesting the adoption of policies to weaken the dollar.

7. There was a bubble in the foreign exchange market, and the dollar had
little or no other information content because the market was wrong.24

The dollar’s movements were suggesting, perhaps, that foreign ex-
change market intervention would be appropriate. 

To implement the analysis a number of quarterly indicators were assem-
bled for each of the seven periods. In addition, the indicators were com-
pared with similar information for periods eight quarters before and after
the episode (see tables 9.1 to 9.7).25 The potential messages are not mutu-
ally exclusive. Some people, including Fred Bergsten, would argue that the
dollar’s messages frequently called for heavier not lighter US foreign ex-
change market intervention, consistent with his advocacy of target zones
for exchange rates. However, the theme of this chapter is that exchange rate
movements can and do send more varied messages, including but not ex-
clusively about the appropriateness of exchange market intervention.

The Evidence

For each of the seven episodes, I examine evidence bearing on the seven
hypotheses. In some episodes, the evidence is ambiguous. I also incorpo-
rate information about US intervention activity during and surrounding
the relevant periods.

July 1978 to October 1980: Dollar Depreciation

Following the US dollar’s second devaluation in February 1973 and the
grudging acceptance by the authorities of the major countries of moving
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24. See Miller, Weller, and Williamson (1989) for a treatment of how target zones would help
to limit such bubbles.

25. A quarter was included in the period even if it included only one month of the episode.
In the case of growth rates four-quarter changes are used and the averages are for the rele-
vant quarters, including the quarter containing the start and end of each episode. In a few
cases, a portion of the episode overlaps with the prior or subsequent period. Of course, there
are lags in the adjustment process. Issues of causality are involved as well. Finally, one might
wonder what was going on more generally in the rest of the world. However, my purpose
is to examine the broad-brush evidence about what the behavior of the dollar during each
of these periods may have been signaling about US policy.
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to generalized floating exchange rates among their currencies in March
1973, the dollar, although weak on balance, for a couple of months did not
stray substantially from its March 1973 average. It then dropped a further
5 percent (in real terms on the broad index) by July. This “third devalua-
tion of the dollar” was used by the Europeans to persuade the US author-

Table 9.1 July 1978–September 1980 episode (percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 2.7 –2.1 2.2
2 Growth of US real gross 

domestic purchases 2.3 –2.7 1.8
3 US unemployment rate 6.3 –0.6 –2.1
4 Growth of world real GDP 4.2 –0.1 2.4
5 US CPI inflation 11.7 5.4 2.8
6 US core CPI inflation 10.5 4.1 1.0
7 US federal funds rate 11.3 5.4 –3.7
8 10-year US Treasury bond

yield 9.9 2.3 –3.7
9 US federal budgetc –1.0 1.2 1.5

10 US general governmentc –0.5 1.1 1.8
11 US trade balancec –0.9 0.3 –0.4
12 US current account balancec –0.1 0.5 –0.2
13 Growth of US real exports

of goods and services 12.2 7.7 13.4
14 Growth of US real imports

of goods and services 1.0 –11.5 0.9

Memorandum items:
Episode Before After

Quarters 9 (1978Q3–1980Q3) 8 (1976Q3–1978Q2) 8 (1980Q4–1982Q3)
Months 27 (7/1978–9/1980) 64 (3/1973–6/1978) 21 (10/1980–6/1982)

US intervention
Foreign currency sales

Amount (dollars) 23,668 6,181 417
Days 195 229 13

Foreign currency purchases
Amount (dollars) 8,741 3,509 6,560
Days 344 329 99

Total intervention days 539 558 112
Total days 587 1,391 456

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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ities to resume their defense of the dollar via sales of deutsche mark for US
dollars.26 The dollar recovered moderately and did not return to its 1973
low until July of 1977. The intervention by US and other authorities in 1975
and subsequently was reasonably successful in buying a period of relative
calm in foreign exchange markets even as the US economy went through
a deep recession. During the 12 months after July 1977, the dollar declined
a further 6 percent and entered the first identified episode in July 1978.
During the episode, the dollar did not decline substantially further on av-
erage in real terms, reaching its low in October 1978, just before the No-
vember 1, 1978, dollar rescue package.27 However, the dollar did not re-
cover on a sustained basis to within 10 percent of its average value until
October 1980.

What was the message for US policymakers from this period of dollar
weakness? 

As is shown in the first line of table 9.1, the average growth rate of real
GDP at 2.7 percent was 2 percentage points less than the growth rate dur-
ing the previous eight quarters but substantially above the rate during the
following eight quarters (only 0.5 percent), which were dominated by the
recession of 1981–82.28 On the other hand, as shown in the third line, the
unemployment rate during the episode was less than during the eight
quarters prior to the episode, although unemployment rose somewhat at
the end of the episode as US growth slowed toward the middle of 1979
and subsequently rose substantially during the 1982 recession. Finally,
global growth was essentially the same as prior to the episode but de-
clined afterwards.
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26. From July 11 to July 31, the US authorities sold a total of $218.8 million equivalent in
deutsche mark on 12 of 16 trading days.

27. On a monthly average basis, the dollar’s low in October 1978 was 3.2 percent below its
value in July 1978 on the broad dollar index in both real and nominal terms. Against the
major currencies, the low in October was 3.1 percent below July in real terms, but 4.3 per-
cent lower in nominal terms, reflecting the more rapid US inflation. In nominal terms, at its
low on October 30, the dollar was down 7.6 percent from its July average against the major
currencies. President Carter announced the package on November 1, and the US Treasury
and Federal Reserve made follow-up announcements. Those announcements featured a con-
cern about downward pressure on the US dollar that was “hampering progress toward price
stability” and causing damage to the investment and growth climate—a bit of a mixed mes-
sage. The package consisted of a one percentage point boost in the Federal Reserve discount
rate to a historic high of 9.5 percent; the imposition of a supplemental reserve requirement
on large time deposits (intended to reduce reserve availability and to provide banks with an
incentive to borrow abroad); the mobilization of $30 billion of foreign currencies via dou-
bling of the size of swap lines with the Bundesbank, Bank of Japan, and Swiss National
Bank, drawing on the IMF to obtain deutsche mark and yen, sales of SDR for deutsche mark,
yen, and Swiss francs, and the issuance of up to $10 billion in foreign currency–denominated
instruments (Carter bonds); and a step up in the rate of US gold sales.

28. There were two quarters of negative growth during the episode itself.
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This evidence suggests that the dollar’s weakness was partially a signal
of relative weakness in US economic activity, but it was not necessarily
signaling a need for more expansionary US economic policies—quite the
reverse. As is shown in lines 5 and 6, the US consumer price inflation es-
sentially doubled during the episode compared with the previous eight
quarters, and the increase in the core CPI was almost as pronounced. The
December-to-December inflation rates on the CPI and core CPI reached
post–World War II record highs in 1979 and were in double digits in De-
cember 1980. Subsequently, both measures of US inflation declined sub-
stantially and after eight quarters were below the lowest rate in the eight
quarters preceding the episode. During the episode the federal funds rate
averaged more than twice the rate in the previous period, but it rose even
higher in the following period. In real terms, during the preceding period
the funds rate was slightly negative (0.4 percent). Although it averaged
slightly positive during the period (0.3 percent), the real funds rate was
significantly positive in the following period (5.4 percent).29 This evidence
suggests that the dollar’s weakness was signaling a substantial deteriora-
tion in US inflation performance and a relative failure of the US authori-
ties to deal with it.30

On the fiscal side, the federal and general government budgets (lines 9
and 10) were in modest deficit, but the deficits were smaller during the
episode than prior to it. Of course, under the influence of recession and
Reaganomics, the deficits widened during the subsequent period. Never-
theless, in retrospect it does not appear that exchange markets were deliv-
ering a specific vote of no confidence on US fiscal policy, in contrast with
a general lack of confidence in the full range of US economic policies.31

Looking at the overall US trade situation, the trade deficit (line 11) nar-
rowed during the episode compared with the previous eight quarters and
narrowed further during the immediately following period. Real exports
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29. These calculations are made in the proper manner [(1 + the interest rate)/(1 + the infla-
tion rate) – 1]. They are not altered significantly if the core CPI is used.

30. At the time, there was a tendency to attribute US inflation to rising food and energy
prices and to the decline in the dollar itself, calling for intervention to resist the dollar’s de-
cline. However, the first two factors were affecting other countries as well, even if not to an
equal extent, and in retrospect too much blame was placed on the dollar.

31. However, US fiscal policy was not free from international criticism. At the Bonn summit
(July 1978), the United States was criticized. In the summit declaration, President Carter
pointed to his administration’s scaling back of its proposed tax cut and expenditure projec-
tions. The summit declaration concluded, “Implementation of the policies described above
[including the US commitment to reduce its dependence on imported oil by raising the price
of domestic oil to the world level by the end of 1980] in the framework of a concerted pro-
gram will help bring about a better pattern of world payments balances and lead to greater
stability in international exchange markets.” The Tokyo summit declaration the following
year focused almost exclusively on energy issues, repeating the commitments to a concerted
program by all participating countries but without any specifics on US fiscal policy.
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of goods and services (line 13) during the episode increased at almost three
times the rate in the prior period, though their growth rate turned negative
in the subsequent period. Real imports (line 14) stagnated on average dur-
ing the episode following double-digit expansion previously; they showed
little growth on average after the episode. Therefore, it would not appear
that the dollar was under downward pressure because the US external
accounts were particularly weak compared with the immediately preced-
ing period.

From July 1978 through September 1980, the US dollar was frequently
under heavy downward pressure, and US and foreign monetary authori-
ties often resisted those pressures through exchange market intervention
to support the dollar. The US authorities operated in the foreign exchange
markets on 537 days, or 92 percent of all trading days during the episode,
selling $14.9 billion net of foreign currencies. The ample evidence that the
root cause of the dollar’s weakness was US macroeconomic, specifically
monetary, policy means that we can reject the hypothesis that the market
was wrong about the dollar and was generating a bubble of weakness.

The evidence from these indicators suggests that the weakness of the
dollar during this episode was principally signaling that US inflation had
gotten out of hand and that US monetary policy was too easy. This inter-
pretation is consistent with the sequence of US policy actions during the
period. First, the dollar’s weakness was met with stepped-up US foreign
exchange sales of dollars during late 1977 and the first 10 months of 1978.32

These operations culminated in the dollar support package that was an-
nounced on November 1, 1978. It included a substantial tightening of Fed-
eral Reserve policy.33 However, these actions proved insufficient to arrest
the dollar’s slide.34

This led to the Federal Reserve’s change in operating procedure that was
announced on October 6, 1979, aimed at decisively ending the inflation
that afflicted the US economy. That inflation was largely a consequence of
excessively easy Federal Reserve monetary policy, in the context of shocks
to food and energy prices, that had been predicated on a potential growth
rate that the US economy was unable to achieve because of the sharp de-
terioration in its productivity performance. Following the change in the
Federal Open Market Committee’s (FOMC) policy orientation, the federal
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32. The net intervention amounted to foreign exchange sales of $3,134 million equivalent.
As is shown in the memorandum lines of table 9.1, there were some foreign exchange pur-
chases to recover foreign exchange sold during the period or prior to the dollar’s 1971 de-
valuation.

33. The average federal funds rate increased 150 basis points between 1978Q3 and 1978Q4
to 10 percent. See footnote 27 for a summary of the November 1 package.

34. As shown in the memorandum lines of table 9.1, gross US foreign currency sales were
$23.4 billion equivalent. Again, there also were foreign currency purchases, especially late in
the period, as discussed earlier.
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funds rate averaged 17.2 percent in the first quarter of 1980, substantially
above the CPI inflation rate of 14.6 percent in the same quarter.35 Although
the dollar recovered somewhat on average in the wake of the Federal Re-
serve’s policy shift, it did not move within 10 percent of its long-term av-
erage rate on a sustained basis until the fourth quarter of 1980.36 (See Tru-
man 2004 and 2005b for fuller descriptions of this period.)

My interpretation of the message from exchange markets during this pe-
riod differs somewhat in emphasis and orientation from that offered by
Bergsten and Williamson (1983). They argue (111), “renewed dollar over-
valuation in 1975–76, which required a depreciation of 15 percent in 1977–
78, correlated with renewal of protectionist pressure and the adoption of
several new restrictive [US] measures (steel trigger price mechanism, TPM;
shoes; sugar).” There is no dispute that the United States adopted during
this period a series of additional protectionist measures. 

However, there was not a “renewed dollar overvaluation” in 1975–76
on average; at that time the dollar (in this case on the Federal Reserve
staff’s major currency price-adjusted index) depreciated by 2.2 percent
compared with the period from April 1973 to December 1974 and depre-
ciated 1.3 percent between December 1974 and December 1976. In 1977–78
on average, the dollar depreciated 6.4 percent compared with 1975–76 on
average, and the depreciation from December 1976 to December 1978 was
11.5 percent.37 On the other hand, it is important to go back a bit further
in history. Coming out of the US recession in 1975, US imports surged rel-
ative to exports, and the US trade balance moved back into deficit. At the
same time, the surpluses of Germany and Japan were widening. When US
Treasury Secretary Blumenthal in June 1977 suggested at a press confer-
ence in Paris that countries with surpluses should allow their currencies
to appreciate, he was accused of talking down the dollar. His words ap-
peared to have that effect, although he was merely echoing the agreed upon
language in the statement of the OECD ministerial meeting.

These differing interpretations and emphases might be resolved as fol-
lows. There were additional US protectionist measures adopted during the
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35. The data for the second and third quarters of 1980, when the federal funds rate fell
sharply, are contaminated by the fact that the US imposition of credit controls dramatically
curtailed the demand for money. Under the Federal Reserve’s new operating procedure that
focused on nonborrowed reserves, rather than the federal funds rate, in order to control the
growth of money, the federal funds rate in the second quarter of 1980 averaged half the rate
in the first quarter, and the average rate in the third quarter was affected as well.

36. The dollar was below the 10 percent upper band on average in both July 1980 and Sep-
tember 1980.

37. The dollar did rise by about 5 percent on average against the major currencies in real
terms from a low in March 1975 through the end of 1975, but that rise was associated with
intervention designed to boost the dollar, including substantial (by the standards of the
time) foreign exchange sales of about $240 million equivalent in July 1975. The dollar again
reached its March 1975 low by the fourth quarter of 1977.
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period. They were directed primarily but not exclusively at Japan and mo-
tivated in part by the deterioration of the US trade balance, even though
the dollar was adjusting—slowly.38 However, the protectionist measures
were motivated primarily not by contemporaneous dollar strength or
trade weakness but in lagged reaction to the dollar’s overvaluation in real
terms in the late 1960s and early 1970s and the modest deterioration of the
US trade position in 1976 and 1977—prior to the episode. For an extended
period, US policymakers at the Federal Reserve as well as at the Treasury
misinterpreted the message of dollar weakness as signaling a need for fur-
ther dollar depreciation. In due course, the Federal Reserve, with the early
support of the US Treasury and eventually other economic policy advisors
in the administration, arrived at the correct interpretation of the message
from the behavior of the dollar: US inflation was a serious problem that
was undermining both the US economy and the role of the United States
in the world economy, and US policies were pushing the economy to grow
beyond its potential.

Bergsten is on the record fully signing onto the view that US inflation
was a serious problem. In July 1979, he testified (Bergsten 1980) on exter-
nal aspects of US inflation, noting that he would not address the internal
aspects “except to reiterate the essentiality of maintaining the fight against
inflation to a successful conclusion.” He added, “The dollar defense pro-
gram of last November [1978] was motivated largely by just such a con-
cern and was eminently successful in strengthening and stabilizing the
dollar.”

The second part of this comment was a bit premature. However, re-
viewing the international economic policies of the Carter administration in
December 1980 (Bergsten 1981, 8), he tied together the events of 1978–80:

In November 1978, the United States also moved to more active intervention in the
foreign exchange market to halt an excessive depreciation of the dollar and main-
tain orderly conditions necessary to global confidence. In retrospect, I believe that
the program of November 1978 marked a watershed in US international monetary
policy. For perhaps the first time, the US government recognized that the rela-
tionships among domestic performance, external balances, and exchange markets
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38. This focus on Japan was not entirely consistent with the behavior of the dollar-yen ex-
change rate. In nominal terms the dollar rose against the yen from March 1975 to the end of
the year, was essentially unchanged during 1976, and declined to well below the March 1975
level by the end of 1977 and further by October 1978. Fred Bergsten played an active role in
engineering the yen’s appreciation in early 1977. He informed the Japanese authorities, dur-
ing a trip to Tokyo with Vice President Mondale, that they should “keep their hands off the
yen-dollar exchange rate” and refrain from clandestine intervention in which the proceeds
were hidden in Japanese commercial banks so they would not show up as Japanese reserves.
The dollar followed a similar course against the deutsche mark. However, in 1979 in the
wake of the dollar-support package of November 1, 1978, the dollar rose against the yen and
stayed up, while in the summer of 1979 it declined back to its October 1978 lows against the
deutsche mark.
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are so strong that external factors must on occasion go far to determine our inter-
nal policies. From that date, there was unanimity within the administration (and
the Federal Reserve) that fighting inflation had to be the priority objective of US
economic policy—in important part because a failure to do so would continue the
vicious cycle of a weaker dollar abroad and yet more inflation at home.

Bergsten in this contemporary summary put greater emphasis on the
external forces of inflation than most would today, though many ob-
servers at the time agreed with him. However, his basic point is consistent
with my reading of the evidence and his orientation is congruent with the
motivation of this chapter to examine what exchange rates may be saying
about US policies more broadly.

July 1982 to October 1986: Soaring Dollar

The dollar continued to appreciate after the inauguration of Ronald Rea-
gan on January 20, 1981. For about a month, the US authorities accumu-
lated additional foreign exchange, making net purchases of $1.4 billion
equivalent between January 21 and February 23. On March 30, the United
States authorities sold deutsche mark to settle the market when the dollar
dropped sharply after the assassination attempt on President Reagan. After
that date, there were no further purchases or sales of foreign exchange for
a period of 326 trading days until one small operation in June 1982 in the
context of a sharp rise of the dollar following an EMS realignment. 

In his review of US exchange rate policy in the first Reagan administra-
tion, Bergsten (1994) characterized the dominant view at the time as one in
which the exchange rate and what was happening to the external accounts
was a residual of no interest and no concern to US policymakers. They
thought they could learn little or nothing from the behavior of exchange
rates. Bergsten also opined that the Reagan administration welcomed the
strengthening dollar and widening current account deficit because the first
helped to damp inflation and along with the second facilitated recovery
without the need to tighten fiscal policy.

In addition, Treasury Secretary Donald Regan and Under Secretary
Beryl Sprinkel believed that foreign exchange market intervention was in-
appropriate and ineffective. Their view was that exchange rates are and
should be determined primarily by economic fundamentals, including
economic policies, and they were disinclined to advocate altering US eco-
nomic policies. However, as the dollar continued to strengthen through the
first half of 1982, the United States was under increasing pressure to arrest
the climb of its currency, which was seen to be impeding efforts in other in-
dustrial countries to combat inflation. The French and Japanese, in partic-
ular, favored intervention in this context to curb the dollar’s strength.

To bridge these differences in views, it was agreed at the Versailles Eco-
nomic Summit in June 1982 to conduct a joint G-7 study of the effective-
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ness of intervention. The conclusion of the resulting Working Group on
Exchange Market Intervention (Jurgensen 1983) was that sterilized for-
eign exchange market intervention had a potential role to play, but it was
limited to the short run. On April 29, 1983, the G-7 finance ministers and
central bank governors along with representatives of the European Com-
munity, in drawing policy conclusions from the report, said that they
were “willing to undertake coordinated intervention in instances where it
is agreed that such intervention would be helpful.”39

From July 1982 to December 1984, the United States did operate from
time to time in the foreign exchange market, buying $571 million equiva-
lent of foreign currencies on 12 of the 653 days and selling $423 million
equivalent on seven days even as the dollar continued to appreciate. On
January 17, 1985, in the context of a period of overall dollar strength and
intense selling pressure against the British pound sterling, the G-5 finance
ministers and central bank governors issued a statement that noted “re-
cent developments in foreign exchange markets, expressed their commit-
ment to work toward greater exchange market stability . . . [and] reaf-
firmed their commitment made at the Williamsburg Summit [in 1983
following the release of the Jurgensen report] to undertake coordinated
intervention in the markets as necessary.” Thus, the G-5 gave birth to a
new policy instrument: coordinated oral intervention. 

The United States bought deutsche mark on two days in the second half
of January 1985 and an additional $643 million equivalent of foreign cur-
rency on 8 of 189 trading days after January through September 20, 1985.
Meanwhile, the dollar on average in real terms peaked in March and de-
clined by about 5 percent through August. On September 23, the G-5
finance ministers and central bank governors, following their meeting at
the Plaza Hotel in New York, announced that “some further orderly ap-
preciation of the main non-dollar currencies against the dollar is desir-
able.” Following the Plaza Agreement, the US authorities bought $3.3 bil-
lion in foreign currency over 34 trading days through November 7. They
did not intervene for the rest of the episode through the end of October
1986 as the dollar continued its decline back to where it had been on
average in June 1982.

What should one take as the message from movements in the dollar’s
foreign exchange value during this period of almost four and a half years?

As is shown in the first line of table 9.2, the US real economy expanded
rapidly during the period 1982Q2 to 1986Q4, with growth averaging 4.1
percent, substantially more than the modest rate in the preceding eight
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39. I was a member of the working group. Although of course I embarked on the study with
an open mind, my hope was that we would be able to demonstrate that intervention had
some effectiveness and, thus, to preserve (or in the US case to revive) the instrument. In the
event, our studies were less definitive than I expected, but at least we achieved my modest
objective.
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quarters and slightly more than the rate in the following eight quarters.
Excluding the first three quarters and the last quarter of the period, growth
was always more than 3.0 percent, and the unemployment rate declined
steadily after 1982Q4. Moreover, in every quarter gross domestic pur-
chases (real GDP less net exports) expanded even more rapidly than out-
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Table 9.2 July 1982–October 1986 episode (percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 4.1 3.5 0.3
2 Growth of US real gross

domestic purchases 4.9 4.2 1.9
3 US unemployment rate 8.1 0.0 2.3
4 Growth of world real GDP 2.8 0.6 –2.0
5 US CPI inflation 3.3 –6.6 –0.6
6 US core CPI inflation 4.5 –5.8 0.2
7 US federal funds rate 8.7 –6.4 1.4
8 10-year US Treasury bond

yield 10.5 –3.0 1.8
9 US federal budgetc –4.4 –2.2 –1.6

10 US general governmentc –4.1 –2.1 –1.5
11 US trade balancec –2.4 –2.0 0.3
12 US current account balancec –2.2 –2.4 0.7
13 Growth of US real exports

of goods and services 2.6 1.4 –10.9
14 Growth of US real imports

of goods and services 11.6 13.3 6.7

Memorandum items:
Episode Before After

Quarters 18 (1982Q3–1986Q4) 8 (1980Q3–1982Q2) 8 (1987Q1–1988Q4)
Months 52 (7/1982–10/1986) 21 (10/1980–6/1982) 4 (11/1986–2/1987)

US intervention
Foreign currency sales

Amount (dollars) 423 417 50
Days 7 13 1

Foreign currency purchases
Amount (dollars) 4,514 6,560 0
Days 42 99 0

Total intervention days 49 112 1
Total days 1,132 456 85

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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put and by 0.8 percentage points more on average.40 The rapid growth
was accompanied by an expansionary fiscal policy. With the growth of de-
mand outstripping the growth of supply (GDP), the US trade and current
account deficits widened. In contrast, gross domestic purchases and out-
put expanded at about the same rate in the previous eight quarters. Dur-
ing the following eight quarters gross domestic purchases expanded by 0.8
percentage points less than output.

Growth in the world as a whole was also somewhat stronger during the
period on average than before and picked up in 1984–86, averaging 3.7
percent. Thus, the United States was an attractive place to invest, as US of-
ficials argued at the time, but its attractiveness was not all that dominant.
Moreover, in the following period, US growth averaged less than growth
in the rest of the world.

For the period as a whole, consumer price inflation was lower on both
the headline and the core measures than in the immediately preceding pe-
riod. Headline inflation declined to less than 2 percent during the last
three quarters of 1986 under the influence of a collapse in global energy
prices, but the core inflation rate was 4 percent, close to the average for the
entire period. Subsequently, US inflation picked up, averaging 4.1 percent
on the headline measure and 4.5 percent for the core during the four quar-
ters of 1988. Thus there was the hint of a revival of inflation.

The traditional explanation for the strength of the dollar during this pe-
riod lies in the combination of an easy fiscal policy and tight monetary
policy. Fiscal policy certainly was easier on average than either before or
after the period whether measured by the federal government or the gen-
eral government budget outcomes. Deficits were around 5 percent of GDP
early in the period, the real federal funds rate was more than 5.5 percent,
and the 10-year bond rate was more than 10 percent through the third
quarter of 1985. 

Bergsten (1994) argues that the strategy of the first Reagan administra-
tion was to promote a strong dollar and tolerate a widening current ac-
count deficit in order to facilitate expansion and limit inflation. In the four
quarters before the Plaza Agreement, the federal budget deficit narrowed
by less than 1 percentage point compared with fiscal year 1983, and the
real federal funds rate declined by about 2 percentage points but remained
elevated at around 4 percent.41 Thus the conventional macroeconomic
story appears to have considerable validity except for the fact that the im-
balance in the mix of fiscal and monetary policy became somewhat less
pronounced during the period even as the dollar continued to appreciate
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40. Gross domestic purchases are a measure of underlying demand in an economy while
gross domestic product (GDP) is a measure of the economy’s output.

41. The real federal funds rate was 3.7 percent in the third quarter of 1985 using the four-
quarter change in the core CPI and 4.5 percent using the headline CPI.
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through the first quarter of 1985. On average, the dollar was telling US pol-
icymakers to correct the policy mix.

Meanwhile, with respect to US external accounts, the trade and current
account deficits were substantially larger during the period than before.
They expanded steadily throughout the period and into 1987 in response
to the earlier strength of the dollar. The growth rate of real imports was
particularly rapid, but the growth of real exports was also quite strong,
more than 5.5 percent on average from the fourth quarter of 1983 to the
first quarter of 1985. Thereafter, export growth slowed. Thus, US external
accounts were deteriorating. This deterioration, along with the unbal-
anced nature of the US recovery and expansion, which disfavored tradi-
tional, rust-belt industries, gave rise to intense protectionist pressures.
The deterioration in the US external accounts was associated with the
dollar’s appreciation, which in turn was attributable in large part to the
fiscal/monetary mix. The dollar was telling US policymakers that they
faced potential protectionist pressures. However, they absorbed this les-
son rather late in the episode, during the summer of 1985, when they
cooked up the Plaza Agreement to help blunt those pressures.

In addition, the dollar also seems to have had a life of its own. From
March 1984 to March 1985, it appreciated a further 14 percent in real terms
on the broad index of the foreign exchange value of the dollar, bringing the
dollar to 31 percent above its long-term average (1973–2008) and 54 per-
cent above the trend. In terms of the major currencies, the appreciation
during those 12 months was 18 percent, but the level was “only” 26 per-
cent above the average and 46 percent above the trend.42 Thus a reasonable
case can be made that the dollar was experiencing a bubble.43 That bubble
in turn was contributing to protectionist pressures in the United States. 

In due course, as noted earlier, US intervention policy did come to em-
brace purchases of foreign currencies to resist the dollar’s rise and en-
courage its depreciation. This was done on a small scale during the first
quarter of 1985 and on a larger scale immediately following the Plaza
Agreement. Should the US authorities have been more proactive?
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42. A portion of the dollar’s broad appreciation during the early 1980s was associated with
the global debt crises that led many emerging-market countries to untie dollar pegs, depre-
ciating their currencies abruptly.

43. Paul Krugman (1986), in an analysis delivered at the Kansas City Federal Reserve Bank
conference in Jackson Hole, Wyoming in August 1985, offered a sophisticated analysis in
support of the view that the strong dollar was unsustainable and the strength involved a
bubble. The analysis was grounded on the implicit market forecast derived from interest dif-
ferentials that the dollar would decline only slowly over the next two decades and an ex-
plicit view that the resulting trends in the US current account and international indebtedness
positions would be unsustainable. At the same conference, Bergsten (1985) was on the final
overview panel. He outlined a five-step strategy to correct the dollar’s overvaluation. It in-
cluded joint foreign exchange market intervention by the major countries “leaning with the
wind” to push the dollar down further, thus advocating a Plaza Agreement a month before
it was announced.
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Bergsten (1994) makes the retrospective case for more aggressive inter-
vention earlier, but he also points out that a failure to act simultaneously
on the fiscal deficit would have meant a lower dollar and a smaller net in-
flow of foreign saving through the current account deficit and might have
caused the Federal Reserve to push up dollar interest rates by enough to
slow the overall expansion of the US economy more than US policymak-
ers wanted. 

The inherent logic of this analysis was reflected in the Plaza Agreement,
in which the US government pledged to “continue efforts to reduce gov-
ernment expenditures as a share of GNP . . . [and] implement fully the
deficit reduction package for fiscal year 1986. This package passed by Con-
gress and approved by the President will not only reduce by over 1 per-
cent of GNP the budget deficit for fiscal 1986, but lay the basis for further
significant reductions in the deficit in subsequent years.” In fact, in fiscal
1986, federal outlays declined by 0.4 percent of GDP, but revenues de-
clined as well and the improvement in the deficit was only 0.1 percent of
GDP. The message may have been clear, but the implementation left some-
thing to be desired.

The messages from the dollar’s movements during this episode are
three: (1) a flawed fiscal/monetary mix and (2) warnings of protectionism
(3) fed by a bubble in the dollar during 1984 and early 1985. 

March 1987 to April 1988: Arresting the Dollar’s Decline

Recall that this episode is not statistically identified as a period of pro-
tracted dollar weakness on the basis of either the broad real trade-
weighted index of the foreign exchange value of the dollar relative to its
1973–2008 average or the dollar’s declining long-term trend.44 I chose to
examine it because it was a period during which there was an international
understanding, the Louvre Accord of February 22, 1987, to resist the dol-
lar’s decline against other G-7 currencies. The date of that agreement led
me to take March 1987 as the start of this episode. The Louvre Accord was
repaired several times and ultimately discarded, but cooperation on active
foreign exchange market intervention continued through the dollar’s low
point reached in April 1988, which I have taken as the end of the episode.

By February 1987 (the month of the Louvre Accord), the dollar on the
broad index had declined 17 percent in real terms from September 1985
(the month of the Plaza Agreement), and the decline in terms of the major
currency index was 24 percent. In the Louvre Accord
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44. On the basis of the average for the real foreign exchange value of the dollar in terms of
the major currencies, a six-month period from December 1987 to June 1988 shows up as
more than 10 percent below the 1973–2008 average, but no part of that period is as much as
10 percent below the trend of the index. 
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The Ministers and Governors agreed that the substantial exchange rate changes
since the Plaza Agreement will increasingly contribute to reducing external im-
balances and have now brought their currencies within ranges broadly consistent
with underlying economic fundamentals, given the policy commitments summa-
rized in this statement. Further substantial exchange rate shifts among their cur-
rencies could damage growth and adjustment prospects in their countries. In cur-
rent circumstances, therefore, they agreed to cooperate closely to foster stability of
exchange rates around current levels.

This accord ushered in a brief period in which the parties agreed to con-
sider positively concerted foreign exchange market intervention when bi-
lateral exchange rates among the three major currencies (deutsche mark,
dollar, and yen) rose above or below specified reference ranges—in other
words, target zones.45 The reference ranges were symmetrical and suffi-
ciently tight (an inner band of ±2.5 percent and an outer band of ±5 per-
cent) that they triggered initial US purchases of deutsche mark on March
11, 1987, to resist the dollar’s rise, but those purchases were followed by
US sales of yen by the end of March to support the dollar. Moreover, the
dollar continued to decline throughout 1987, in particular against the yen,
and the reference ranges were rebased and ultimately abandoned before
the end of the year.46 US and other G-7 intervention was heavy through-
out this episode. The US authorities operated on 25 percent of the trading
days, and the level of US foreign currency sales averaged almost $180 mil-
lion equivalent each day they operated, compared with $120 million each
day of foreign currency sales in 1978–79. 

The US and global stock market crash on October 19, 1987 (Black Mon-
day) and the preceding verbal fisticuffs involving Secretary Baker and Ger-
man Finance Minister Stoltenberg and Bundesbank President Pöhl were
the final nails in the coffin of this flirtation with target zones. Following the
crash, the Federal Reserve increased liquidity, the federal funds rate de-
clined, and the dollar depreciated further. It was only after the US Con-
gress had passed a $76 billion two-year deficit reduction package resulting
from a “budget summit” in the wake of the stock market crash that the 
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45. The Louvre Accord had been presaged by an “accord” between US treasury secretary
Baker and Japanese finance minister Miyazawa on October 31, 1986, that employed the same
language about exchange rates: that they were then “broadly consistent with underlying
economic fundamentals.” The dollar had declined substantially against the yen since the
Plaza Agreement, and the Japanese felt that it had gone too far. For a period, the dollar re-
covered a bit, but in January 1987 it hit a new postwar low against the yen, and the US mon-
etary authorities bought dollars for the first time since the Plaza Agreement. January also
saw a realignment within the EMS, which relieved pressure in the system but increased pres-
sure on the dollar–deutsche mark exchange rate. See Funabashi (1988) for an account of the
Plaza-Louvre period. 

46. Since the reference ranges were never published, the adjustment in the base rates could
only be inferred from the fact that exchange rates had changed and from the fact that the 
G-7 continued to use the same language saying that exchange rates “broadly consistent with
economic fundamentals.” Unauthorized open hints from the relevant authorities also helped.
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G-7 agreed to release its “Telephone Communiqué” on December 22, 1987.
In an attempt to turn around market sentiment, the G-7 used new language:

The Ministers and Governors agreed that either excessive fluctuation of exchange
rates, a further decline of the dollar, or a rise in the dollar to an extent that becomes
destabilizing to the adjustment process, could be counter-productive by damag-
ing growth prospects in the world economy. They reemphasized their common in-
terest in more stable exchange rates among their currencies and agreed to con-
tinue to cooperate closely in monitoring and implementing policies to strengthen
underlying economic fundamentals to foster stability of exchange rates. In addi-
tion, they agreed to cooperate closely on exchange markets. 

Despite the novelty of the Telephone Communiqué—it was the first time
the G-7 issued a statement without a face-to-face meeting—market partic-
ipants were disappointed that it contained no new specific measures de-
signed to support the dollar, only the promise of more intervention. The
dollar continued its decline through the end of the year, reaching lows on
December 30 against the deutsche mark and yen that were 14 and 21 per-
cent respectively below the rates just prior to the Louvre meeting. In other
words, even if the Louvre bands had been set at ±10 percent, they would
have been substantially breached. The G-7 experiment with reference
ranges was a technical failure.47

However, on January 4 concerted intervention sales of foreign curren-
cies for dollars appeared to contribute to a reversal of market sentiment
toward the dollar, no doubt helped along the following day by interest
rate reductions in three European countries (Cross 1988).48 The dollar did
not hit a new low against either the deutsche mark or the yen during this
episode, even though on a monthly, weighted-average basis its low in real
terms was recorded in April 1988, and US sales of foreign currencies did
not end until that month.

What messages should US policymakers have received from the dol-
lar’s weakness during this period?

The average growth rate of US real GDP during the six quarters of this
episode was essentially the same as the growth rate in the previous eight
quarters and slightly higher than the growth rate in the following eight
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47. It can always be argued that in the absence of the Louvre Accord and the substantial in-
tervention in support of the dollar during this period, the dollar would have been even
lower. It can also be argued that eventually the dollar turned around. It is possible that the
dollar would have been lower, but the point is that the Louvre Accord did not prevent a sub-
stantial weakening of the dollar: It failed in this objective. As for the eventual turnaround in
the dollar, that is a flawed post hoc, ergo propter hoc argument; the burden of proof should be
on those who allege the cause and effect relationship to establish the mechanism, not on
those who are skeptical.

48. For students of the effectiveness (or lack thereof) of sterilized intervention, US foreign
currency sales on January 4, 1988, were $375 million equivalent; on December 28 and 29,
1987, US sales were $440 million and $464 million respectively. The timing of the operation
in a new calendar year appeared to matter more than its size.
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quarters (see line 1 of table 9.3). The unemployment rate continued to de-
cline and remained at a lower level in the following period. In contrast,
the average growth rate of domestic demand (gross domestic purchases)
was 1.8 percentage points less than during the previous period, and the
growth rate declined further in the subsequent period. Moreover, demand
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Table 9.3 March 1987–April 1988 episode (percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 3.7 –0.1 0.3
2 Growth of US real gross

domestic purchases 3.0 –1.8 0.1
3 US unemployment rate 5.9 –1.2 0.7
4 Growth of world real GDP 4.8 1.4 0.7
5 US CPI inflation 3.8 1.2 –0.9
6 US core CPI inflation 4.1 –0.1 –0.5
7 US federal funds rate 6.8 –0.6 –2.0
8 10-year US Treasury bond

yield 8.6 –0.4 0.0
9 US federal budgetc –3.0 1.3 –0.4

10 US general governmentc –2.7 1.0 –0.5
11 US trade balancec –2.9 0.1 –1.2
12 US current account balancec –3.1 0.0 –1.2
13 Growth of US real exports

of goods and services 13.2 7.8 1.3
14 Growth of US real imports

of goods and services 5.5 –2.1 1.2

Memorandum items:
Episode Before After

Quarters 6 (1987Q1–1988Q2) 8 (1985Q1–1986Q4) 8 (1988Q3–1990Q2)
Months 14 (3/1987–4/1988) 4 (11/1986–2/1987) 8 (5/1988–12/1988)

US intervention
Foreign currency sales

Amount (dollars) 10,727 50 2,600
Days 60 1 13

Foreign currency purchases
Amount (dollars) 748 0 5,147
Days 17 0 44

Total intervention days 77 1 57
Total days 305 85 175

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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was growing more slowly than supply in the United States, a necessary
but not sufficient condition for turning around the trade and current ac-
count deficits. Those deficits did not begin to narrow until the first half of
1988, and that trend continued through the following period (lines 11 and
12 of table 9.3). Thus, the dollar’s weakness apparently was communicat-
ing that the external correction was not occurring fast enough. 

If the dollar’s decline was unwelcome, then the message may have been
that monetary and, in particular, fiscal policy should have been tighter. At
the Louvre, the US commitment on fiscal policy was to produce a federal
government deficit in fiscal 1988 of 2.3 percent of GDP compared with an
estimated 3.9 percent of GDP for fiscal 1987. In fact, the fiscal 1987 deficit
was 3.2 percent and the fiscal 1988 deficit 3.1 percent.49 A tighter fiscal pol-
icy and a tighter monetary policy probably would have slowed the econ-
omy and increased the US unemployment rate.50 Of course, with a presi-
dential election coming up in 1988, that would have been unwelcome.

The exchange rate does not appear to have been signaling much about
global growth. It was somewhat higher in 1987–88 than in 1985–86. More-
over, the growth rate of US real exports was well into double digits, and
twice the rate of the previous period, while the growth rate of real imports
slowed. These trends continued in the subsequent period.

Thus, one possible message from the dollar’s movements during this
period was that internal, and therefore external, adjustment should have
begun earlier. This could have been accomplished only with tighter fiscal
policy and probably somewhat tighter monetary policy at the cost of less
US growth and higher unemployment.

An alternative message was that the attempt to arrest the dollar’s slide at
the Louvre was a mistake. In February 1987, the dollar was 3 percent above
its 1973–2008 average and 22 percent above its trend in terms of the real
broad dollar index.51 By April 1988, the dollar was off its December lows in
nominal terms against the deutsche mark and yen but had declined a full
10 percent from its average level in February 1987 at the time of the Louvre
on both the broad and the major-currency indexes for the dollar. 
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49. The fiscal 1987 deficit was less than expected because of a larger than expected revenue
windfall from the 1986 tax reform, but the two-year change from fiscal 1986 to fiscal 1988 was
1.9 percentage points, not the 2.7 percentage points implied in the Louvre commitment. Ac-
cording to the World Economic Outlook database (April 2006), the improvement in the cycli-
cally adjusted general government balance for the United States was 0.8 percentage points
between calendar years 1986 and 1988. Both adjustments are reasonably impressive by the
cautious standards of fiscal adjustment in vogue two decades later.

50. Given the stock market crash and the associated monetary easing as well as the influ-
ence of energy prices on the gyrations of headline CPI inflation, it is difficult to interpret US
monetary policy for the episode as a whole. However, using the core CPI, the real federal
funds rate in 1987Q3 before the stock market crash was about the same as in 1986Q4, close
to 3 percent. Core inflation was 0.4 percentage points higher.

51. In terms of the real major currency index, the dollar was only about 4 percent below av-
erage and at the same time 15 percent above trend. 
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Interestingly, Williamson (1994) estimated in the first quarter of 1990,
three years after the Louvre, that the dollar was overvalued by about 11
percent. Taking account of Williamson’s estimated trend rate of deprecia-
tion for the dollar of 1.1 percent per year and the fact that the dollar had
depreciated 4.3 percent from the first quarter of 1987 to the first quarter of
1990, the Williamson framework implies that the dollar was overvalued
by about 12 percent at the time of the Louvre.52 From this perspective, the
dollar’s weakness in 1987–88 does not appear to have been a bubble
where the market “got it wrong.” 

On the other hand, the account of the period found in Volcker and
Gyohten (1992), augmented by my own private conversations with Paul
Volcker, suggests that he at least was concerned that the dollar might de-
preciate too far too fast, to the detriment of US inflation and global growth;
he was less concerned about incomplete external adjustment.53 Stephen
Marris (1985 and 1987) argued eloquently in major publications by the In-
stitute for International Economics that the US and global economies faced
a hard landing (painfully low growth and other economic and financial
disturbances) during this period absent preventive measures by the major
industrial countries. How real that threat was and what role these warn-
ings played in minimizing it are unanswered questions that continue to in-
fluence the debate today about the adjustment of global imbalances and
the risk of a hard landing for the US and global economies.

Bergsten (1994) agrees that the Louvre left the dollar overvalued. His
preferred alternative strategy would have been a controlled depreciation
of the dollar using bands to guide a decline. He concludes, referring to
Black Monday, “given the basic course of fiscal and monetary policy, ex-
change rate policy erred and triggered events that could have levied sig-
nificant costs on the American economy.” This interpretation combines the
three ambiguous messages: The external adjustment should have been
started earlier with supporting US macroeconomic policies, the Louvre Ac-
cord was too rigid and, if it had held, would have left the dollar overval-
ued, but it was desirable to try to slow if not arrest the dollar’s decline.

January 1989 to April 1990: Stabilizing the Dollar?

This episode was not chosen because the foreign exchange value of the dol-
lar deviated substantially from its average or trend. I chose it because be-
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52. Using the dollar’s broad index the resulting figure would be 15 percent, but Williamson
focused primarily on the major currencies.

53. My colleagues and I in the International Finance Division of the Federal Reserve Board
remonstrated with him at the time that the dollar’s adjustment as of February 1987 was in-
sufficient to address the US external imbalance and that market forces would be likely to
continue to depress the dollar, undercutting the accord.
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tween January 1989 and April 1990, the US monetary authorities bought
$24.4 billion equivalent of deutsche mark and yen. They bought $11.3 bil-
lion deutsche mark predominantly through mid-October 1989 and $13
billion yen spread fairly evenly throughout the period on 114 trading
days, or 33 percent of 346 total trading days, in an average daily amount
of $214 million.

The eight months prior to the start of this episode followed the third
episode in which the dollar’s decline was ultimately arrested. Subse-
quently, the US dollar rose, on the basis of the broad measure of its real
foreign exchange value, through June 1988 and declined through Decem-
ber, with little net change on balance.54

During the episode itself, the dollar rose on balance by 4 percent in
terms of the broad measure and by almost 5 percent against the major cur-
rencies. However, the dollar’s movements against the deutsche mark and
yen were quite different. In nominal terms, the dollar rose about 13 per-
cent through mid-September 1989 against the deutsche mark before de-
clining by the end of April 1990 by 5 percent (compared with the end of
December 1988) in the context of the unfolding process of German unifi-
cation. The dollar rose in nominal terms against the yen by 19 percent by
mid-September 1989 and by 26 percent by the end of April 1990 against
the background of the initial bursting of the Japanese bubble in the prices
of real estate and equities.55

Were movements in dollar exchange rates sending messages to US pol-
icymakers?

This episode involved more messages that the authorities were trying
to send the foreign exchange market than messages that the foreign ex-
change market was trying to send the US authorities. US real GDP growth
declined from the rate in the prior period, and the growth rate of domes-
tic demand declined as well both relative to the prior period and relative
to GDP (see table 9.4). The decline in foreign growth was somewhat
larger. However, US real exports continued to expand at double-digit
rates, and the trade and current account deficits narrowed further, though
it was not until 1991 that the trade deficit shrank to less than half a per-
cent of GDP and the current account moved into temporary surplus.

US exchange rate policy appears in retrospect to have been driven 
by two considerations: (1) a continued fascination with policy coordina-
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54. Against the major currencies the dollar rose through September and subsequently de-
clined, ending the year about 4 percent above its April 1988 average. The US authorities
bought a substantial amount of deutsche mark in the first part of the period and sold
deutsche mark and yen late in the period.

55. Japanese observers, with support from policy coordination skeptics (Siebert 2000), cite the
post-Louvre monetary policy accommodation in Japan as a major contributing factor to the
subsequent bubble in Japanese land and equity prices. In Truman (2004), along with others in-
cluding Bergsten and Henning (1996, 77–78), I find little merit in these arguments. The Japa-
nese authorities chose the wrong fiscal/monetary mix to compensate for the yen’s strength.
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tion centered on exchange rates in the aftermath of the Plaza and Louvre
experiences, which were seen within the administration as largely suc-
cessful even if many outsiders were more skeptical, and (2) a desire to lock
in hard-won improvements in the US external accounts.

With respect to policy coordination, the sequence of statements by G-7
finance ministers and central bank governors is instructive: 
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Table 9.4 January 1989–April 1990 episode (percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 3.2 –0.5 2.3
2 Growth of US real gross

domestic purchases 2.7 –0.3 2.0
3 US unemployment rate 5.2 –0.5 –1.7
4 Growth of world real GDP 3.9 –1.0 0.9
5 US CPI inflation 4.8 0.9 0.5
6 US core CPI inflation 4.6 0.3 –0.1
7 US federal funds rate 8.9 1.7 3.3
8 10-year US Treasury bond

yield 8.5 –0.2 0.6
9 US federal budgetc –2.6 0.3 1.1

10 US general governmentc –2.2 0.3 1.5
11 US trade balancec –1.6 1.1 –0.9
12 US current account balancec –1.7 1.2 –1.3
13 Growth of US real exports

of goods and services 11.1 –2.4 3.7
14 Growth of US real imports

of goods and services 4.6 –0.3 2.4

Memorandum items:
Episode Before After

Quarters 6 (1989Q1–1990Q2) 8 (1987Q1–1988Q4) 8 (1990Q3–1992Q2)
Months 16 (1/1989–4/1990) 8 (5/1988–12/1988) 19 (5/1990–11/1991)

US intervention
Foreign currency sales

Amount (dollars) 0 2,600 2,336
Days 0 13 24

Foreign currency purchases
Amount (dollars) 24,436 5,147 550
Days 114 44 6

Total intervention days 114 57 30
Total days 346 175 414

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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September 24, 1988 Ministers and governors emphasized their contin-
ued interest in stable exchange rates among their
currencies. Therefore, they reaffirmed their com-
mitments to pursue policies that will maintain ex-
change rate stability and to continue to cooperate
closely on exchange markets. They are continuing
their study of ways of further improving the func-
tioning of the international monetary system and
the coordination process.

April 2, 1989 The exchange rate stability over the past year has
made a welcome contribution to, and was sup-
ported by, the progress achieved in sustaining the
global expansion and reducing external imbal-
ances. The ministers and governors agreed that a
rise of the dollar, which undermined adjustment
efforts, or an excessive decline would be counter-
productive and reiterated their commitment to co-
operate closely on exchange markets.

September 23, 1989 The ministers and governors considered the rise 
in recent months of the dollar inconsistent with
longer-run economic fundamentals. They agreed
that a rise of the dollar above current levels or an
excessive decline could adversely affect prospects
for the world economy. In this they agreed to co-
operate closely in exchange markets.

April 7, 1990 The ministers and governors discussed develop-
ments in global financial markets, especially the de-
cline of the yen against other currencies and its un-
desirable consequences for the global adjustment
process, and agreed to keep these developments
under review. They reaffirmed their commitment
to economic policy coordination, including cooper-
ation in exchange markets.

The September 1988 statement built on the experience of 1987 and early
1988 and, in hinting at additional systemic improvements, implied incor-
rectly that the reference ranges introduced at the Louvre had been rebased
and were still relevant.56 The April 1989 statement was self-congratulatory
but warned about a rise in the dollar that undermined US external adjust-
ment. By September 1989, the latter concerns were predominant. In April
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56. Henning (1994, 290–97) inferred that the reference or target ranges did not unravel until
1989–90, when in fact they were history by the end of 1987.
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1990, the game was over: Other members of the G-7 declined to commit
themselves to resist further the decline in the yen in the absence of Japa-
nese monetary policy action to support the yen.57 In the event, it probably
would have been a mistake for Japanese monetary policy to be tightened
in the face of the bursting of their asset price bubbles. Moreover, the yen
did not weaken substantially further and returned in November 1990 to
the range of ¥120 per dollar, where it had been at the start of 1989.

As Henning (1994) describes in considerable, but incomplete, detail, in
1989–90 a serious rift developed between the US Treasury and the Federal
Reserve concerning US intervention policy. Many Federal Reserve offi-
cials questioned the use of heavy US foreign exchange market interven-
tion to resist the dollar’s appreciation when the FOMC was struggling to
contain inflation. The real federal funds rate was about 4 percent on aver-
age, and core CPI inflation averaged 4.6 percent during this episode and
above 5 percent in the first half of the following period. A further appre-
ciation of the dollar would have helped restrain US inflation, and the US
foreign exchange intervention was sending the wrong message about
Federal Reserve policy.

At the July 5–6 meeting (FOMC 1989a), several members raised ques-
tions about Federal Reserve foreign exchange market operations, which
routinely are conducted in cooperation with the US Treasury. At the Au-
gust 22 meeting (FOMC 1989b), the committee approved a proposal to
conduct a thorough review of those operations by a task force on system
foreign currency operation; the work of that task force was presented to
the FOMC (1990) on March 27, 1990. However, pending the completion of
that review and action by the committee to raise the limit on the amount
of foreign currency that the Federal Reserve was prepared to “warehouse”
for the Exchange Stabilization Fund (ESF) of the US Treasury Department,
the Federal Reserve declined to participate in US foreign currency opera-
tions from March 5 to March 20 (Cross 1990, 69–70).58 At the March 27
FOMC meeting, the committee approved an expansion in the warehous-
ing arrangement with the ESF, and the Federal Reserve resumed its joint
intervention with the Treasury in late March and early April. However,
this episode, combined with the growing skepticism about the utility and
effectiveness of the heavy US intervention, contributed to a change in US
intervention policy toward more selective use of the instrument.

WHAT CAN EXCHANGE RATES TELL US? 195

57. The US monetary authorities did buy $50 million equivalent of yen on April 9 immedi-
ately after the G-7 meeting, but that was their last yen purchase for a considerable period.

58. “Warehousing” was accomplished via simultaneous spot purchases of foreign exchange
by the FOMC account from the ESF and forward sales of the same amount against dollars.
This provided the ESF with additional dollars to use to purchase additional foreign currency
in the market. Normally US sales and purchases in the foreign exchange markets are shared
50-50 between the FOMC’s account and ESF’s account. Both entities have independent legal
authority to operate in foreign exchange markets, though normally the Federal Reserve does
not undertake an intervention operation alone.
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Bergsten and Henning (1996, 30) argue that it was a mistake to permit
the yen to depreciate by as much as it did in the late 1980s because it sub-
sequently contributed to the enlargement of the Japanese current account
surplus. However, the US current account deficit continued to narrow
during this period, and the yen depreciated back to only around ¥145 per
dollar, where it had been in October 1987, from its high of ¥121 at the end
of 1987. In other words, if ¥121 was the wrong rate at the end of 1987 be-
cause the yen was too strong, it is not clear why it was the right rate in
1989. The US Treasury, with the agreement of the rest of the G-7, had
moved the goalposts. Moreover, the US and Japanese authorities used
foreign exchange market intervention on an unprecedented scale to resist
the yen’s depreciation, which was ineffective as the yen moved to ¥158 be-
fore the coordination effort was abandoned in April 1990. Again, one can
argue about the counterfactual, but the intervention was unprecedented
in scale, the yen weakened anyhow, and in the end the United States and
the rest of the G-7 gave up trying to arrest the yen’s weakness.

Bergsten and Henning (1996, 104) also suggest that an opportunity was
missed in September 1989 to coordinate monetary policy in support of ex-
change rate stability by easing US monetary policy and tightening policy
in Germany and Japan. This was a curious argument. The deutsche mark
was appreciating in any case. The Federal Reserve was easing policy, and
the Bundesbank and the Bank of Japan were tightening policy. As detailed
in Henning (1994, 292) and reported in FOMC (1989c), the FOMC op-
posed using monetary policy for this purpose because it risked undercut-
ting the committee’s longer-term efforts to achieve price stability. If the 
G-7 had “taken credit” for what was already occurring, the risk was that
the central banks, at least the Bundesbank and the Federal Reserve, which
enjoyed independence, would have altered at least the timing of their pol-
icy actions.59

This episode illustrates the limits of foreign exchange market interven-
tion and the potential conflicts with other policies, in particular monetary
policy (Truman 2003). The episode also suggests a conflict between using
exchange rates as information to inform economic policies and using them
as a straitjacket for economic policies. Moreover, to the extent that the
heavy US intervention during this period was designed to limit move-
ments of the dollar, the limits were demonstrably too tight; on the real
broad index the dollar’s range between its monthly high and low was only
5.4 percent, and 8.3 percent in terms of the major currencies on average. Fi-
nally, the episode underscores the fact that exchange rates are multidi-
mensional. During the latter part of this period, the dollar was moving in
different directions against the yen and the deutsche mark not because of
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59. Although the FOMC did not ease policy at its October 1989 meeting following the G-7
meeting, the federal funds rate was 75 basis points lower by the time of the November meet-
ing as the result of intermeeting adjustments.
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what was or was not going on in the US economy but because of what was
happening in the Japanese and German economies.60 The dollar did not
move very much on average during this episode. Who knows if it would
have moved a great deal more without the large-scale intervention resist-
ing dollar appreciation, but there was little scope for the dollar to send a
policy message via its movements.

December 1991 to October 1992: The Dollar and the ERM Crises

The US dollar declined, on average, from the spring of 1990 to the spring
of 1991 as the US economy moved into a mild recession in the context of
the Gulf War. In both years the dollar recovered somewhat during the
spring and summer of 1991 before tailing off again in the fall. US inter-
vention during the period from May 1990 to November 1991 was limited
to 30 of 414 trading days (7 percent), consisting of 6 days of foreign cur-
rency purchases to resist dollar appreciation and 24 days of foreign cur-
rency sales to resist dollar decline.

In December 1991 the dollar on the real broad index moved 10 percent
below its average for 1973–2008 and generally remained at or below that
level through October 1992 except for a brief recovery in the spring of 1992
(figure 9.1). The dollar was also more than 10 percent below the average
against major currencies through this entire episode. In contrast, the dol-
lar was roughly on or slightly below its trend on the two indexes (figure
9.2).61 In nominal terms, the dollar declined about 4 percent against the
yen and 5 percent against the deutsche mark over the 11-month period
ending in October 1992, though in early September it had been down 10
percent against the deutsche mark. US foreign exchange market interven-
tion occurred on 8 days total (only 3 percent of the 240 trading days)—
3 days of yen purchases in January and February and 5 days deutsche
mark sales in July and August.

What messages were the dollar’s movements sending US policymakers?
US real GDP growth was slow coming out of the 1990–91 recession even

though it equaled or exceeded 3 percent for the last three quarters of 1992,
unemployment continued to rise through the second quarter of 1992,
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60. This episode also underscores another lesson about economic policy coordination: as
long as both the finance minister and the central bank governors are involved in the discus-
sions and in the policy actions, and the central banks have at least instrument independence,
policy coordination begins at home. The Brady-Mulford Treasury in this period failed to
achieve cooperation from the Federal Reserve, and this failure almost badly backfired by
weakening the global coordination process.

61. Recall that the level of the average and the trend for the dollar in terms of the major cur-
rencies are not shown in figures 1 and 2, and the relevant lines 10 percent above and below,
which are lower, are also not shown. The comments in the text refer to these lines that are
not shown.
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inflation declined, and the federal funds rate was reduced further, even-
tually reaching zero in real terms (see table 9.5). Global growth was also
slow and somewhat less than average in the preceding period. Although
the US fiscal situation deteriorated somewhat, much of that was the nat-
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Table 9.5 December 1991– October 1992 episode
(percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 2.9 1.8 –0.5
2 Growth of US real gross

domestic purchases 2.5 1.7 –1.0
3 US unemployment rate 7.5 1.4 1.1
4 Growth of world real GDP 2.8 –0.5 –0.6
5 US CPI inflation 3.0 –2.0 0.2
6 US core CPI inflation 3.7 –1.2 0.7
7 US federal funds rate 3.7 –3.6 –0.1
8 10-year US Treasury bond

yield 7.0 –1.2 0.5
9 US federal budgetc –4.6 –1.5 –1.0

10 US general governmentc –4.6 –1.6 –1.1
11 US trade balancec –0.6 0.5 0.6
12 US current account balancec –0.7 0.1 0.8
13 Growth of US real exports

of goods and services 7.4 –0.6 1.4
14 Growth of US real imports

of goods and services 6.5 5.2 –3.8

Memorandum items:
Episode Before After

Quarters 5 (1991Q4–1992Q4) 8 (1989Q4–1991Q3) 8 (1993Q1–1994Q4)
Months 11 (12/1991–10/1992) 19 (5/1990–11/1991) 22 (11/1992–8/1994)

US intervention
Foreign currency sales

Amount (dollars) 1,270 2,336 4,941
Days 5 24 8

Foreign currency Purchases
Amount (dollars) 200 550 0
Days 3 6 0

Total intervention days 8 30 8
Total days 240 414 478

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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ural result of the recession.62 The US trade and current account deficits
were less than 1 percent of GDP.

Nothing in these data suggests that the dollar’s weakness relative to its
historical average should have been sending a message to US policymak-
ers. In July and August 1992 the US authorities did sell deutsche mark.
Their actions were triggered by sentiment in the market that the US au-
thorities were indifferent to a lower dollar on the basis of remarks attrib-
uted to Treasury Secretary Brady in the wake of the Munich summit. In
the context of the US presidential election, there was a desire to dissuade
market participants from this view via a bit of intervention. 

On the other hand, the intervention in July and August had little impact
on the deutsche mark–dollar rate, and Federal Reserve officials persuaded
Treasury officials that enough had been done and there was a risk of look-
ing feckless. It soon became increasingly obvious that the dollar was
caught up in the buildup to the ERM crisis that erupted in September 1992
and extended through the summer of 1993.63

My conclusion from this episode is that the movement in the dollar was
not sending a message to the US authorities about their policies.64 The dol-
lar on average was not out of line with fundamentals, and the fundamen-
tals were consistent with a somewhat weaker dollar. Was there a bubble?
Not much in terms of the dollar itself. With respect to the ERM, opinions
differ. The exit of sterling and the substantial adjustments in a number of
other currencies appear to have been justified by European macroeco-
nomic circumstances. The public and the politicians in the United King-
dom have not yet come to terms with their experience during this period,
with the result that opinions on the United Kingdom joining the euro area
range from opposition to extreme caution. The case of the French franc,
which in the end was not devalued but did benefit from the wider bands
implemented in the summer of 1993, might be considered a bubble in the
sense that the franc was subjected to massive speculative pressures that in
the end were defeated by a combination of massive intervention and a
tightening of French monetary policy.

Bergsten and Henning (1996, 31–32) argue that it was a mistake by the
G-7 not to engineer an appreciation of the deutsche mark in the ERM in
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62. The IMF’s World Economic Outlook database (April 2006) estimates that the deterioration
of the US general government fiscal deficit was 2.5 percent from 1989 to 1992. Most of the
deterioration was at the federal level and concentrated in 1992. On the other hand, the gen-
eral government structural deficit deteriorated only half as much, though again most of the
deterioration was in 1992.

63. See Truman (2002) for a fuller treatment of this episode.

64. It is true that the US jobless recovery was a political issue at the time. As noted, US fis-
cal policy was somewhat expansionary, and to the extent that the dollar’s weakness was sig-
naling the need for an even easier or faster easing of monetary policy, presumably that
would have contributed to an even weaker dollar and the dollar’s modest weakness should
not have been resisted via US intervention sales of foreign currency.
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the context of German unification and that the G-7 was remiss in not pay-
ing more attention to the 1992–93 ERM crisis. On the first point, by late
1991 the Bergsten-Henning position can be logically defended, but it was
naïve to think that a discrete deutsche mark appreciation could have been
achieved prior to German monetary unification on July 1, 1990, or imme-
diately thereafter, because the deutsche mark was close to its lower limit
in the ERM. From the perspective of the mid-2000s, it was a bigger mis-
take not to engineer a depreciation of the deutsche mark as it joined the
euro in 1999. 

I agree with Bergsten and Henning on the G-7 and the ERM crisis. The
crisis caught the G-7 by surprise, and then they left the mop-up opera-
tions to Europe. For example, the statement by G-7 finance ministers and
central bank governors on September 19, 1992, in the midst of the crisis re-
ferred only to “recent volatility in world financial markets” and offered
nothing on the ERM itself. I argue in Truman (2002) that these ERM crises
were the first financial crises of the 21st century, predating the Mexican
crisis in 1995, which is conventionally described as such. I also argue that
this was the beginning of the European double standard in the handling
of such crises: It was perfectly all right for the public sector to bail out the
private sector in the ERM crisis, but it was not OK in the Mexican and East
Asian financial crises.

September 1994 to October 1995: The Birth of the Strong Dollar

The average foreign exchange value of the dollar meandered over the
course of 1993 and into early 1994. However, the dollar weakened by
about 20 percent against the yen between Clinton’s inauguration on Janu-
ary 20 and August 1993, when the rate moved close to ¥100 to the dollar.
US Treasury Secretary Bentsen on February 19 responded to a question at
the National Press Club that a stronger yen would boost US exports.
Meanwhile, Fred Bergsten had been in Japan calling for a 20 percent ap-
preciation of the yen. Bentsen immediately sought to repair the damage in
foreign exchange markets, acknowledging to his colleagues that he had
made a mistake to be analytical in his answer, but he contributed to some
confusion in the process.65 The new Clinton administration sold yen five
times in 1993, an average amount of $286 million equivalent. Despite the
dollar’s weakness against the yen, it peaked on the real broad index in Jan-
uary 1994 and only then began to decline. The US authorities sold yen and
deutsche mark one day a month in April, May, and June; the combined av-
erage was $1,170 million equivalent.
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65. The confusion between Bentsen and Bergsten at one point was such that the US Treasury
spokesperson explained to the press that it was B-E-N-T-S-E-N who was speaking as secre-
tary of the treasury.
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The dollar weakened further in July, reaching lows against the yen and
deutsche mark on July 19. This gave rise to the “strong dollar” character-
ization of US exchange rate policy. In his semiannual testimony on Fed-
eral Reserve monetary policy on July 20, Chairman Alan Greenspan said,
“Any evidences of weakness in [the dollar] are neither good for the inter-
national financial system nor good for the American economy.” The next
day, by design, Treasury Undersecretary Lawrence Summers stated in his
own testimony before another committee:

The Administration believes that a strengthening of the dollar against the yen and
the mark would have important economic benefits for the United States. It would
restore confidence in financial markets that is important to sustaining recovery. It
would boost the attractiveness of US assets and the incentive for longer-term in-
vestment in the economy, and it would help to keep inflation low. In addition, we
believe—and this view is shared by other G-7 countries—a renewed decline in the
dollar would be counter productive to global recovery. (Fisher 1994, 2).

This was an example of oral intervention, as the words were not fol-
lowed by action in the foreign exchange market. However, the support of
the other G-7 countries was implicit. I trace the birth of the strong dollar
policy to this pair of events, even though Secretary Rubin, who replaced
Secretary Bentsen in January 1995, morphed the policy from a “stronger
dollar” to a “strong dollar” during his confirmation hearings—an impor-
tant distinction that was too sophisticated for most commentators.66 The
question of whether this policy mantra was maintained too long is ad-
dressed in connection with the next episode.

After an initial positive response to the statements by Greenspan and
Summers, the dollar continued its decline. As shown in figure 9.1, the
broad measure of the dollar’s value crossed the line 10 percent below the
1973–2008 average in September 1994, which is the date I take for the start
of this episode.67 Following a brief rise in late 1994 and early 1995, the dol-
lar resumed its decline, reaching a low on average in real terms in July.68

In early 1995, the dollar was affected in mysterious ways by the Mexican
financial crisis. Some market participants mistakenly believed that in pro-
viding the Mexican authorities with dollars the US Treasury was reducing
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66. DeLong and Eichengreen (2002), while referring to the July 1994 intra-agency discussions
of this issue in July 1994 and explicitly to the role of Treasury Deputy Secretary Altman, date
the strong dollar policy to Secretary Rubin’s January 1995 testimony. They also observe that
according to press reports President-elect Clinton, on December 16, 1992, at an economic pol-
icy conference in Little Rock, Arkansas, declared his support for a strong dollar.

67. The dollar recovered to above the line after October 1995. In terms of the major curren-
cies, the dollar fell 10 percent below the 1973–2008 average in July 1994 and stayed below
that average through March 1996. On neither basis did the dollar decline 10 percent below
the respective trend lines; in fact, during this period it fluctuated around them (figure 9.2).

68. In nominal terms against the yen and the deutsche mark the low was on April 19, 1995,
at ¥81 and DM136 to the dollar.
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its capacity to sell its deutsche mark and yen. More rationally, market par-
ticipants may have anticipated an easier US monetary policy (or less re-
straint) or focused on the effects of the Mexican external adjustment. Be-
cause the United States is Mexico’s dominant trading partner, Mexico’s
adjustment initially impacted disproportionately the US external posi-
tion; depreciation of the dollar helped to redistribute that impact to other
countries. 

The US authorities sold foreign currency 10 times between November
1994 and August 1995; they sold both yen and deutsche mark eight times
and twice sold just yen. The average amount of those daily operations
was $915 million equivalent. The August foreign currency sales were
noteworthy in that the dollar was rising at the time. 

Was the dollar sending the US authorities a message about their policies?
It is difficult to substantiate a positive answer to this question. The

growth of US real GDP continued at the reasonably healthy rate of the
previous two years and unemployment was declining, though both indi-
cators would perform better in the subsequent period (see table 9.6). The
fiscal situation had improved, though it would later improve further. CPI
inflation was low, but in 1994 the Federal Reserve was removing the sub-
stantial accommodation it had previously supplied, and the real federal
funds rate by early 1995 had moved from zero into a range of more than
3 percent that most people at the time interpreted as a policy of restraint
given that the long-term bond rate was significantly above the federal
funds rate. Growth in the rest of the world was somewhat better than in
the previous period. US external accounts were exhibiting only a minor
degree of deterioration.69 However, some members of the Clinton admin-
istration continued to express concerns about US trade relations with
Japan, and some observers interpreted these comments as efforts to talk
down the dollar. Nevertheless, overall export growth was strong, and
global growth was faster than in the United States at that time and during
the previous period.

The puzzle was and is why the dollar was weakening, in particular,
given that the Federal Reserve was raising interest rates quite abruptly—
a conundrum 10 years before the term came into general use. It is possi-
ble that the markets thought that the Federal Reserve was behind the
curve in restraining inflation, although the data do not support that view.

Given the widening of the US trade and current account deficits, the US
authorities may have been mistaken in resisting the dollar’s weakness via
intervention, which was significant in size even if somewhat sporadic.
There certainly were pressures from major partners to restrain the dollar’s
decline. The G-7 finance ministers and central bank governors on April 25,
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69. At the time the current account deficit was a bit above 2 percent of GDP, and some were
beginning to be concerned. The current account data for 1994 and 1995 have subsequently
been revised to show smaller deficits of 1.7 and 1.5 percent of GDP respectively.
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1995, “agreed that recent movements [in exchange rates] have gone be-
yond the levels justified by underlying economic conditions in the major
countries.” In effect, the G-7 was saying that exchange market participants
were mistaken to be driving down the dollar. If this reading is accepted, it
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Table 9.6 September 1994–October 1995 episode 
(percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 3.1 –0.2 –1.0
2 Growth of US real gross

domestic purchases 3.1 –0.4 –0.9
3 US unemployment rate 5.6 –1.3 0.5
4 Growth of world real GDP 3.6 0.8 –0.2
5 US CPI inflation 2.7 –0.1 0.1
6 US core CPI inflation 2.9 –0.3 0.4
7 US federal funds rate 5.6 2.4 0.2
8 10-year US Treasury bond

yield 6.8 0.5 0.3
9 US federal budgetc –2.8 1.2 –1.5

10 US general governmentc –2.6 1.4 –1.7
11 US trade balancec –1.4 –0.3 0.0
12 US current account balancec –1.7 –0.4 0.0
13 Growth of US real exports

of goods and services 10.5 5.9 0.3
14 Growth of US real imports

of goods and services 9.7 1.0 –1.4

Memorandum items:
Episode Before After

Quarters 6 (1994Q3–1995Q4) 8 (1992Q3–1994Q2) 8 (1996Q1–1997Q4)
Months 14 (9/1994–10/1995) 22 (11/1992–8/1994) 59 (11/1995–9/2000)

US intervention
Foreign currency sales

Amount (dollars) 9,153 4,941 0
Days 10 8 0

Foreign currency purchases
Amount (dollars) 0 0 2,172
Days 0 0 2

Total intervention days 10 8 2
Total days 304 478 1,283

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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might be said that the US authorities in cooperation with their counter-
parts successfully dealt with a bubble.

Bergsten and Henning (1996) express approval of the joint G-7 actions
to strengthen the dollar during this period, but they argue that the yen
was allowed to weaken too far beyond ¥100 to the US dollar given the size
of the Japanese current account surplus at that time. If, contrary to the
actual situation, there had been a notional 10 percent band for the yen-
dollar rate around ¥110 per dollar, the yen would not have weakened to
that level until late 1996. Moreover, target zones or reference ranges were
not under serious consideration at the time, even though the new German
government later raised the possibility after its election in late 1998.

In the absence of any other convincing story, my conclusion is that the
dollar was caught in a negative bubble during this episode, which may
have been the creation of a subset of US policymakers and others like Fred
Bergsten seeking to talk the dollar down. The dollar’s movements were
sending no other messages to the US authorities about their policies. In
due course, the strong-dollar mantra, supported by some well-timed in-
tervention operations, became well established. The mantra has been em-
braced by US Treasury secretaries from Rubin to Paulson. Of course, in
the opinion of some, including Fred Bergsten, that characterization of US
policy is at best controversial and at worst irresponsible.

October 2000 to April 2003: Too Strong a Dollar?

As depicted in figure 9.1, the US dollar rose steadily on average from late
in 1995 until early 2002, with a surge during the 1997–98 Asian financial
crises that was followed by a modest correction. The dollar rose almost 25
percent from October 1995 to October 2000, in real terms on the broad
index, and subsequently was unfazed by either the US recession in 2001
or the tragedy on September 11.70 On the broad index, the real foreign ex-
change value of the dollar peaked in February 2002 at 17 percent above its
average for the 1973–2008 period and 38 percent above the trend for that
period. Interestingly, the comparable figures in March 1985, the dollar’s
previous peak, were 31 and 39 percent.71

A case can be made for using the trend rather than the average to iden-
tify periods of interest. However, as noted earlier, this approach would
identify only three episodes over the past 30-plus years: the late 1970s,
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70. The undoing by a number of countries of their currencies’ formal or informal pegs to the
dollar in the late 1990s had the effect of providing a series of one-time boosts to the dollar’s
broad foreign exchange rate index.

71. In terms of the major currencies, the dollar’s performance was broadly similar, allowing
for the fact that the dollar’s fluctuations on the basis of this index are somewhat wider. In
February 2002, the dollar’s peak was 23 percent above the average and 50 percent above the
trend, compared with 26 and 46 percent respectively in March 1985.
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mid-1990s, and since the late 1990s. The observed behavior of US policy-
makers suggests that more than these three periods should be of histori-
cal interest. Therefore, I chose the period October 2000 to April 2003 for
the analysis below without substantial loss in relevance.72

During most of the post-1995 period, there was little appetite among US
policymakers to act to influence the course of the dollar. Initially, the dol-
lar’s strength was associated with a healthy US economy enjoying low in-
flation, a budget surplus, and an investment boom, financed in consider-
able part by a net inflow of saving from abroad. Moreover, during the
Asian financial crises and the period immediately following, the dollar’s
strength facilitated the recovery of the world economy. The global stimu-
lus from the US economy became even more welcome in 2002 and 2003.

During the period after August 1995, the US authorities intervened on
only two occasions. On June 17, 1998, they bought $834 million equivalent
of yen, in a joint operation with the Japanese authorities as the yen ap-
proached ¥150 to the dollar and concerns intensified about the health of
the Japanese banking system. This operation was linked in a statement 
by US Treasury Secretary Rubin to a commitment by Prime Minister
Hashimoto to “make every effort to restore [the Japanese] banking system
to health [and] achieve domestic demand-led growth. . .” and an elabora-
tion by Japan’s Finance Minister Matsunaga promising to dispose of the
bad assets of banks more aggressively, accelerate the restructuring of fi-
nancial institutions, improve the transparency of banks, and enhance
standards for bank supervision. The operation was followed by an extra-
ordinary meeting of the Manila Framework Group of finance ministry
and central bank deputies from the Asia-Pacific region joined by Euro-
pean G-7 finance deputies in which the Japanese authorities were harshly
criticized for their policy inactions. Subsequently, the yen strengthened a
bit, retreated briefly in August to below its June low, and finally recovered
more decisively in the fall of 1998, as the dollar declined sharply against
both the yen and the deutsche mark in the wake of the Russian debt de-
fault and the subsequent increased turbulence and risk aversion in global
financial markets.

The second US foreign exchange market operation during the post-
August 1995 period occurred on September 22, 2000. After the euro had
extended its decline against the dollar to almost 30 percent during the first
21 months of its existence, the US authorities bought $1,340 million equiv-
alent in euros. Again, it was a coordinated operation; many days were
spent in preparation and many intense hours were spent drafting the ac-
companying statements. The US authorities were at pains to make it clear
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that their participation was at the request of the European authorities. The
US Treasury statement read 

At the initiative of the European Central Bank, the monetary authorities of the
United States and Japan joined with the European Central Bank in concerted in-
tervention in exchange markets, because of their shared concern about the poten-
tial implications of recent movements of the Euro for the world economy.

There were no new European economic policy commitments; the only
policy hook for the intervention was the statement of shared concern for
the world economy, which was code for payments imbalances. However,
the US authorities were not seeking a general decline in the US dollar. US
Treasury Secretary Summers that same day restated US dollar policy: “Our
policy on the dollar is unchanged. As I have said many times, a strong dol-
lar is in the national interest of the United States.” The European Central
Bank (ECB) intervened on three other occasions in September and No-
vember as the euro depreciated back to its level prior to September 22.73

Subsequently the euro began its gradual recovery and by May 2003 had re-
traced its entire decline since its introduction on January 1, 1999.

In the six years since November 2000, neither the European nor the US
authorities have operated in foreign exchange markets. The Japanese au-
thorities operated on their own in the middle of the period, attempting ei-
ther to weaken the yen or to prevent its appreciation in the context of their
very weak economy and deflation. Japanese dollar purchases in 2003 and
early 2004 were enormous. Until late 2003, the US authorities did not ob-
ject to the fact or the scale of Japanese operations, reasoning that they fa-
cilitated the Bank of Japan’s policy of quantitative ease. This rationale was
technically flawed because Japanese foreign exchange market interven-
tion is conducted for and on the account of the Ministry of Finance and
thus is automatically sterilized. The Bank of Japan purchased no foreign
currency assets as part of its policy of quantitative ease. Regardless of the
wisdom and merits of these Japanese operations, which in my view were
highly dubious, the Japanese also have been absent from exchange mar-
kets for more than two years.

Former Undersecretary John Taylor (forthcoming) describes US “ex-
change rate diplomacy” during his tenure at the US Treasury as being
guided by five principles: (1) exchange rate policy must be supported by
sound domestic economic policies; (2) exchange market intervention
should be avoided, but never should be ruled out; (3) avoid verbal inter-
vention and talking down the dollar, which has been the Bush adminis-
tration’s principal rationale for embracing the Clinton administration’s
strong-dollar mantra; (4) an exchange rate policy involves more than one
country, which is where diplomacy and the IMF enter the picture; and (5)
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recognize that exchange rates influence, and policy may be influenced by,
broader international political and security concerns, which is why ex-
change rate policy cannot be left to the experts. 

These principles, according to Taylor, have guided US exchange rate
policy since early 2001. In my view, they are not substantially different
from the approach that guided US exchange rate policy during the Clinton
administration. In that period, there was always a reluctance to operate in
foreign exchange markets and a desire to ground any policy and opera-
tions on other economic policies. The Clinton administration undertook
operations in the foreign exchange markets on 20 days over the course of
eight years, but only twice after August 1995. In those days, the pragmatic
view was also never to say never to the possibility of intervention. Clinton
treasury secretaries may have had a somewhat higher ex ante inclination
to say yes to intervention in response to requests from other countries, but
no Bush treasury secretary has yet been seriously tested.

What was the strengthening of the dollar starting in October 2000, or
somewhat before that date, telling US policymakers?

Economic growth in the United States had begun to slow by the end of
2000 and was slow on average from 2000Q4 to 2003Q3 compared with the
previous eight quarters. There were no quarters of negative four-quarter
US growth, and unemployment was at its lowest point in three decades
(see table 9.7). Equity markets peaked in the first quarter of 2000. Inflation
was low and considered under control, but there was a sense that there
were aggregate demand pressures in the economy. Growth slowed in the
global economy in 2001 and remained subdued as it did in the United
States. It is difficult to make the case that the dollar’s movements were con-
veying a message of inadequate growth in the US or the world economy.

By May 2000 the Federal Reserve stopped raising the federal funds rate,
which it had been doing for a year. In early 2001 the FOMC began to re-
duce the funds rate; that process continued through mid-2003, when the
federal funds rate reached 1 percent. Fiscal policy also was expansionary.
In this context, the initial further strengthening of the dollar in foreign ex-
change markets in 2001 might well have been sending a message about the
mix of US macroeconomic policy, but it is doubtful that it was sending a
message about the overall stance of policy. Later on during the period,
after the dollar was past its peak, monetary policy continued to ease and
fiscal policy became even more expansionary. Thus, both monetary and
fiscal policies were directed at promoting domestic expansion. I have ar-
gued elsewhere (Truman 2005a) that the Federal Reserve policy was too
easy too long, especially in the context of the continuation of a profligate
fiscal policy. In addition, a declining currency, which in many countries is
a signal monetary policy is too easy, may have been sending the Federal
Reserve a message that its policy was too easy, too long. The FOMC chose
to ignore any message about impending external adjustment coming from
the dollar’s decline, which may initially have been appropriate. Although
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I do not believe that the Federal Reserve should target the external ac-
counts, it should be mindful of market-driven external adjustment and
does have a role to play in facilitating that process.

The US trade and current account deficits widened substantially further
from late 1998 through 2000. After a brief respite during the mild recession,
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Table 9.7 October 2000– April 2003 episode (percent except as noted)

Episode Episode 
Indicators Episode less beforea less afterb

1 Growth of US real GDP 1.4 –3.0 –2.5
2 Growth of US real gross

domestic purchases 2.0 –3.2 –2.1
3 US unemployment rate 5.3 1.2 –0.2
4 Growth of world real GDP 2.1 –2.2 –1.5
5 US CPI inflation 2.3 –0.4 –0.3
6 US core CPI inflation 2.3 0.1 0.5
7 US federal funds rate 2.7 –2.8 1.0
8 10-year US Treasury bond

yield 4.6 –1.2 0.3
9 US federal budgetc –1.1 –2.5 2.2

10 US general governmentc –1.2 –3.2 2.1
11 US trade balancec –4.0 –0.9 1.2
12 US current account balancec –4.3 –0.8 1.2
13 Growth of US real exports

of goods and services –2.0 –8.1 –8.9
14 Growth of US real imports

of goods and services 2.3 –10.0 –6.1

Memorandum items:
Episode Before

Quarters 11 (2000Q4–2003Q2) 8 (1998Q4–2000Q3)
Months 31 (10/2000–4/2003) 59 (11/1995–9/2000)

US intervention
Foreign currency sales

Amount (dollars) 0 $0
Days 0 0

Foreign currency purchases
Amount (dollars) 0 2,172
Days 0 2

Total intervention days 0 2
Total days 707 1,283

CPI = consumer price index

a. Before is defined as the eight quarters prior to the episode.
b. After is defined as the eight quarters following the episode.
c. As a percent of GDP.

Note: Indicators are calculated as averages of four-quarter changes except for items indicated by
footnote c.  

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve Board.
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US external accounts resumed their downtrends. Moreover, the growth
rate of real exports of goods and services turned negative in the second
quarter of 2001 and remained weak for the remainder of the episode. A rea-
sonable message from the foreign exchange markets to US policymakers
was that the dollar’s continued strength coupled with the widening of US
external deficits portended a rise in US protectionist pressures. Protection-
ist pressures did increase in the late 1990s and increased further after 2000,
but observers differ about whether their increase was commensurate with
the strength in the dollar or the size of US global or bilateral imbalances.

Another reasonable message from the foreign exchange markets to US
policymakers was that they were observing a bubble in the market for
dollar assets. The dollar’s peak in 2002 was not as pronounced as it had
been in 1985, but as discussed above, its movement over the course of
2001 and into 2002 was equally difficult to explain in terms of the behav-
ior of economic fundamentals and political developments.

A basic question is why throughout the period of dollar strength, reach-
ing a clearly unsustainable level with associated unsustainable current ac-
count deficits, there were not more frequent efforts to weaken the dollar.
At least through early 2001, the answer is that there was little consensus
about the need for action. Japan did not want a stronger yen; the euro was
off its lows. A successful attempt to weaken the dollar would have been
inconsistent with the needs of the US economy, where demand had out-
stripped supply and where a prescription of greater fiscal restraint and
monetary ease was unheard and would have fallen on deaf ears. This was
certainly the case during 1999 and 2000. 

In 2001, the new Bush administration had an opportunity to jettison the
strong-dollar mantra. Fred Bergsten (2001) advocated a shift in rhetoric to-
ward favoring a “sound dollar” that would be more commensurate with
smaller US external deficits at a time when the current account deficit was
only in the neighborhood of 4 percent of GDP. He reiterated his call in con-
gressional testimony in May 2002 after the dollar had peaked. Moreover,
starting in 2003 he was outspoken on the need for a discrete appreciation
of the Chinese yuan against the dollar. Drawing on the work of his col-
leagues Morris Goldstein and Nicholas Lardy (2003), Bergsten was criti-
cal of the Bush administration’s calls only for additional flexibility in the
Chinese exchange rate regime; he advocated in public and private the
Goldstein-Lardy prescription of a two-stage process of discrete apprecia-
tion followed by a transition to a floating currency.74

Once the dollar and the US economy had turned down, the question
was why the dollar’s decline was not actively encouraged by the Bush ad-
ministration following the model of the Plaza Agreement in 1985.75 The
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answer appears to have been largely a reflection of a principled aversion
to intervention, at least on the part of the US authorities, and perhaps con-
cerns not to be associated (as ultimately had been the case in 1985–87)
with an overly rapid decline in the dollar, in particular in the wake of the
September 11 attacks.

The Europeans appear to have shared the US skepticism about the ap-
propriateness and effectiveness of foreign exchange market intervention.
It was not until the meeting of G-7 finance ministers and central bank gov-
ernors in Dubai in September 2003 that one heard even a hint of oral in-
tervention to weaken the dollar against certain currencies: “We continue to
monitor exchange markets closely and cooperate as appropriate. In this
context, we emphasize that more flexibility in exchange rates is desirable
for major countries or economic areas to promote smooth and widespread
adjustments in the international financial system, based on market mech-
anisms.” These words were aimed at China, though that country was not
mentioned by name, and some observers thought, not unreasonably, that
Japan was also being identified. The statement was not reinforced by in-
tervention operations in G-3 currencies because there was no consensus
that the dollar needed to depreciate against the euro or the yen. Quite the
reverse, with the dollar at ¥114 and €1.13 the Japanese and European au-
thorities had no appetite for the appreciation of their currencies. Moreover,
over the previous eight years, for better or for worse, a high bar had been
erected against the use of sterilized exchange market intervention to influ-
ence the international adjustment process among the major economies.76

The message from the dollar’s movements during 1999 and 2000 may
have been to worry about protectionist pressures, which were then being
actively resisted by the Clinton administration. There may have been a
bubble in the foreign exchange market as well as other markets, but the 
US authorities were apprehensive about acting to puncture those bubbles,
which at the time appeared to be linked. Moreover, the economic stimulus
from a weaker dollar would have been unwelcome. In the economic envi-
ronment of 2002 and 2003, the message appears to have been: Worry about
a bubble especially when the dollar’s strength is likely to contribute to
protectionist pressures. Oral and/or actual intervention to weaken the dol-
lar may have been the preferred policy, but it was not in the active toolkit.

Concluding Observations

The broad conclusion that I draw from reviewing these seven episodes of
exchange rate adjustments for the dollar and/or heavy US exchange mar-
ket intervention over the past 30-plus years is that exchange rates matter
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76. As noted, the heavy Japanese intervention during this period was exempted from this
presumption under the mistaken rationale that it was unsterilized.
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and did often send useful messages to US policymakers—some of them
heard, mostly with a lag, and others unheard. In the interim, the dollar’s
movements more often than not, at least through the mid-1990s, were met
by intervention in the foreign exchange markets to resist them with lim-
ited effect.

Those messages were not exclusively or primarily about the potential
for rising US protectionism, though that was the message in the mid-1980s
and more recently. Sometimes, as in the 1994–95 period, the message was
about protectionist pressures fomented by a subset of US policymakers
themselves along with some observers outside the US government.

More broadly the messages from the dollar at times involved funda-
mental economic policies, for example, with respect to inflation in the late
1970s, the fiscal/monetary policy mix in the early 1980s, and arguably get-
ting behind the curve in the adjustment process in the late 1980s—a les-
son that has not been applied in 2002–06.

At other times the message was that there was a bubble—for example in
1985, 2001, and perhaps 1994–95—though what was done about those bub-
bles did not always follow from the content of the message. Occasionally,
there was no message, as in 1991–92 in the context of the ERM crisis. In
1989–90, any message was obscured by excessive US intervention. Finally,
sometimes the message was complex—for example, not to try to prevent
exchange rate movements and external adjustment as in the Louvre flirta-
tion with reference ranges.

Thus, messages from US dollar exchange rate movements are varied and
sometimes ambiguous, but they are usually worth pondering by analysts
and policymakers. Exchange rates can convey useful information, and care-
ful attention to that information and its implications for policy—beyond
resisting movements with intervention in the foreign exchange markets—
is appropriate. From this perspective, Fred Bergsten’s substantial focus
throughout his career on exchange rates and their influence on trade policy,
external and internal adjustment, intervention policy, and macroeconomic
performance clearly has been important even if one does not embrace each
element of his analysis and prescriptions. Moreover, his concern about the
asymmetrical potential for the international adjustment process to lead to a
chronically overvalued dollar, which dates back to his earliest writings, ap-
pears to have been well founded. Fred Bergsten’s intellectual and policy
contributions on exchange rates are about more than target zones!
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