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Outline

• Interpreting Reagan, 1979-87
• Interpreting Trump, 2017-19
• Interpreting Clinton, 1993-2000
• The Trade War, 2017-19
• Global imbalances & the dollar
• Fixed exchange rates in the short run
• Fixed exchange rates in the medium run



Interpreting Reagan, 1979-87



Interpreting 1979-87:
Tax Cut+Tight Money
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Interpreting 1979-87:
Fed Targets Money Supply



Interpreting 1979-1987:
Interest Rate Rise & Dollar
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Interpreting 1979-87:
Dollar and Trade Deficit
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Interpreting Trump, 2016-19



Impact of Tax Cut & Jobs Act on cyclically adjusted budget balance



Tax and Spending Changes

Projected endogenous impact of Tax Cut & Jobs Act on budget balance



Fiscal Policy Estimated Impact on 
Current Account

Struyven, US Daily: Twin Deficits, Goldman Sachs 13 March 2018



CBO, Budget and Economic Outlook (April 2018)



CBO, Budget and Economic Outlook (April 2018)



Interpreting 2016-19:
Tax Cut+Taylor Rule
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Interpreting 2016-19:
Fed Targets Interest Rate Using 

Taylor Rule

LM’

Y”

ΔT < 0



Interpreting 2016-19:
Interest Rate Rise & Dollar
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Interpreting 2016-19:
Dollar and Trade Deficit
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Interpreting Clinton, 
1992-2000



Interpreting 1992-2000
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Interpreting 1992-2000
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Interpreting 1992-2000:
Fed Targets Interest Rate Using 

Taylor Rule
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The Trade War, 2017-19



TheTrade War
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The Trade War
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Global Imbalances 
and the Dollar



Global Imbalances
IMF, World Economic 
Outlook, October 2020



Global Imbalances & the Dollar
• Why has the US consistently run a bigger 

trade deficit?
• Private saving less than investment (and

budget deficit)
• Saving low because it borrows at low 

interest rates
• Which in turn is because foreigners 

(including foreign central banks) desire US 
assets (denominated in US dollars)

• “Exorbitant privilege”



Dollar as Reserve Currency

Source: Ito and McCauley (2020).
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Are Global Imbalances a Problem?
• So far, this is like a free lunch to the US
• Although it tends to make the US dollar

stronger than it otherwise would be
• Which means a smaller tradables

(manufacturing) sector
• Makes US vulnerable to surging financial 

inflows
• Which leads to credit booms/busts like

2007-09
• Also increasing indebtedness



CA & Net Int’l Investment Position



Fixed Exchange Rates 
in the Short Run



Fixed Exchange Rates

• Alternative to floating exchange rates
• (In reality, most countries are in-between

fixed and floating)
• HK is fixed to US, pre-1999 European 

Monetary System pegged (effectively) to 
DeutscheMark

• Fixed eliminated uncertainty, day-to-day
risk of converting currencies, hence pricing

• But fixed eliminates monetary autonomy



Fixed Exchange Rates
Figure 20-5  The Effects of a Fiscal Expansion under Fixed Exchange 
Rates



Focus: German Reunification, 
Interest Rates, and the EMS

Table 1  German Reunification, Interest Rates, and Output Growth: 
Germany, France, and Belgium, 1990–1992



Fixed Exchange Rates 
in the Medium Run



Fixed Exchange Rates

• Removes the “shock absorber” of flexible 
exchange rates

• This means adjustment has to take place 
through price, wage changes

• Since these are “sticky”, adjustment could
be slow



The Medium Run



The Medium Run
Figure 21-1  Aggregate Demand and Aggregate Supply 
in an Open Economy under Fixed Exchange Rates



The Medium Run
Figure 21-2  Adjustment under Fixed Exchange Rates



The Medium Run
Figure 21-3  Adjustment with a Devaluation



Hard Fix/Currency Union

Eurozone
crisis



Hard Fix/Currency Union

Eurozone
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