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ABSTRACT

We show that the when one takes into account the global equilibrium ramifications of an unwinding

of the US current account deficit, currently estimated at 5.4% of GDP, the potential collapse of the

dollar becomes considerably larger--more than 50% larger--than our previous estimates (Obstfeld

and Rogoff 2000a). That global capital markets may have deepened (as emphasized by US Federal

Reserve Chairman Alan Greenspan) does not affect significantly the extent of dollar decline in the

wake of global current account adjustment. Rather, the dollar adjustment to global current account

rebalancing depends more centrally on the level of goods-market integration. Whereas the dollar's

decline may be benign as in the 1980s, we argue that the current conjuncture more closely parallels

the early 1970s, when the Bretton Woods system collapsed. Finally, we use our model to dispel some

common misconceptions about what kinds of shifts are needed to help close the US current account

imbalance. Faster growth abroad helps only if it is relatively concentrated in nontradable goods;

faster productivity growth in foreign tradable goods is more likely to exacerbate the US adjustment

problem.
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Table 1: Effect of Return to CA  Balance, Outputs Constant

Value of 2 Value of  0 Fall in Terms of Trade Real Currency Depreciation

2 = 1 0 = 2 7.1 percent 33.6 percent

2 = 1 0 = 3 3.9 percent 25.4 percent

2 = 2 0 = 2 7.1 percent 19.8 percent

2 = 2 0 = 3 3.9 percent 14.7 percent

Table 2: Effect of Return to CA  Balance, 20 Percent Rise in Home Tradables Output

Value of 2 Value of  0 Fall in Terms of Trade Real Currency Depreciation

2 = 1 0 = 2 14.6 percent 25.5 percent

2 = 1 0 = 3 8.7 percent 15.2 percent

2 = 2 0 = 2 14.6 percent 16.7 percent

2 = 2 0 = 3 8.7 percent 9.8 percent



Table 3: Effect of Return to CA  Balance, Allowing Exchange Rate to Revalue NFA

Value of 2 Value of  0 Fall in Terms of Trade Real Currency Depreciation

2 = 1 0 = 2 6.0 percent 28.4 percent

2 = 1 0 = 3 3.4 percent 22.1 percent

2 = 2 0 = 2 6.4 percent 18.0 percent

2 = 2 0 = 3 3.6 percent 13.6 percent

Table 4: Effect of Return to CA  Balance, with Permanent Rise in Military Spending

Value of 2 Value of  0 Fall in Terms of Trade Real Currency Depreciation

2 = 1 0 = 2 7.3 percent 36.1 percent

2 = 1 0 = 3 3.9 percent 27.8 percent

2 = 2 0 = 2  7.3 percent 21.2 percent

2 = 2 0 = 3 3.9 percent 16.0 percent



Fig. 1: U.S Current Account: 1970-2005
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Fig 2: U.S Net International Investment
Position: 1976-2003
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U.S. Dollar Re al Ex change  Rate :  1973-2004
(Broad Inde x , Mar 73 =  100) 
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Figure 8: Anatomy of a Crash
Landing for the Dollar Revisited

Many factors could push US current
account back towards historical
norms: Euro-zone and Asian
nontraded productivity takes off, US
housing market crashes, private
saving continues to decline in Japan

Whatever the cause, suppose that
the US current account suddenly
moves into balance from the current
5.4% of GDP deficit. 

In the short run, "traded" goods
consumption in the US drops sharply.
Foreigners must raise their traded
goods consumption 1/3 as much.

Price of traded goods relative to nontraded
goods in US must, conservatively, rise in
proportion if large-scale unemployment in
the nontraded goods sector is to be
avoided. Reverse effect abroad, but about
1/3 as big.

At 23% net external
debt/GDP, US is nearing
1894 high of 26%.

Feldstein-Horioka
puzzle implies that the
large persistent US
current account deficit is
unusual.

Home bias in trade
puzzle implies that the
effective share of
nontraded goods in GDP
is very high (>75%).
Sudden fall in imports
has a strong effect on
the demand for
nontraded goods.

Requisite rise in relative
price of tradables depends
on substitution elasticities
of traded and nontraded
goods in consumption and
production. (For short run,
baseline assumes 1 for
consumption, 0 for
production.)



If all goods prices are flexible,
dollar must depreciate to maintain
overall CPI price stability and full
employment in nontradables. Traded
goods prices rise, nontraded goods
prices fall.

BUT
Exchange rate "pass-through" to
import prices is at most 50% in short
term.  To get the necessary
adjustment in internal US prices for
traded goods relative to nontraded
goods, again to maintain full
employment in nontraded sector,
exchange rate must depreciate twice
as much.

Assuming Fed allows
whatever exchange rate
adjustment is necessary
to maintain full
employment and price
stability.

Purchasing power parity
puzzle:  Pass-through of
exchange rates to import
prices is very slow,
perhaps 50% after one
year at the importer
level, less than 10% at
the consumer level.
 
Again assuming the
Fed is willing to
tolerate any exchange
rate movement to
maintain price stability.




