In Seatch of an Exchange Rate Policy
for the Dollar

In 1971, the Bretton Woods system of fixed exchange rates or
par values collapsed. No agreement could be reached on the basic
principles of an exchange rate system that would take its place. On
the one hand, many monetaty authorities hoped, and continue to hope
¢ven mote strongly today, that it will ultimately be possible to rein-
state a par value system. Other monetary authotities favored and
continue to favor floating rates without any significant management,
The preferences of stil] many others ate somewhere in between, In
these circumstances, a compromise was reached in 1975 that, with
certain important safeguards for the international community, gives
each country freedom to adopt the exchange rate arrangements of its
choice.

Tt is against this background that — in the second half of 1977
and the first quarter of 1978 —. 4 large movement occurred in the
exchange rates of some major currencies » including the world’s trading
and reserve currency: the dollar. This movement has inevitably raised
again fundamental questions ahout how the exchange rate system
should operate. And the answers arc particularly important, since
the actions taken now will influence the evolution of the exchange
rate regime in the years to come,

In what follows, therefore, I propose to examine (1) what has
happened, (2) how the working of the exchange rate regime could
be improved, and (3) what concrete measures commend themselves
for the period ahead! '

—

1 The views expressed are strictly personal ones,
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1. New Exchange Arrangements

Important as the change in thehexclfmangec ;ii;let r?::d ;2;;1;9t£i
has baen, it Bas Do Il%ﬁiirtihiatszttsr Woods s;st'em, th.ese
exchange rates for their currencies against
{ these currencies float against each other,
with the exception of the currencies belongﬁng“ to 121:3 ngzpf}?it;
Exchange Rate Arrangement, of, colloquially the “snake .

does not mean that floating has become general. On January 31,

1978, 44 cutrencies were pegged to the dollar, 14 to the French

' d 5 to sterling; 22 main-
the SDR, 6 to the D mark, an .
fr?méi 1a3 t:g toe another catrency, or to a basket of currencxe; othe;
time the pSDR TIndeed, only 24 cutrencies of the 132 members 2
t;hi:,n]r.lfvlli' wete neither key currencies, nor pegged to a key cutrency
t of them. .
o ?‘iﬂ? \Srhat really happened in 1971-73 was s1mpf11y that '1;1:;
major cur;encies, at the center of the system, started to float aga

i d change in inter-
this brought about a profoun.
o o ; nce more underlines the fact that

i nts o :
tional monetary arrangeme : act {hat
fcllse monetary regime continues to be dominated by the telationship

among these few major currencies,

major industrial ones.
countries maintained stable
each other, Today, most ©

2. New Developments in 1977-78

In 1977-78 there have been two further developments. Updt;;
the middle of 1977 the net effect of exchange rate ﬂuctua]giolns undif-
the new regime of flexibility had mainly b{;eeg t}(: countet ns; :;m:f, a

i inflation: while this avoided the emerge

tial rates of inflation; while t e € /
ftleizztclluilibria it did litile to reduce already existing exctlernalfalgaiyn
ments imball,ances.2 But in the second half of 1977 and so . .
1978, exchange rate movements occu]crlrec;l1 among th:}:l t?:znrﬁ;:yoni

: — tha

ies — the dollar, the mark and the yen - "
giﬁfiﬁ);pensation. Thus the country with a substantial d.eﬁmtf stal;zfr:
the real value of its currency depreciate, while the currencies o

surplus countries appreciated. So far, so good.

2 S C fol nstance Aﬁﬂﬁﬂl 1{@ orf 0' ibe Exe uLLve D reclors Washl gtoll.
Ctift 2z 3 £1;
ce, ance, p

Intecnational Monetary Fund, 1977, p. 30.
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What was worrying was that, once the movement had started,
the dollar seemed to have embarked on an unstoppable self-propelling
decline fed by speculative capital movements., This came about in
part because of the constant profession of indifference as to the ex-
ternal value of the dollar on the part of officials of the U.S. Treasury
during much of 1977. It is rumoted that the U.S. attitude was
finally modified only after King Khalid of Saudi Arabia had told
President Carter during a state visit that Saudi Arabia could not hold
the price of oil if the United States could not hold the price of the
dollar.

However this may be, in Januaty 1978 credit atrangements
between the monetary authorities of Germany and the United States
were put in place and activated in order to permit U. S. intervention
on the exchange market to reinforce the quite sizable interventions
of the German authorities, In March 1978, these arrangements were
increased in size. More forceful action to counter disorderly condi-
tions in exchange markets was announced, and it was pointed out
that the United States possesses reserve assets such as SDRs and a
reserve position in the Fund for this purpose. Then at the time of
writing, in April 1978, the Treasury announced a series of auctions
of U.S. gold, at first for dollars, later perhaps for marks. While the
amount involved, roughly $300 million, may be small, the psycho-
logical effect may well be large. For the action seems to confirm a
change in U.S. attitudes.

It is true that the U.S.-German Joint Statement of March 13,
1978 still speaks of the quite limited objective of “counteting dis-
ordetly market conditions”, which was first put forward as a guide-
line for exchange market action at Rambouillet in November 1975,
One purpose presumably is to make clear that the new actions are
not designed to begin a return to predetermined exchange rates, let
alone par values, Yet the statement also speaks of broad policy
coordination, in many areas, of a series of discussions devoted to
that end, and of careful review whether additional resoutces are
needed to deal with exchange market disorders. Despite the poor
teception of the statement in market circles, it none the less seems
likely that an important change in U.S. exchange rate policy is
under way, In particular, the U.S. authorities seem to acknowledge
some responsibility for the fortunes of the dollar in the world.

Indeed, we have learned that floating exchange rates do not
provide a foolproof system against destabilizing, self-propelling, spec-
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e
ulative movements, and that, left to themselvcclas,lthese may ta‘ll«:ec':)};1
justi i mic -
tified by the undetlying econo
exchange rate to levels unjus : .  cconomt con
iti tions ate raised, to whic
ditions. Thus at least two ques ch L will how
i : . what are the fundamental cau
address myself in turn: (1) w ! o
stability znd (2} what is the proper exchange ra(tie policy for t
! . K
dollar under the actual circumstances prevailing today.

4. Instability

The fundamental cause of the instability O.E the present sifstc;r:
can be quite easily identified as the use 0.£ different natlogat ce "
cencies combined with the freedom of capital movetnents fe W o
them. At any given time, for any given reason, private ;;;ari;a
institutions, multinational enterprises, 1or any ?therhprivatgeetr\lv ) gn th;;

i t the actual rate of exchange
come to the conclusion tha : nge berween e
i ies differs from the prospective rate; 1ina .
national currencies differs h ial assets
i i ith the result that the exchange
are switched accordingly, with ] s
in the expected direction. This self-fulfilling prlophecy may lead
a cumulative movement resulting in monetary dlsturbanfljé contraty
i a recent one; on ,
The phenomenon is by no means a rec contraty,
it is tens of centuries old. When gold, silver, anld coppergo:n;:;zzs
i ide i ional or city state, the same distu
lated side by side in the nationa “ stutbances
i the phenomenon by the name ol
occurred. Fconomists know  the name of S
i s Gresham, a financial a
ham’s Law, because Sit Thoma : . o
Queen Elize’lbeth I, formulated one of its consequences In a strik;?xgi
way in the year 1360. But the matter had already been aﬁa y 1e
i eccle-
by }lhe astronomer Copernicus {1498-1?5131) a;id by thg i:ln(izn cccle:
i - in the Middle Ages, an i
siast Oresmius (1323-1382) . le A 1 Aol
quity been mentioned by Ar1stophane§ in his play _I;I'he f&:f o
I note these historical antecedents to impress upon tIe re0u1d the
fundamental and persistent character of the .dlﬂicult}{l. tw 14 con
tainly be idle to hope that the problem will somehow go away
“calm down”,
our century once matkets *ca ‘ . .

Thereyare in principle three soluuonsij to the Ifrobgim.ex C(ﬁa)nge

i i i tions; {2) to have unalterable
forbid the disturbing transac ; : ' ' B¢
rates: and (3) to replace the, various currencics with a single on

H

The first solution formed paxt of the Bretton Woods system, which

3 Cf, AvLrrep MarsaLL, Morey,

Credit and Commerce, London 1923, p. 60.
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as a practical matter assumed strict and effective controls over inter-
national capital movements. It had to be dropped as effective capital
conttols and free multilateral trade proved incompatible, The second
alternative was then tried from 1961-1967, as the major industrial
countries refrained from adjusting their par values. But this approach
had also to be dropped, since external shocks affect different nations
in differing degrees, and since internal economic developments di-
verge. This is especially so for inflation rates. It was then hoped
that floating exchange rates would solve the problem by making
speculation riskier. But, while with proper management they may
teduce the frequency with which the problem arises, we saw above
that they have by no means automatically eliminated it.

A tentative exploration of the third approach, one single mone-
tary asset, was made during the years 1971-74, when an attempt
was made to arrive at -a comprehensive negotiated reform of the
international monetary system. Proposals to have only one asset, the
SDR, in which at least official reserves would be held, were seriously
considered. But the reform effort failed.# The single monetary asset
was the solution at long last adopted for their domestic financial
arrangements by the national states in the course of the 19th Century
ot shortly after Wotld War 1. It finally and completely relieved the
national monetary systems after many centuries from the disturbances
under discussion, But it is not, of course, a practical solution to our
international problems for a long time to come.

With tight capital controls, unalterable exchange rates and a
single world currency all out of the question, there is at present o
solution to the problem we are facing. For the time being we will
have to make do with patchwork, searching for remedies that will
only alleviate the problem or some of its symptoms. This means that
even under the best of circumstances, we will have to live with dis-
turbances on the exchange markets.

But the circumstances are, in fact, far from good. Monetary
policy might help to smooth markets. But in fact the national author-
ities are likely to continue to give pride of place to internal cyclical
considerations. It is open to serious doubt whether, under floating
rates, such a policy is justifiable, even from a national standpoint.
Far after the wage rate, the exchange rate is the second most impor-
tant price for most countries. Following monetary policies which

—_—

4 I have described the failure of the reform effort in the September 1976 issue
of this Review.
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drive the exchange rate to an undesirable level is thus likely to cause
greater harm to the domestic economy than any good that might
be expected from the rather limited contribution it can make toward
smoothing the cycle.

It is equally unlikely that a much needed guidance of long-term
capital flows will come about. And the world is likely to stop short
of taking adequate action to deal on a long-term basis with the dis-
rurbances caused by the surpluses of the OPEC countries.

As a result, it is to be expected that sudden emergencies will
continue to erupt, moving exchange rates to undesirable levels, and
leaving the authorities somewhat helpless given the handicaps they

have created for themselves.

4. s the Present Dollar Rate Right?

A most essential and intriguing question is, of course, whether
the recent exchange rate movements will bring about a better equi-
librium in international payments. Have they gone far enough, or
have they overshot the equilibrium level? Flave they left the dollar
undervalued, overvalued or rightly valued? It is important to re-
member that exchange rate changes make their full effect felt only
after a petiod of some three years. So let us put the question more
precisely. Suppose we had a system of reference rates — that is,
suppose we had a system whereby governments came to an agreed
view about the exchange rates that would bring about something
like payments equilibrium in the medium term, say 3 years, and
strove to guide exchange rates to the reference rates — what, in that
case, would these reference rates look like? The surprising answet
is that the actual rates among the three main currencies — the dollar,
the mark, and the yen — of early April 1978 would not differ much
from those reference rates.

Before going any further it is essential to underline the many
pitfalls that beset this field. One major reason why we do not have
a systém of reference rates is that it is almost, or pethaps even com-
pletely, impossible to estimate them with any accuracy. This is so
because we do not know what effect recent exchange rate changes
have already had on international payments, in part because the total
effects of these changes on trade is not known accurately, but most
importantly because the rate of growth in the economies concerned,
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~ as well as the size of the OPEC surplus, have a major impact on the

outcome, Mf)reover, capital movements are impossible to predict
Yet, various studies scem to point in the same direction Th.
resulFs of one such study was mentioned not long ago b Gor N
Woallich of the Federal Reserve System.” The changes Yin revaeim(')r
change rates (that is, after correction for differences in inflation r tGX-
that have taken place will in time have an appreciable effeci e'S)
reducing the U.S. current account deficit and in bringin bett:;
balance to Germany’s and Japan’s international payments ]g3ut thi
dfapends crucially on some decline in the OPEC surplusl and on ]
p%ckup of_ growth in Europe and Japan. In particular, the effect af
dn{eljgenaes between actual growth and potential grolvth are tr ?
striking. Full employment in the industrial world outside the Unijcjg
States, G_ov.'ernc.)r Wallich estimates, would bring an improvement f)f
$10-20 billion in the U.S. payments position, compared with a U, S
current account deficit in 1977 of $20 billion. Indeed, the effe;:t.
on international payments of the exchange rate moveme,nts. that y
curred and those of eliminating economic slack in Europe and J o
would be roughly of equal magnitude, ’ .
'I:he trouble is that Europe is unlikely to achieve full employ-
ment in the next few years. Given the strength of labor unionz
inflation there has resulted in a massive redistribution of income
away from profits and toward wages. This has led to low or n y
tive real profits, that is after taxes and correction for inflation Cefzu
sequently,' there is no propensity to invest, and unemplo me.nt r -
sults: Stimulating demand will not do the job; if becauj;e of tlfa:
relauc?n between costs and prices, a given factory pr,oduces at a loss
doubling the demand for its product will not lead business to con ’
truct a second loss-producing factory. It will instead lead to morst;

inflation and a further reduction in real profits, in part because_infla-
mna- ~

I @ »
E}c;n;:gl en%;;)ﬁts .alare tax‘f:cl as if they were actual profits. Besides,
fnda busm:a questions are at stake, such as worket participa-
pon § management, futu.re government regulations regard-
I n%rﬁ?tment, and the type of society the European electorate wants,
bou s ]1;1 rm%y therefocjie be the Plage to nllake an important point
oo M. eynes and the Qlassms . During the depression of the
es, the clas§1cal economists as well as the policy makers were

3 Henry C. Wa
S C. LLICH, Member, Board of Govern f
ystem, Reflections on the U.S. Balance of Payments, It:{SWOY(t)I;:lIe{:Ff:ljiiiiloglj:;]igée

IDecember 28, 1977, pp. 5-12.
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concerned about restoring appropriate relations between prices, costs,
profits, etc. They jgnored the fact that total aggregate demand fell
short of the total production potential. The result of these one-sided
policies was a failure to eliminate unemployment. During the serious
and prolonged recession of the seventies, the opposite is the case.
Attention rerains focused on the management of aggregate demand,

-~ which Keynes indeed showed to be indispensable. But now the rela-

tionships among costs, prices, profits and the effects of uncertainty
are ignored. Onesided policies once more prove incapable of elimi-
nating unemployment.

Fortunately, this fact is being increasingly recognized. Two
socialist ministers, one from a deficit and one from a surplus countty,
are among them, The following remarle by Prime Minister Callaghan
of Great Britain has attracted wide attention: “We used to think
that you could just spend your way out of a recession and increase
employment by cutting taxes and boosting government spending.
I tell you in all candour that that option no Jonger exists.” ¢ A similar
remarlc was made at the 1977 Annual Fund Meecting by Mr, Duisen-
betg, then Minister of Finance of the Netherlands, The difficulty, as
noted, is that the restoration of profit margins and of pencral incen-
tives to invest runs counter to some basic desires for greater equality
of power and wealth.

Apart from that there is the danger of Communist political
successes, especially in Ttaly. While the voters may think differently,
business management is likely to agree with former Secretary Kis-
singer’s analysis that what the present Furo-communists say is in
essence identical to what their predecessors said before taking over,
say, Czechoslovakia and Hungary. This situation is not likely to
promote investment and thus reduce unemployment.

With the prospect of sluggish growth in Furope, and with
Japan staying below its growth potential and continuing through
various methods and traditional habits to avoid significant imports
of manufactured goods, refined econometric analysis — for what it
is worth — would have one conclude that exchange rates, rather
than having overshot their target, may not yet have moved quite
far enough. Instead, medium-term equilibrium might be served by
a further modest decline in the dollar rate from its early April levels.
Moreover, even with full employment overseas, the reference rates

6 Speech at the Labour Party Congress of 1976.
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5 L .
‘1V9 é.l(l)d nproc.luce something like equilibrium only toward the end of
3 ft 1;11 1971;8, S0 thaF a financing problem remains in any case
oasd u zlv at about the intuitive feeling that the dollar is already;
eXChy undervalued at present exchange rates? The point is that
xe 31;1g§mrates dare not determined by general price levels, but by
b
the vol trzdan %)glcerf tillose goods that actually move in inter
ade. e United States’ imports of i i ,
much higher percenta i ot e OfL are &
ge of its trade than for most other i i
much of . other industrial
tivl;ntirxes. He‘nce, the rise in the oil price has produced a vast rela-
doﬂarncj':f'ﬁsel‘f 'the U. 8. deficit, and consequent pressure on the
dollar. tI_e i ehhoo;i tha\;:1 the United States will some day develop
native way of producing ener i i
. gy, which will produ d
matic turn-around, is beyond th ’ i o is troe,
e market’s horizon., The i
i ' : : same is true
: ft lf}fsf at present, for a l;kely change in confidence that would cu::c:mi
Cguntiy e “”Efe a c}?mlﬁlumst take-over in an impottant Furopean
. ose who have taken long positions i
in dollars on th
grounds seem to have lost a "
great deal of money — at least so f
‘ o far, a
as Keynes observed, in the long run we are all dead e

5. Summing Up: Where Do We Stand Now?

o Speakmg- broadly, the conclusion is that the movement in ex-
ge rates in the twelve months up to early April 1978 for th
1fllollar, the mark, and the yen has not only been about right buft:
OE:c:Cs)sTlrsz.. T!]f: cutrency of a country in sizable deficit declined; those
untries in surplus rose. These movements will make an impor-

EZ; E;:c:ant:rlbutmn towe}rd the correction of disequilibrium. If Europe
pans egns &Otﬁzer?me }ts §1tructu1:"al problem's, if no political accidents
surplusés o tge ce of oil remains st.able, if the financing of OPEC
puipuses and the ;orre;pondmg deficits takes place smoothly, and if
paton abs , then these exchange‘rates, ot a slightly lower one
ollar, may produce a sustainable pattern of international
payments toward the end of 1980, ’
dentng::) ti;fi es;tuilltlon is qbviously far from stable. If political acci-
fones do after all occur in Hurope, there might be a sudden and
ramatic o n sentiment and a sharp upward move in the exchange
e of the dollar, which would not be justified on economic grounds.

The economi
€ system cann : ..
upheavals, V! ot be made foolproof against political
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With political calm, on the other hand, the prospect, without
official action, is for some further decline of the dollar in the year
ahead, because sizable U.S. deficits must be expected before equi-
libtium comes in sight, given the delay with which exchange rate
changes do their wotk. Such a decline beyond a certain point would
be too much of a good thing. One reason is that exchange fluctua-
tions give pervasive but confusing signals to trade and production,
and are therefore very costly. Even more important is the fact that
an excessive decline in the dollar rate could easily degenerate in
cumulative self-propelling processes.

Tirst, there is the danger that excessive appreciation of the mark
and the yen would give rise to 2 vicious cumulative appreciation/
deflation cycle in Germany and Japan. Appreciation would lead to
a fall in exports and profits, and hence in investment. The result
would be stagnation. The fact that appreciation would hit prices
and profits first, would aggravate Europe’s siructural difficulties and
make it very difficult for the authorities to counteract the resulting
reduction in total demand. Thus, appreciation and a fall in profits
would be followed by a further appreciation and 2 further reduction
in profits and economic activity. This vicious appreciation/deflation
eycle would be the mirror image of the vicious inflation/depreciation
cycle — depreciation, wage increases, further depreciation — with
which we have become familiar. It would have a depressing effect
on the worild economy. It would also, as we shall presently see, bring
about a sizable increase in the U.S. Jeficit. And the movement might
be hard to stop, for it might trigger a self-propelling speculative
movement of funds out of the dollar. '

For a similar self-propelling mechanism might be at work on U.S.
intetnational payments. If one is to believe certain statements in
OPEC countries, a further important decline in the dollar rate might
increase pressure for an increase in the dollar price of oil, pethaps
by setting the price in SDRs. This would further increase the U.S.
current account deficit and further undermine the confidence in the
dollar. At best, there would be new difficulties for financing the U. S.
current account deficit, At worst, holders all over the wotld — of
dollar balances amounting to hundreds of billions of dollars — might
come to consider the dollar an unreliable, currency, and might ity
to get rid of it. The disturbances that such a development might

create in the world’s finances might easily surpass in setiousness
those caused by the sudden quadrupling of the oil price in 1973,
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disturbances which ate still with us today. This is what is at issue

when the President and the U.S. §
. .. vecret
about defending the integrity of the do‘lel:lrr.y of the Treasury speak

dedmzh]il;t?] f(zjinltl has been relaltched at which a further large or rapid
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. ght sour U. §. relations with the oil
on the improvement of which m ihe of Broducers,
on th uch energy has been expanded. A
. . And
g:mrgtgl:;dle;i Elil_:ope — face;l with increased unemployment and
lo gnation as a result of appreciation ioni
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g currency blocks. For 1 i
the most powerful force i ool such 5
: ' pressing for protectioni Fi
decline might serious] o ey, such @
: : y lessen the confidence in the d
important, in U, 8. purpose and leadership. - ollar and, most

6. The Action Required

mOde”II;heitc?ncilusmn his that, even without the support of econometric
, it is clear that some period of near-stability i
-stability in th 1
value of the dollar vis-a-vi i o s ond th
-3-vis the major European i
- 3 Cll
yen is now desirable. ‘ ! ’ rrencies and the
ﬁcultiler;mi:] a:;s:l pui-le ﬁnanclijl bspeculation has contributed to the dif
, consideration could be given to di i -
; : tic scouraging such la-
tion by the imposition i i ‘s o cen
in all countries of a t
‘ ax of, say, 2 per cent
S;naslj tff)reign exchange transactions. This would ;rlalc(; spéjculative
ctions more costly, along with all i
! all other international
tions, The problem is to wei i ency spec
weigh the cost imposed b
o . ‘ ' posed by cutrency specu-
datl?l on the na'tlonal economies against the cost of the tax yonppro-
uctive }nterfnamonal transactions. A second problem is to obtain
cooperation from all potential financi |
: nancial centers, so as to i
' . : avoid a re-
zgﬁzgg c;f 1nt2*111;t10n§1 transactions to the one center that did not
orate, though this does not i
o aborate. Al . ot require acceptance by ever
y island in the Pacific, this is 1i :
oo e , s likely to be an unsurmountable
, thalieturmng to more conventional measures, a first péint to make
 ha flilrlzsttol now U..S. policy has yielded some important results.
o fhe place, an important and much needed adjustment in the
Shhe geS rate relat'lons'hlps among some major curtencies has come
. Second, using its political power, the United States has ob-
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tained two impostant concessions from Japan, namely, (1) measures
to stimulate economic activity, and (2) a softening of Japan’s perva-
sive and considerable de facto defenses against the import of foreign
manufactured goods. Finally, a reduction has come about in the real
oil price (that is the price in terms of other goods).

But when the process reached certain dangerous limits, a shift
took place in the United States from a position in which there had
been a profession of indifference to one in which arrangements for
exchange market intervention were put into place and into action.
Moreover, monetary policy was shifted to support those actions. 1t
was the fifth time since World War II that the discount rate was
changed for external reasons. The seties of gold auctions, announced
by the Treasury at the time of writing, seem further evidence of the
fact, of great importance, that the U. S. authotities now seem to take
a more active interest in the fortunes of the dollar, even though some
public pronouncements are still lagging bebind.

It is now desirable to build on these actions by putting into
place a more comprehensive set of policies designed in close coopera-
tion between the United States and the main industrial countsies.
The restoration of confidence will be a vital object of such a set of
measures, in the interest of both domestic expansion and orderliness
in international exchange relations. Hence, international agreement
on a coordinated set of measures seems indispensable. The measures
should deal with the structural, cyclical, and short-run financial pro-
blems that beset us at the moment. The policies should take into
account the need and desirability for continued further steady expan-

sion of the U.S. economy and for restructuring and enhancing the
growth of the economies of Furope and Japan, as well ag for more
offective action to control inflation, '

Within such a framework of simultaneous coordinated action,
there should be a further easing of monetary policy in Europe, both
for internal and external reasons, There should also be a tax reduc-
tion in Furope designed to stimulate investment and to restore incen-
tives. And Furope should pass from talk to action in overcoming
its structural obstacles and moving toward full employment and
growth. Some reduction in the manifold European systems of indexa-
ton would be a contribution in the fight against inflation, which
ceems to be the root cause of a number of the structural problems.
It is equally important to put a resolute stop to the ever continuing
growth in the share of the government take in the national income.
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]Iglll_-'ci?e}f (a; reduction in that shate, such as is now the policy of the
i 1sTh overnment, may in the end tutn out to be inevitable
ol melmost }llmpor'Fant long-term contribution the United States
could, ba ke to Z]? e a:chlevement of international payments equilibrium
¢ an cflective energy policy, with special is ¢
woul _ licy, pecial emphasis on new
tzcl:i;qfl:s iof harnessm% en}czrgy in ways that would not be inimical
avironment.  In the short run, ho i
. 1 wever, any conceivabl,
‘ up, , any ivable
ﬁ]zlf;ll'tgiy pthL will ha\'re only psychological effects, But since the dif-
ﬁdenczs. (;r:i the ﬁna;ugal markets are caused in part by a lack of con
. and sense of direction, such psyc i [
e and , psychological effects would be of
) In the financial field, there should be an increased U. S. willing-
fess to manage exchange markets, without in any way trying to
reeze”exchange rates of to keep them within predetermined “ target
zonﬁs . 1I.mtervemnon on the exchange markets should be part of
il;:l . anpolicy, even 1t]hou§h experience has shown that market inter
on alone, in the absence of confid ive
‘ ence and a comprehensi
policy, has only a limited effect. I intere by
. In 1977, market interventi
, ion b
Efuio.ﬁf_:an Central Banks and the Bank of Japan amounted to tenss]
o 1I10ns c.)f.dollars, yet it could not stop the dollar’s slide
- n addition, the U. §. c‘apital account needs strengthening, Thus
min}s]ta{:)ementf (if sjc;me ﬁestnctions on foreign lending by U. S, banks
ght be useful. Another method of obtaini i m
. aining medium-term finance
Wou%j be a Siza}ble U.S. drawing on the Fund. As such a drawing
zlvou cau:rfl1 \]a;nth it international approval of U.S. policies, confi
ence would be strengthened b i i ; -
‘ y such evidence of international
v . co-
gpetlﬁugxs A most powerful additional weapon would be the floating
y the U. ..authontles of medium-term bonds denominated in foreign
ccurrer'lues in ?rder to finance part of the U.S. Treasury deficit
:rttam othel_:IImportant industrial countries have at petiods in thf;
geis:i Ci\;:ty Tr?}ijicleqtly arranged the financing of temporary international
. There is no reason why the Uni
defics. T y t ited States should not do the
Woul? is 111ard to .underst'and the objection that such borrowing
rou lznere'y result in a switch of assets. Even such a switch would
o t;e ,Uresheve the pressure on the dollar rate. Moreover, if claims
indeeg o Government depominated in foreign currencies would
peed urn odut to be so highly desired, they could be floated at a
sai_gd tp{] ceﬁag henc.e carry only a very low nominal interest. It is also
at U. S, prestige would be affected. But U, S, prestige is likely
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to suffer less from preventing a crisis, than from letting one develop
as the vesult of inaction. The United States is the banker of the
world. If the bank is in need of some limited long-term finance at
this juncture, it is hard to see how it could suffer from making the
apptopriate arrangements. :

More generally, if the former profession of indiflerence as to
what happens on the exchange markets is now to be replaced by a
willingness to manage the system in coopetation with the other main
countries, and within the framework of a comprehensive program,
confidence may well return, and one important cause of the recent
nervousness on the exchange markets will be removed. As noted
above, the signs are that such a change in policy is underway.

The objective of such a comprehensive program, in which a
qumber of industrial countries would participate, would be to make
a start to deal with debilitating structural maladjustments, and to
bring an end to the serious prolonged recession of the seventies.
While it would also aim — as a means of obtaining these objec-
tives — at greater exchange stability following the important adjust-
ments that have taken place, and at avoiding cumulative “band-
wagon effects”, firm stabilization targets or a freezing of exchange
rates would be cleatly ruled out. At least as Jong as governments
have as little cffective control over inflation and many other eco-
nomic developments at home, as in the case at present, a stabilization
of exchange rates could not be a realistic or indeed a desirable
objective, ‘

But it would be equally unrealistic to foreswear all management
of exchange tatc relationships, In the heyday of the 19th Century
British laissez-faire Walter Bagehot concluded: © Money does not
manage itself ", Neither do exchange markets.

W ashington, D. C.
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