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FOREWORD

On June 4, 1982, the leaders of the seven large industrial democracies,
Canada, France, Germany, Italy, Japan, the United Kingdom, and the United
States, met at the Chateau de Versailles to review economic problems and
policies. This was the eighth annual economic summit and was the start of
a second cycle. The first meeting was held at Rambouillet, not far from
Versailles, in 1975, and was perhaps the most successful; it produced the
compromise between U.S. and French views that led to the Jamaica Agree-
ment on revision of the Articles of Agreement of the International Mone-
tary Fund. Subsequent meetings were held in Puerto Rico (1976), London
(1977), Bonn (1978), Tokyo (1979), Venice (1980), and Ottawa (1981).

After the Jamaica Agreement of 1976, I asked a number of economists to
write brief assessments of it. Eight of them accepted my invitation, and
their papers were published in Reflections on Jamaica (Essays in Interna-
tional Finance No. 115, April 1976). Because the Versailles summit dealt
with the same basic monetary issues and was seen by some participants and
observers as starting new discussions on the long-term evolution of the
monetary system, I decided to assemble another symposium. Shortly after
the Versailles summit, I invited twelve economists to write brief papers
commenting on the Communiqué, with particular attention to those parts
dealing with monetary and macroeconomic issues. Although I asked them
to meet a difficult deadline, nine of them agreed to participate. Unfortu-
nately, two had to withdraw because of events in their own countries that
made new demands upon them, and one has not been heard from. There-
fore, this symposium is a bit slimmer than its predecessor (and is a bit
tardier than I had hoped). The six contributions, however, touch on a wide
range of issues and come at them from different points of view. The con-
tributors, whose papers appear in alphabetical order, are:

C. Fred Bergsten, Director of the Institute for International Economics,
who\was Assistant for International Economic Affairs to the National Se-
curity Council from 1969 to 1971 and Assistant Secretary of the Treasury
from 1977 to 1981. He has been a senior fellow at The Brookings Insti-
tution, the Carnegie Endowment for International Peace, and the Coun-
cil on Foreign Relations, and is the author of several books, including
The Dilemmas of the Dollar: The Economics and Politics of U.S. Inter-
national Monetary Policy .

Rudiger Dornbusch, Professor of Economics at the Massachusetts Institute
of Technology, who is a research associate of the National Bureau of
Economic Research and a senior fellow of the Center for European Policy
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Studies. He is the author of Open Economy Macroeconomics and of many
articles, including the outstanding survey, “Exchange Rate Economics:
Where Do We Stand?” in the tenth anniversary issue of the Brookings
Papers on Economic Activity; he is the coauthor with Stanley Fischer of
Macioeconomics and Economics.

Jacob A. Frenkel, David Rockefeller Professor of International Economics
at the University of Chicago, who is a research associate of the National
Bureau of Economic Research and an editor of the Journal of Political
Economy. He has been a consultant to the Bank of Israel, the Interna-
tional Monetary Fund, and the World Bank. He has written extensively
on international monetary economics and was the coeditor with Harry G.
Johnson of The Monetary Approach to the Balance of Payments and The
Economics of Exchange Rates.

Steven W. Kohlhagen, Associate Professor of International Business and
Economic Analysis and Policy in the Schools of Business Administration
at the University of California, Berkeley, who was Senior Staff Economist
for International Trade at the Council of Economic Advisors in 1978-1979
and has been a consultant to the U.S. Treasury, the Federal Reserve
System, the OECD, and several multinational corporations. He is the
author of The Behavior of Foreign Exchange Markets: A Critical Survey
of the Empirical Literature.

Luigi Spaventa, Professor of Economics in the Faculty of Statistics at the
University of Rome, who is a Member of the Italian Chamber of Depu-
“ties and of its Finance and Treasury Committee. He was visiting fellow
at All Souls College, Oxford, in 1968-1969 and Advisor to the Italian
Minister of the Budget from 1971 to 1974. His recent publications in-
clude papers on the European Monetary System and macroeconomics in
the OECD countries.

Thomas D. Willett, Horton Professor of Economics at the Claremont
Graduate School and Claremont McKenna College, who was Deputy As-
sistant Secretary of the Treasury for International Research and Planning
from 1972 to 1977. A research associate of the Keck Institute for Inter-
national Strategic Studies, he is the author of Floating Exchange Rates
and International Monetary Reform and the coauthor with Edward Tower
of The Theory of Optimum Currency Areas and Exchange-Rate Flexibil-
ity.

I have added a brief comment of my own and appended the Versailles
Communiqué, consisting of the Declaration on broad policy issues and the
Statement of International Monetary Undertakings.

PETER B. KENEN
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C. FRED BERGSTEN

The world economy in the second half of 1982 is severely threatened on
four interrelated fronts. First, economic growth is virtually nil in all major
countries. Unemployment and bankruptcies are at record postwar levels
and rising. There is very little sign of recovery anywhere.

Second, world trade is declining in real terms for the first time in the
postwar period. When the OECD countries grow at less than 1 to 1.5 per
cent annually, OECD imports decline at a rate roughly three times the
shortfall.! This in turn pushes economic activity down further, creating a
negative spiral between economic stagnation (or recession) and falling trade.
Protectionist pressures threaten to accelerate the cycle and are themselves
fostered by the absence of economic growth.

Third, massive currency misalignments are distorting international trade
and capital movements. The dollar is overvalued by at least 20 per cent,
on average, and the yen is undervalued to an even greater extent in relation
to the underlying competitive positions of the major national economies.
These imbalances are as great as those in the final, breakdown stage of the
Bretton Woods system of fixed exchange rates.2 They add significantly to
national growth problems, both in countries with overvalued currencies
- (which suffer competitive losses) and countries with undervalued currencies
(which are driven to adopt restrictive monetary policies); they intensify pro-
tectionist pressures; and they set the stage for a renewed round of severe
international monetary instability.

Fourth, an immense debt burden overhangs the world economy. A large
number of countries, including several major debtors, are seriously in ar-
rears on their payments of both principal and interest. There is substantial
risk that some private banks may cut and run, triggering the very moratoria
they desperately wish to avoid. It is unclear whether all major debtors will
be willing and able to come up with stabilization programs adequate to
restore even a minimum of lender confidence.

All of these issues raise important systemic questions as well as imme-
diate problems of crisis management (or avoidance). How is macroeconomic
coordination to be achieved among at least the major countries? How can
the GATT system respond to the severe pressures to restrict trade and
reverse the liberalization of the postwar period? How can the monetary
system prevent, at a minimum, such extreme exchange-rate misalign-

! C. Fred Bergsten and William R. Cline, Trade Policy in the 1980s, Washington, Institute
for International Economics, November 1982, pp. 14-15.

* C. Fred Bergsten, “What to Do about the U.S.~Japan Economic Conflict,” Foreign Affairs
(Summer 1982), pp. 1059-1075.




ments? How can.the national and international regimes that provide the
framework for foreign lending cope with the massive level of current debt
and prevent the recurrence of debt problems in the future?

The major countries thus had a full agenda for Versailles, and for the
subsequent meeting of Governors of the International Monetary Fund and
World Bank in Toronto in early September. They failed almost totally to
respond to any of the central problems, let alone to the overall impact of
those problems on the world economy or their systemic implications. The
world has come to expect little from such conclaves but, in light of the
gravity of the issues, Versailles and Toronto must have set new records for
failing to discharge effectively the responsibilities supposedly exercised by
the major countries.

Indeed, the failure of those nations to act makes a mockery of the words
adopted in the Versailles Declaration and Statement of International Mon-
etary Undertakings. Numerous examples can be cited. '

On the issue of the IMF and world debt, the summiteers agreed to “give
[the Fund] our full support in its effort to foster stability.” But neither they
nor the Governors at Toronto were able to agree on a quota increase for
the Fund or on a bridging arrangement to supplement its resources in the
short run. Yet the threatened shortage of Fund resources could prevent the
Fund from helping to avoid a collapse of the debt situation.

The Fund’s “seal of approval” for new stabilization programs is essential
to restore the confidence of private lenders in the outlook for individual
debtor countries. Moreover, the Fund needs an unquestioned ability to
help such countries if market confidence is to be maintained in the overall
process that seeks to avoid debt moratoria or defaults. On present trends,
however, current Fund resources will probably be exhausted in 1983. Aug-
mentation of those resources is thus critically important to avoid the risk of
'severely disrupting the international credit process.

Agreement should have been reached at Toronto to increase Fund quotas
from the current level of SDR 60 billion to at least SDR 100 billion. In
addition, agreement in principle should have been reached to provide
bridging loans of SDR 20 to 25 billion, perhaps along the lines of the Wit-
teveen Facility in 1978. Finally, the terms of Fund programs need to take
full cognizance of the difficulties forced on debtor countries by the dismal
world economic situation.® But the Ministers agreed only to try to reach
agreement on quotas by April 1983 and to study possible backstopping ar-
rangements. Where was the “full support” pledged. at Versailles?

On the issue of exchange rates, the summiteers made three pledges: to
“strengthen our cooperation with the IMF in its work of surveillance,” to

3 See John Williamson, The Lending Policies of the International Monetary Fund, Washing-
ton, Institute for International Economics, August 1982.
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“rule out the use of our exchange rates to gain unfair competitive advan-
tages,” and to “use intervention in exchange markets to counter disorderly
conditions.” Though it was not mentioned explicitly in the Statement of
International Monetary Undertakings, they set up a new committee (of the
Big Five) to “intensify” the surveillance process, and they established a new
study group to assess retrospectively the influence of intervention on ex-
change rates and to consider how intervention might be used in the future.

As noted, the major exchange-rate relationships—dollar/yen, dollar/DM,
sterling/DM—are now severely misaligned. As of early November 1982,
however, no actions had been taken to deal with the problem under any of
the three “commitments” made at Versailles:

—There was no evidence that the IMF had made any new efforts to
restore equilibrium rates, and nothing of that sort emerged from the initial
meeting of the new surveillance group in Toronto.

—None of the big countries was deliberately “using” its exchange rate to
gain competitive advantages, but neither were any of the weak-currency
countries doing anything to reverse their undervaluations.

—Countries whose currencies remained under pressure continued to in-
tervene, but the United States stood almost wholly aloof from the exchange
markets, adding substantially to the disorderly character of the entire in-
ternational monetary system. :

The United States did take two steps, however, that should help to re-
duce the currency misalignments. During the summer and again in the
early fall of 1982, U.S. interest rates fell sharply. Also during the summer,
Congress passed legislation raising taxes by about $100 billion over the
coming three years. By moderating somewhat the looseness of U.S. fiscal
policy, this step improves the policy mix and thus presumably contributed
to the easing of interest rates. Nevertheless, there was no easing of dollar
exchange rates, and the Toronto meetings were silent regarding the need
for further action.

To be sure, the solution to these international monetary problems lies
well beyond what could have been expected to emerge full-blown from
Versailles or Toronto. It is now clear that the current system of nationally
managed flexible exchange rates permits, or even fosters, substantial and
persistent overshooting of equilibrium levels. The goal should thus be to
devise new measures to limit the degree of overshooting, perhaps by adopt-
ing a target-zone system. Such a system would provide guideposts for lim-
iting the amplitude of fluctuations and trigger remedial steps by the af-
fected countries (including, but certainly not limited to, intervention).

Again, however, the absence of action is striking. No official effort to
reassess the effectiveness of current exchange-rate arrangements has been
launched or, seemingly, even seriously discussed. The study group on in-
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tervention that was created at Versailles could logically address this central
issue. At a minimum, that group should note that the current Fund guide-
lines governing intervention are at best incomplete and at worst perverse:
by emphasizing “leaning against the wind,” they attach priority to the
volatility of exchange rates rather than their misalignment. Hence they can
even retard a movement toward equilibrium by calling for intervention to
slow the pace of any currency swing. More broadly, the study group should
focus on the huge disequilibria that have developed over the past two years
and at least begin the process of rectifying the system that has permitted
them to occur. Unfortunately, there is no evidence that it intends to do so.

The Versailles Statement expresses a determination “to see that greater
monetary stability and freer flows of trade and capital reinforce one another
in the interest of economic growth and employment.” Unfortunately, the
opposite is occurring, and neither the summiteers nor the relevant inter-
national organizations have yet done anything about it.

Indeed, the extreme degree of exchange-rate misalignment is undermin-
ing the free flow of trade. Throughout the postwar period, dollar overval-
uation has probably been the most accurate leading indicator of the emer-
gence of protectionist pressures in the United States. Such pressures appeared
in the late 1960s and early 1970s, during the last years of the Bretton Woods
system, in spite of low levels of unemployment; they appeared again around
1976-77; and they are most severe at present. It is clear that dollar over-
valuation is a central cause, perhaps the central cause, of the sharp rise in
import penetration affecting the steel and automobile industries in the United
States, among other sectors.

It is thus essential to correct the overvaluation of the dollar to avoid a
major protectionist outbreak in the United States, particularly toward Ja-
pan. Since U.S. trade policy tends to be decisive for world trade policy, a
correction of the monetary misalignments is likewise central to the outlook
for the world trading system.*

Some capital flows are also undermining the prospects for maintaining an
open trading system, via their effects on these exchange-rate relationships.
Indeed, it is the massive net capital outflow from Japan that is depressing
the value of the yen so substantially. Part of this overflow has been caused
by the sizable interest-rate differentials between Japan and the rest of the
world, but the flow did not decline much when U.S. and European interest
rates fell sharply in late 1982.

The phenomenon must also derive to a considerable extent from the
belated liberalization of the Japanese capital market late in 1980. This gave

4 For details, see C. Fred Bergsten and John Williamson, “Exchange Rates and Trade Pol-

icy,” in William R. Cline, ed., Trade Policy in the 1980s, Washington, Institute for Interna-
tional . Economics, forthcoming.
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high-saving, wealthy Japanese access to trillions of dollars worth of foreign
securities for the first time in the postwar period. At the same time, it gave
foreigners access to only a relatively limited array of yen assets, because of
the prolonged incubation of the Japanese capital market. The liberalization
of that market is highly desirable for the long term, but for some time to
come it is likely to promote sizable net capital outflows from Japan and
downward pressure on the yen. Paradoxically, a temporary reinstatement
of controls on Japanese capital outflows (along with aggressive borrowing
-abroad by the government) is needed urgently to promote the strengthen-
ing of the yen. The Versailles Declaration thus stated incorrectly the rela-
tionship between trade and capital flows, at least in the one very important
case, and nothing was done at Toronto or elsewhere to come to grips with
the issue.5
Finally, and perhaps most important, the Versailles endorsement of IMF
surveillance (and creation of a new surveillance committee) relates directly
to global macroeconomic policy as well as to exchange-rate management.
Yet the record is just as dismal on this front: with the world economy dead
in the water, sliding perilously close to a further sharp decline, and reach-
ing such low levels of employment and capacity utilization that the risks of
reigniting inflation are slim, both Versailles and Toronto continued to preach
the virtues of fighting inflation. To be sure, stimulus should be prudent and
cautious. Excessive fiscal expansion or monetary easing could rekindle in-
flationary expectations, even if their direct effects were modest. But the
time had clearly come for a decisive turn in macroeconomic policy, and
both the summiteers and IMF Governors missed the boat.®

This was a particularly costly error. Events of the past decade have dem-
onstrated the crucial importance of the international coordination of mac-
roeconomic policy, especially when all major countries are headed in the
same direction. The failure to coordinate undoubtedly contributed to the
inflationary excesses of the boom in 1972-73. The failure to adopt a concen-
trated recovery-cum-stabilization approach in 1977, as proposed by the United
States, contributed significantly to the dollar crisis in 1978 and to subse-
quent instability in Germany and Japan.? The failure to coordinate during
the past year or so has contributed to the downward spiral now engulfing
the world economy, because all countries have been pursuing restrictive
policies without full cognizance of the cumulative impact of their actions.
Moreover, it appears most unlikely that any country alone—including the
5 Details are in Bergsten, “What to Do About the U.S.-Japan Economic Conflict,” as cited.

6 A detailed program is offered in C. Fred Bergsten, “Preventing a World Economic Crisis,”

Vital Speeches (Nov. 1, 1982), pp. 54-59.

7 Richard N. Cooper, “Global Economic Policy in a World of Energy Shortage,” in Joseph

A. Pechman and N. ]J. Simler, eds., Economics in the Public Service: Papers in Honor of
Walter H. Heller, New York, Norton, 1982, especially pp. 98-107.
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United States—will be able to achieve satisfactory recovery from the cur-
rent global stagnation.® The need is acute for a coordinated international
approach to the recovery phase of the cycle and for new techniques for
more effective macroeconomic coordination on a continuing basis, but there
is no indication that any such effort was launched, or even seriously dis-
cussed, at either Versailles or Toronto.

The Versailles summit (and the Toronto meetings) thus failed to address
meaningfully the several critical issues that now confront the world econ-
omy or the systemic problems whose continued nonresolution plagues all
contemporary policy efforts. Both sessions were long on words and on com-
missioning new studies. Neither took action, thus fiddling while the world
at least smoldered.

One common cause behind the various failures was the opposition of the
United States to the actions that were needed: a prompt and sizable in-
crease in IMF quotas, a large and rapid adjustment of the present currency
misalignments, consideration of new arrangements for international mone-
tary management and for meaningful coordination of macroeconomic poli-
cies, and a reversal of the present direction of those policies. None of these
approaches seemed compatible with Reaganomics, at least as it persisted
into Jate 1982.°

Two sets of changes thus appear essential in 1983. First and foremost,
major changes in U.S. policy will be needed if there is to be any hope of
restoring satisfactory world economic conditions or even of avoiding a se-
vere global economic crisis. Fortunately, there are a few signs of increased
pragmatism and recognition by the administration of the need to change
policy: support for the recent tax increases and the easing of monetary
policy by the Federal Reserve System, the expeditious rescue package for
Mexico when its financial crisis erupted in August 1982, and the proposal
for some kind of “emergency fund” just prior to Toronto. But much of the
opposition to constructive action remains, and a coherent U.S. policy ade-
quate to meet the current challenges has yet to emerge.

Second, the rest of the world will simply have to use international meet-
ings like Versailles and Toronto better, whatever the posture of the United
States. The other Governors could probably have agreed to increase Fund
quotas to SDR 100 billion at Toronto. The major countries they represent
could probably make significant progress toward developing plans for avoid-
ing extreme currency misalignments, as indeed the Europeans have imple-

8 See C. Fred Bergsten, “The International Dimension,” in G. William Miller, ed., The”
Decline and Rise of the American Economy, Englewood Cliffs, N.]., Prentice-Hall, forthcom-
ing.

9 C. Fred. Bergsten, The International Implications of Reaganomics, Kieler Vortrage No.
96, Tiibingen, Mohr, 1982.
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mented among themselves the European Monetary System. The Japanese,
in particular, should have instituted new measures to begin to correct the
currency misalignments even if the United States did not participate ac-
tively at the outset. _

‘Multilateral management of the world economy is difficult in the best of
times. It is particularly difficult when any major participant, such as the
United States now or France in earlier periods, is reluctant to join the
majority, let alone take leadership. But an inability to move ahead some-
times risks the imposition of enormous costs on all countries. The failure to
do so is the story of Versailles and Toronto, a failure that could turn out to
be a tragic chapter in the history of the world economy of the 1980s.




RUDIGER DORNBUSCH

Before Versailles, European pragmatism and U.S. dogmatism led to a set
of principles distinctly out of line with a well-functioning, open world econ-
omy:

We are ready, if necessary, to use our exchange rates to gain unfair competitive
advantages.

We rule out the use of intervention in exchange markets to counter disorderly
conditions, as provided for under Article IV of the IMF Articles of Agreement.

We are told that Versailles has changed all that. There is to be harmony
and stabilizing intervention. But the agreement misplaces the emphasis,
paying too much attention to the exchange rate and too little to world eco-
nomic activity.

The great international monetary issue of 1982 is the level of the world
real interest rate, not the question of intervention. The real rate of interest,
certainly on a cyclically adjusted basis, has not been as high since the Great
Depression. Not surprisingly, growing bankruptcies and default risk, na-
tionally and internationally, evoke once again concern about whether “the
system” is safe or whether a collapse of credit and activity like that of the
1930s is a possibility. Few believe that the economy could get that far out
of hand. But persistent financial tightness can make a deep dent in macro-
economic performance for years to come. This is particularly the case in
developing countries, especially Latin America, where growth has been
negative and worse than at any time since the 1930s.

The extent to which real interest rates have been positive ean be seen
from Table 1. In judging the deflationary impact of these real interest rates,
one wants to compare them with an estimate of cyclically adjusted returns
to real capital. There is little doubt that they exceed the return to capital
and thus amount to a highly deflationary redistribution of income from op-
erating firms and debtor countries to bondholders and banks. The impor-
tant policy initiative therefore is one that would restore growth at the cen-
ter and repair the damage at the periphery through extended, funded
recovery programs. The United States has been setting the tone for world
deflation by espousing a dogmatic monetarism. It is now time for it to lock
in the disinflationary gains and revive growth.

Over the last three years, the dollar has appreciated in real terms by
nearly 25 per cent from its low. An index of the real effective exchange rate
for manufacturing stands more than 10 per cent above the average level for
the 1972-81 period or more than 15 per cent above the average for the last
five years (Table 2). Yet the United States has not experienced a gain in

8




TABLE 1
INTEREST RATES AND INFLATION
(per cent per year)

1980 1981 1982 1983

U.S. prime rate 15.3 18.9 14.7 13.6
U.S. inflation

(GDP deflator) 9.3 94 . 63 5.9
Real interest rate 6.0 9.5 8.4 7.7

SOURCE: Data Resources, Inc., U.S. Forecast Summary, Septem-
ber, 1982.

comparative advantage that would warrant this real appreciation. It is
therefore appropriate to think of the rate movement as an adjustment to
events in asset markets. Two alternative scenarios have been proposed to
explain the appreciation.

The first explanation suggests that progressive U.S. monetary tightness
and the continuing commitment to monetary disinflation have led to rising
U.S. interest rates, incipient capital inflows, and dollar appreciation. In the
adjustment process, the exchange rate has overshot its long-run equilibrium
but has not as yet started to decline, a positive interest differential notwith-
standing. The failure of the dollar to depreciate at a rate matching the
interest differential could be explained by the flow of news confirming ex-
pectations of tight money or by the notion of a speculative trap of the kind
described by Blanchard, where interest differentials compensate asset hold-
ers for the possibility of an exchange-rate collapse, the timing of which is
uncertain.! Until random events move the exchange rate to a level consis-
tent with the fundamentals, an overvaluation can persist even under the
assumption of rational speculation.

The alternative view, forcefully espoused by McKinnon, attributes a good
part of the dollar appreciation to currency substitution—shifts from non-
dollar money to dollar money, defined strictly as M-1, rather than portfolio
shifts between interest-bearing debt of the sort invoked above.2 Since there
is, at least in the U.S. data, no evidence of a shift into dollar deposits by
nonresidents, the currency-substitution hypothesis seems implausible. It
becomes all the more doubtful once one realizes that it is better to specu-
late internationally in long-term bonds in a world where interest-rate move-
ments are among the prime determinants of exchange-rate changes. Long-
term bonds are less risky than Treasury bills or CDs, because capital gains
and exchange-rate losses are negatively correlated.

! O. Blanchard, “Speculative Bubbles, Crashes and Rational Expectations,” Economic Let-
ters, 1979, pp. 387-389.

2 Ronald I. McKinnon, “Currency Substitution and Instability of the World Dollar Stand-
ard,” American Economic Review, 72 (June 1982), pp. 320-333.
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TABLE 2
THE U.S. REAL EXCHANGE RATE FOR MANUFACTURING

(1975 = 100)
1972-81 average. ................oou.l. 101.3
1977-8l average. ...........ciiiiiin... 97.0
1982101 ... 113.0

SOURCE: International Monetary Fund.

Assuming then that the overvaluation is primarily the result of incipient
portfolio shifts induced by relatively tight U.S. monetary policy, what are
the implications of the exchange-rate movements? There are three impor-
tant effects: a reduction in U.S. inflation and an increase in inflation abroad,
a reduction in U.S. competitiveness and net exports with offsetting gains
abroad, and a reduction in the prices of commodities relative to those of
manufactures in world trade.? In each case, it is apparent that U.S. interests
are opposed to those of its trading partners. The advantage of more rapid
disinflation in the United States comes at the cost of higher foreign infla-
tion. The costs of an overvalued exchange rate therefore lie not only in the
distortion of trade flows but also, and perhaps predominantly, in the mac-
roeconomic impacts of exchange-rate movements on wage-price dynamics
and aggregate demand. There must certainly be concern about a real ap-
preciation of say, 10 per cent. But the macroeconomic implications are
perhaps even more serious when an exchange-rate swing of the magnitude
that occurred in the last three years moves the inflation rate by a percent-
age point or more. They are all the more serious because it is not apparent
that U.S. policy-makers understand that the gains in the inflation fight have
to a large extent been borrowed from commodity producers and countries
with depreciating currencies. These gains will have to be repaid when the
dollar depreciates to its equilibrium level, and depreciation will exert infla-
tionary pressure in that phase.

During the Carter administration, the United States pursued a policy of
active intervention, but that came to an end in early 1981, when the United
States espoused “minimal” intervention.

By “minimal” I mean each day when I come into my office I expect the market
will take care of the exchange rate, not the Federal Reserve or the Treasury. And
that has been the case for some weeks now, and I expect it will remain the case
in the future. . . .4

Although this position is unacceptably dogmatic, leaving out important in-
stances where intervention is the appropriate policy, by and large, it is the

3 See Rudiger Dornbusch, “Policy Interdependence under Flex1ble Exchange Rates;” Cam-
bridge, Mass., MIT, 1982, processed.

4 Statement by the Undersecretary of the U.S. Treasury, Beryl Sprinkel, before the Joint
Economic Committee in Hearings on International Economic Policy, May 4, 1981, pp. 17-18.
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analytically correct position. This point can readily be made by looking at
the theory of intervention.

Intervention can be either sterilized or nonsterilized. In the case of non-
sterilized intervention, a foreign-exchange purchase is allowed to increase
on a one-to-one basis domestic high-powered money and thus lead to a
multiple expansion of the money stock. Nonsterilized intervention thus
amounts to exchange-rate—oriented monetary policy. There is no doubt that
nonsterilized intervention will be effective in containing exchange-rate
movements. After all, a monetary contraction in the face of currency de-
preciation or monetary expansion in the face of appreciation cannot but
limit the extent of the exchange-rate movement. But nonsterilized inter-
vention is not what is at issue in the debate between Europe and the United
States. Had it been at issue, Europe should have called more openly for
North-Atlantic coordination of monetary policy.

In the case of sterilized intervention, the impact of exchange-market
transactions on high-powered money is offset by a simultaneous open-mar-
ket operation. The net effect of a purchase of foreign exchange is therefore
an increase in the stock of domestic debt outstanding. Sterilized interven-
tion changes the currency composition of world debt, whereas nonsterilized
intervention changes the currency composition of world money. Superfi-
cially, sterilized intervention appears attractive for a country that wishes
to exert exchange-market effects through intervention and yet is eager to
pursue a fully autonomous money-stock policy. But there is only one cir-
cumstance in which sterilized intervention is unambiguously appropriate.
That is the case of an international portfolio shift, which would affect ex-
change rates, interest rates, prices, and real activity in the absence of ster-
ilized intervention. Sterilized intervention is the appropriate accommodat-
ing policy in this special case. As a response to any other disturbance, a
simple reshuffling of the currency composition of world debt does not have
much effect. Once interest rates, prices, and activity adjust, there is no
presumption in favor of stabilizing the exchange rate. There is instead a
tradeoff in the character of the international transmission process. With
relatively fixed rates, there is a larger transmission of employment-effects
through international spending linkages. With relatively flexible rates, there
is a tendency to stabilize employment in the face of a foreign disturbance
but at the cost of a larger change in the price level.

It is also appropriate to question the effectiveness of sterilized interven-
tion in the face of changing relative interest rates. In an integrated capital
market, where securities denominated in different currencies are neverthe-
less imperfect substitutes, the depreciation-adjusted interest differentials
equal the risk premium in asset-market equilibrium. The risk premium, in
turn, can be affected by changing the currency composition of world debt.
When interest rates rise in the United States relative to those in the rest
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of the world and exchange rates are to remain unchanged, there is need for
an increase in the relative supply of dollar-denominated securities and a
reduction in the relative supply of other securities. Such a change in rela-
tive supplies will increase the risk premium on dollar-denominated assets
and thus validate the higher interest differential at unchanged exchange
rates. What we do not know, to any degree of approximation, is how much
of a reshuffling of the currency composition of debt is required and what
lags might be involved. Without any guidance of that sort, intervention
cannot be undertaken with the requisite expertise and enthusiasm. More-
over, one is not simply discussing debt management but also central-bank
capital gains or losses and interest earnings.

The intervention issue is further complicated by the absence of a consen-
sus on what is the equilibrium real exchange rate and what is its path over
time. It is not even clear whether we are thinking of cyclically adjusted
real exchange rates and real rates that take into account the prospective
path of the full-employment budget at home and abroad. Unless these am-
biguities are resolved, it is hard to determine the precise degree of over-
valuation. I believe that the dollar is overvalued, but I would be hard-
pressed to decide whether it is 5 or 15 per cent too high. I know people
who would happily make that determination, but I am not sure that they
know more about it. Nor do I think the market does.

There are very few circumstances in which intervention would be a clearly
desirable policy. The only case that does come to mind is a portfolio shift.
In any other event, the case for intervention is precarious, even though
real exchange rates can go far out of line. Nothing makes that point better
than the recognition that real interest rates and the real value of the stock
market are also far out of line. Intervention in one market rather than in
all (or with respect to one disequilibrium price) has no justification and does
not necessarily make things better. It is for this reason that I do not favor
“band” or “target zone” ideas as settings for intervention. They do not make
any sense unless they are proposals that make macroeconomic policy en-
dogenous on a broad, internationally coordinated front whenever any of a
number of key real variables—unemployment rates, real interest rates, in-
flation rates, the real exchange rate—moves significantly far from its normal
level. To give real exchange rates a special role is not justified, and inter-
vention could not pursue this aim successfully. The massive, fruitless inter-
vention during the overexpansion in the Carter period has demonstrated
this patently.

The current policy stance of tight money and soft fiscal policy in the
United States implies record real interest rates and uncertain prospects of
recovery. Disinflation has been rapid, but there is no reason to anticipate
‘that inflation will have ended a year from now and recovery will be firmly
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underway. Quite to the contrary, the outlook is for painfully slow disinfla-
tion and recovery, if any, that will be slower than in any postwar expansion.
With these prospects ahead, it is clear that we should look to alternative
policy mixes that, at least in principle, offer the possibility of continued
disinflation but also a stronger recovery. At the same time, such policies
should, if possible, remove strain from the exchange-rate system or at least
not aggravate the current overvaluation.

It is time, once again to talk of incomes policy. The United States has
made a credible investment in tight money, and economic slack has re-
- versed expectations of accelerating inflation. It is therefore worth consid-
ering the option of comprehensive, mandatory wage controls for, say, eight-
een months to stop core inflation altogether. To make the scheme attractive,
one would of course want to combine it with taxes on the profits of those
firms that used oligopolistic advantages to raise prices. The tax proceeds
could be used to compensate wage earners for real wage losses coming from
the recovery of commodity prices or dollar depreciation. Critics argue that
incomes policy is unattractive because it creates distortions, bottlenecks,
and inefficiencies in the allocation of resources. Such an argument is silly
in the face of the staggering costs of a 10 per cent unemployment rate. The
only question can be whether incomes policy can be made effective, and
that is a question of political support and of assurance that controls do not
become an umbrella for an overexpansion of money.

There is an alternative view that takes for granted that disinflation to a
zero level cannot be a near-term target. On this view, we should take ad-
vantage of fortunate events (the collapse of OPEC, bumper crops, etc.) to
- achieve disinflation, but we should in the meantime try to maintain some
semblance of growth. This could be done without reigniting inflation, be-
cause the current recession has softened wage demands sufficiently. But
further progress with disinflation would be suspended until further good
news came along. This approach calls for some increase in money growth,
to perhaps 6 to 7 per cent, on a transitory basis, in order to reduce real
interest rates, unhook the dollar, and get recovery underway. The approach
is congenial in many ways, but there are two objections. First, recovery
and dollar depreciation could raise recorded inflation rates very rapidly and
thus scare policy-makers off this path and back into fierce monetarism, even
though the revival of inflation represented only a transitory adjustment of
relative prices that has to come sometime in any event. Second, the core
inflation rate, at 6 to 7.5 per cent, is high and will continue to exert strain.
For both reasons, I believe that outright wage control (not price control)
may be a harder, but better, option at this time.

From the international point of view, incomes policy is the appropriate
stabilization policy under flexible exchange rates. It avoids the adverse
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transmission effects resulting from high interest rates or deep recession. It
takes away much of the need for intervention or for capital controls to stop
the dollar from becoming even more overvalued, which could happen on
the current course of policy. There is another respect in which incomes
policy will help solve problems. On the current path of policy, with high
real interest rates continuing and only a very moderate recovery of the
world economy, there is the definite risk of spreading bankruptcy and de-
fault. No rescheduling or failure is much trouble by itself, even when it
involves a country the size of Mexico. But when a large group of countries
is forced simultaneously into deep cuts in activity and imports, the systemic
implications are entirely beyond control. That will almost inevitably be the
case unless poor and middle-income countries encounter lower real interest
rates and the recovery of world demand.




JACOB A. FRENKEL

The Versailles Communiqué of June 1982 is unlikely to be recorded in
history as an important turning point in the annals of international eco-
nomic relations. It is obvious that the authors of the Declaration and the
Statement of International Monetary Undertakings have attempted to pa-
per the cracks of disagreement with ambiguous wording. Kindleberger
characterized the Jamaica Agreement of January 1976 as a diplomatic suc-
cess and an economic stalemate.! Only time will tell whether the meetings
at Versailles will also be so characterized or whether they will be consid-
ered to have produced the less desirable outcome of an economic stalemate
and a diplomatic failure. Whatever the assessment, it is important to note
that Versailles must be judged as a summit about East-West relations rather
than a summit about international monetary policies.

My remarks deal with various issues that were included in the Commu-
niqué and with some that were not included but are nevertheless of prime
importance for the operation of the international monetary system. These
issues are protectionism, intervention, interest rates and monetary policy,
and the role of the IMF.

World recession and rising unemployment have dangerously increased
the popularity of protectionism. It is difficult to overstate the potential eco-
nomic, political, and social costs of yielding to protectionist pressures. One
would have thought that the lessons of the 1930s experience with “beggar
thy neighbor” policies were not yet forgotten, but evidently this is not so.
Recent events indicate a gradual but systematic sowing of the seeds of trade
wars, of which the current tension between the United States and Japan is
just one unwelcome symptom. The dangers of the current protectionist
policies and of the rhetoric concerning prospective policies stretch far be-
yond the narrow range of international trade. A protectionist international
environment is likely to lead to costly inward-looking policies and isolation-
ism instead of outward-looking policies and cooperation.

These dangers were recognized by the Versailles Declaration, where the
participants promised to resist protectionist pressures and trade-distorting
practices and to improve the ability of the GATT to solve trade problems.
The participants agreed to participate in the GATT Ministerial Conference
in late November 1982 in order to take concrete steps toward these ends.
Unfortunately, preliminary strategy sessions indicate that, the Versailles

i Charles P. Kindleberger, “The Exchange-Stability Issue at Rambouillet and Jamaica,” in

Edward M. Bernstein et al., Reflections on Jamaica, Essays in International Finance No. 115,
Princeton, N.]J., Princeton University, International Finance Section, 1976, p. 26.
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Declaration notwithstanding, few trading nations are likely to be willing to
reduce trade barriers and to expand the GATT’s power as long as world
recovery is slow. '

This apparent inconsistency between the declaration of intent concerning
long-term policies and the pursuit of actual short-run policies may be re-
grettable, but it is typical of government policies. As a general rule, gov-
ernments tend to discount the future heavily, since their time horizons are
relatively short. Consequently, faced with a conflict between internal and
external targets, elected officials (who wish to be reelected) will typically
sacrifice external obligations to domestic goals by renouncing previous com-
mitments to the international rules of game. Since such a breakdown of
those rules could be very costly from the global viewpoint, it is extremely
important that international institutions like the GATT and the IMF be
strengthened. ,

In April 1977, the increased flexibility of exchange rates induced the
Executive Board of the IMF to approve certain principles and procedures
for surveillance of exchange-rate policies. The Principles for the Guidance
of Members’ Exchange Rate Policies included these requirements:

A member shall avoid manipulating exchange rates or the international mone-
tary system in order to prevent effective balance of payments adjustment or to
gain an unfair competitive advantage over other members.

and

Members should take into account in their intervention policies the interests
of other members, including those of the countries in whose currencies they
intervene.

While these principles are somewhat vague (most likely they are purposely
vague), the IMF has succeeded in creating a legal framework that can be
very useful in dealing with extreme violations. For this reason, the renewed
commitment at Versailles to strengthen cooperation with the IMF in its
work of surveillance is welcome.

There is, however, a need for an important addition to the GATT and to
IMF surveillance. The GATT deals with interventions that affect the trade
account of the balance of payments, and IMF surveillance deals with inter-
ventions that affect exchange rates. Under a clean float, however, any pol-
icy that affects the current account of the balance of payments must also be
fully reflected in the capital account, and vice versa. It follows that capital-
market interventions may have protectionist trade effects similar to those
resulting from the imposition of more conventional trade barriers. A third
agreement is therefore required to deal directly with interventions that
~ affect the capital account of the balance of payments. Without a capital-
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account analogue to the GATT, efforts to reduce protectionism may be
futile.

The Statement of International Monetary Undertakings reiterates the major
countries’ readiness to use intervention in exchange markets when neces-
sary to counter disorderly conditions. The language of this commitment is
taken from the 1977 IMF Principles for Guidance quoted above, and it
shares with it the same operational difficulties in defining “disorderly con-
ditions” and setting the criteria by which a country can determine that
* intervention is “necessary.” The central difficulty, however, relates to the
definition of intervention. The United States interprets foreign-exchange
intervention to mean sterilized intervention, that is, intervention which is
not allowed to affect the monetary base and thus amounts to an exchange
of domestic for foreign bonds. In contrast, the Europeans interpret foreign-
exchange intervention to mean nonsterilized intervention. Thus, for the Eu-
ropeans an intervention alters the course of monetary policy, while for the
Americans it does not.

The distinction between the two concepts of intervention is fundamental;
the exchange-rate effects of the two forms of intervention may be very
different depending on the relative degree of substitution among assets. In
principle, sterilized intervention may affect the exchange rate by portfolio-
balance effects and by signaling to the public the government’s intentions
concerning future policies, thereby changing expectations. In practice,
however, evidence presented by Obstfeld suggests that nonsterilized inter-
vention, which alters the monetary base, has a strong effect on the ex-
change rate, while an equivalent sterilized intervention has very little ef-
fect.2 These findings are relevant for both the theory of exchange-rate
determination and the practice of exchange-rate policies. As to the theory,
they shed doubts on the usefulness of the portfolio-balance model. As to
the practice, they demonstrate that the distinction between the two forms
of intervention is obviously critical if the authorities mean to intervene
effectively to counter disorderly conditions, as they undertake to do in the
Versailles Statement.

What “orderly conditions” should be maintained by interventions? The
continuing volatility of exchange rates and large divergences from purchas-
ing-power parities have given rise to various proposals concerning rules for
intervention in the foreign-exchange market. Some of these proposals are
variants of a PPP rule according to which the authorities are expected to
intervene so as to assure that the path of the exchange rate conforms to the
path of the relative price levels.

2 Maurice Obstfeld, “Exchange Rates, Inflation and the Sterilization Problem: Germany
1975-81,” European Economic Review, 19 (forthcoming).
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There are at least four difficulties with a PPP rule. First, there are in-
trinsic differences between the characteristics of exchange rates and the
prices of national outputs. These differences, which result from the much
stronger dependence of exchange rates (and other asset prices) on expec-
tations, suggest a more relevant yardstick; exchange-rate volatility should
be assessed by comparison with variability in the prices of other assets like
securities rather than variability in the prices of national outputs. The evi-
dence shows that the variability of exchange rates has been about half that
of the stock-market indices. Of course, this does not mean that the volatility
of either exchange rates or stock-market indices has been acceptable, but
rather that exchange-rate volatility cannot be condemned as excessive by
pointing to the fact that exchange rates have moved more than national-
output price levels.

Second, the prices of national outputs do not adjust fully to shocks in the
short run, and thus intervention in the foreign-exchange market to ensure
purchasing-power parity would be a mistake. When commodity prices are
slow to adjust to current and expected economic conditions, it may be de-
sirable to allow for “excessive” adjustment in some other prices.

Third, there are continuous changes in real economic conditions that
require adjustment in the relative prices of different national outputs. Un-
der these circumstances, what seem to be divergences from purchasing-
power parities may really reflect equilibrating changes.

Fourth, if there is short-run stickiness of domestic-goods prices in terms
of national moneys, then rapid exchange-rate adjustments, which are ca-
pable of changing the relative prices of different national outputs, are a
desirable response to changing real economic conditions. An intervention
rule that links changes in exchange rates rigidly to changes in domestic and
foreign prices in accord with purchasing-power parity ignores the occasional
need for equilibrating changes in relative prices.

Thus, while it might be tempting to “solve” the problem of divergences
from PPP by adopting a rigid PPP rule, I believe this to be a mistaken
policy course.

The Versailles Declaration resolved to continue the fight against inflation
and thereby also help to bring down interest rates, which were described
as being “unacceptably high.” Implicit in this statement was the view—put
forward mainly by the U.S. Treasury—that the chief cause of high interest
rates has been the expectation of high inflation. This view provided the
justification for the pursuit of a relatively tight monetary policy in the United
States. A counterview—put forward mainly by the Europeans—was that
the cause of high nominal interest rates in the United States has been high
real interest rates. These high real rates justified the European call for a
more expansionary monetary policy in the United States. Since the two
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components of the nominal interest rate—the real rate and inflationary ex-
pectations—are not observable, the two conflicting views could not be rec-
onciled at Versailles.

I argue here that the exchange rate can be used to settle the conflict
between the two views.? In my view, the combination of a high nominal-
interest-rate differential and depreciation of the currency that seems to have
prevailed in the United States during most of the 1970s may have indicated
a rise in inflationary expectations, which should obviously not have been
fueled by an increase in the money supply. But the combination of a high
nominal-interest-rate differential and appreciation of the currency that seems
to have prevailed in the United States since the latter part of 1979 may
indicate a rise in the demand for money, which should be accommodated
by an expansionary monetary policy. This principle suggests.that since
the latter part of 1979 the important factor underlying the evolution of the
nominal interest rate in the United States has been the evolution of the
real interest rate, rather than inflationary expectations. Therefore, if the
U.S. monetary authorities had paid more attention to the underlying rea-
sons for high real interest rates, they would have felt able to afford a more
relaxed monetary policy. :

Several factors have contributed to the rise in real interest rates. First,
there have been large current and prospective budget deficits in the United
States and in the rest of the world. The world average of central-govern-
ment deficits as a fraction of GDP reached 3.3 per cent in 1980, compared
with 1.5 per cent in 1973 and 1974. This rise in the relative shares of budget
“deficits has been widespread: the proportion of countries reporting deficits
larger than 4.0 per cent of GDP rose from 20 per cent in 1973 to 48 per
cent in 1980. Thus, from a global perspective, the role of budget deficits
may be more pronounced than might appear at first glance.

Second, stagflation lowered the hedging quality of bonds. With a weak
economy and high inflation, the real interest rate on bonds declines. For
bonds to be more attractive to bondholders, they must bear a higher real
yield. :

Third, high real interest rates represent a rise in the risk premium, at-
tributable to several factors: (a) the projected rise in future budget deficits
creates uncertainty about how these deficits will be financed; (b) the vola-
tility of monetary policy since late 1979 may have induced a rise in the risk
premium; and (c) the fragility of the world financial system, the sequence
of banking crises, the increased perception of sovereign risk and increased

3 This argument draws on Jacob A. Frenkel and Michael L. Mussa, “The Efficiency of
Foreign Exchange Markets and Measures of Turbulence,” American Economic Review, 70
(May 1980), pp. 374-381, and “Monetary and Fiscal Policies in an Open Economy,” American
Economic Review, 71 (May 1981), pp. 254-258.
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sensitivity to large exposures, and the increased reluctance to extend ad-
ditional credit have all contributed to the rise in the risk premium and in
real interest rates. This rise in risk has been reflected in the increased
spread between high- and low-quality bonds.

Fourth, it has been argued that changes in the laws dealing with the
treatment of depreciation and in those dealing with bankruptcies have also
contributed to the rise in real interest rates.

This perspective suggests that the Versailles Declaration concerning in-
terest rates has put too much emphasis on the role of inflationary expecta-
tions and too little on the roles of factors affecting the real interest rate.

One of the notable messages in the Statement of International Monetary
Undertakings is conveyed by the repeated emphasis on the importance of
the IMF as a monetary authority and the commitment to give the IMF full
support in its efforts to foster stability. The recent difficulties of some de-
veloping countries in the credit markets have sparked renewed interest in
the IMF’s role as lender of last resort.

The responsibility of a lender of last resort is to step in and lend (possi-
bly at penalty rates) so as to ensure that credit markets do not dry up.
Generally, the role of lender of last resort to domestic banks must be as-
sumed by the central bank, although the purpose, of course, is to protect
depositors and prevent a panic and not necessarily to protect stockholders.
How is this responsibility related to that of the IMF? The Fund’s lending
operations are secondary to its main responsibility for maintaining the smooth
operation of the international payments mechanism. The instruments that
the Fund can use to prevent the drying up of credit markets are the various
conditions it imposes on countries that seek to borrow from it. The appli-
cation of Fund conditionality may give a signal to other potential lenders
that the risk of lending to that country has been reduced, thereby opening
up otherwise closed credit lines. This approach may not be sufficient in the
short run for countries that are seriously illiquid, and countries may have
to draw down their lines of credit with the Fund to offset the drying up of
other credit lines. There may be a good case for an increase in IMF finan-
cial resources to deal with such cases. A detailed discussion of this impor-
tant question is beyond the scope of these remarks. There is just space to
note that, to the extent that the current crisis is viewed as temporary, the
proper policy would be the creation of an emergency fund from which the
IMF could make loans under special crisis circumstances. This recommen-
dation appears to be consistent with the recent U.S. proposal to put to-
gether an emergency fund of $25 billion. .
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STEVEN W. KOHLHAGEN

The Versailles Communiqué (the Declaration and attached Statement of
International Monetary Undertakings) says very many of the right things
about what the major industrialized countries can do together to improve,
or at least prevent a deterioration of, the international economy. To the
extent that it can be used by national leaders to resist what might otherwise
be politically expedient or attractive inflationary or protectionist domestic
‘pressures, it is clearly a constructive policy document. When it discusses
the need for more monetary stability, however, there is a disturbing focus
on reducing exchange-rate fluctuations rather than on reducing the pres-
sures on debtor nations and thus the potentially serious strains on the in-
ternational banking system.

On the positive side, the document does discuss the importance of both
resisting protectionist pressures and working to increase the resource flow
to the developing world. Even before the Versailles summit, it was clear
that the critical problem facing the international financial system was the
increasingly serious debt burden borne by several important borrowers in
international markets. With the problem intensifying in Argentina, Chile,
Mexico, and Poland since the summit, it has become even more important
to pay more than lip service to statements such as those in the Commu-
niqué.

The future of the international financial system rests on the eventual
ability of these countries and other substantial borrowers to live within
their means. This implies either that the vast majority of the world’s sov-
ereign nations must now reconcile themselves to slower economic advance-
ment, certainly for the short and medium run and quite possibly forever,
or that the countries represented at the Versailles summit must create an
environment in which other countries can earn their own way. To create
such an environment, they must make capital and technological resources
available to the developing countries and open their domestic markets to
products from the developing countries. It is easy to endorse these actions,
but it is quite another, more difficult, problem to implement them.

Since it is virtually certain that many of the competitive exports from
developing countries will injure concerns in the industrialized countries,
domestic pressures for protection or, at the very least, for assistance will
grow as the developing countries increase their ability to pay their own
way. In fact, if the export sectors of the developing world were to expand
dramatically, so as to make it possible for those countries to begin paying
off their net debts rather than continue to borrow during this decade, the
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economic dislocation and domestic political pressures in the developed world
would be enormous. As a recent case in point, the August 1982 devaluation
of the Mexican peso, necessitated by the near-bankruptcy of the Mexican
economy, affected many U.S. firms along the border so adversely that im-
mediate state and federal aid was considered and may in fact be ultimately
granted.

Are the EC countries, North America, and Japan ready to live with the
domestic political costs of opening their markets to new sources of compe-
tition? The Declaration says the right things but lays out no scheme for
implementation, nor even any groundwork for this crucial activity. Simi-
larly, it notes the need for increased private investment and continued
public-sector aid and investment in the developing countries, but these
have been noted before by the summit countries with little if any imple-
mentation. Efforts almost certainly have to be increased to achieve these
aims, especially to increase private financial flows in an increasingly uncer-
tain environment. In the end, these policy goals must be implemented.
The point cannot be overemphasized, both on humanitarian and interna-
tional financial grounds. Pressures from import-competing sectors in the
developed economies cannot be allowed to close off ways for developing
countries to reduce their debts and increase their import potential. Such
an outcome would be unconscionable from a humanitarian viewpoint, but
it would also be detrimental in the long run to the importing countries.

Furthermore, the stability of the international banking system is at stake,
as both the Polish and Mexican cases are showing. If the developing coun-
tries, already heavily overindebted, cannot have access to the resources and
the markets required to begin paying their debts (or, in some cases, to
meet interest payments), sequences of near-bankruptcies, reschedulings,
and eventual bankruptcies are quite likely, if not inevitable. These will
jeopardize the solvency of many commercial banks, if not the entire system
eventually. It is not difficult to envision an international banking crisis or
even collapse as a result of the abrogation rather than rescheduling of debt
by several or even a few debtor countries. Contrary to the claim of the
Statement in its first paragraph, the stability of the world monetary system
“rests primarily” on this availability of resources and markets to developing
countries.

It is difficult to accept the alternative view implicit in both the Declara-
tion and the Statement that convergence of developed-country macroeco-
nomic policies is the primary requirement for world monetary stability.
This view is usually endorsed by policy-makers—as it is here—as a truism
acceptable without need for further debate. To be sure, the Communiqué
means by stability smaller exchange-rate fluctuations rather than the un-
derlying viability of the system. Yet few would maintain that there would
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be anything resembling exchange-market stability, even with perfectly co-
ordinated macroeconomic policies, if there were chaos in the commercial-
banking system as a result of international lending crises.

In examining the desirability of stable exchange rates and converging
macroeconomic policies, no one would argue that, all else equal, large real
exchange-rate fluctuations are preferable to small. Similarly, no one would
object if all countries could converge to policies achieving “lower inflation,
higher employment and renewed economic growth.” The problem, of course,
is that these are not very realistic objectives. Macroeconomic targets, goals,
and conditions are constantly changing across countries. What may make
good economic sense for Germany at a given time may not be desirable for
Britain or the United States. Examples of conflicting fiscal and monetary
policies across countries are easy to find and not very interesting to draw
out or analyze. Why should Germany or Japan heat up their economies
merely to weaken the nominal value of the Deutsche mark or the yen?
Why should the United States or Britain or Italy or France tighten policies,
reduce real production, and throw people out of work merely to raise the
nominal values of their currency?

Certainly, no one would maintain that convergence of macroeconomic
policies is an end in itself. It is obvious that no government should give up
any political autonomy, or allow production to be reduced or workers to
become unemployed merely to have the same policies as its major trading
partners. Statements of the sort in the Communiqué must rest on the no-
tion that convergence yields some other economic or political benefit, pre-
sumably more stable currencies.

But, all else equal, is a more stable currency a desirable end in itself? If
one looks at the revealed preferences of governments, the answer is clearly
no. If governments wanted rigidly fixed exchange rates, they could have
them. Exchange rates could be fixed for fairly long periods of time merely
by introducing extremely restrictive exchange, capital, and trade controls.
Why isn’t this done? Because “to maintain the internal and external values
of our currencies” is not an end in itself. It is viewed as a way to facilitate
“freer flows of goods, services and capital.” If restrictions on these flows
are required to bring about currency stability, then currency stability is
clearly counterproductive at least in the limiting case. It makes no sense to
restrict output and employment in order to avoid reductions in output and
employment resulting from exchange-rate fluctuations.

If the cost of achieving more currency stability is low, policy-makers are
willing to bear it. But macroeconomic policy convergence can have high
costs, and economic analysis to date does not indicate that exchange-rate
fluctuations have an excessively adverse impact on economic activity, trade,
or investment. What negative evidence there is indicates that the effects
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have been quite small. Furthermore, for several bilateral exchange rates,
the variance of real exchange-rate movements since 1973 has been less than
during the previous fixed-rate period. It would thus seem that using mac-
roeconomic policies to reduce exchange-rate movements, no matter how
intuitively appealing the notion of convergence, cannot be justified by the
evidence to date on the effects of exchange-rate instability.

The Versailles Statement cites exchange-market intervention as way to
reduce fluctuations. Except perhaps in the most disorderly of circum-
stances, intervention is also unappealing on several grounds. I once asked
a central banker whether his central bank would continue to intervene if
economists were to prove beyond a shadow of an (empirical economic) doubt
that exchange-rate fluctuations had no adverse economic effect whatsoever.
After a few moments’ thought, he smiled and replied that it probably would.
In the end, I guess, unlike Will Rogers, central bankers have never met an
unregulated market that they liked!

For official intervention to make sense, central bankers must either have
more information than the market (and be willing to act correctly on it in
a way that affects market prices) or have a more socially optimal taste for
risk than the market collectively. How many central banks have a good
sense of society’s optimal risk preference or the market’s actual taste for
risk and know how to intervene to correct for any deviation between the
two at a given time? If central banks have information that the market does
not have, how do or should they use it? Why not release it? Only if that is
impossible does it make sense perhaps to intervene and push the rate in
the inevitable direction. But if the information never becomes public, or
the central bank was wrong about its effect, or new information or new
economic conditions negate or swamp the old information, such interven-
tion can be destabilizing rather than stabilizing.

Why do central bankers feel that they know whether or not the market
rate is correct? In point of fact, there is no right rate at any specific time.
The correct exchange rate is the one that will bring about external equilib-
rium in the desired time period, given current information and risk aver-
sion. The market’s notion of the “desired time period”may not be the social
optimum, but is the central bank’s? Who should determine it? Should the
soon-to-be-evident U.S. deficit be corrected in two quarters, one year, or
two years? As there is no “right rate,” what target should a central bank
adopt for intervention?

The central bank may believe that the market is misevaluating informa-
tion. If the central bank is correct, then intervention can be stabilizing in
such cases. But quite often (some would say most often), it is the central
bank that is too optimistic about some information—usually a policy change—
and the market that is correct. In these cases, the stubborn central bank
destabilizes the market by intervention, as evidenced by its loss of money
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on the operation. In fact, the profitability of intervention is the acid test of
whether or not it is productive. Profitable intervention (correctly measured)
makes money for taxpayers and stabilizes the exchange rate; unprofitable
intervention not only destablizes the rates but also wastes taxpayers’ money.

The Statement implies that “greater monetary stability” is needed, pre-
sumably to be achieved by macroeconomic coordination and greater inter-
vention in the future. Yet intervention in the most recent past has been
neither small nor a particularly good prototype. Average monthly interven-
tion by France and Germany was over $1 billion in 1980 and 1981, by Japan
and the United Kingdom over $0.5 billion. Yet central bankers are still
concerned about a need for more. From the fourth quarter of 1976 through
the third quarter of 1977, non-OPEC foreign official assets in the United
States grew by $20.1 billion. This was a period of (trade-weighted) dollar
stability. In retrospect, it was also a period of an overvalued dollar. While
foreign central banks were keeping the dollar high by their dollar pur-
chases, the United States was developing unprecedentedly large external
deficits. When the extent of these deficits became known later in 1977, the
dollar began a tumultuous downward slide that was halted—and then only
temporarily—on November 1, 1978, by the Carter Dollar Rescue Package.

On that date, the United States intervened—or, more correctly, an-
nounced that it would intervene—to counter disorderly market conditions.
Arguably, those disorderly conditions were a result of at least two factors:
first, the intervention by foreign central banks in late 1976 and early 1977
that kept the dollar higher than it would normally have been; and, second,
the failure of the United States to solve its domestic inflation and energy
problems and the resulting external disequilibrium. Whereas this earlier
intervention had contributed to the overvalued dollar and disorderly mar-
ket conditions thereafter, intervention on a much larger scale did not pre-
vent the dollar’s fall from late 1977 until the Rescue Package. (Non-OPEC
foreign official assets in the United States increased by over $30 billion in
the year beginning with the fourth quarter of 1977.) Furthermore, with the
exception of the first few weeks of November 1978, when intervention was
at times higher than usual, the “restabilized” dollar was more a result of
the initial announcement than of any actual intervention. Non-OPEC for-
eign official assets in the United States actually fell in the first three quar-
ters after the announcement, and U.S. official reserve assets fell by only
$0.2 billion in the fourth quarter of 1978. In fact, as measured at the end
of each quarter, U.S. official reserves have never again fallen below their
level at the end of 1978, not to this day! Although these latter two figures
are slightly misleading because of the issuance of the so-called “Carter bonds,”
much of the authority to issue Carter bonds never had to be used.

If actual intervention did not bring the markets back from the “disorderly
conditions” of 1978, then what did? The announcement itself was certainly
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important. It had a dramatic and immediate impact on market prices, as
the dollar jumped up instantly without any significant intervention. It was
an important signal to the markets that the United States was serious about
solving its domestic problems and that the administration believed that the
process was under way. But the Rescue Package dealt only with the symp-
toms, not with the underlying problems. Not until almost a year later, on
October 6, 1979, when the Federal Reserve System announced that it was
changing its operating procedures to deal more effectively with inflation,
did the dollar recovery begin to take hold and the disorderly conditions of
1977-79 really come to a close. And only with the imminent election of the
Reagan administration did the period of dollar weakness end decisively, as
the markets dared to hope that an era of uncertain economic policy-making
had ended.

Therein lies the most glaring omission from the Declaration and State-
ment. They maintain that currency stability is an important policy goal and
submit that policy convergence and intervention are the appropriate tools.
But policy convergence is potentially too costly unless the circumstances
are favorable, and intervention is often ineffective and even counterpro-
ductive. The Declaration and Statement ignore a prescription that is not
overly costly and is quite effective, namely, the implementation of stable,
believable policies.

More exchange-rate stability is possible even without converging policies
or intervention. With stable policies aimed at achievable goals, ones that
the market can believe, diverging policies need not be associated with un-
stable real exchange rates. There is no need for Japan and the United States
to have identical inflation rates or growth rates. No political or economic
sovereignty need by surrendered or official foreign-exchange losses in-
curred in order to achieve greater stability of exchange rates. If each coun-
try merely embarked on policies that were perceived to be realistic and
sustainable, market “surprises” would be fewer, uncertainty reduced, and
fluctuations less severe.

In summary, both the Declaration and the Statement address themselves
to the critical issue of international monetary stability. At this time, how-
ever, more attention, energy, and resources should be directed toward im-
plementing policies to enable the world’s debtor nations to make their own
way. If resources and markets are not made available to those countries,
the international monetary system will be more severely destabilized than
it can be by exchange-rate fluctuations that are deemed “excessive” by of-
ficials. In any case, the pursuit of stable, credible domestic policies rather
than coordinated macroeconomic policies or more intervention is the cor-
rect way to bring about a more “desirable” level of exchange-rate fluctua-
tions.
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LUIGI SPAVENTA

Of the annual gatherings of the heads of state and government of the
seven major industrial countries, very few are likely to deserve mention in
economic history as significant events. The one that took place at the Cha-
teau de Versailles early in June 1982 appears to be even less of an event
than others. The ratio of irrelevant verbiage—on the need to foster growth,
fight inflation, promote world trade—to operationally relevant or even eco-
nomically meaningful propositions was perhaps higher than usual; more
striking, however, was the effort to shun a number of real and difficult
problems by simply failing to mention their existence or by choosing words
that conceal substantial and persistent disagreement.

It is thus not surprising that, only weeks after Versailles, relations be-
tween the United States and Europe touched a new low with the steel
dispute and especially with the diverging interpretations of the paragraph
of the Declaration on “a prudent and diversified economic approach to the
U.S.S.R. and Eastern Europe” and the row over sanctions against the gas
pipeline.

Of more relevance here, much importance was attached in some early
comments to the separate Statement of International Monetary Undertak-
ings, in particular to paragraphs 3 and 5 expressing readiness to increase
cooperation with the IMF on surveillance and to use intervention to counter
disorderly market conditions, in compliance with Article IV of the IMF
Articles of Agreement. This was taken as a signal of some change of attitude
on the part of the U.S. authorities, who—it was thought—would now be
prepared to pay some attention to the effects of domestic policies on the
exchange rate.

The outcome of the “undertakings,” however, was not U.S. intervention
on the exchange markets, as some perhaps expected, but a study group on
intervention policies. True, there was minor intervention after Versailles
by the Federal Reserve (notably on June 14, in connection with a realign-
ment in the EMS). But there was no attempt to prevent the bilateral rates
between the dollar and other major currencies from climbing to new highs,
with much day-to-day volatility, in the summer months after Versailles.

The study’s group’s report will, I am sure, be of very great interest,
especially if, in addition to theoretical surveys and econometric work, it
provides figures and facts on the practices actually pursued by major coun-
tries since the inception of floating. It is, of course, doubtful that this wel-
come addition to the literature will offer clear-cut answers to the questions
that deputies and experts set for themselves: whether past intervention has
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reduced very-short-term volatility, short-term variability, or medium-term
swings in exchange rates; how and to what extent it has affected currency
and financial markets; and so forth. The experts and the deputies will be
unable with the best of will to fulfill the French finance minister’s reported
hope that the study’s conclusions will help to build “a new international
monetary order.”! And it is surprising that heads of state and government
and finance ministers, feeling it fit to discuss current and prospective in-
ternational monetary matters (including a “new order,” whatever that may
mean), should consider intervention as a politically relevant and technically
useful starting point when their views on intervention should instead derive
from their views on other, more substantive, issues.

Neither theory nor practice can support dogmatic or unqualified opinions
about intervention. Convincing theoretical arguments have been advanced
for a “rates constant policy” when disturbances occur in the financial rather
than in the goods markets,? and important cases when intervention is jus-
tified are listed even by those whose overall approach is in principle more
favorable to unmanaged floating.® The taxonomy of “good” and “bad” in-
stances of intervention depends, of course, on the underlying model, but
even when there is some agreement on the model, distinctions that appear
clear-cut in theory become blurred when applied to concrete instances of
intervention by different countries. Plenty of room is thus left for observers
to draw different conclusions from the same facts. Emminger has suggested
that “disorderly conditions” are like a pretty girl—difficult to define in gen-
eral but easy to recognize. In both cases, however, disagreement is not
unusual. Given these difficulties, it is even less likely that the issue of
“concerted intervention” will find a conceptually satisfactory or operation-
ally workable solution.

More important, the priority given to the problem of intervention con-
centrates attention on the very-short-term volatility of exchange rates rather
than on the more significant medium-term movements. Current theory of-
fers little or no help in understanding such movements (nor, for that matter,
the shorter-term fluctuations). Many, I think, would share the conclusion
of the painstaking analysis by Meese and Rogoff that “existing empirical
structural models cannot predict or even explain movements of the ex-

1 See “U.S. stalls on monetary intervention,” Financial Times, London, July 19, 1982, which
also contains a detailed account of the terms of reference for the study group.

2 Dale W. Henderson, “Exchange Market Intervention Operations: Their Effects and Their
Role in Financial Policies,” in J.F.O. Bilson and R. C. Marston, eds., Exchange Rates: Theory
and Practice, Chicago, University of Chicago Press, forthcoming.

3 See, e.g., Michael Mussa, The Role of Official Intervention, Occasional Paper No. 6, New
York, Group of Thirty, 1981. ‘

4 Otmar Emminger, Exchange Rate Policy Reconsidered, Occasional Paper No. 10, New

- York, Group of Thirty, 1982.
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change rates over the 1970’s.”5 The failure of a particular model to explain
exchange-rate movement is often rationalized by introducing the effects of
“news” or “surprises” on expectations and hence on current developments.
Even ignoring the difficulty of defining and measuring “news” in partial
models of the exchange rate, one cannot escape the feeling that this pro-
cedure leaves the exchange rate “hanging by its own bootstraps,” as Hicks
said of the interest rate in Keynes’s theory.

A new view seems to be emerging, however, about the workings of float-

ing rates, under the challenge of wide and long-lasting swings of nominal
and real exchange rates, accompanied by shorter-term oscillations, and of
the inability of a whole generation of models to account for such move-
ments. First, growing attention is being paid to the vicissitudes of real
rates; to their effects on the real economy and on the allocation of resources;
to the interactions among changes in the exchange rate, internal inflation,
and the current balance. Second, as shown in recent work by Dornbusch,
the possibility of exchange-rate indeterminacy is again receiving serious
consideration.® Dornbusch analyzes important cases, including the present
dollar problem, when “the exchange rate assumes a life of its own that may
be seriously at odds with macroeconomic stability,” and when this even
happens along a rational-expectations path that shows persistent and cu-
mulative deviations from the one warranted by the fundamentals. Third
and connected to this approach, the more policy-oriented analysis of some
experts, central banks, and international organizations seems to point to a
cyclical interpretation of exchange-rate movements. The story often told
(and the object of simulations with the OECD Interlink model) begins with
an exogenous shock to the exchange rate, such as a strong disturbance in
the financial markets; it is then shown how, as a result of J-curve effects on
the current account and of capital flows, a current-account imbalance de-
velops and the exchange rate moves further from the initial level; finally,
as the current balance does start to react to the swing of the exchange rate
in one direction, it initiates a movement in the opposite direction, which
will also lead to overshooting and overcorrection.”

All that is real may well be rational, in a technical sense. But this cer-
tainly does not allow us to infer either that there are no costs associated
with actual outcomes or that there are no less costly alternatives. The view

5 Richard Meese and Kenneth Rogoff, Empirical Exchange Rate Models of the Seventies:
Are Any Fit to Survive? International Finance Discussion Papers No. 184, Washington, U.S.
Federal Reserve Board, 1981.

¢ Rudiger Dornbusch, “Equilibrium and Disequilibrium Exchange Rates,” Cambridge, Mass.,
MIT, 1982, processed.

7 In addition to various OECD and central-bank documents, see the 1982 IMF Annual
Report, p. 45, and “The Problem of Exchange Rates,” New York, Group of Thirty, 1982, pars.
14ff., processed.
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of exchange-rate movements that I have just outlined implies that wide
fluctuations in nominal and real rates, such as we have witnessed and are
still witnessing, are to no small extent unnecessary, as they are out of pro-
portion to the initial imbalance and are themselves a cause of disequilibria
requiring further corrections. There is subtle debate in the literature about
the real costs of exchange-rate fluctuations unrelated to movements of the
fundamentals, and there are less subtle but strongly held and widely di-
verging views among policy-makers in different countries. As facts are ahead
of theories, more often than not, one may be strongly tempted to follow
the less subtle approach and establish a relationship between large swings
in currencies’ prices and stagnating real output and world trade, or between
a rapid real appreciation of a country’s currency and pleas for protection
there against “the invasion of foreign goods”; or to believe the lamentations
of so many central bankers and government officials that exchange-rate
movements impair their freedom of action and confront them with a tradeoff
between importing inflation and maintaining interest rates at levels too high
for the investment requirements of the economy.

All this is certainly open to dispute. But heads of state and finance min-
isters who felt so much in need of a thorough analysis before making deci-
sions should have asked their deputies and experts to address themselves
to the more substantive and fundamental questions—to the nature and costs
of the exchange-rate fluctuations that have occurred in the recent past—
rather than to the relatively minor issue of intervention. There were, how-
ever, good reasons why they did not. To face those issues, the experts and
deputies and their ministers would have been compelled to abandon the
make-believe of an aseptic technical dispute and confront political disagree-
ment on real, full-bodied matters—to open Pandora’s box.

Take, first, the issue of costs. The costs of exchange-rate fluctuations are
not spread evenly across all economies; they depend on the size and degree
of openness of each economy. An obvious truth, perhaps, but one that
explains why European central bankers and policy-makers are so worried
about exchange rates when their American counterparts are not. The infla-
tionary effects of a depreciating currency are far greater for any European
country than for the United States—all the more so as imports of fuel and
raw materials are normally invoiced in dollars. It is not surprising then that
policy conflicts are far more acute in some countries than in others. The
dispute about the attention that-should be paid to the exchange rate when
considering the effects of domestic policies is a dispute about the distribu-
tion of benefits and costs. It is therefore a genuinely political dispute.

Take, next, the issue of the shocks that may cause an exchange-rate swing
and of the factors that may amplify the initial impulse. Such shocks and
factors may originate from domestic policies. In the 1982 IMF Annual Re-
port, the process is precisely analyzed in chastely general terms:
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When a restrictive monetary stance is accompanied by an_ expansionary fiscal
stance and by the expectation that this mix of policies will persist over the next
few years, private market participants may reasonably come to expect that real
interest rates are likely to remain high for an extended period. This effect may
be particularly pronounced in countries . . . where fiscal deficits may absorb a
substantial proportion of the total flow of domestic saving. . . . Under present
conditions of responsive international capital markets, these factors tend, in turn,
to contribute to an appreciation of the exchange rate in both nominal and real
terms (p. 47).

Guess which currency they are talking about. If Italy or even France were
to fit the Fund’s description, something might happen to the lira or franc
rate, but there would be little or no disturbance to the system in general.
Even in the case of Germany, the external relevance of its domestic policies
very much depends on how widely they diverge from those of the United
States. That U.S. domestic policies, when conducted without regard to ex-
change-rate considerations, dominate exchange-rate developments is an-
other obvious truth. How could it be otherwise? If I repeat the obvious, it
is merely to reiterate that here again we are confronted with a political
rather than an analytical issue. The large country’s privilege of being able
to choose its own domestic policies, whether right or wrong, irrespective
of external considerations can be the smaller countries’ cost. Whether the
large country should forego its privilege or the smaller ones should accept
the cost is not a matter that can be settled by economic theory.

The Group of Thirty touchingly pleads that “it is a major task for inter-
national cooperation to convince the larger countries that it is both in their
and in the common longer-term interest to give more weight to avoiding
extended periods of unduly high or low exchange rates.”® But The Eco-
nomic Report of the President (1982, p. 169) had given a blunt answer to
this plea even before it was formulated: “As a general proposition, one way
to achieve compatibility of policies is for countries voluntarily to adopt the
monetary rule of a large country whose avowed goal is to stabilize prices”
(italics in the original).

Pleas for international cooperation are likely to be as operationally effec-
tive as studies of intervention—but less interesting. If, for historical and
political reasons, power is divorced from the assumption of responsibility—
if, in other words, there is lack of leadership—the lesson may be learned
too late and in the hard way: “When every country turned to protect its
national private interest, the world public interest went down the drain,
and with it the private interest of all.”® But we can always hope that the
next summit, besides debating intervention, will devote some time to dis-
cussing these issues.

8 Ibid., part II, par. 62.

® Charles P. Kindleberger, The World in Depression 1929-1939, London, Allen Lane, Pen-
guin, 1973, p. 292.
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THOMAS D. WILLETT

One of the few predictions that I am confident in making is that in ten
years’ time, or twenty, or thirty, there will still be debate about the oper-
ation of the international monetary system and the possible need for re-
form. Given the vast array of political and economic issues and interests
involved, it seems safe to expect that only during brief episodes of relative
calm will international monetary issues recede from attention. In the last
few years, however, the terms of mainstream debate have shifted signifi-
cantly from a focus on major reforms in the structure of the international
monetary system to emphasis on the adoption of policies that will make the
current system work better and consideration of proposals for minor insti-
tutional reforms.

There are still, of course, some prominent advocates of radical reform,
such as a return to some form of gold standard, and few would express full
satisfaction with the operations of the post-Jamaica international monetary
system. Experience has clearly demonstrated that flexible exchange rates
are not a panacea for all that ailed the international monetary system. Yet
I believe that recent experience has also shown that the Jamaica Agreement
provides a viable basic structure for a durable international monetary order,
and that it is more appropriate to speak of current arrangements as a system
than as a nonsystem or as international monetary anarchy.

The Versailles Communiqué implicitly adopts this judgment and focuses
on the need for improved policy coordination and implementation within
the existing framework. It is difficult to forecast whether the Versailles
meeting will have great substantive effect. Much of the Declaration and
of the related Statement of International Monetary Undertakings merely
reiterates support for such noncontroversial objectives as reducing inflation,
increasing employment, avoiding beggar-thy-neighbor policies, and pro-
moting exchange-rate stability.

Nevertheless, the Communiqué was widely interpreted as signaling a
significant softening of hard-line Reagan administration attitudes—an end -
to benign, perhaps even malign, neglect of exchange-market intervention
and the international consequences of U.S. macroeconomic policies. A few
days later, moreover, the United States intervened in the foreign-exchange
market for the first time in many months to help support the French franc.
This apparently did little to generate the increase in good will that might
have been anticipated, however, for within a few more days top French
officials resumed their public complaints about Reaganomics. With the ac-
rimony that has developed over the post-Versailles Reagan decision to em-
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bargo sales by U.S. firms and subsidiaries for the Soviet gas pipeline to
Europe, there may be little left of the spirit of closer international monetary
cooperation that Versailles had seemed to signal.

With luck, this will not be the case, and major linkage between economic
relations with the Soviets and international monetary issues can be avoided.
I will argue, moreover, that from the standpoint of substantive international
monetary cooperation, President Reagan’s switch to strong support for a tax
increase may be a good deal more significant in its short-term and medium-
term economic effects than the failure of the United States to continue
exchange-market intervention. Furthermore, the agreement at Versailles
to undertake a joint study of the effectiveness of official intervention could
potentially be of the greatest importance in the long run, for it could lay
the basis for more official use of technical economic research and analysis
in the discussion and formulation of exchange-rate policies.

There have been two types of criticism of the new international monetary
arrangements. One involves the functioning of flexible exchange rates per
se. The other involves systemic concerns. These concerns include opposi-
tion to those features of the new system that make it appear to be a dollar
standard and fears that the Jamaica reform (or ratification) was seriously
incomplete because it left untreated the problems of international liquidity
and confidence. I have argued in some detail previously,! and continue to
believe, that these criticisms reflect to a considerable degree a tendency to
argue by analogy from the problems of a pegged-rate system and a failure
to appreciate fully the change in interactions among the problems of liquid-
ity, confidence, and adjustment brought about by the movement to a sys-
tem of widespread flexibility of exchange rates. Managed flexibility does
not completely solve the liquidity and confidence problems, but it does
reduce them to proportions that, with some luck, can be handled by a
reasonable degree of international cooperation and surveillance through the
International Monetary Fund. And while the dollar is still not just another
currency, flexible rates give other countries a good deal more (although not
complete) freedom to pursue domestic macroeconomic objectives than they
had under pegged exchange rates. It would be useful to strengthen further
the international surveillance process. Serious consideration should also be
given to additional institutional reforms such as an IMF substitution facility
for converting official currency holdings into SDRs and the recent U.S.
proposal for a special crisis fund. But the basic structure of the current
system is sound.

I take the same view with respect to the exchange-rate regime. There

1 Thomas D. Willett, Floating Exchange Rates and International Monetary Reform, Wash-
ington, American Enterprise Institute, 1977; International Liquidity Issues, American Enter-
prise Institute, 1980.
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has been no shortage of hypotheses put forward to explain how flexible
exchange rates can generate vicious circles of inflation and depreciation and
how exchange-rate instability can be caused by excessive speculation in-
duced by bandwagon psychologies, insufficient stabilizing speculation, or
overshooting that mirrors interest-rate fluctuations. While there appears to
be some validity to most of these popular explanations, the accumulated
weight of careful empirical research does not support the view that these
tendencies are as prevalent as many critics of floating rates have implied.?
But neither does the evidence support the strong form of the Chicago mon-
etary approach, which assumes perfectly efficient speculation and an ab-
sence of significant real shocks and concludes that exchange-rate move-
ments merely reflect the changes in demands and supplies of the relevant
national currencies. If this approach were valid, official intervention would
have no influence on exchange rates except insofar as it influenced expec-
tations and the current demand for or supply of money.

Owing largely to the importance of expectations and real shocks, experts
rarely agree about the equilibrium value of a particular exchange rate at
any point in time or even about the zone within which the equilibrium
value lies. There can be honest differences of informed judgment about
how much of the observed short-run exchange-rate volatility has been due
to deficiencies in private speculative behavior, which might have been off-
set by official intervention, and how much to reasonable market responses
to unstable economic and financial conditions, which could have been pre-
vented only by more stable underlying conditions.

Moreover, the empirical evidence suggests that, whatever the scope may
have been for ideal official intervention to promote greater short-run ex-
change-rate stability, actual official intervention by the major industrial
countries has tended to lose money on average.3 The evidence is incom-
plete, but it suggests that intervention has been destabilizing as often as or
more often than it has been stabilizing. Governments and central banks
have been’ extremely reluctant to analyze the effectiveness of their inter-
vention policies, and yet there is a definite need for such research and
analysis in order to devise more effective intervention strategies (which may
include substantial periods of no intervention). The studies of intervention
policy that have been initiated in the wake of the Versailles discussions
could be an important step in this direction, although there is always the
danger that at least some major participants will be more interested in
obfuscation than clarification.

2 See the papers and references cited in Jacob Dreyer, Gottfried Haberler, and Thomas D.
Willett, eds., The Intérnational Monetary System: A Time of Turbulence, Washington, Amer-
ican Enterprise Institute, 1982.

* See Dean Taylor, “Official Intervention in the Foreign Exchange Market, or, Bet Against
the Central Bank,” Journal of Political Economy, 90 (April 1982), pp. 356-368.
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The experience with flexible rates suggests that more effective interven-
tion strategies are likely to make only a marginal contribution to greater
international monetary stability. Nevertheless, I am strongly convinced that
governments should be making much greater use of scientific analysis of
the effects of their exchange-rate policies. This analysis could substantially
improve international discussions of monetary and fiscal policy coordination
as well as intervention policy.

The prospects for substantially greater exchange-rate stability depend
primarily on the creation of more stable macroeconomic conditions in the
major industrial countries. Conceptually, there can be a significant role for
better intervention and macro policy coordination, but, as a practical mat-
ter, the major benefits in this area will not come until greater underlying
macroeconomic stability has been restored. Until then, primary emphasis
should be on building confidence in the determination of governments to
carry their current anti-inflation strategies through to a successful conclu-
sion. Although official intervention and better policy coordination can at
times help speed up the process of disinflation, recent experience suggests
that focus on these areas has been used too often as a substitute rather than
complement for the sustained macroeconomic restraint needed to curb in-
flation.

My own research and that of a number of others supports the view ex-
pressed in the Versailles Communiqué that substantial reductions in infla-
tion are required to create the stable expectations essential for restoring
full employment on a sustained basis. Until then, we shall have to forego
numerous opportunities for useful, if marginal, gains from fine tuning (which
I don’t view as an ugly word), because of the danger that they will rekindle
inflationary expectations. Because of our past history of inflationary ex-
cesses, there is at present a substantial (rational) asymmetry in the behavior
of market expectations: it is much easier to generate increases than de-
creases in inflationary expectations. This asymmetry can be reduced by
establishing a credible track record of sustained anti-inflation efforts that
will lower the average expected rate of inflation. We have made progress,
but we still have a long way to go.

The short-run effects abroad of President Reagan’s economic policies should
be viewed in this light. While most econometric estimates of adverse effects
are much smaller than official complaints generally suggest, there can be
little question that the substantial appreciation of the dollar has made life
more difficult for economic decision-makers abroad. It should be remem-
bered, however, that the cost to them is only a fraction of the cost of dis-
inflation being borne by the United States, and that some sharing of this
cost is unavoidable. Just as other countries will share in the benefits of a
more stable long-run environment in the United States, they must also bear
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some of the quite substantial transitional costs of reestablishing such an
environment. The relevant policy issues are these: Could U.S. economic
policies have achieved this objective at lower cost? Did the policy mix adopted
lead to an inefficient or unfair distribution of this cost between the United
States and other countries? And could other countries have adopted policies
that would have reduced the adverse effects on their economies?
These are not easy questions to answer. It was not unreasonable to expect
a sizable appreciation of the dollar in the face of U.S. anti-inflationary
efforts. The appreciation performed the extremely valuable function of helping
to bring down inflation more rapidly in the United States. This in turn
generated the visible signs of progress that have made it easier to fight the
pressures of the political business cycle for premature abandonment of re-
strictive policies. Nevertheless, one might wonder whether the apprecia-
tion wasn’t overdone. In my own judgment, its size was reasonable given
the policies being followed, but the policies themselves were not optimal
in the first year of the Reagan administration. Monetary policy was too tight
and fiscal policy too easy, yielding a mix that reduced aggregate demand
too much and caused more appreciation of the dollar than was desirable
from a global perspective. But these are judgments rendered ex post. View-
ing matters on an ex ante basis, I would place little blame on the Federal
Reserve, because financial innovations made it difficult to evaluate the quite
different signals being given by the various monetary aggregates. More fault
can be found with fiscal policy, because it was based in part on supply-side
assumptions that are contrary to most of the available empirical evidence.
President Reagan’s support of a tax increase implied acceptance of a more
moderate supply-side analysis and was undoubtedly influenced primarily
by domestic considerations. It is responsive, however, to the concern about
the size of budget deficits expressed in the Versailles Communiqué. Ex-
" treme supply-side versions of Reaganomics are not. As it is very difficult to
arrange compensation internationally, we cannot expect to see many in-
stances in which a country adopts a policy strategy that imposes substantial
costs on itself because of the greater benefits that it confers on others. But
international summits can contribute to the education of national leaders,
reminding them of the international repercussions of their actions and at
least increasing the likelihood that some weight will be given to interna-
tional considerations when the relative merits of alternative policy strate-
gies are unclear. Periodic summit meetings may seldom yield dramatic re-
sults, but I believe that the benefits greatly outweigh the costs. While it is
still too soon to tell, Versailles seems likely to be more productlve than
most—at least in the international monetary area.
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CONCLUDING COMMENTS

When 1 telephoned one of the contributors to this symposium to urge
him to accept my invitation, he challenged me to join him. “Why should
we commit ourselves on difficult problems,” he asked, “while you hide
behind editorial neutrality?” Wanting very much for him to participate, I
went half way and promised to add a brief comment to the end of the
symposium. Here it is.

I was disappointed by the Versailles Communiqué for some of the same
reasons that others have given but for additional reasons of my own. The
world is mired deeply in a macroeconomic mess, and it is getting worse.
Forecasts of recovery recede before our eyes. But governments are para-
lyzed by myths that they created. It is impossible, they say, to cut taxes or
to increase public spending, because budget deficits are too large. It is
impossible, they say, to speed up monetary growth, because it will rekindle
inflation immediately.

Some governments want to cut their budget deficits, in the midst of the
worst recession since the Second World War. They do not seem to real-
ize—or want to realize—that the recession has been the main cause of the
deficits. We run the risk, said one official privately, that governments will
“chase their deficits downhill,” in a manner reminiscent of the 1930s.

Central bankers are trapped by their commitments to combat inflation
by stable and credible policies. But they attach too much importance to
those commitments. Inflation rates have fallen sharply and wage-rate growth
has flattened, but the reasons are the old and costly ones—declining prices
for primary products and high unemployment rates—not the new and cost-
less ones that the priests of credibility told us would take over. Inflationary
expectations have subsided, but the change in expectations was the out- -
come, not the cause, of the decline in inflation rates. Although Frenkel and
I come at matters from different directions, we agree on one important
point. There is room for more monetary growth and an urgent need for it.

No country, however, can go it alone. The United States tried to do so
in 1977-78, when the other “locomotives” would not get up steam, and it
relied too heavily on monetary policy. It ran into exchange-rate problems.
France tried to do so recently and got into worse problems, from which it
has yet to extract itself.

The major industrial countries must start to expand together to pull the
world economy out of the slump, for it can get much worse if it is not
ended. The joint response, however, has to be differentiated. Each country
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must contribute in a manner appropriate to its particular situation—which
means, above all, its exchange rate.

The dollar is overvalued. Bergsten is brave enough to give us a number—
20 per cent. Dornbusch is more cautious but does not seem to disagree.
Willett does not think we know enough to make any meaningful statement
about an exchange rate, but he says that a bad policy mix “caused more
appreciation of the dollar than was desirable from a global perspective.”
But he and I would change the mix by different methods. He would cut
the budget deficit. I would increase the money supply. At the opposite
extreme, I would urge Japan to tighten its monetary policy and ease its
fiscal policy, but would warn that the change in the mix should not be
neutral. It should stimulate the Japanese economy.

I agree with those of my colleagues who say that the Versailles Com-
muniqué put too much emphasis on exchange rates, but I do not agree with
the reasons that some of them give. Spaventa gets it right. There has been
too much emphasis on short-term instability and therefore on intervention.
. The medium-term swings in exchange rates, nominal and real, have done

more damage, and they cannot be corrected by official intervention—not
even by nonsterilized intervention of the sort that Frenkel stresses. One
has to look instead at national policies, especially at those of the largest
country, and gear them more directly to exchange-rate stability.

I am more sympathetic to intervention, however, than most of the con-
tributors to this symposium. Kohlhagen is quite right to blame intervention
for the overvaluation of the dollar in 1976-77, and he is probably right about
1978; the success of the policy package adopted in November 1978 owed
more to announcement effects than to the intervention that actually took
place. Announcements will not work, however, unless markets are im-
pressed, and they can only be impressed if they believe that intervention
works. Those who think that markets know much more than economists
should perhaps listen to the markets on this matter.

Looking back on our experience with floating rates and at the behavior
of particular currencies, I have begun to wonder whether this trip was
necessary. I am therefore increasingly interested in target zones and crawl-
ing pegs as second-best solutions to a difficult problem. I am likewise in-

“trigued by Bergsten’s suggestion that a temporary reinstatement of Japa-
nese capital controls could help with the most serious exchange-rate problem
facing the world right now. This will not make Frenkel happy—he would
like a GATT-type code to limit the use of capital controls—but this will not
be the first time that I have disappointed him.

Frenkel is right about something else, though it will give him little joy.
Noting that the summit countries agreed in their Communiqué to combat
protectionist pressures at the GATT Ministerial Meeting, he warned that
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the GATT meeting might not go well—that few nations are willing to re-
duce trade barriers or to expand the GATT’s powers. The Ministerial Meet-
ing ended two days before this comment was written, and it was disappoint-
ing indeed. Protectionist pressures are likely to get worse for as long as
recovery is deferred.

Writing after others, I have one more advantage. It is to note a bit of
good news. Prospects for an early increase in Fund quotas look brighter
than they did a few months ago, at the Bank-Fund Meetings in September,
and there may be an even earlier agreement on supplementary financing
for the Fund. But there is bad news too. More countries seem likely to
draw on the Fund. World trade is shrinking, the terms of trade continue
to move against the developing countries, and debt crises are scaring the
bankers away. More and more countries are likely to experience balance-
of-payments problems, and the threat of a global banking crisis, which seems
to have receded for the time being, may loom large again.

Action is needed on many fronts—and it cannot be postponed until the
next summit.

P.B.K.







TEXT OF THE VERSAILLES COMMUNIQUE

‘Declaration of the Seven Heads of State and Government and
Representatives of the European Communities

Chdteau de Versailles, June 4, 5, and 6, 1982

In the course of our meeting at Versailles we have deepened our mutual under-
standing of the gravity of the world economic situation, and we have agreed on a
number of objectives for urgent action with a view to improving it.

We affirm that the improvement of the present situation, by a further reduction
of inflation and by a return to steady growth and higher levels of employment, will
strengthen our joint capacity to safeguard our security, to maintain confidence in
the democratic values that we share, and to preserve the cultural heritage of our.
peoples in all their diversity. Full employment, price stability and sustained and
balanced growth are ambitious objectives. They are attainable in the coming years
only if we pursue policies which encourage productive investment and technological
progress; if, in addition to our own individual efforts, we are willing to join forces,
if each country is sensitive to the effects of its policies on others and if we collaborate
in promoting world development. .

In this spirit, we have decided to implement the following lines of action:

— Growth and employment must be increased. This will be attained on a durable
basis onlyif we are successful in our continuing fight against inflation. That will also
help to bring down interest rates, which are now unacceptably high, and to bring
about more stable exchange rates. In order to achieve this essential reduction of
real interest rates, we will as a matter of urgency pursue prudent monetary policies
and achieve greater control of budgetary deficits. It is essential to intensify our
economic and monetary cooperation. In this regard, we will work towards a con-
structive and orderly evolution of the international monetary system by a closer
cooperation among the authorities representing the currencies of North America,
of Japan and of the European Community in pursuing medium-term economic and
monetary objectives. In this respect, we have committed ourselves to the under-
takings contained in the attached statement.

— The growth of world trade in all its facets is both a necessary element for the
growth of each country and a consequence of that growth. We reaffirm our com-
mitment to strengthening the open multilateral trading system as embodied in the
GATT and to maintaining its effective operation. In order to promote stability and
employment through trade and growth, we will resist protectionist pressures and
trade-distorting practices. We are resolved to complete the work of the Tokyo Round
and to improve the capacity of the GATT to solve current and future trade prob-
lems. We will also work towards the further opening of our markets. We will co-
operate with the developing countries to strengthen and improve the multilateral
system, and to expand trading opportunities in particular with the newly industrial-
ized countries. We shall participate fully in the forthcoming GATT Ministerial Con-
ference in order to take concrete steps towards these ends. We shall work for early
agreement on the renewal of the OECD export credit consensus.
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— We agree to pursue a prudent and diversified economic approach to the U.S.S.R.
and Eastern Europe, consistent with our political and security interests. This in-
cludes actions in three key areas. First, following international discussions in Jan-
uary, our representatives will work together to improve the international system for
controlling exports of strategic goods to these countries and national arrangements
for the enforcement of security controls. Second, we will exchange information in
the OECD on all aspects of our economic, commercial and financial relations with
the Soviet Union and Eastern Europe. Third, taking into account existing economic
and financial considerations, we have agreed to handle cautiously financial relations
with the U.S.S.R. and other Eastern European countries, in such a way as to ensure
that they are conducted on a sound economic basis, including also the need for
commercial prudence in limiting export credits. The development of economic and
financial relations will be subject to periodic ex-post review.

— The progress we have already made does not diminish the need for continuing
efforts to economise on energy, particularly through the price mechanism, and to
promote alternative sources, including nuclear energy and coal, in a long-term per-
spective. These efforts will enable us further to reduce our vulnerability to inter-
ruptions in the supply of energy and instability of prices. Cooperation to develop
new energy technologies, and to strengthen our capacity to deal with disruptions,
can contribute to our common energy security. We shall also work to strengthen
our cooperation with both oil-exporting and oil-importing developing countries.

— The growth of the developing countries and the deepening of a constructive
relationship with them are vital for the political and economic well-being of the
whole world. It is therefore important that a high level of financial flows and official
assistance should be maintained and that their amount and their effectiveness should
be increased as far as possible, with responsibilities shared broadly among all coun-
tries capable of making a contribution. The launching of global negotiations is a
major political objective approved by all participants in the Summit. The latest draft
resolution circulated by the Group of the 77 is helpful, and the discussion at Ver-
sailles showed general acceptance of the view that it would serve as a basis for
consultations with the countries concerned. We believe that there is now a good
prospect for the early launching and success of the global negotiations, provided
that the independence of the Specialised Agencies is guaranteed. At the same time,
we are prepared to continue and develop practical cooperation with the developing
countries through innovations within the World Bank, through our support of the
work of the Regional Development Banks, through progress in countering instabil-
ity of commodity export earnings, through the encouragement of private capital
flows, including international arrangements to improve the conditions for private
investment, and through a further concentration of official assistance on the poorer
countries. This is why we see a need for special temporary arrangements to over-
come funding problems for IDA VI, and for an early start to consideration of IDA
VII. We will give special encouragement to programmes or arrangements designed
to increase food and energy production in developing countries which have to im-
port these essentials, and to programmes to address the implications of population
growth.

In the field of balance of payments support, we look forward to progress at the
September IMF Annual Meeting towards settling the increase in the size of the
Fund appropriate to the coming Eighth Quota Review.
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— Revitalization and growth of the world economy will depend not only on our
own effort but also to a large extent upon cooperation among our countries and with
other countries in the exploitation of scientific and technological development. We
have to exploit the immense opportunities presented by the new technologies, par-
ticularly for creating new employment. We need to remove barriers to, and to
promote, the development of and trade in new technologies both in the public
sector and in the private sector. Our countries will need to train men and women
in the new technologies and to create the economic, social and cultural conditions
which allow these technologies to develop and flourish. We have considered the
report presented to us on these issues by the President of the French Republic. In .
this context we have decided to set up promptly a working group of representatives
of our governments and of the European Community to develop, in close consul-
tation with the appropriate international institutions, especially the OECD, pro-
posals to give help to attain these objectives. This group will be asked to submit its
report to us by 31 December 1982. The conclusion of the report and the resulting
action will be considered at the next economic Summit to be held in 1983 in the
United States of America.

Statement of International Monetary Undertakings

1. We accept a joint responsibility to work for greater stability of the world mon-
etary system. We recognize that this rests primarily on convergence of policies
designed to achieve lower inflation, higher employment and renewed economic
growth; and thus to maintain the internal and external values of our currencies. We
are determined to discharge this obligation in close collaboration with all interested
countries and monetary institutions.

2. We attach major importance to the role of the IMF as a monetary authority
and we will give it our full support in its efforts to foster stability.

3. We are ready to strengthen our cooperation with the IMF in its work of sur-
veillance; and to develop this on a multilateral basis taking into account particularly
the currencies constituting the SDR.

4. We rule out the use of our exchange rates to gain unfair competitive advan-
tages.

5. We are ready, if necessary, to use intervention in exchange markets to counter
disorderly conditions, as provided for under Article IV of the IMF articles of agree-
ment.

6. Those of us who are members of the EMS consider that these undertakings
are complementary to the obligations of stability which they have already under-
taken in that framework. .

7. We are all convinced that greater monetary stability will assist freer flows of
goods, services and capital. We are determined to see that greater monetary sta-
bility and freer flows of trade and capital reinforce one another in the interest of
economic growth and employment.
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