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Introduction

Our experiencewith flexibleexchange rates has been very sobering. We
have been reminded time and again that exchange rates, and especially
short-term changes in exchange rates, are unpredictable.

| amsurethat many of us—academics, policymakers, and market practi-
tioners dike — have shared a one point or another the frustrationof what
Governor Henry Wallichtermed as**thedlusivedollar.” When wethought
thet the purchasing power parity mode worked, it collgpsed; when we
thought thet the smplemonetary model worked, it failed; when we thought
that aricher portfolio-balancemodd worked, it asofailed; when weturned
to the current-accountmodel, we did not get much hdp—and so onand so
forth. Infact, asafirst goproximation, exchangerates seem tofollow aran-
dom wak. Therefore, by and large, changesin exchangerates (asidefor
trends) are unforecastable.

Inview of theseinherent difficulties, market analystshave adopted oneof
thefollowing two dternative strategies. First, they have been mainly con-
cerned with long-term forecasts. In this vein we have recently been offered
doomsday forecastson the future course of the dollar. According to such
forecasts thedollar isbound to fall a some futuretimeand, when it falsit
will fall very fast. Such crash-landing forecasts may a best be useful in
highlighting possibleimplicationsof inconsistent macroeconomic policies.
They are of little usefor the short and the medium runs. Furthermore, since
suchlong-runforecastsar e typicaly open ended, in many casesthey cannot
even berefutable. In thissensethe usefulnessof such predictionsmay not be
much greater than Keynes dictumthat **in thelong runweared| deed’ —a
dictum about which Robert Solow of MIT once remarked that Keyneswes
awaysgood in making long-termforecasts.

Thedternativestrategy adopted by market andystsreflectsthebelief thet
"if you can't forecast well, forecast often.” Thebasisfor such abdief must
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probably be the notion that **a theory aday keepsyour criticsat bay.” Asa
result, there has been nothing more confusing than reading through the ex-
post journalisticexplanationsoffered for theday-to-day changesintheU.S.

dollar. For example, over the past few years we were told thet:

"*Thedollarfdl becausethemoney supply grew faster than expected —
thereby generatinginflationary expectations ™

but, on another occasion we were told that;

" The dollar rose because the money supply grew faster than

et —eady  generdting expectations that the Fed is likely to
tighten up and raiseinterestrates.”

On another date we weretold that;

"Thedoallar fell sncethebudget deficit exceeded previousforecasts—

thereby generating inflationary expectationson the belief that the Fed
will have to monetize the deficit,"

but, on another occasion we were told theat:

""The dollar rose since the budget deficit exceeded previous fore-
casts-hereby generating expectations that government borrowing-

needswill drive up interest rates Since the Fed will be unlikely to give
up itsfirm stance.”

On ye another day we weretold that:

"*Thedollarfdl sinceail pricesfell--therebyhurting Mexico and other
debt-ridden oil-producing countries whose bad fortune may bring
about the collgpseaf important U.S. banks,"”

but, on another occasion we were told that:

""Thedollar rose sinceail pricesfell--thereby helping the debt-ridden

oil-consuming countrieswhoseimproved fortunewill help the vulner-
ablepostionof important U.S. banks."

How did the"theory aday" approach explain the zig-zagin the value of
the dollar during the past three days? Here the explanaion was given in
termsaf the estimatesof GNP growth rate; accordingly we were told:
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""The dollar changed again because the extent of the revison of the
egtimated GNP growth rate was smaller than the expected revison of
previousforecastsof theseestimates.™

One cannot but sympathize with the difficulties shared by newspaper
reporters and financia analysts who fed obligated to come up with daily
explandtions for daily fluctuations of exchange rates, and one can only
imaginethe deep frustration that yielded the recent headlinein the Interna-
tional Herald Tribune according to which:

""Thedollar roseon no news."
Branson'sanalyss

Evduated againgt this background, Willian Branson's pgper on the
""Causes of Appreciation and Voldility of the Dollar,” representsaserious
effort to providealogical story accountingfor theevolution of theU.S. dol-
lar Snce early 1981. His framework is attractivein thet it recognizes thet
even though day-to-day changesin exchangeratesareintringcally unpre-
dictable, economictheory and experience have taught us thet broad trends
can frequently be accounted for in terms of conventiona economicfunda
mentals. Accordingly, in explaining the evolution of the dollar, Branson
focuses on one important fundamental—the budget deficit—which he
believesdid it al. In his words **...the concluson isclear: the shift in the
budget did it!”

In order toestablish histhesisBranson constructsasimplifiedreal mode
inwhich the monetary sector isnot eveninvited to mekeaguest appearance.
Accordingto the basic gory, theannouncement of The Economic Recovery
Tax Adt of early 1981 dong with the announcement of multi-stage build-up
o defensespending, implied large structural budget deficitsand started the
processof dollar appreciation. Tregting the structural deficit as the exoge-
nous shock and using the identitiesof nationa income accounts, Branson
showsthat the budget deficit must crowd out domestic spending by raising
the saving-investment gap; aternatively (or in addition) the deficit can be
financed by the rest of the world through the generation of adeficit in the
current account of the balanceof payments. Branson concludes, sensbly,
that therisein therateof interest and theredl appreciation of thedollar were
necessary in order to bring about the saving-investment gap and the current
account deficit needed tofinance thelargeU . S. budget deficit.

Thisbringsusupto February 1985. But what about thedeclinedf thedol-
lar thet took place in the subsequent few months (and which | assume
resulted in achangein thetitle of this conferencefrom theorigind titleon
the" strong U.S. dollar™ to the present titleon **the U.. S. dollar) ?In order
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to account for that reversal Branson introducesthecritical issueof sustaina:
bility. Hearguesthat therisein U.S. debt-servicerequirement and the path
aong which U.S. debt increases continuoudly are not sustainable. The
cumulative current account deficit will eventualy makeforeign investment
in the United Statesrisky and will commandarisk premium. Asaresultitis
likely that further capital inflowsintothe United Stateswill not beforthcom-
ing. Thelimited capital inflow will makethedeficitin thecurrent account of

the baance of payments unsustainable, and will necessitate its reduction.
Themechanism that will bring about such areductionisadrasticdeprecia
tion of thedollar. According to Branson the depreciationwhich took place
after thedollar reached its peek in February 1985 may havesignaed thestart
o that process.

Even though thisstory seemscons stentwith thegenerd courseof events,
Branson recognizes thet thereisabit of aproblemin accountingfor the pre-
cise timing of the events & both ends of the process. To begin with, the
announced Tax Act of 1981 implied that thestructural deficit will occur only
by late 1982. Y, interest rates and the dollar started their upward trend
much earlier. A smilar difficulty isalso present a theotherend of theproc-
ess. Specificaly, it is not clear what caused the start of the reversd in late
February 1985 (leaving asidethe moreimportant question whether theproc-
essd depreciation has actualy began?) In order to ded with the difficult
question of timing Branson relies on the powerful (but somewhat arbitrary)
argument —xpectations. Accordingly, the early 1981 credible announce-
ment of the future deficit inducedasset holdersto anticipateafutureappreci-
ation of thedollar and arisein interest rates. Asaresult, likedl good assat
market theoriestell us, theseanticipated futurechangeswere trandated into
immediatechangesin interest rates and exchangerateseven though the poli-
cieswhich have dlegedly induced these changes have not yet been under-
taken. Similarly, Branson argues that the decline of the dollar can be
explainedin termsof expectations. Accordingly, theinevitable future impli-
cations of continuous debt accumulation have dreedy raised current risk
premiaand, thereby, haveinduced thedollar depreciationthat started in late
February 1981

Additional factors

Branson's analysisis consistent with the factsand, as such, it cannot be
rejected on purely logical grounds. Hedesigned hisanaytical framework in
order to highlight the unique role that U.S. budget deficits have played in
effecting the path of thedollar and of red interest rates. Within thisframe-
work heaccomplished histask. My main comment, however, isthat by foc-
using thediscussonon U.S. policiesaloneand by congraining theanalysis
toa"'red" model, Branson's explanationdoes not dlow for two important
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additiond factors-those which slem from the monetary sector and those
which stem from developmentin therest of theworld.

Monetary policy

Concerningthefirst, it seemsclear to methat thedrastic (and highly suc-
cessful) course of the disinflationary monetary policy that wes undertaken
by the United States has surely contributed significantly to the early risein
red interest rates and to the early phase of.dollar appreciation. Most likely
during thoseearly phasesactual monetary policy rather than expected future
fiscal policy wasat the center stage. Theevidencethat lendscredencetothis
dternativeexplanaion is provided by thefact thet short-termratesof inter-
est rose. Such arisecan beeasily accounted for in termsof tight money. Itis
much more difficult to account for it in terms of expectationsabout future
budget deficits. Similarly, therecent depreciationoccurring & theother end
of the period under analysis(since February 1985) can also beexplained in
terms of conventional monetary factors. Accordingly, the dollar's drop
owes much to the significant dowdown in the rate of growth of the U.S.
economy coupled with the prevailing gronth o the money supply. The
combinationof thepath of monetary policy and thedow growthof red GNP
has meant that, in relative terms, money was more |oose than before and,
therefore, the dollar depreciated. In view o these considerations| would
suggest that in explainingtheevol utionof thedollar astronger role begiven
tothecourseof monetary policy.

The budget deficit: a broader perspective

Branson's formulation viewsthe"* budget deficit™ asthebasc measurecf
thestanceaf fisca policy. | believethat thisconcept, even when modifiedto
dlow for cyclica factors, may not be sufficiently operationa for concrete
policy recommendations. Almost any macroeconomic modd suggeststhat
thereisasgnificant difference between theeffectsof budget deficitsarising
fromachangein government spendingand theeffectsof equivalent deficits
arising from a change in taxes. (And one does not nead to believe in the
extreme verson of the "*Ricardian equivalence™ propostion in order to
make this assertion.) Further, most models suggest that the-structure of
taxes and government spending may be critical. For example, it ‘matters
very much whether thetax cut fallson the corporatesector or on households
and whether the tax cuts are transitory or permanent. Likewise; it matters
whether government spending falls on goods produced. by the :tradable
goods sector or by the non-tradable goods sector and whether: changes in
spending are permanent or transitory. Finally, the exchange-rate'and .redl
interest-rateeffectsof budget deﬂcﬂsdependscntmally onwhetherthedefl
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cits ar e likely to befinanced through borrowing or through monetary expan-
sion. All of theseissuesaredf primeimportance. Theentire profile of the
relaionsamong exchangerates, interest rates, and fiscal policiesmay hinge
onthem. Therefore, evenina*'red" modd that focusesontheroleof fiscal
policies, | would prefer to see the budget deficit decomposedintoitscompo-
nents.

| wishtoemphasizethat | amin full agreement with Branson’s conclusion
thet fiscal policiesin the United States have played a mgor role in recent
years. Itisamost sdf evident that theevolutionsof theU.S. dollarandred
ratesdf interest during the past few yearscannot befully explained without
attachingasignificantweighttoU.S. fiscal policies. At thesametime, how-
ever, it is noteworthy that the historica record concerning the relaion
between budget deficits and red exchangerates is not unambiguous. Asa
matter of fact theexperiencesof other countriesaswell asthat of the United
Statesduring other periodsdo not suggest aclear cut, strong, and universal
relation. In view of thisambiguity it would be useful if we supplement the
datafromthemost recent U.S. experiencewith additiona datapertainingto
other experienceshere and abroad during other historical episodes.

Knowledgedf the broader historical record could be instrumentd in pre-
venting therepetitionof past mistakesand could bejustified by GeorgeSan-
tayana’s famous dictum according to which **those who cannot remember
the past arecondemned torepest it.”" Unfortunately, when applying thisdic-
tumto thestudy of therelation between two macroeconomic variableslike
budget deficits and the red exchangerate one faces significant difficulties
snceit isfrequently observed thet **the past is not what it used to be.” Fur-
thermore, and in contrast with many of the experimenta sciences, when
forecastsof theimpact of policiesonthebehavior of individualsare madeon
the basisof past experienceone may frequently observethat dso**thefuture
isnot whet it usad tobe™ Theinherentdifference betweensocid and physi-
cd sciences reflectsthe impact of experienceand memorieson individua
behavior. It renders the sudy o past records somewhat less useful since
once we go through an experience(asindividuasor as asociety) wecannot
ignoreit and start all over again. Therefore, it can only beexpected thet sta-
tigica correlationswhich prevailed a some point in time may not remain
intact under different circumstances. The present (and thefuture) arelikely
to differ from the past not because** people and governments have never
learned anything from history™ as argued by Wilhelm Friedrich Hegel but
rather because the present has the benefit of hindsight whereasthe past did
not havethe benefitof foresight. In view of theseconsiderations, and in rec-
ognition of thefact that the recent episode represents a narrow segment of
U.S. and other countries experience, | would be a bit 'more cautious in
drawing far reachingconclusionsconcerning the singular role of the budget
deficit.
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Theroleof foreign economics

The second factor that could be usefully added to Branson's andysis of
thecausesfor theevolutiondf theU.S. dollar concernsfiscal policiesin the
res of theworld. In this context it is relevant to note that during the same
period that the United States followed expansionary fiscal policies, the
U.K., Wes Germany, and Japan adopted arelatively contractionary fiscal
stance. Thered appreciationaf thedollar owesagresat ded to thecombina-
tion of tight fiscal policy abroad and loosefiscal palicy & home. Further,
the pace of economic recovery in Europe has been much dower then the
U.S. peoe—a lack of synchronization thet has also contributed to the redl
gppreciation of thedollar.

In addition to helping to account for theevolution of thedollar, theincor-
poration of the foreign economiesinto the analysismay aso serve another
useful rde—it may contributeto the reduction of the pressuresfor protec-
tionism. Itishard torecal another period in which sentimentsfor protection
have been so widespread in the United States as they are at the present. An
excessveemphasisontheU.S. budget deficit asthesolecausefor thedollar
strength and thegrowingfrustrationwith theeffortsto reducethe U.S. fiscal
deficit by conventiona measures have brought about new desperateargu-
mentsfor theadoptiondf protectionist measureslikeimport surcharges. The
danger with such recommendationsis that they might receive the politica
support of two otherwiseunrelated groups. They are likely to gain thesup-
port of thetraditional advocatesof protectionism whoclaim todefend loca
industry and workers from foreign unfair competition. But, more danger-
oudy, they may gain the support of thosewhoseexclusiveconcern with the
budget deficit | eadsthem tosupport amost any policy that raisesfisca reve-
nue. Import surcharges, once in place (even those surcharges thet are
adopted as **temporary meesures’) are hard to remove since, as George
Stigler once remarked **a sugtained policy that has red effects has many
good friends." At the present there are very few measureswhaose long-term
cogts to the interdependent world economy may beas high as protectionist
measures. Taxeson tradewill hurt exports, and will restoreinward looking
economic isolaionismingtead of outward looking economic coordination.
Protectionist measures will transmit the wrong signds to those devel oping
countriesthat arestill atempting to resst domestically popular pressuresto
default on their debt, and, further, they may ignitetradewar. Therefore,in
andyzing the causesfor theevolutionof theU.S. dollar it is useful to recal
that out there, there ar e other economieswhose own fiscal stance has con-
tributed to thedollar's strength and who ar e likely to retaliateand open upa
tradewar if the United States attemptsto "' solve'™ its budgetary difficulties
by meansof import tariffs.
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The safe-haven argument

Following hisanadysisof the mechanism by whichthe vaueof thedollar
and thered ratesof interest have been related to the path of the budget defi-
cit, Branson mentions severa additiona explanations that have been
advanced at one point or another. Among these explanationsis the ** safe
haven™ argument according to which thedollar strength can beexplainedin
terms of portfolio shifts towards the relatively safe dollar-denominated
assets. There are & least two interpretationsof the safe-haven argument.
The first emphasizesthe political stability of the U.S. reatively to other
parts of the world in which the risks of exproportions and defaults are
higher. Thedifficulty with thisinterpretation isthat, except for specid situa
tions associated with the Iranian revolution and with some of the Latin-
American crises, it ishard to associatethe periodsof sharprisesin thevaue
o the dollar with correspondingdeteriorationsin political stability abroad.
Further, we have not observed a corresponding decline in stock-market
indexesin Europe and Japan (adrop that should have taken placeif indeed
foreign investors divested themselvesfrom other assets in order to purchase
U.S. assets), nor did we observea significant differential between rates of
return on dollar-denominated assetsissued in New Yok and other dollar-
denominated assetsissued in the Euro-currency markets.

The second interpretation of the safe-haven argument emphasizes the
confidencethat asset holders havein the overdl courseof U.S. macroeco-
nomic policies. Thus, it focuses on the economic stability thet isimplied by
U.S. policies. Accordingly, the successful disinflation and the economic
recovery have made dollar-denominatedassets attractive. Thedifficulty
with thisargument isthat, as with the previousone, it is hard to identify
those developmentsin recent U.S. macroeconomic policies that have con-
tributed to enhance confidence by market participantsexactly during peri-
ods correspondingto dollar appreciation. Thisdifficulty is magnified once
werecdl that, on thewhole, during the period of thedollar gppreciaion the
market interpreted thesustained record budget defi citsas bed newsconcern-
ing the stabilizingeffectsof U.S. macroeconomicpolicies.

In principle, theshort phasedf dollar depreciationfollowing itspeek level
in February 1985 could also beinterpretedin terms of the safe-haven argu-
ment. Accordingly, therise in external U.S. liabilities consequent on the
cumulative current-accountdeficit changed theratioof the outstanding sup-
ply of U.S. toforeign bonds. Thischangeraised therisk premiumon dollar-
denominated assetsand reduced their attractiveness. Thedifficulty with this
argument (aswell as with Branson's own interpretation of the depreciation)
isthat, asan empirical matter, various studies havefound thet the quantita-
tive magnitude of the risk premium is extremely small. Futhermore, as a
theoretical matter, by ignoring the role of stocks and other red assets the
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specification of the risk premium as depending exclusively on the relative.
suppliesof bondsof differentcurrencydenominationsfocuseson avery nar-
row segment of asset holders portfolios. On.the basis of these consider-
ations, | shareBranson's skepticism concerningtheforceof the safe-haven
argument.

Crash landing?

One of the great attractions of Branson's approach is his attempt to
explain theevolution of thedollar in termsof fundamentals. My own com-
mentsattempted to supplement hischoiceof fundamental (the U.S. budget
deficit) with two additiona ones—U.S. monetary policy and foreignfiscal
policies. The virtuesof the **fundamentals-approachto the analysisof the
dollar™* arethat once we identify the relevant list'of fundamentals, we may
proceed in making concrete policy recommendation as well as in making
reasonable forecasts of the prospects for the dollar (based, of course, on
forecasts of the likely course that will be followed by the fundamentals).
These characteristics are not shared by other approaches like the ** bubble
approach™ that hasgained popularity in recent yearsin spiteof the mounting
evidenceagainstit. .

If thefundamental sapproachisto betaken serioudly then forecastsof the
path of thedollar must be conditiona on forecasts of the pathsof thefunda-
mentals. Sinced| theevidencesuggest that at least for the medium run the
U.S. budget deficit isthereto stay, and since by al indicationsthe Federal
ReserveBoard is unlikely todepart to asignificantextent from itsanti-infla-
tionary posture, it isdifficult to rationalize forecasts of dollar collapse and
crash landing aslong as thesepoliciesremain (and are expected to continue
toremain) in place. Can expectationsbehaveerratically and in sodoing lead
toacollapseof theentirehouseof cards?Of coursethey can. But, aslongas
expectationsare based on the model whose outcomesthey are purport to be
forecasting, it is unlikely that they will behavein a manner that is entirely
divorced from theimplications of the actua changes in the fundamentals.
Thus, | concludethat acrash landing is unlikely.

Exchangeratevolatility

In addition to dealing with the secular bends of thedollar, Branson points
out that volatility isanintrinsic part of flexibleexchange-rateregimes. Asit
were, volatility comes with the territory. In thiscontext Branson notes that
thefact that volatility isnormal, does not imply that it isgood. Thushecon-
cludes without amplificationthat ** policy regarding this volatility isrightly
an urgent matter.”

| definitely agree with Branson's statement that under a flexible
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exchange-rateregimeexchangeratesarelikely to bevolatileespecialyif the
underlying factors (including, of course, the underlying policies) are vola
tile. | dsoshareBranson's judgment thet volatility isan urgent matter. | am
concerned, however, that such pronouncements, unless they specify how
and whether we should act on that-urgency, may lead (even unwillingly)
towardstheadoption of undesirable policies. They may result in the adop-
tion of variousintervention rulesthat may reducethe volatility of exchange
ratesat great cost. Thekey pointtoredizeisthavd aility of exchangerates
is not the likely source of the difficulties but rather a manifestation of the
prevailing packageof macroeconomic policies. Fixing or manipulating the
rates without introducing a significant change into the conduct of policies
may not improvemeattersat all. It may amount to bregking the thermometer
of apatient sufferingfrom high fever instead of providing him with proper
medication. Theabsence of the thermometer will only confuse mattersand
will reduce the information essential for policymaking. If volatile events
and macropolicies are not alowed to be reflected in the foreign exchange
market, they arelikely to betransferred to, and reflected in, other markets
(such as labor markets) where they cannot be dealt with in as efficient a
manner.

The preceding argument ignored, however, onedf theimportant charac-
teristicsdf thegold-dollarsystemwhich various proposa sfor reduced flexi-
bility of exchangerates attempt to promote, i.e., the characteristicsof the
"disciplineof theexchange." Accordingly, it could be argued thet the obli-
gdtion to peg therate or to follow a predeterminedintervention rule would
alter fundamentally theconduct of policy by introducing discipline. Experi-
ence seems to suggest, however, that national governmentsare unlikely to
adjust the conduct of domestic policies so as to be disciplined by the
exchange-rate regime. Rather, it is more reasonable to assume that the
exchange-rateregimeismorelikely to adjust to whatever disciplinenationd
governmentschooseto have. It may be noted in passing thet thisisindeed
oned themore potent argumentsagainst the restoration of the gold stand-
ard. If governmentswerewillingtofollow policiescons stentwith themain-
tenanceof agold standard, then thestandard itsalf would not be necessary; if
however, governments are not willing to follow such policies, then the
introductionof thegold standard per sewill not restorestability since, before
long, thestandard will haveto beabandoned. It short, noexchange-ratesys-
tem can protect usfrom bed policies.

Oninternational monetary reform

Inview of thedisruptiveeffectsexerted by thestrongand thehighly vola:
tiledollar, various proposas for reform of the internationa monetary sys-
tem have been put forward. |s this the time for reform?1 believe not! If
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indeed theroot causefor thecurrent difficultiesliesin thefiscal positionsof

the United States, Europe, and Japan, then the solution for the problems
does not call for a monetary reform, for tariff and protectionism, for taxes
on capita flows(or for other measures which throw sand in thewhedls), nor
doesit call for intervention rules. Rather, it calsfor arestoration of fisca

order in which the United States adopts more contractionary fiscal stance
whileEurope and Japan adopt amoreexpansonary stance. | believethat the
central difficultieswith thecurrentregimedo not rest with theexchange-rate
system or with the exchange-ratepolicies; rather, they rest with theoverall

mix of the uncoordinated macroeconomic policies. Itisunlikely, therefore,

that the introductionof exchange-ratetargetsor other superficia messures
deding only with the symptomsof the disease can do any good unlessthey
areaccompanied by drastic changesin the way in which macropoliciesare
being designed. In fact, theadoption of policiesthat dedl with anything but
the ultimate root cause may do more harm than good. Placing excessive
weght on theroleof exchangeratesmay divert atention from themorecen-
trd role that globd macroeconomic policies play in the interdependent
world economy.

In generd, in assessing various plansfor reform it is pertinent to recall
thet acritica featureof any operational monetary system must be aformal
resolution of theso-caled (n-1) problem. Wehavencurrenciesand only n-1
independent exchange rates. We thus have one degree of freedom and its
disposa must beexplicitly specified. It takes two to tango and it takesone
for intervention. Theoriginal Bretton Woods systemallocated thedegreeof
freedomto the United Stateswhich obligated itsdlf to peg thepriced golda
$35an ounce; theother n-1 countriesthen committed themsdvesto pegtheir
currenciestotheU.S. dollar. A desgndf theinternational monetary system
isnot completeunlessit providesaresolution of this(n-1) problem. There-
fore, in evaluating the dternative proposals my question would be how do
thesedternativesystemsdeal with theextradegreed freedom. A reform of
the internationa monetary system should be viewed as a condtitutiond
changethat occursoncein alifetime. It ought to be viewed asthe** step of
last resort.” It ought to bethought of asthelast bullet which should be used
properly and which, once being fired, should better not miss. If theinterna:
tional monetary system needs to be reformed it should better wait until the
world fiscal system getsitsact together.



