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FOREWORD

This booklet contains the proceedings of the lecture meeting of The Per
Jacobsson Foundation which was held in the Great Hall of the International
Monetary Fund building in Washington on Sunday, September 24th, 1972.
The subject of the discussion was “The Monetary Crisis in 1971—The Les-
sons to be Learned”. The principal paper, which was distributed in advance,
was prepared by Professor Henry C. Wallich who summarized and presented
it orally at the lecture meeting. Commentaries on the paper were offered by
Mr. C. J. Morse and Dr. I. G. Patel. The speakers, whose biographies
appear elsewhere in this booklet, subsequently took part in answering written
questions from the audience. The meeting was presided over by Mr. W.
Randolph Burgess.

The 1972 meeting was the ninth in a series which started in 1964 follow-
ing the establishment of the Foundation in February of that year in com-
memoration of the name and ideas of the former Managing Director of the
Fund whose name it bears. The Proceedings have been published in English,
French and Spanish and are available without charge from the Secretary of
the Foundation. Many of the lecture texts have also been translated and
distributed through the kindness of banks and bankers’ associations in China,
Iran, Israel, Italy, and Japan.

The Officers and Directors of the Foundation wish to express their appre-
ciation to the Managing Director of the International Monetary Fund and
his colleagues both for their hospitality on the occasion of the 1972 lecture
meeting and for their continuing encouragement and support.
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Introductory Remarks

Frank A. Southard, Jr.

LADIES AND GENTLEMEN, all of you, I am sure, are friends of The Per
Jacobsson Foundation and are people interested in the commemoration
of Per Jacobsson’s service in this building. In the absence of Mr.
Schweitzer, I wish to welcome you to the Fund, to this room where
many of you have been before and where we again today have an oppor-
tunity to hear three very able men speak. The subject of coursé is one
which would today be very dear to the heart of Per Jacobsson.

I hope you are going to enjoy being here in the Fund for a little
while. It seems to us very appropriate that this meeting should be in
this building, on those occasions when an Annual Meeting is held in
Washington.

W. Randolph Burgess

THANK YOU VERY MUCH, Frank, both to you for your introduction and
to the Fund for making this lovely room available to us. We all regret
that Pierre-Paul Schweitzer can’t be with us now. We all wish him
enormous success. We hope we can see him later in the afternoon—that
he can break away for the reception which he is giving at the conclusion
of the meeting, but that remains to be seen. '

This does give me an opportunity, Frank, to say before this group
that Frank Southard has been of enormous help to this Foundation from
its very beginning nine years ago. We have leaned on Frank. He is
younger than I, but he is our Father Confessor and has helped us in all
of our steps. We are delighted that he had the platform for a few
moments; he could appropriately occupy it very much longer.

1



2 THE MONETARY CRISIS OF 1971—

Now before going on with the meeting, there are some other very
distinguished people in the audience that I would like to recognize.

In the first place the only representative of the Jacobsson family who
is here is Erin Fleetwood. We are delighted to see her. I would like to
tell you that Erin is now launched on a venture in which we are very
interested. She is writing a definitive biography of Per Jacobsson at the
University of Sussex, under their auspices and with assistance from the
Monetary Fund and from our Foundation. We are all eager to see the
results of that work; I am sure it will be a number of months yet, but
she has our best wishes for a successful venture.

I would like to welcome also two additions to our Board of Direc-
tors—Wilfried Guth of Frankfurt and Bill Martin of Washington. We
are delighted with the new Directors and we value having the benefit of
their wisdom. ‘

Well, now, you all have copies of the program and have noted our
subject “The Monetary Crisis of 1971—The Lessons to be Learned”.

Henry Wallich, with very great courage, some weeks ago submitted
the paper that you have before you today. A great many things have
happened since that time, so he will use this opportunity to present that
paper to you, not to read it, but to add to it in any way that he sees fit.
I don’t think he has to retract anything as far as I can see. We are
delighted to have him now give us any thoughts that he had had since
that time, and to show us the highlights of his thinking.

I am very happy to introduce Dr. Henry Wallich of Yale.



The Monetary Crisis of 1971—
The Lessons To Be Learned

by Henry C. Wallich

On this page begins the text of the paper on this subject prepared and distrib-
uted in advance by Professor Wallich. His oral presentation begins on page 41.

It is a great honor, and a responsibility, to be asked to give the 1972
Per Jacobsson lecture. This is a time when the principles for which Per
Jacobsson stood, and the wisdom which he acquired and bequeathed,
will stand us in good stead. Per Jacobsson had an important part in an
earlier period of monetary reconstruction. Such a period is before us
again.

The Events of 1971

In examining the lessons of 1971, I have consulted with numerous
experts whose views command respect. These views, as you might
expect, differ. But they have one common denominator: almost every-
one finds his particular views confirmed by what happened in 1971.
I am bound to concede, therefore, that my own interpretation is neces-
sarily subjective.

It is not at all easy, to begin with, to reach agreement on what actu-
ally happened in 1971, a year apparently best forgotten. Perhaps you
will allow me to refer to the complex of causes, effects and implications
as “the Events of 1971”. Having lived through the period, I am sure
you will recall details with sufficient vividness to make a particularizing
account unnecessary. Suffice to say that a system that long had served
the world well but had of late run into increasing difficulties and criti-
cism had suffered a final breakdown when the United States formally
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declared the dollar inconvertible and a large number of major currencies
floated. |

The lessons of experience usually are expensive. Fortunately, in this
regard, the lessons of 1971 so far have been atypical. The world has
gone through a major financial upheaval, yet in terms of output and
employment no major damage was suffered. The main threat now seems
to stem from the possibility that we may misinterpret the lessons and
proceed to “reform” the system in ill advised directions.

Causes of the Breakdown

- Experience is the name we give to past mistakes, reform that which
we give to future ones. We are likely to proceed more safely if we ask
ourselves systematically what role structural changes, existing institu-
tions, and national policies have played in the breakdown of the inter-
national monetary system. The first two questions we must ask are
these: Did the System break down because of major world develop-
ments that were incompatible with it? Did it break down because of
flaws inherent in the System itself? In either case the answer is the
same—the System must be reformed. We are not going to change the
world in order to make it conform with the Bretton Woods System. Nor-
is there anything sacrosanct about the System that puts it beyond the
reach of reform.

The Need for Reform

It is not difficult to demonstrate that reform of the System is called
for on each of these scores. The world has changed, in a way that
makes the dollar standard with virtually fixed rates unfeasible. The
System contains basic flaws, in its adjustment mechanism, in its method
of altering exchange rates, in its form of reserve creation, in its asym-
metry, all of which néed improvement. National policies also have been
inconsistent with the System, such as frequent failure to control infla-
tion, failure to use fiscal policy effectively in combination with monetary
policy, failure to coordinate national balance of payments objectives.
One may hope for improvement on all these scores, but failures are
bound to recur. The System has to be adapted so that it will survive,
although not encourage, such lapses.
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These conclusions would hold even if the breakdown that occurred
had been avoided and the year 1971 could indeed be safely forgotten.
The evidence of adverse world developments, built-in flaws, and incon-
sistent national policies would suffice to justify reform. The conclusions
would hold also if we were to abstract from the special problems intro-
duced into the System by the role of the United States. This role has
featured prominently in criticism of the System. Part of the needed
reform has to do with reducing it. But the lesson of 1971 would still
point toward reform if this set of problems did not exist.

To call for reform is not necessarily to criticize the Bretton Woods
System. The “System” that broke down in 1971 had in any event moved
a long distance away from Bretton Woods, as regards the special role of
the dollar, the degree of fixity of exchange rates, and the freedom of
capital movements. The System, more as it was in 1971 than as it was
originally conceived, reflected a certain view of the future of the world

-economy. It was to be a world economy increasingly unified by trade
and investment, where national policies would be internationally coordi-
nated, and where political unity and world peace were supported by
growing economic integration. This was a view of the world that justi-
fied fixed exchange rates and free capital movements. History has dealt
with this vision, not unkindly, but certainly not very constructively.
Without sacrificing the ultimate vision, it is time to recognize that the
world is approaching its destiny by a rather circuitous route, and to
make the appropriate institutional changes.

The changes are those required by structural developments, national
policies, and the defects of the System that have become apparent. They
should reflect the lessons of 1971 and earlier. I shall examine these
lessons in terms of the major aspects of that System: capital movements,

the adjustment process, exchange rates, liquidity creation, and con-
vertibility.

CAPITAL MOVEMENTS, FIXED EXCHANGE RATES, AND
INDEPENDENT MONETARY POLICIES

The Flows of 1969-71

In reviewing the breakdown of the world monetary system in 1971,
short term capital movements supply an excellent jumping-off point.
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They were admirably analyzed by Sir Eric Roll in his last year’s Per
Jacobsson lecture. The heavy flows of that year, out of the dollar and
into strong European currencies, leading to the floating of the DMark
and the guilder, were the proximate cause of the crisis. More funda-
mentally, of course, the long standing payments deficit of the United
States, and since 1965 the deteriorating current account, must be held
responsible for the dollar crisis that led to the formal ending of dollar
convertibility in August 1971. A house may be ultimately destroyed by
fire long after it has been inwardly consumed by dry rot.

Initially, the short term capital flows of early 1971 signalled the ebb-
ing away of the great floods of money that had moved to the United
States in 1969 and 1970. That was the period when the U.S. business
cycle peaked out, and when the Federal Reserve made its maximum
effort to restrain the growth of the money supply. The combination of
inflation and exceptionally tight money pushed interest rates to levels
unheard of in generations.

~ When the cycle had turned down decisively in the United States, the

Federal Reserve relaxed monetary policy. It took a while until interest
rates, particularly long term rates, fully reflected the new easy policy,
but in November 1970 rates dropped precipitously. Then money
flooded back to Europe. The flow at first reflected interest differentials. -
But, as has happened before, interest-oriented flows induced specula-
tive flows. The volume of funds entering particularly the Federal Repub- |
lic of Germany threatened to undermine the Bundesbank’s efforts to
reduce the rate of inflation. Confronted with the choice of giving up
this policy, and giving up a fixed exchange rate for the DMark, the
German authorities decided in favor of a floating exchange rate. A simi-
lar sequence of events ensued in the Netherlands.

The flight from the dollar continued, however, and eventually accel-
erated. U.S. reserves were altogether inadequate to maintain even the
semblance of convertibility. After the gold window had been formally
closed, the major currencies either floated or were shielded against fur-
ther dollar inflows by controls over capital inflows.

The Inconsistent Trinity

This sequence of events dramatically illustrates a fact well known to
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economists but never recognized in our institutional arrangements or
avowed principles of national policy: fixed exchange rates, free capital
movements, and independent national monetary policies are inconsistent.
In certain situations, such as those of 1969-1971, one of the three has
to give. A country can have any two of the trinity. It can have fixed
exchange rates and free capital movements, but in that case it must
pursue a monetary policy oriented toward keeping capital movements in
bounds. Monetary policy then is no longer independent. Alternatively,
it can have free capital movements and an independent monetary policy.
But in that case, it will have to allow its currency to float, to avoid
losing control over its money supply and seeing its monetary policy
neutralized by international flows. Finally, a country can maintain
fixed exchange rates and an independent monetary policy, but then it
must control capital movements.

The principle of this inconsistent trinity of exchange rates, capital
‘movements, and monetary policy becomes abundantly obvious when we
consider what fixed exchange rates and free capital movements really
mean. They mean that the world has been converted, in effect, into a
single currency area. It is obvious that within any country, the various
- branches of the central bank cannot pursue independent monetary poli-
cies. The Federal Reserve, whose 12 regional banks were established on
the contrary assumption, learned this early in its career, and most other
central banks never tried. By the same token, there cannot be different
monetary policies, leading to different interest rates, in the United
States, Germany, England, and so on.

It seems evident that we have here come across a serious flaw in the
international monetary system itself. The elements that it seeks to recon-
cile are at times unreconcilable. One could argue, of course, that
national policies were available that could have avoided the conse-
quences of the impasse. For instance, monetary policies could have
been adapted or coordinated internationally. But that would have been
at variance with the principles of the System, which promises independ-

ence to national policy makers.
Recent Intensification of the Problem

What caused this flaw of the System to produce such drastic results
as it did in 1971? Both structural change and failure of national policy
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played a role. For one thing, interest rate differentials have rarely been
as wide as they were at that time. Most of the time they have been
kept small because the business cycle was fairly well synchronized in the
major countries. The conflict of cyclical phases is something that in the
past occurred only rarely and then probably with less virulence.

One must expect that such phase conflicts may occur more frequently
hereafter, because the United States no longer has its old weight in deter-
mining the state of the world economy. This is a clear structural change
in the world, the fault neither of the System nor of national policy. Since
the probability of a recurrence is uncertain, the implications for the
System are not easy to define, but surely that probability has increased.

The width of interest rate differentials, however, reflects also a failure
of national policies. High rates of inflation mean high rates of interest.
Differentials, therefore, will also tend to be higher. It is unlikely that
rates will rise equally beyond their normal range everywhere even if
rates of inflation were the same, which of course they usually are not.

The disruptive effect of inflation on interest rates and capital move-
ments was intensified, as far as the United States is concerned, by the
monetarist tinge that U.S. monetary policy had acquired at that time.
When monetary policy takes the form of trying to control the money
supply rather than interest rates, one must expect the fluctuations of
uncontrolled interest rates:to broaden. This was widely expected when
the growth of monetary aggregates became the principal criterion of
policy, and did indeed happen. Thus policy failures, in the form of high
rates of inflation and unusually wide fluctuations in interest rates, con-
tributed to the events of 1971. This is only one of several ways, still to
be discussed, by which inflation in the United States as well as elsewhere
contributed to the breakdown of the System. '

These observations do not exhaust the reasons why the inconsistency
of the System had never come into full evidence. Another reason is
that exchange rates have never been truly fixed. Even under the old
band of 0.75 percent on either side of the dollar parity, capital move-
ments involved risks. The cost of forward cover reduces flows, unless
the interest differential comes to exceed the maximum gap between spot
and forward rates that can occur within the band. However, by no
means all interest-sensitive flows are covered. In particular, the implicit
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capital movements that take place through leads and lags of trade pay-
ments need not be. The popular image of the interest arbitrager as a
man behind an exchange trader’s desk moving currencies around ignores
the large range of interest-sensitive trade and investment transactions,
just as the popular image of the currency speculator out for a killing
fails to recognize that a large number of speculators are simply trying to
avoid a loss. A wide band, therefore, though it helps the central bank
in maintaining large interest rate differentials, is no complete solution to
the problem of interest-oriented flows. |

A third reason why the inconsistency of free flows, fixed rates, and
independent monetary policy has never become altogether obvious is
that capital movements have never been completely free except in few
countries, recently notably Germany and Switzerland. While controls
are no defense against many types of movements, they do help with
some.

Finally, the problem often has been patched up because central banks,

confronted with the fact that short flows and fixed rates did not permit
independent policies, have yielded and have adjusted their policies to
~world interest rate levels. It is only when short term movements have
become speculative that this accommodating policy has ceased to avail.
In fact, a monetary policy oriented toward balance of payment equi-
~ librium is of course the classical policy “assignment,” fiscal policy being
pointed toward domestic stability. With all the qualifications that re-
search and analysis have introduced into this division of financial labor,
it remains broadly true that such an assignment of policies has a better
chance to attain payments balance than another one.

The trouble with attaining the optimal “mix” of monetary and fiscal
policy has been the widespread failure of fiscal policy to do its job. In-
stead of helping to solve problems, fiscal policy has become the main
part of the problem. Inflation has surely been caused far more often by
lack of fiscal than of monetary discipline. To blame monetary policy for
all inflation because ultimately it is compelled to finance fiscal deficits is
to misconceive the appropriate nature of the constraints: monetary
policy must constrain private borrowing, but publi¢c borrowing must be
constrained directly by public action.

This state of affairs has left monetary policy, in most countries and
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on many occasions, as the lone goalkeeper facing the inflationary on-
slaught. The goalkeeper cannot then be out all over the field keeping
international payments rolling according to the rules of the game.

What we observe here is a failure of national policy—the wrong fiscal
monetary mix—interacting with a defect of the System—the inconsistent
trinity. A hard choice thus must at times be made. One of the three
elements of the trinity must be sacrificed. Of course, this inconsistency
need and probably will not prevail much of the time. When the domes-
tic business cycle is in step with the rest of the world, interest differen-
tials will be small and the problem is solved. But what is to be done
when differentials are large? k

Alternative Solutions

Most economists probably would advise the policy maker to sacrifice
fixed exchange rates, and good riddance. This advice is not helpful,
however, to countries that, like those of the Common Market, want to
maintain fixed rates with each other. The lessons of the 1971 floats,
moreover, which will be discussed in more detail hereafter, suggest that
when an upward float undertaken to free monetary policy for domestic
use has reached a high level, the freedom of monetary policy disappears
again because the currency threatens to float out of reach. Short term
capital movements should not be allowed to dictate the level of exchange
rates. '

For the most part the lessons of 1971 as drawn by central bankers
seem to point in the direction of controlling capital movements, at least
in the case of countries suffering inflows. There are some good eco-
nomic arguments, along with regrets, concerning this. Short term capital
flows, after all, do not influence greatly the allocation of real resources.
Trade and physical investment does not, and usually should not, change
when liquid funds move from one country to another in search of yield,
profit, or safety. What does affect the allocation or degree of utilization
of resources is a change in monetary policy designed to prevent short
term capital movements. If policy was previously optimal from a domes-
tic point of view, the change is for the worse. This is not to deny that
the greater integration of national economies implicit in free capital
movements has benefits, particularly when funds flow from a capital-
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rich country to a capital-poor country. But cyclically determined short
term flows are hardly of that kind.

The difficulty with controls over short term capital movements is that
they are not watertight and become more porous over time. Then the
choice is between giving up a bad job, or making the controls more
comprehensive. No one can predict where the second choice may lead.
The volume of liquid funds—some call them hot money—has been in-
creasing sharply, as recent experience demonstrates. The facilities of
large firms for moving money about have been built up and demand
use.” Action that would control such pressures may have to be far
reaching.

- Given these unattractive alternatives, many countries may continue to
opt for adjusting their monetary policies to the international climate. A
constructive way of facing reality in this way is to seek coordination of
national monetary policies. The difficulty with coordination is that its
costs differ for different countries. Small countries can at best conduct
an independent monetary policy only within rather narrow limits, be-
cause of their high national interdependence. Large countries, in par-
ticular the United States, would sacrifice much more if they were to
subordinate their policies to the needs of the group. Historically, it has
been the policies of the Federal Reserve that have dominated the inter-
national monetary climate. One of the lessons of 1971, and one of the
structural changes in the world that contributed to the crisis, is that the
United States no longer carries its former weight in determining interna-
tional monetary conditions. But that does not reduce the cost to the
United States of coordinating its monetary policy with the rest of the
world.

- In the area defined by relations between fixed exchange rates, free
capital movements, and independent monetary policies, the lessons of
1971 are that a basic flaw exists in the world monetary system. This
flaw has been brought to light by events which reflect a structural change
in the world economy—the diminishing weight of the United States. It
has been aggravated by seriously faulty policies—the acceptance, albeit
temporarily, of very high rates of inflation, and a poor fiscal-monetary
mix. What changes, if any, in the system are counselled by these cir-
cumstances cannot be determined, of course, without considering several
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related factors. We turn, therefore, to a discussion of the adjustment
mechanism. ‘

THE MECHANISM OF ADJUSTMENT

Discussion of the adjustment mechanism can start with a welcome
note of universal agreement: everybody believes that it has worked
poorly. Deficits and surpluses have been excessive, in magnitude and
duration. Pressures on the countries sustaining them have proved too
painful. Exchange rate changes brought on by imbalances have been
attended by too much turmoil, speculative gains and losses for monetary
authorities.

Payments adjustment is one of the two options available to a country
in payments imbalance, the other being continued financing. Both op-
tions have costs. That of adjustment is the resulting disruption of
domestic markets, income distributions, and asset valuations. The cost
of financing takes the form, among others, of holding reserves or bor-
rowing them. Adjustment and financing costs often are incurred simul-
taneously, e.g. by countries accumulating reserves from a payments
surplus that also inflates their price level. The noteworthy implication
of the universal dissatisfaction, including that of the United States, with
the slow working of the adjustment mechanism then is that in effect all
countries have come to regard the cost of financing as greater than the
cost of adjustment. This may be recorded as one of the lessons of recent
experience.

Adjustment with Stable Exchange Rates

Agreement also seems to exist that the adjustment process today
means mainly changes in exchange rates. This was not always true, and
even today rate changes are not the only mechanism. The original con-
ception of the adjustment process was the gold standard mechanism.
Countries expanded and contracted under the influence of surpluses and
deficits. In practice this led to numerous asymmetries in the burden of
adjustment. Surplus countries got inflation, deficit countries got unem-
ployment. If the surplus countries were able to control their expansion,
the full burden fell upon deficit countries. Inflation brought lasting
adjustment, whereas unemployment and loss of income yielded only
transitory relief while imports were being curtailed. If the deficit coun-
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try was the United States, it could ignore the contractive impulses from
the balance of payments and leave both adjustment and financing to the
surplus .countries.

-These asymmetries were tolerable only provided imbalances were
small and brief, and provided the costs were incurred in a worthwhile
cause. That cause—the prospect of an integrated world economy, with
fixed rates, in effect a single currency area—vanished during the 1960s.
Imbalances became bigger and more protracted as national inflations
became more virulent. Thus exchange rate movements, instead of rare
remedies for otherwise insoluble cases, became the standard form of the
adjustment process.

Adjustment with Rate Changes

One lesson imparted by this mutation of the adjustment process is
that it by no means removes the asymmetries. The problem of how the
burden of adjustment is to be shared remains, although in mitigated
form. A further lesson, however, is that the participants in the process
tend to view the adjustment process excessively in terms of their own
country and their own situation. Thus they tend to overlook the infinite
variety of conditions that makes the setting up of simple rules for burden
sharing unexpectedly complicated.

A large country whose deficit accounts for a substantial part of world
surpluses naturally sees the removal of the deficit in terms of a joint
operation. If the country, such as the United States, has special difficul-
ties in devaluing its currency, and if other countries seem determined to
defend their surpluses, this view gains plausibility. If in addition only
a small fraction of the country’s total demand is directed toward imports,
so that removal of a deficit requires a cutback in aggregate demand equal
to many times the deficit, the country will ask itself whether adjustment
is worthwhile.

Adjustment Burden

Much of this is alien to the experience of the financial authorities of
countries differently structured. Many of them have known their coun-
try in deficit, and have pulled it out in short order. They raised interest
rates, they tightened the budget, and did whatever else was needed. Had
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they not done so, the penalties for a country heavily dependent on inter-
national trade would have been severe. And they found that the cost of
“putting their house in order”, in an open economy, was small. Nor
would they have encountered international resistance to adjustment, be-
cause removal of their deficit did not cut down the surpluses of others
very much. They would not have thought of asking for burden sharing,
because they would not have expected the whole world to inflate or
deflate in order to help a single, possibly small, country. And if, as hap-
pens a good part of the time, the initial deficit had been due to domestic
mismanagement, so that there was no suggestion of a “dilemma” situa-
tion with a conflict between internal and external stability, domestic
tightening would have appeared desirable for both internal and external
reasons. It would have seemed both economically logical and morally
right.

With concepts of the adjustment process shaped by very different
national experience, it is not surprising that, in discussing adjustment,
countries have talked past each other. There is not much evidence so
far that this particular lesson of recent years has been accepted.

Structural Changes

Structural changes that occurred during this period also have influ-
enced the adjustment process. One has been the shift from dollar short-
age to dollar glut. This reflects more than a mere overvaluation of the
dollar. The American economy has become far more accessible to for-
eign producers, as indicated by the rise in the imports/GNP ratio from
about 3 percent to almost 5 percent in some ten years. Another is the
reduced weight of the United States in the world economy. American
trade dropped from a peak share in world trade of about 20 percent to
one of about 15 percent. United States GNP dropped from its postwar
peak of 52 percent of world GNP to less than 40 percent prior to the
1971 devaluation. All this means that the tendency of the United States
to dominate world economic conditions and, under certain conditions,
contribute to its own and other’s balance of payments adjustment has
diminished. In some respects, the smaller relative weight of the United
States eases the adjustment process, because the United States has be-
come a little more “like other countries.” But in absolute terms, the
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dependence of the United States on its foreign trade, and its willingness
to make sacrifices on that account, has not increased significantly.

The emergence of the EEC as an economic unit is another structural
change influencing the adjustment mechanism. Once consolidated, this
group is likely to exhibit a similar priority concern with domestic as
against international interests. When trade relations are between two
continents, adjustment with fixed rates will be slower and more costly
on both sides.

Policy Objectives

Policy behavior has also influenced the adjustment mechanism, and
not to its advantage. The outstanding fact is the higher tolerance for
inflation. This has been the decisive factor that has shifted the entire
concept of adjustment from one proceeding through domestic expansion
and contraction under fixed exchange rates to one powered by changes
in the rates themselves. With price levels moving in the range from
zero to close to ten percent, the classical mechanism cannot work. It is
hopeless, moreover, to think of making it work by equalizing rates of
inflation. Countries can agree on zero inflation as the norm, but not on
five or seven percent.

New departures in domestic policies have had further effects on the
mechanism. Economic policies—or their constituents—have become in-
creasingly demanding. Government action extends into more fields,
leaving less margin for international adjustment through free markets.
Adjustment pains are borne less willingly, with the same result. Short
run demands take precedence over long run objectives. All this bodes
ill for the adjustment mechanism at fixed rates, and explains why it has
been working increasingly poorly.

The Bretton Woods System and Inflation

Some rays of hope, however, are reflected by this picture even if the
facts should not change. High rates of inflation would facilitate balance
of payments adjustment if these inflation rates differ in the right direc-
tion. One of the difficulties of the classical adjustment mechanism has
always been its implausible requirement that prices should fall in the
deficit country. With inflation all around, this is no longer necessary.
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If the deficit countries manage to reduce their inflation close to zero, as
the United States did in the early sixties, payments adjustment comes
within reach without rate changes. Even the United States balance of
payments has shown that it can move toward large surpluses under such
conditions, as in 1964.

There is also the possibility, which should not be underestimated, that
countries may get their inflations under control. If lip service to the
objective were any help, the outlook would be promising. There is in-
deed a real danger that from a decade of inflation the System’s reform-
ers may draw the wrong lessons. The world monetary system need not
be one designed for permanent inflation. The appropriate system for
that kind of world would be one of high, perhaps unlimited exchange
rate flexibility. But such a system has high costs. To pay these costs
would mean to overinsure against the consequences of inflation for inter-
national trade and finance.

Rate Changes in the System

In this regard, the defect of the Bretton Woods system as it operated
of late, was that it underinsured against inflation. Rate changes were
limited to fundamental disequilibrium. Countries were expected to make
a strong effort to regain payments balance under fixed rates before
throwing in the towel. This is appropriate to a world in which price
stability is the rule, inflation the exception. In such a world, the normal
expectation derived from a burst of inflation is that the country there-
after will make a special effort to return to the norm of price stability.
In today’s world, the normal expectation derived from a burst of infla-
tion is that the country will allow inflation to continue, although at a
lesser speed. The experience tends to be extrapolated, not reversed.

That the Bretton Woods System got into this impasse is not the fault
of the founding fathers. They limited rate changes to fundamental dis-
equilibrium, but nevertheless did not place them beyond the pale of ordi-
nary policy action. Keynes personally, moreover, was much concerned
with what he considered the proper sharing of the burden between defi-
cit and surplus countries. What made the system more rigid even as
mounting inflation increased the need for flexibility was the growing
freedom of capital movements, especially short term. These made rate
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changes into worldshaking events, to be delayed as long as possible, and
produced the inconsistent trinity alluded to earlier of fixed rates, free
capital movements, and independent policies. Whether one regards this
development as reflecting deficient policies in managing the system, or a
defect of the system itself, it has led into a trap from which the world
must now be extricated.

Capital Movements and Rate Changes

Greater ease to vary fixed rates, i.e. to adjust the peg, is not neces-
sarily an effective device for correcting imbalances due to capital move-
ments. Complete rate flexibility is, since it completely shields the domes-
tic money supply against international flows. It does so, however, at the
expense of possibly very wide rate movements, which in turn may tempt
countries into “dirty floating.”

Exchange rate movements do influence speculative flows. Once a
rate has been established that the market regards as realistic, specula-
tion diminishes. Interest-oriented short term flows, to the extent that
they are covered, are controlled by the interaction of spot and forward
rates. Uncovered short flows, and long term flows for which usually
there is no cover, follow rates of return.

~ One of the views frequently heard during the 1960s was that Ameri-
can direct investment abroad was encouraged by an overvalued dollar.
Bricks and mortar were cheaper in Europe; that is why American cor-
porations bought them. It is too early to observe the lesson of 1971 on
this score, but the underlying analysis is clearly wrong. What the for-
eign investor buys is a rate of return. If the currency unit in which he
buys the foreign asset is cheap, so is the unit in which he earns his
profit. A change in the exchange rate does not alter the relation between
the number of units invested and the number of units earned. An ex-
change rate change may of course affect the earnings of the subsidiary
and thus the rate of return. It may also—if it involves a depreciation
of the dollar—make investment in the United States more attractive than
investment abroad. But the basic fact is that the capital sector of the
balance of payments responds in large part, not to exchange rate move-
ments, but to interest rates. Once more it becomes evident that capital
movements present a difficulty for the international monetary system for
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which neither the Bretton Woods version nor any other offers a wholly
satisfactory solution.

Lags

One further lesson of experience deserves to be recorded. The ex-
change rate movements of the 1960s worked their influence on trade
movements with a considerable lag. This is not surprising—the rechan-
nelling of trade in response to prices is bound to take time. It does com-
pare not very favorably with the experience of frequently very prompt
responses to monetary and fiscal restraint with fixed rates. It also raises
questions about how well, under a system of flexible rates, the market
could foresee and speculatively establish equilibrium rates following
some substantial disturbance in the world economy. Obviously a related
difficulty attaches to discrete rate changes made under the Bretton
Woods system.

The length of the lag may be affected by the way in which exchange
rates move while the adjustment process is going on. The widening of
the band may provide some surprises in this context. Given a rate
change, it makes a great deal of difference for the country in question
whether its currency, during the following year or two, is at the upper
or lower edge of its band. The position of other countries within their
bands can magnify—or reduce—that effect. Following the devaluation
of the United States, the initial drop in the dollar to the lower edge may
have helped the adjustment process. But if a renewed American boom
were to raise interest rates in the United States, with an attendant reflow
of short term funds, the dollar might move to the other edge. Clearly
this could significantly affect the speed of the adjustment process. The
wider band, however, is of major interest for other reasons as well and
we now turn to this subject.

EXCHANGE RATES
Wider Bands

The first applied lessons of recent experience are those embodied in
the wider band for currency fluctuations. The widening agreed on in
December 1971 reflects the experience that the old band of 1.5 percent
did not create enough of a risk for speculators and did not allow enough
freedom for monetary policy.
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The way in which the 4.5 percent band is to remedy these defects is
familiar. Speculators face a higher risk when they sell a currency which,
because it is at the lower edge of its band, can theoretically appreciate
4.5 percent instead of only 1.5 percent. This supposes, however, that
there is a reasonable probability that the currency might indeed recover.
If the realistic alternatives are devaluation or drawn out support near
the lower edge of the band, the speculators’ risk is not much enhanced.

Greater elbowroom for monetary policy is obtained from a wider
band, provided spot and forward rates are reasonably free from specula--
tive influences and free therefore to move to opposite edges of the band.
The width of the band then marks the maximum interest rate differential
between domestic and foreign financial markets, this differential dimin-
ishing as the maturity of the investment lengthens. The high cost of
cover protects the central bank against capital flows, provided these
movements are covered. If they are not, the wider band helps only in
that it increases the risk inherent in this type of movement.

The widening of the band also fails to deal with the problem of trends
in equilibrium rates. When a country persistently inflates more than
others, or for some other reason suffers a progressive deterioration or
improvement in its balance of payments, a change in parity will eventu-
ally be needed. All these familiar facts about bands deserve mention
only because they help to clarify both the importance of the reform and
its limitations. ' :

{

Consensus on Limited Flexibility

Another step forward can be reported as a lesson both of experience
and of fruitful discussion: the growing consensus on limited flexibility.
Ten or fifteen years ago, a wide chasm separated the proponents of fixed
and flexible rates. The fixed rate advocates hoped to eliminate even
discrete rate changes, if necessary by closing an eye to fundamental dis-
quilibrium and hoping it would go away. The flexible rate proponents
saw no good in anything but total flexibility, from which all conceivable
blessings would spring. This chasm has narrowed. Fixed rate advocates
have come to realize that the notion of a one world system, integrated
by fixed exchange rates, must be shelved for the time being at least.
Flexibility advocates, whatever their theoretical convictions, seem to
have accepted that full flexibility is not a realistic objective, at least as
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a first step. A broad consensus has developed on “limited flexibility” as
a desirable form of behavior for exchange rates. '

Limited flexibility may take various forms, and no doubt means dif-
ferent things to different people. The wider band and the crawling peg
are both manifestations of limited flexibility. So is a system of parities
varying by “small steps”. Temporary floats, i.e. full flexibility for limited
periods, might also rate as a form of limited flexibility. It goes without.
saying that, as between these different forms of limited flexibility, there
still exist very sharp differences of opinion.

Inadequacy of Fundamental Disequilibrium

The reasons for the abandonment of the one world vision were exam-
ined in the previous section. They may be temporary—outgrowths of a
wave of inflation that may subside—or they may prove permanent—if
inflation continues, or differential productivity and growth trends cause
payments imbalances even at stable prices. The immediate problem,
however, that limited flexibility must deal with is a much narrower one.
Given that rate changes are necessary from time to time, there is serious
doubt that the Bretton Woods formula of “fundamental disequilibrium”
is the proper guide for making them. Experience has shown that rate
changes made after a fundamental disequilibrium has been reliably diag-
nosed are highly disruptive. The approach of a fundamental disequi-
librium is plainly visible to the market. Speculation then takes over, and
takes the decision out of the hands of the national authorities and of the
IMF. This method of making rate changes has proved to be a serious
defect of the Bretton Woods system.

The problem has been aggravated by governments’ unwillingness to
recognize a fundamental disequilibrium, and by the inability of the IMF,
legal and practical, to press for rate changes. Governments’ resistance
to rate changes has piled errors of policy on top of the defects of the
System. For both reasons, it is clear that a different method is needed.
The big question is how to diagnose the need for rate changes before
they become overdue, and how to get from one fixed rate to another
without disruptive and costly speculation. I believe that experience
points certain lessons here, and I shall try to explicate them at the end
of this paper.
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Selective Use of Fixed Rates

It may be noted that while some consensus has been reached on
limited flexibility, the case for fixed rates has gained theoretical and
political strength in a number of particular situations. The most striking
case of a choice favoring fixed rates is that of the European Economic
Community. Promising or not, a deliberate decision has been made to
create the conditions in which fixed exchange rates can exist, on the
basis of free capital movements and surrender of independent national
policies. The belief in the integrating force of a single currency is the
same as in the “one world” vision with fixed rates, although the “world”
has been shrunk to a region. Smaller countries pegging their currencies
to those of larger countries are another instance of a preference for the
fixed rate option.

There are good theoretical reasons for the preference shown both by
the EEC countries and by these others. Somewhere along the spectrum
that runs from a single currency for the world to a separate currency for
every province, town or village, each economic unit will find an opti-
mum point. This point is not necessarily given by the frontiers within
which a unified national economic policy is conducted. It can be defined
by the area over which factors of production can move freely, or within
which there is heavy dependence on reciprocal trade. It can also be
defined by the choice to be made between optimum allocation of re-
sources, which calls for integration of national economies, and optimum
utilization of these resources, which calls for maximum compartmentali-
zation of national resources and even local economies in order to con-
duct independent full employment policies appropriate to local condi-
tions. The EEC countries seem to be 