Oveview

Henry C. Wallich

Lookinga thedollar, theprincipd topicof thissymposium,it can besaid
that, at considerablecost to the American economy, considerablebenefits
have been achieved. At home, inflation has been cut to one-third or one-
quarter of itsearlier level. Abroad, the United States has acted as alocomo-
tive, pulling the world economy out of a recession. The cogts to foreign
countries, intermsof higher interestratesand higher prices, arelessthan the
benefits. Higher interest rates are to some extent in the discretion of these
countries Since on afloating exchange system they can dlow their curren-
ciesto go down insteed of raiSng interest retes to prevent this. The price
increasesresultingfrom thelower valueaof thecurrenciesevidently have not
prevented an dmost universal reduction in inflation rates abroad. The rea-
onfor thisisthat the pricesof many of their imports, dthoughinvoicedin
dollars, are actudly determined by world markets. A srongdollar depresses
thepricedf world market commodities, especidlyoil. Asfor higher interest
ratesand thedleged drainingof investment fundsfrom foreign countriesto
the United States, mogt foreign countries operate with substantial excess
cgpacity, unemployment, and therefore, low utilization of potential. Bring-
ing their economies up to full employment would generate additiona sav-
ingsthet could offset thedrain to the United States.

For the United States, the benefitsof the high dollar are, | think, over-
matched by its costs. Inflation has been reduced, but somedf thisgain may
have to be given back if and when the dollar comes down. We have hed a
good investment performance, but not dl that much better than in the past.
Theratio of businessfixed investment to GNP has increased only moder-
ately over past peskson agross basisandislower onanet basis. Meanwhile,
the domestic debt burden hasincreased subgtantially and theforeign debt of
the United Stateshasincreased to thepoint where we have become adebtor
country. We have largely lost the net investment income that used to be a
greet support of our current account.

Even so, if therewereaway of changing coursenow and stopping acon-
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tinuation of the adverse trends | have cited, one might say that we hed
incurred an affordablecost in return for subgtantial benefits. Thedifficulty
lieswith thefuture.

Severd of thespeskersin thissymposumhavefocused on theFed and, in
my way of thinking, doneusmorehonor than wedeserve. TheFed isnot the
only gamein town; thereareothers. But evenif it were, that does not mean
that weshould play themall. Nether can the Fed be held responsiblefor the
inability of the origind administration program to deliver all it promised.
Rates of growth that would have raised revenuesto the point of baancing
the budget after massvetax cutswere not preventedby the Fed. Inmy view,
they were unlikely to begin with. | was somewhat startled to hear one
Specker say that the Administration was prepared to settle for an eight per-
centinflation in the near term, instead of the four percent that developed. |
hed not heard thisfrom my Washingtonfriendswhostayed with the Admin-
igration. The clear anti-inflationary stance of the Adminigtration, to my
thinking, has often been documented.

To underscoremy comment that the Fed isnot theonly gamein town, let
medraw your atention to some thingsthat are going on with respect to the
international monetary systemin which thedollar has had such aspectacular
career. A dudy of the areas in which this system could be improved wes
completed acoupleof monthsago and will beat the center of discussion at
the Seoul meeting o the International Monetary Fund and other bodies
hereafter. | am surprised how little attention has been paid at our mesting
heretowhat, after all, congtitutesthe principa concerted effort of themajor
industrial countries in the direction of monetary reform. Granted that the
resultsare modest, afundamenta question neverthelesshas been put onthe
table. It is whether the present system of floating rates, which hes not per-
formed satisfactorily in the opinion of most observers, is inherently defec-
tive, tending to extreme fluctuations, or whether this performance results
from ingppropriate use made of the system and excessivepressures placed
upon it. In theformer case, trying to change the system in the direction of
greater stability would merely havetheeffect of pushingsomedf theinher-
ent ingability of the world economy into some area other than exchange
rates, for instance, into growth, inflation, and employment. If, on theother
hand, the usemadeof the system wasingppropriate, then agreement on bet-
ter use may betheremedy.

In the report, there is considerable discussion of **convergence™ as a
meanstoward more stableexchangerates. Thequestion, not answered very
explicitly,iswhether this convergencere atesto performanceor to both par-
formanceand policies. While the report was being developed, increasing
convergence o performance occurred, especially in the area of inflation
control. Almog dl mgor countries were coming beow four percent. Nev-
ertheless, as inflation performance converged, the dollar took off. This
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seemstosuggest that convergencedf performancemust be supplemented by
convergencedf policies. Thismeans, unfortunately, that even if the system
is not inherently flawed, improvements needed in its use are of very
demanding kind.

Let menow turntotheareaon which much of thediscussion a thismeet-
ing has focused—the Federal Resarve's role with respect to thedollar. The
greet problem that the dollar posesfor monetary policy is that the dollar is
essentidly unpredictable. The papers presented to the conference make
clear that we have no reliable theory of exchange-rate determination. In
other words, thedallarisawild card. It isindeed discouraging to find that
economics, having demongtrateditsinability to predict the stock market and
interest rates, now aso seemsto have failed with regard to exchangerates.
Thedollar ssemsto bedetermined by forcesto which perhapswecan givea
name, but the workingsaf which we do not understand.

if wedid understand them, it still isnot clear in which way policy should
seek toinfluencethem. Therearerisksand costs associated with both ahigh
and alower dollar. A highdollar, if maintained, would push ustoward pro-
tectionism. It would increaseour foreign debt at an exponentid rate, reech-
ing atrillion dollars within very few years. It would continueto erode the
coreaf our economy, manufacturing industry. Asfor the ultimatelevel of
the dollar, if and when arate consistent with some sort of equilibriumis
reached, that equilibriumrate would have to be lower the longer it tekesto
reech it, asannual debt servicechargeshbuild up.

A lower dollar would causeinflationto accelerate. By improving thecur-
rent account and so reducing capita inflows, it would drive up interest rates
unless the budget deficit had been meanwhile materidly improved. The
negativeeffectsof adeclinein thedollar would bethebigger thelessorderly
a downward movement, and the more severe the loss of confidence and
credibility. A substantial risein interest rateswould carry thethreet of reces-
son. Even though a rise in interest rates resulting from smaller capitd
importsshould be compensated to some extent by stronger net exports, the
timing probably does not match. Marketsmight anticipatethe movement of
interest rates, whereas the improvement in the current account would take
time. Indeed, we may not have the productive capacity in our weskened
manufacturing sector to step up exports very fast without price pressures.
For thesereasons, an improvement in the budget deficit that would relieve
pressureon capital marketsis urgently needed as an accompaniment of any
declinein thedollar.

It isin light-of these considerationsthat suggestions madein somedf the
papers and at this symposium that the Federd Reserve should somehow
push down the dollar must be examined. | believe thet any such deliberate
action would bedamagingto inflation expectations. It might bedamaging to
our prospectsdf getting long-term interest rates down. The markets would
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find it difficultto adjust to such aFederd Reservedeparture. Unpredictable
and possibly disorderly movementsin the exchangemarket could follow. |

mention only in passing that apolicy of pushing down afdling rateiscon-
trary to IMF rulesfor floatingwhichto besurearenot very closely observed
in practice. It might also bring us in conflict with foreign countrieswhose
views asto the proper dollar ratefor their currency might not accord with
ours, if weoperatedso asto makethem believethat we had arateobjective.

Other speakers have commented on and, to some extent, criticized the
proposa by Ron McKinnon. By this proposal, the Federal Reserveand the
central banksof Germany and Japan shouldcoordinatether policies. When
oneaof themfound its money supply contracting, the others should expand,
and vice versa, keeping the "*world money supply"' gpproximately stable.
There may be situationsin which such a procedure was feasibleand desir-
able. But judt to give a contrary example & thistime, now that the U.S.
money supply hes expandedstrongly in themiddle of 1985, should weurge
thecentral banks of the two other countriesto engagein countervailing con-
traction?Would this not completely ignore the Stuation o the world econ-
omy, whichisoneof dowingexpans onboth hereand abroad, withinflation
dill relatively modest? McKinnon’s suggestion to give attention to the
exchangerateasan indicator of thestanced monetary policy isagood one.
It isaready beingfollowed by the Federal Reserve, asFederd Reservepol-
icy recordsand Congressiond tesimony maeke clear. But thelevel of the
dollar can only be one indicator among others, athough one of growing
importance. Targeting on the dollar, especialy with a downward bias,
would requiregiving up theexisting money-supply targetsand risk provok-
inganew burs of inflation.

Monetary policy, now ason many occasions, isin thedifficult positionof
having to pursue severd targets with only one instrument. Except on rare
occas onswheresomethingisserioudy amiss, such astheweek dollarinthe
fal of 1978, and the acceleration of inflation in late 1979, policy cannot
ignorethemultiplicityof objectives. It canand must, however, bear in mind
that by its nature it can be fully effective only in the pursuit of one objec-
tive-that o pricestability. Itsinfluenceon growth and employmentistran-
gtory, strongin the short run but with counterproductiveside effectsin the
longer run and eventual washing out of growth and employment effects.
Monetary policy will be most effective when it avoidsoverreachingitsalf.



