Would Lower Federal Deficits
Increase U.S. Farm Exports?

Michael T. Belongia and Courtenay C. Stone

ANY farm policy experts believe that US. agri-
cultural exports would be increased significantly if
federal budget deficits were reduced. One such ex-
pert, for example, has commented that "a more nearly
balanced federal budget probably would do as much
as anvthing to improve our agricultural export perfor-
mance.”t Other analysts also have predicted that the
farm outlook will remain bleak until this nation de-
velops “a credible plan to reduce the enormous Fed-
eral budget deficits.”” This view 1s so pervasive that it
might now be considered the conventional wisdom
on the subject”

If this view is valid, it has important implications for
domestic farm policy legislation, including the pend-
ing farm bill? If federal budget deficits have seriously
reduced farm exports and, consequently, real farm
income, then legislators should focus primarilv on
reducing the deficit 1o revive farm exports and income;
in this case, current commaodity programs may need
little fundanental change once the deficit has been
reduced. If budget deficits have not contributed mate-
riallv to the decline in farm exports, however, then
focusing attention on deficit reduction measures may
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'Schuh (1984), p. 246.
2Duncan and Drabensiott (1985).

30f course, this view is not confined solely 1o farm policy experts. it is

heid by a large number, perhaps even the vast majority, of policy
analysts. For similar statements about the effect of deficits on
exports, see Clark (1985), Downs (1985), Kraft {1985) and
Modigiiani {1985).

“The omnibus farm legisiation currently in effect is a four-year bill that
was passed in 1881. Congress is now debating the issues encom-
passed by a new four-year hill, renewal of existing legisiation, or
returning o the “permanent” legislation of the 1930s and 1940s that
covers most major commodities.

divert attentlon from more fundamental changes that
might be required in farm commodity programs. The
purpose of this article is to describe the theoretical
links between federal budget deficits and US. farm
exports and to examnine the empirical evidence on
these links,

singled out as a strong, perhaps the primarv, suspect
in attempts to explain why farm exports have declined
so sharply in recent vears. A prima facie case can be
made for the deficit explanation by simply looking at
the recent relationship between exports and the defi-
cit; this comparison is shown in chart 1 for semi-
annual data since 1973,

if we look only at the past four vears, we see that
nominal farm exports declined from 1981 through
1983, rose marginally last vear, and have fallen again
through early 1985. During this same period, federal
deficits, as measured by the national income ac-
counts, skvrocketed, rising from $64 billion in 1981 to
$176 billion in 1984. The association between 1ising
deficits and falling exports appears to be cbvious.

Yet, when the entire period is examined, this con-
clusion is not so obvious. Deficits were rising and
falling from 1973 iwhen it was onlv $6 billiory to 1981,
This period was one of generally rising farm exports,
Thus, the view that rising deficits adversely affect
exports is one that seems to be based primarily on
evidence from the most recent period. Such a narrow
tocus necessarily raises questions about the generality
of the presumed relationship and the likely effect of
policies designed to exploit the relationship.

To get a better perspective on the relationship he-
tween deficits and farm exports, we must focus on the
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Chart 1
Deficit and Farm Exports
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theoretical relationships that tie them together and  adjusted for expected inflationi: specifically, highe
the empirical support for these underlving theories. deficits must raise real interest rates and lower deficit
must reduce them. Second, real interest rates mustb
refated systematically to the real foreign exchang
vaiue of the doHar (the dolar's value atter adjusting fc
differences in intlation between the United States an
foreign countriesy; higher real rates must raise th
doliar’s real value and lower real rates must recduce it
Third, the real foreign exchange value of the dolle
must be related systematically to real agricultural ex
ports tagricultural export receipts adjusted for move
ments in the general price leveli; higher real exchang
rates must reduce real farm exports and lower ex
change rates must increase them. The conclusion the

The conventional view of the links hetween deficits
and farm exports is shown in figure 1. In this frame-
work, the problems of reduced exports, expanded
imports and political measures promoting protection
for domestic industries can be traced backward, step-
by-step, to their source: large, persistent federal
budget deficits, An examination of figure 1 shows that
there are at least three keyv econoniic relationships
that must exist for this conventional view to be valid.

More correctly, the second link refers to the impact of higher re

First, other things um:ha.mgﬂ(,i, deficits must be re- interest ratas in the United States vis-a-vis those in cther countrie
lated svstematically to real interest rates {interes? rates This is explained later in this article.
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Figure 1

A Schematic View of The Theoretical
Linkages Between Deficits and Farm Exports
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SOURGE: Dobson (1884), p. 49,

lower federal deficits will increase farm exports by
reducing real rates of interest and, thus, the real for-
eign exchange rate of the dollar, relies on the validity
of these links. We analvze these links in turn in the
following sections.

One basic problem with tiving to discern the rela-
tionship between deficits and interest rates is that the
measures we observe must be “adjusted.” both to
eliminate potentially confounding influences and to
focus the analvsis on those measures that are empha-
sized by the underlving economic theorv. The deficit
measure can be adjusted in a variety of wavs. Three
commanly used procedures are: (1) to adjust for the
impact of inflation by using a real deficil measure; (2]
to adjust for the size of the economy by dividing the
deficit by some measure of spending or saving: and (3}
ta remove the business cvele influences on the deficil.

Interest rates also must be adjusted appropriatelv if
we are 1o capture the deficit's influence on them.
Market interest rates — the ones that we see quoted

every day - can be thought of as the sum of two basic
components: the expected inflation rate and the ex-
pected {or ex ante! real rate of interest’ Changes in the
deficit per se should have no effect on the expected
rate of inflation unless the Federal Reserve is expected
to monetize the deficit ithat is, inerease its purchases
of government bonds!.” Since changes in the expected
rate of inflation, however, cause nominal interest rates
to change and obscure the impact of changes in the
deficit, we must remove the influence of changes in
inflation expectations; we must focus on the deficit's
impact on the expected real rate of interest.

The view that larger deficits increase the expected
real rate of interest is based on the validity of the
“interest-rate crowding out” phenomenon. interest-
rate crowding out is demonstrated graphically in

sk-or discussions of the differences between nominal and real interest

rates and between ex ante and ex post interest rate measures, see
Santoni and Stone (19814, 1981b and 1982); for an analysis of the
problems associated with atlempts to measure real interest rates,
see Brown and Santoni (1981).

"For evidence that larger deficits per se are not associated with faster
inflation, see Protopapadakis and Siegel {1984) and Weintraub
(1981).
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figure 2, which depicts the demand for and supply of
real resources allocated through credit markets. The
demand curve, labeled D, is the demand for resources
by would-be borrowers: consumers, private firms and,
of course, the government. The supplv curve, labeled
§, represents the amount of current saving that would-
be lenders (savers) are willing to provide. The price
that influences these borrowing and lending decisions
separately, and that is determined jointly by the inter-
actions of all borrowers and lenders, is the real rate of
interest.

Using figure 2, it is easy to show how a larger deficit
could increase the real rate of interest. if all other
things remain the same, a larger defici! increases the
demand in the credit market to D' and results in a
higher price of credit as the real rate of interest rises to
r.. The additional resources that the government ob-
tains come partly from additional saving {for example,
people reduce their consumption) and partly from
reductions in non-government borrowing (for exam-
ple. private investment declines). The larger deficit
and the resulting higher real interest rate have thus
crowded out, or reduced, private sector consumption
and investment.

Of course, the extent to which the real rate of inter-
est actually increases under the conventional view
depends on the specific slopes of the demand and
supplv curves: the flatter are the demand and supply
curves, the smaller the rise in the real rate of interest.

Interest-rate crowding out, as depicted in figure 2, js
predicated on the view that increases in the deficit per
se have little effect on the supply of or the demand for
credit bv consumers and private firms. Instead, con-
sumers and private firms respond by moving along
their unchanged demand and supply curves in re-
sponse to changes in the real rate of interest produced
bv the increased government deficit.

An alternative view of how people respond to
changes in government deficits suggests that the real
rate of interest is essentially unaffected hy government
deficits * This view states that people see deficits as

3This view has been popuiarized by Barro (1874) and Seater {1982),

among others. For a recent discussion of the conventional and
alternative theoretical relationships between deficits and interest
rates, see Rasche (1985) and Tatom {1985); for recent evidence
supporting this alternative view, see Kormendi {1983) and Protopa-
padakis and Siegel {1984).
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Figure 2
Comparison of Deficit’s Impact on Interest Rates
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implied taxes that eventually must be imposed ot
their future incomes to repay the larger governmen
obligations. Thus, larger deficits todav are equate
with larger future taxes and reduced future after-ta
incomes. As a result, an increase in the deficit reduce
people’s permanent incomes; this, in turn, reduce
the private land, thus, the total) demand for credit (1
D1, while increasing private saving and, thus, the sup
ply of credit (to §1. As shown in figure 2, although defi
cits crowd out private investment and consumption
thev have no appreciable impact on the real rate o
interest, which remains unchanged at r,. Th
crowding-out is direct; it does not take place througl
increased real interest rales,

The conventional view suggests that. other thing
the same, larger deficits are associated with highe
expecied real interest rates; the alternative view sug
gests that thev are not,

Chart 2 displays the behavior of one adjusted defici
measure and one measure of the expected real inter
est rate that, according to conventional theory, is in
fluenced bv federal deficits. The deficit measure uset
is the real cvelically adjusted deficit divided by poten
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Chart 2

Deficit and Ex Ante Real Interest Rate
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tial real gross national product IGNPL The expected
real interest rate measure is obtained by subtracting
six-month inflation forecasts from six-month interest

rates at the time the inflation forecasts were made."”

An examination of chart 2 provides some evidence
that the real interest rate does not respond to changes
in the federal deficit in the way that is generally ex-
pected. For example, average ex ante real interest rates
were much higher in 1973-74 than they were in 1975-
77, even though the federal deficit measure was about

sFor discussion of the rationale and use of gyclically adjusted deficit
measures, see Tatom {1984); for discussion of the impact of recent
recessions on deficits, see Malabre (1985).

wThe ex anfe real interest rate series was constructed by the following
method: six-month-ahead inflation forecasis for the consumer price
index (CPl} were derived from the Livingston survey daia. These
expected inflation figures were then subtracted from the quarterly
averages for the six-month Treasury bili rate for the quarters in
which the surveys were faken. For more details on this method, see
Hoiland (1984).

twice as high in the later vears than it was in the earlier
vears. Similarly, the expected real rate rose spectacu-
larly from early 1980 to earlv 1982 when the deficit
measure was virtuallv unchanged: since then, the real
rate has declined considerably, vet the deficit has
chimbed substantiallv.

Chart 3 summarizes the relationship between the
deficit and the real interest rate in an alternative fash-
ion. it is a scatter-diagram of the assoctated changes in
the deficit and ex ante real interest rate measures. If
increases ldecreases! in the deficit generally were as-
socialed with increases (decreases) in real interest
rates, then the vast majority of the associated pairs of
deficit-interest rate changes would be in the first {1)
and third (1H guadrants of the chart. As a perusal of
chart 3 indicates, however, the points are scaltered
fairly randomly with halt of them in the "wrong' parts
of the chart.

The solid line, labeled B, is the regression line

9
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Changes in Deficit and Ex Ante Real Interest Rate
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showing the estimated linear relationship between
changes in the deficit measure and changes in the
expected real rate of interest. The conventional theory
suggests that the line should slope upward from left to
right in chart 3; in fact, it does not. The slope, however,
is not statisticallv significant. Thus, a simple analvsis
suggests that changes in the deficit have no significant
effect on movements in the real rate of interest,

Charts 2 and 3 are not intended to demonstrate that
deficits have no effects on real interest rates: thev do
show that there is no easily discernible relationship
between them. Because a host of other influences
could have confounding effects on such a simple

10

comparison, more detailed econometric analysis is
required to decipher the impact of deficits on interest

rates,

Unfortunatelv, such analvses generallv have noi
beeny able to isolate the effects of deficits on real
interest rates or draw any firm conclusions. Table 1
which contains a summary of such studies. shows
evidence that is highlv ambiguous " While some stud-
ies found positive Impacts of deficits on interest rates
other studies found mixed or even negative eifects
while the effects were statisticallv significant in some
studies, thev were insignificant in others. Anothes
summary of such studies reported similar findings.”

*See Congress (1984}, p. 160
1S, Department of the Treasury (1984).
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Thus, it appears that econometric studies provide
only weak evidence to suppoit the view that federal
deficits have a significant influence on interest rates ™

Most farm commaodities traded in international
markets are priced in U.S. dollars regardless of where
they are produced. Conseqguently, a set of events that
raised the value of the dollar in terms of Brazilian
cruzeiros, for example, would make Brazilian sov-
beans less expensive than U5, soybeans. Nations thalt
import sovbeans could use their dollars to purchase
cruzeiros and, hence, purchase Brazilian sovbeans
more cheaply than before. Because of this relation-
ship, changes in farm exports are linked to changes in
the value of the dollar,

While we typically think of the value of the dollar vis-
a-vis one or another specific countrv's curreney — for
example, the Japanese ven, the French franc or the
Wesl German mark — such bilateral exchange rates hy
themselves, do not provide a clear picture of what is
happening to the overall value of the dollar in foreign
exchange markets. Instead, an index of the dollar's
value often is used to incorporate information about
the movement of the dollar relative to other major
currenecies. One index, called the trade-weighted ex-
change rate of the 1.5, doliar, enables us o determine
what is happening to the dollar's value relative to the
currencies of our major trading partners.”

The foreign exchange value of the doilar is the
refative price of the U.S. dollar in terms of other na-
tions' currencies. The actual value of the dollar at anv
time is determined by the factors that undevlie the
demand for and supply of dollars in foreign exchange
markets.

There currentlv is some controversy over which
factors determine exchange rates and the relative in-
fluences thev have on exchange rale movements at

“For a detailed discussion of the major problems associated with
empirical estimation of the deficit's impact on interest rates, see
Cangress {1985a), pp. 77-84.

“The trade-weighted exchange rate used in this study is the Federal
Reserve Beard index (March 1973 =100} of the weighted-average
exchange value of the U.S. dollar against the currencies of other G-
10 countries plus Switzerland. Weights are the 1972-78 average
total trade shares of each of the 10 countries.
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any particular moment.” There is, however, a fairly
general analvtical framework that suggests four tac-
tors as the main influences on the behavior of ex-
change rates: 111 differences in inflation rates between
countries; (21 differences in real interest rates between
countries: (3t differences in real economic conditions
that influence trade patterns: and 14 differences in
political and other risks associated with investment in
specific countries.” We focus on the effects of changes
in the first two factors on exchange rate movements.
Unfortunately, changes in the remaining two factors
can make it difficidt to decipher the actual impacts of
changes in inflation and real interest rate ditferentials
on the exchange rate at anyv given moment,

%

Jifferences in Inflafion Across Nations

Theoretical considerations suggest that changes in
bilateral and trade-weighted foreign exchange values
of the dollar are inversely related to differences be-
tween U5, and foreign intlation rates. If this inflation
differential {U.S. minus foreigni is positive, the value of
the dollar will decline over time: if the inflation differ-
ential is negative, the dollar’s foreign exchange value
will rise.

This relationship, called purchasing power parity, is
based on the notion that similar goods traded in world
markets must command similar prices, regardless of
where thev are bought and sold. For example. if a
bushel of corn costs 31.50 in the United States and £3
in the United Kingdom, an exchange rate of £2 per
dollar would “equalize” the price of LS. and UK. corn
to all purchasers. finflation in the United Staies drove
the price of corn to $3 per bushel, then, other things
the same, the exchange rate would have to fall to £1
per dollar to bring the price of US. corn back in line
with UK. corn in world markets.

Of course, if changes in the value of the dollar were
simply the result of changes in these inflation differen-

*For example, one analyst has noted that “there is no consensus on
how exchange rates are determined. The interpretations vary widely
among the various theories, ranging from the traditionat approach ol
trade-oriented demand and supply factors, to the modern approach
of asset-marke! mechanism and expectations. The analysis of cur-
rency determination is complicated by the interdependence of the
exchange rates, monetary and other economic policies, and factors
affecting economic and financial performance.” Poniachek (1983},
p. 2.3.3.

“This discussion is based on the framework developed in Isard
{1880).
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tials, exchange rate movements would be neutral with
respect to trade patterns. Indeed, other things un-
changed, exchange rate movements consistent with
purchasing power parity will preserve current trade
patterns.

Exchange rates are affected by other factors, how-
ever, so that their movements are not consistent solely
with purchasing power parity conditions. If exchange
rates rise more tor fall lessi than inflation differentials
warranl, prices of U.S. goods will rise relative to similar
goods sold bv other countries; if exchange rates rise
less f(or fall more! than inflation differentials warrant,
prices of .S, goods will fall relative to foreign-
produced goods.

This discussion suggests that, if we want to assess
the effect of exchange rate movements on exports in
general, and farm products in particular, we should
look at the movement in exchange rates after adjusting
for the effects of inflation differentials. One such ex-
change rate measure is called the real trade-weighted
exchange rate for the US, dolar.”

Theoretical considerations suggest that changes in
the real trade-weighted exchange rate should be posi-
tivelv related to changes in the real interest rate difter-
ential (LS. minus foreigni. [f U.S. real interest rates rise
relative to foreign real rates, other things the same, the
real trade-weighted value of the dolar should rise: if
U.S. real interest rates fall relative to foretgn real rates,
the real trade-weighted value of the dollar should
decline. The presumption is thal a positive real rate
differential will attract foreign capital, while a negative
differential will make investment abroad more attrac-

tive. Thus, changes in the real rate differential should
ause simiar changes in the real trade-weighted ex-
change rate.

Chart 4 shows what has happened to the real trade-
weighted exchange rate and one measure of the ex-

"The real trade-weighted exchange rate is the nominal irade-
weighted exchange rate described earlier (see footnote 14} divided
by the ratic of the U.S. consumer price index {CP to the foreign,
trade-weighted CPI, each indexed 10 March 1973.
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pected real interest rate differential (U8 minus foreign
expected real interest rates! from 1973 to the present.™
These data suggest that the link between the real
interest rate and the real exchange rate is not espe-
cially reliable. For example, average real intorest rate
differentials were approximatelv the same in the 1975~
78 and 1982-85 periods, vel the real exchange rate was
falling in the former period and rising in the latter one.

Chart 5 shows a somewhat different wayv of looking
at the relationship between movements in the real
interest differential and movements in the real ex-
change rate. Ht is a scatter-diagram of changes in the
real interest rate differential and the associated per-
cent changes in the real exchange rate. Other things
unchanged, economic theorv predicts that the points
should ke predominantly in the first i1} and third (11
gquadrants; posilive (negativel changes in the real in-
terest rate differential should be assoeciated with posi-
tive Inegativel percent changes in the real exchange
rate. This is not the case: the data points lie mainly in
gquadrants H and V.

The line labeled R, is the regression line relating the
percent changes in the real trade-weighted exchange
rate associated with the changes in the expected real
interest rate differential. It should slope upward from
left to right! instead, it slopes downward, suggesting
that an increase {(decrease! in the real interest rate
differential is associated with a decrease (increasel in
the real exchange rate. This estimated inverse rela-
tionship, however, is not a statistically signiticant one;
that is. the claim that there is no simple linear relalion-
ship between these variables cannot be rejected at
standard statistical significance levels. This puzzling
result again suggests that deciphering the eftect of
changes in real interest rate differentials on exchange
rate movements requires detailed and careful econo-
metric analvsis.

Empirical studies of real exchange rates and real
interest differentials offer a somewhat qualified view of
their relationship. For example, one recent investiga-
tion of the issue found a small statisticallv significant
lagged response of the real exchange rate to the real

wThe ex ante real interest rate differential is obtained from the U.S.
three- and four-month money market interest rate minus the trade-
weighted average three- and four-month money market rates for six
industriafized countries adjusted by corresponding Organization for
Economic Coocperation and Development (OECD) inflation
forecasts.
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Real Trade-weighted Exchange Rate and Real Interest
Rate Differential
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interest rate differential ¥ Specificallv, the studyv fow
that a 10-basis-point change in the U.S. minus forei
real interest differential would cause, after two qua
ters, a 0.23 percent rise in the real value of the dollar.
This study also found no independent effect of deficits
on the real exchange rate.® In general, it appears that
we know verv little about the extent to which real

RS
e

interest rate differentials actually attect real exchange
rates.

Farmers and legislators would like to increase th
real value of U8, farm exports. Would lower exchang
rates resull in a significant increase in real farn
exports?

We discussed earlier how exports could be affectec
bv changes in the exchange rate. Purchasing powe

#Batten and Belongia (forthcorming 19886).

#»The estimated coefficients from this type of statistical study are

paritv conditions suggest that movements in ex
strictly valid only for small changes in variables. Therefore, the
example presented should not be expanded to conjecture, for

change rates should exactlv offset changes in the pric
of the same commodity in different countries follow
ing some adjustiment period. For example, the price o
axample, thal a 100-basis-point change in the interest differential corn shotld be the same across countries after adjust
would cause a 2.3 percent change in the dollar's real value. ments are made for exchange rate differences ang
» Similar resuits were found by Bisignano {1985). costs of transportation.
14
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Chart 5
Growth of Real Trade-weighted Exchange Rate and Change
in Real Interest Rate Differential
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There is substantial evidence, however, that pur-
chasing power parity does not necessarily hold in the
short-run and that a considerable period of time,
perhaps as long as Hve to 10 vears, may be required
hefore it finally is reached. if this is the case, deviations

from purchasing power paritv, characterized by
changes in the real exchange rate, may have persistent
and significant effects on real farm exports.

Chart 6 displavs the behavier of the real exchange
rate and real farm exports since 1973, Depending

upon the specific vears chosen, a perusal of the chart
vields both confinming and contradictory evidence for
the presumed inverse relationship between move-
ments in the exchange rate and farm exports. For
example, exchange rates and farm exports moved in
opposite directions {rom 1976 to the first half of 1979,
in 1982, and from the second half of 1984 to the first
half of 1985, However, exchange rates and farm exports
moved generallv in the same divection from 1973 to
the first hall of 1976 and from 1979 to 1980; moreover,
farm exports remained virtually unchanged from 1980
to the first half of 1982, and from the second half of
1982 through 1984, two periods when exchange rates
were rising dramaticallv.
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Chart &

Real Trade-weighted Exchange Rate and Real Farm Exports
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Chart 7 displavs a scatter-diagram of changes in the
real exchange rate and assaociated changes in real farm
exports since 1973. Other things unchanged, eco-
nomic theory predicts that the points should lie pre-
dominantiv in the second (b and fourth Vi quad-
rants; positive (negativel changes in the real exchange
rate should be associated with negative (positive)
changes in real farm exports. This, however, is not the
case: the data points are randomly scattered through-
out the four quadrants and nearly half of them lie in
the wrong ones.

The line labeled R, is the regression line relating the
percent changes in real farm exports associated with
the percent changes in the real exchange rate. It
should slope downward from left to right and it does,
The negative slope, however. is not statistically signifi-
cant. Thus, the possibilitv that there is no contempo-
raneous relationship between changes in the ex-
chiange rate and farm exports cannot be rejected.

16
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Empirtcal studies have shown that changes in the
real exchange rate do atfect imports and exports over a
considerable time period. When these longer-run ef-
fects are taken into account, movements in the real
exchange rate have the expected effects on imports
and exports. A summary of selected studies examining
the long-run impact of changes in the real exchange
rate on the demand for U.S. merchandise exports and
imports is shown in table 27 Merchandise exports
consist of all products, including farm products, ex-
ported to the rest of the world; the “long-run price
elasticity of export demand is the total percentage
change in export volume in response to a sustained 1
percent change in the relative price of U.S. exports to

#Gee Congress (1985b}, p. 49.
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Chart 7

Growth of Real Trade-weighted Exchange Rate and

Real Farm Exports
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foreigners, after it has had time to adjust fullv.”* The
elasticities are all negative as expected. Although the
estimated elasticities range from —03 to —2.3, the
more recent anes run close to — 1. indicating that a 1
percent drop in the real exchange rate will, after suf-
ficient time passes, induce a 1 percent rise in total
merchandise exports.

Two recent studies focused specifically on the effect
of changes in the exchange rate on agricultural ex-
ports** After estimating a simple quarterly reduced-
form equation for the real value of farm exports, they
finet that a 1 percent fall in the real value of the dollar

=3ge Congress (1985b), p. 48.
»RBatien and Beiongia (1984, forthcoming 1986).

will increase the real value of farm exports by 0.7
percent within one and one-quarter vears.” Thus,
unlike the previous two links, the third link in the
chain running from deficits to farm exports has both
theoretical and empirical support.

B 8
[NCE L 5

There is a widelv shared view that federal deficits
have contributed significantly to higher nominal and
real interest rates in the United States. Moreover, 1t is
commonly believed that these higher rates have con-
tributed significantly to the rising foreign exchange

=Batten and Belongia {forthcoming 1988},
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value of the dollar. Thus, it frequently is argued that
our natien’s exporting sectors, producers of farm
commuodities in particular, will continue to suffer until
federal deficits are reduced and U5, interest rates are
brought down.

In this article, we examined three vital links in the
comrverntional argument that ties the deficit to farm
exports. With respect to the first link, we noted that
there is considerable theoretical controversv over
whether larger deficits actuallv cause real interest
rates to inerease. We found litile empirical evidence to
support this view.

Second, we noted that, even # lower deficits did
result in lower 1.8, real interest rates, they would not
necessarily have a salutarv impact on the real ex-
change rate. Apparentlv, other influences on the real
exchange rate have offset the effect, if any, of changes
in real interest rate differentials in recent vears.
Among these other factors mav be "the strong perfor-
mance of the U5, economy, confidence in the strength
and stability of the political svstem in the United
States, capital flight from deblor countries, [and] a
substantial shift in the external position of American
hanks.”* The important point is that there is little

®Pshl (1985). Similar comments have been made by a wide variety of
commentators: e.g., "At various times, other faclors, which are
difficult to measure, have also influenced the dollar ... The reversal
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empirical evidence to show that changes in the real
interest rate differential have had a signiticant impact
on movements in the real exchange rate during the
past 13 vears.

Finallv, we showed that, although US. farm exports
are inversely related to the real exchange value of the
dollar, the demand relationship is inelastic and ex-
change rate movements have their full effect onlv over
a considerable time period. However, even though
lower exchange rales would, over lime, increase US.
farm exports, the failure of the frst two links to be
supported suggests that we cannot necessarily expect
that lower deficits will result in a lower value of the
dollar in {foreign exchange markets.”

None of the discussion above should be taken as
evidence that deficits per se are either good or harm-
less. Nor does it prove that larger deficits have had no
adverse effect on real interest rates, on the foreign
exchange value of the dollar or on farm exports. Unfor-
tunatelv, at the present time, there continues to be

in the dollar's foriunes since late 1980 may [be] related {o (i) the
election of a new administration commitied o a more conservative
approach 1o financial policies; and (i) the increased risks associated
withs other currencies.” Atkinson et al. (1985}, pp. 37 and 39.

“See Poole {1985) for a discussion of why lower budget deficits might
he expected to raise the value of the dollar.
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considerable uncertainty aboul the effects that larger
deficits actuallv have had on these kev economic
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