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} Recent Developments in the U.S. Dollar

} Three dimensions of dollar fluctuations
1. U.S. dollar and trade balance

2. U.S. dollar and net international investment 
position

3. U.S. dollar and inflation

} The International Role of the Dollar
1. How used?

2. Is it changing?
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Trade-weighted $ depreciation ~25 percent from peak, 
and then significant strengthening during the financial 

crisis.  What happens next?

2000       2001      2002      2003      2004      2005      2006      2007      2008

Index 1990q1=100

Import-

Weighted

2008Q4 

108.83

Export-

Weighted

2008Q4 

111.63



The Trade Balance: 

U.S. Exports and Imports of Goods and Services are large

S.A. billions of dollars
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The U.S. current account deficit is substantial, 

but below the 2006 peak.
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} While smaller, the US trade deficit remains high by 
historical standards.  Business cycles influence this.

Also need òexpenditure switchingó
}

For example, a U.S. dollar depreciation makes U.S. 
goods become relatively cheap in the local currency 
of the foreign markets. Foreigners switch 
expenditure toward US goods, leading to a real 
expansion of the quantities exported by the United 
States.

} U.S. imports may be less responsive to exchange 
rates. US import prices are less sensitive to 
exchange rate movements compared with prices 
abroad. òIncomplete exchange rate pass throughó



J- curve and dollar depreciation:
a) Price effect contributes to a worsening of the 
trade balance because imports become more 
expensive
b) Volume effect contributes to improving the 
current account because exports become 
cheaper from a foreign country's perspective

J- curve : in the short - run exports and imports 
volume do not change that much, so that the 
price effect dominates leading to a worsening 
of the current account following a depreciation 
of the exchange rate. 



Possible numbers? Simulation study by FRB 
economists Chris Gust and Nathan Sheets (2006). 

For every 10 percent dollar depreciation

}U.S. export volumes increase 9 percent.  

}With exports approximately 12 percent of U.S. GDP, 
this knocks 1 percent of GDP off the trade deficit .  

} In the current context, the deficit could go from 5 
to 4 percent of GDP, all else equal.

See Linda Goldberg and Eleanor Wiske Dillon  Why a Dollar Depreciation May 

Not Close the U.S. Trade Deficit Federal Reserve Bank of New York Current 

Issues in Economics and Finance June 2007, vol. 13 no. 5 

http://newyorkfed.org/research/current_issues/ci13-5.html
http://newyorkfed.org/research/current_issues/ci13-5.html


}One measure: Net international investment position
}The difference in the value between U.S. holdings of 

foreign assets and foreign holdings of U.S. assets
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} Exchange rates lead to valuation effects

ƁEven if no new borrowing occurs, the net international 

investment position may rise or fall with changes in the 

value of existing stocks of assets or liabilities. This 

valuation effect can take the form of fluctuations in 

asset prices or exchange rates.  

} The debt of the US is denominated in dollars.  Assets are 

in foreign currencies. 

}When the dollar depreciates, our creditors take a hit (they 

are paid back in a reduced value currency) and the value 

of our foreign assets is higher.

} Dollar depreciation actually improves US net position



Home non - tradable goods 

} sensitive if their production uses imported components

Home produced tradable goods

} cost sensitivity through imported inputs and if domestic 
components use imported parts components

} Other competitive pricing issues 

Imported goods

} CPI incorporates the consumption prices of these goods

} Parse out how much of the good ultimately consumed is  
imported versus reflecting domestic òdistribution servicesó 

Linda Goldberg and Jose Manuel Campa ñThe Insensitivity of the CPI 
to Exchange Rates: Distribution Margins, Imported Inputs, and Trade 

Exposureò Review of Economics and Statistics 2009 .

http://nyfedeconomists.org/goldberg/dist011108lg.pdf
http://nyfedeconomists.org/goldberg/dist011108lg.pdf
http://nyfedeconomists.org/goldberg/dist011108lg.pdf


Share imported 

components

Share of 

Distribution 

expenditures

Share in 

consumption 

basket

Home nontradable goods 0.03 0 .75

Home produced tradables 0.10 .40 .20

Imported goods --- .40 .05

} Integrated production of US industries is now large enough to 
dominate our direct consumption of imports as channel for CPI 
responsiveness. 

} Production and distribution flexibility reduce the overall extent 
of pass through.

} RULE OF THUMB:  1 % dollar depreciation might imply at least 
0.02+percentage points CPI.



Dollar plays a substantial role outside the US, as 
recently clear in dollar funding needs abroad

Main Questions:

}What are the international roles of the dollar?

}How have these been evolving?

}Do we care?

Linda Goldberg ñThe international role of the dollarò Federal Reserve 

Bank of New York 2009 .



} International role of dollar is as 

ƁStore of value and medium of exchange

ƁAn anchor currency in exchange rate regimes of 
foreign economies

ƁA primary currency used in official foreign 
exchange reserves

ƁDominant transaction currency in foreign 
exchange markets

ƁInvoicing and settling international trade

ƁCurrency for international financial transactions.



Despite advent of the euro (10 years!) and recent 
turbulence in global markets

}The dollar has retained its dominant status as an 
international currency.

}This role helps insulate the U.S. economy from 
foreign shocks, reduces transaction costs in trade 
and finance, and extends the international 
transmission of U.S. policy and shocks.

}Prominence helps to explain recent heavy dollar 
funding needs abroad.



Source: Federal Reserve Board estimates, ñseasonalò method.

2008 US$ banknotes abroad = $530 billion (est.)



1995 2000 2005 2007

1. Dollarized or currency board 9 8 7 7

2. Pegged against dollar 82 85 90 89

3. Managed float against dollar 6 8 6 8

4. Total number of countries reporting 207 207 207 207

5. Share linked to U.S. dollar (%) 47 49 50 50

6. Share of foreign GDP linked to dollar (%) 21 29 31 36

Source: Ilzetki, Reinhart and Rogoff (2008) ñThe Country Chronologies and Background Material to Exchange Rate 

Arrangements in the 21stCentury: Which Anchor Will Hold?ò and staff calculations.

Dollar - based exchange rate arrangements (number of countries)

Exchange rate regimes are difficult to categorize, with no consensus about 
best identification!  According to this grouping, dollar status maintained.



Source: Ilzetki, Reinhart and Rogoff (2008) ñThe Country Chronologies and Background Material to Exchange Rate 

Arrangements in the 21stCentury: Which Anchor Will Hold?ò and staff calculations.

A move away from U.S. dollar assets, including 
Treasuries, could be a concern if divestiture 
triggers higher U.S. funding costs. 

In the extreme, there could be a run on dollar 
assets by private investors that leads to a 
destabilizing fall in the dollar and a sharp rise in US 
interest rates.



Source: International Monetary Fund.
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Source: International Monetary Fund COFER data and  Board staff estimates. For the most part, unallocated reserves 

have been distributed pro rata across currencies based on currency shares within allocated reserves total. When this 

allocation method implies country USD holdings less than those estimated by staff to be held in the United States, staff 

estimates are used.
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Dollar shares in foreign currency reserves

(valued at constant exchange rates)
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Countries

Developing 
Countries

Total



1995 2001 2004 2007

1. U.S. dollar 83.3 90.3 88.7 86.3

2. Euro 53.7** 37.6 36.9 37.0

3. Japanese yen 24.1 22.7 20.2 16.5

4. Other industrialized country currencies* 24.2 33.9 38.6 40.5

5. Emerging market countries 8.5 16.9 15.4 19.8

6. Average daily turnover 
(in billions US$)

1,150 1,420 1,970 3,210

Turnover in traditional foreign exchange markets (percent)

Source: BIS Triennial Central Bank Survey.  Note: Currency shares add up to 200 percent in each column since each transaction involves 

two currencies.

*Pound sterling, Swiss franc, Australian dollar, Canadian dollar, Swedish krona, Norwegian krone, New Zealand dollar, and Danish krone.

**Legacies include the Deutsche mark, French franc, Netherlands guilder, and European Currency Unit



Source: Goldberg and Tille (2008), Journal of International Economics, updated.  Observations cover various years, 

ranging from 2000 to 2007.



Source: ECB estimates using Thomson Financial data.

*Sold outside issuing country, excludes debt in issuerôs own currency.


