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The Nixon doctrine
Adapted from article in Investors Chronicle, 30th November, 2004.

On June 23 1972 President Richard Nixon uttered some of the wisest words ever spoken about exchange rates: "I don't give a shit about the lira."

Investors should have a similar view of the dollar, because its fall could have little effect upon the world economy.

One reason why the weak dollar has little effect on the economy is that it has little impact on export and import volumes. Among the reasons for this are:

· Pricing to market. When the dollar falls, many exporters to the US cut their dollar prices to stay competitive. And if relative prices don't change, US customers have no reason to switch to US produced goods. Import volumes therefore don't fall much - although exporters' profit margins do get hit. 

· Volatility. "The exchange rate has so little effect in part because it fluctuates so much". Firms don't change their marketing strategies in response to dollar moves simply because they often believe that such moves won't last. 

· Feedback. A fall in the dollar reduces export volumes and/or profit margins in Japan and the euro zone, which depresses output there. This in turn reduces demand for US exports. 

Questions

1 How would you evaluate the three arguments listed above?

