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When the Croup of Five decided in September 
to intervene forcefully in the foreign exchange 
markets, it was news. The U.S. government at 
last was ready to recognize that the dollar's 
exchange rate mattered to the United States as 
well as to the rest of the world. The impact of an 
overvalued dollar was already clearly visible at 
home in the loss of manufacturing jobs and the 
depression in American agriculture. And it was 
visible abroad in the overdependence of other 
countries on exports to the American market 
for their own growth. 

Why did the dollar rise to such heights at a 
time of a rapidly growing deficit in this nation's 
current transactions with other countries? The 
dollar's strength can be ascribed only to an 
unprecedented inflow of capital to this country 
that more than financed our large balance of 
payments deficit This inflow reflects both the 
serious imbalance in our own domestic eco-
nomic policies and the rapid integration of the 
world financial system. 

I want to examine that financial system and 
how it interacts with national economic policy-
making. My theme is that we need effective 
U.S. leadership and international cooperation 
to achieve adequate growth without inflation. 

The author is a consultant to central banks and a retired 
monetary advisor for the Federal Reserve Bank of New York. 

The mobility of capital increases the risks 
involved in policymaking, but we cannot let 
our fears freeze us into inaction. The world 
economy can slide all too easily into financial 
turmoil, self-destructive protectionism, and 
economic stagnation. 

The International Financial System 
The present financial system rests firmly on 

the dollar as the premier international currency. 
About two-thirds of all official foreign exchange 
reserves are held in dollars. The markets for 
dollar assets are far and away the most liquid in 
the world; they are linked through the foreign 
exchange markets to both national money 
markets and the offshore markets denominated 
in deutschemarks, Swiss francs, and yen. 

U.S. financial institutions and markets ener-
gize this financial system; they provide business-
men, portfolio managers, and central banks 
with credit and a wide range of asset choices as 
well as the techniques for managing interest-
rate and foreign exchange risks. But dollar 
markets extend well beyond our own shores. 
Commercial banks of many nations bid for 
dollar deposits throughout the world and re-
lend the funds attracted. These banks convert 
dollars into other currencies on demand and 
offer deposit facilities in the other major curren-
cies as well. 
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Similarly, investment bankers underwrite 
intermediate-term securities for corporate and 
government borrowers and maintain secondary 
markets for these issues. They also arrange 
long-term interest rate or foreign exchange 
swaps that allow corporations and governments 
to manage risk better or to reduce the cost of 
borrowed funds. 

The importance of offshore deposit and loan 
markets to the international financial system 
can hardly be overstated. The Eurocurrency 
market constitutes a banking system without 
reserve requirements, one which can pay high-
er interest rates for deposits in most currencies 
than regulated domestic banking systems. This 
natural advantage permits offshore banks to 
price loans to borrowers at lower rates than 
prevail in domestic loan markets. By lending at 
a mark-up over the rates they pay on deposits, 
banks pass on the risk of interest rate fluctua-
tions to the borrower. 

"The mobility of capital 
increases the risks 
involved in policymaking, 
but we cannot let our 
fears freeze us into 
inaction." 

The Eurobanking system expanded rapidly 
in response to emerging credit demands in the 
world economy in the 1960s and 1970s. After 
the first oil shock, banks syndicated loans to 
governments on a grand scale, recycling OPEC 
deposits to industrial countries needing to pay 
for oil. As the 1970s moved on, banks reached 
out to developing countries in increasing vol-
ume, helping them to maintain imports and 
economic growth at a faster pace than their 
own resources would have allowed. As reported 
by the Bank for International Settlements (BIS), 
net new international bank credits rose from 
$40 billion in 1975 to $160 billion five years 
later, when the deep recession of the early 
1980s drastically scaled back lending. 

In the last few years international bond sales 
have risen as bank lending declined. Industrial 
countries have become chief borrowers as 
developing countries were squeezed out of 
the world credit market. Last year, securities 
offerings raised $84 billion in net new money, 
about equaling the reduced volume of new 
bank credit. New issues this year are running 
about 50 percent higher than last. 

As detailed in the BIS annual report, banks 
are active borrowers, extending the maturities 
of their liabilities to compensate for stretching 
out their sovereign credits. Floating rate notes 
are a favorite means of improving the match 
with their assets, as are fixed rate issues con-
verted to a floating rate basis through interest 
rate swaps. Corporate and government issuers 
also are active, often repaying bank debt with 
the proceeds. Borrowers frequently used multi-
year currency swaps to convert liabilities from 
the currency in which borrowings are most 
attractive to dollars or another currency. 

Japanese and European investors sought out 
high-quality bonds from industrial countries in 
the active markets of New York, London, and 
Tokyo. Savings generated by world economic 
recovery fueled the integration of world mark-
ets and investors' demand created a borrowers' 
market. Highly regarded corporate and sover-
eign borrowers could obtain intermediate-term 
funds at historically low spreads above U.S. 
government issues. Insistent Japanese demand 
for U.S. government securities fostered active 
secondary markets in both London and Tokyo, 
while making a success of several foreign-
targeted issues sold by the U.S. Treasury. 

The international financial system adapted 
rapidly to recent economic turbulence. Futures 
contracts in U.S. and British government secu-
rities facilitated rapid portfolio changes and let 
dealers maintain functioning markets even 
when prices were volatile. Futures contracts in 
foreign exchange also brought in many new 
participants to share the risks of rapid move-
ments in rates. 

Banks have joined investment bankers in 
developing interest rate swaps and extending 
the term of foreign exchange swaps, which 
helps to integrate domestic and international 
debt markets and increase their own efficiency. 
Bank credit lines in the form of note issuance 
and other credit facilities eased the growth of 
the international debt markets. 
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"The international credit 
explosion of the late 
1970s fanned the spread 
of inflation and affected 
wage contracts, pricing 
decisions, and consumer 
attitudes in many 
countries." 

Telecommunications make the global village 
a reality in the finance field. Traders turn to 
computer screens throughout the world to 
follow the federal funds rate and the latest U.S. 
economic data. Economists present the impli-
cations of new developments for interest and 
exchange rates almost immediately-over the 
information networks. Key international cur-
rencies trade virtually around the clock. In-
vestors can tap an active secondary market in 
U.S. Treasury securities at almost any hour, 
facilitating portfolio shifts in this most liquid 
and widely held of debt securities. Finally, 
automated systems keep abreast of ownership 
changes that mirror asset decisions and the 
distribution of marketable debt. 

Policymaking and the International 
Financial System 

How is the world different these days for 
policymakers? First, big swings in credit flows 
to sovereign governments can exert a powerful 
influence on the world economy through their 
impact on national economic policies. Second-
ly, the increased mobility of capital makes U.S. 
monetary policy even more important to the 
world's economic performance. Yet, given the 
buildup in U.S. foreign liabilities, that same 
mobility poses bigger risks to policymakers. 

On the first point, by the late 1970s the 
competitive outpouring of credits to sovereign 
governments had undermined financial disci-
pline for a large number of countries. The 
International Monetary Fund (IMF) had little 

clout Even today its loans of $40 billion com-
pare with $1.4 trillion in credits outstanding in 
the Euromarkets. The international credit ex-
plosion of the late 1970s fanned the spread of 
inflation and affected wage contracts, pricing 
decisions, and consumer attitudes in many 
countries. Monetary policymakers were slow 
to realize the extensive change in business and 
consumer behavior. Consequently, monetary 
growth, economic activity, and inflation ran 
well ahead of their forecasts. 

When governments turned to fighting infla-
tion, the resultant tightening of monetary poli-
cy and high interest rates affected industrial 
countries first The flow of international credit 
did not subside immediately, however; bank 
lending kept rolling after the second oil shock 
as developing countries borrowed still more to 
pay the even higher oil bills while trying to 

"The international 
financial system can no 
more be left to manage 
itself than domestic 
systems. The present 
system . . . allows human 
enthusiasms and 
depressions to overreach 
themselves." 

Only as the deep recession in the industrial 
countries cut demand in world markets and 
commodity prices broke sharply did banks and 
overextended developing countries confront 
the full burden of future debt service. Loans to 
developing countries fell from $84 billion in 
1981 to merely $14 billion last year, and most 
of that was extended as part of various refinan-
cing packages. In the belt-tightening, developing 
countries drastically cut imports, one source of 
the United States' deteriorating trade picture. 

The international financial system can no 
more be left to manage itself than domestic 
systems. The present system, like most national 
financial systems, allows human enthusiasms 
and depressions to overreach themselves. But 

32 DECEMBER 1985, E C O N O M I C REVIEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

December 1985



national policymakers have yet to develop 
clear, coordinated strategies for dealing with 
excessive swings in high-powered credit to 
sovereign governments. 

We are all too apt to see the world through 
national glasses. Recall how most U.S. econo-
mists decried the exuberantly expansive U.S. 
fiscal policy set in motion by the administration 
in 1981. In retrospect though, this policy, for all 
the dangers it poses over the long term, provid-
ed the vital spark to production that enabled 
the world financial structure to survive the 
disinflation then in process. The United States 
stepped into world credit markets to finance 
the growth touched off by the burgeoning 
federal deficit It replaced the developing coun-
tries as an outlet for world savings and thereby 
spurred economic recovery. Without that fiscal 
stimulus, a disastrous cycle of international 
debt repudiation and financial distress might 
well have devastated world trade and output 
as happened in the 1930s. 

Nonetheless, our loose fiscal—tight mone-
tary policy mix left a legacy that must be faced. 
We have already accumulated huge debts to 
the rest of the world and experienced a steep 
appreciation of the dollar. The United States 
dissipated in short order the net creditor posi-
tion built up over the previous 70 years. Gerald 
Corrigan, president of the Federal Reserve 
Bank of New York, has projected a $500 billion 
net debtor position by 1990. 

To be sure, the decline in inflation, the high 
level of real interest rates, and the strong 
economy permitted us to attract foreign pri-
vate capital on such a scale that the dollar 
appreciated through early 1985. But this year 
we have learned—like the United Kingdom 
and Switzerland before us—that maintaining 
an overvalued exchange rate ultimately un-
dermines economic growth and the industrial 
base. 

Integration of the world financial system 
strengthened the reach and .power of U.S. 
monetary policy but also added to the risks 
faced by policymakers. The mobility of capital 
ensures that the Federal Reserve's disinfla-
tionary policy strongly affects foreign markets, 
exchange rates, and economic policies. But the 
need to finance the large current account 
deficit is a source of vulnerability to the United 
States as Treasury Secretary James Baker seeks 
to renew U.S. leadership in the economic 
sphere. 

Integrated financial markets react much more 
rapidly to information on the world economy 
or official policies than do markets for goods 
and services. The availability of 24-hour markets 
in foreign exchange and U.S. government secur-
ities, as well as in futures and options, permit 
participants to change their asset portfolios 
rapidly at little cost. Traders in both asset and 
foreign exchange markets respond quickly to 
incoming information, whose predictive power 
is often modest—for example, knee-jerk reac-
tions to surprises in weekly money supply data 
More importantly, traders and investors in 
these integrated markets try to spot a trend and 
ride it Both the dollars depreciation in the late 
1970s and its appreciation since exemplify the 
human tendency to go too far first in one 
direction and then in the other. 

"The United States 
dissipated in short order 
the net creditor position 
built up over the previous 
70 years." 

National policymakers in most other coun-
tries are all too familiar with the harsh disci-
plines that financial markets can impose on 
nations perceived to have overly expansive 
policies. Potential capital flows have grown 
beyond the ability of central banks, individual-
ly or collectively, to sustain currency relation-
ships that appear untenable to the market. The 
scale of capital outflows from Latin America in 
1981 and 1982, for example, foretold the 
inevitability of harsh domestic measures even 
before the availability of international credits 
ran out 

In conducting monetary policy, the Federal 
Open Market Committee must always bear in 
mind the speed with which market perceptions 
of the dollar can change. A rapid depreciation 
could increase domestic prices if the world 
economy was strong. Yet there are downside 
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risks in sustaining interest rates and the dollar 
at levels that may keep world growth well 
below its potential. 

The World Situation 
Policymakers face a difficult challenge in 

managing the world economy. The IMF calcu-
lates that industrial countries need to maintain 
real growth at their productive potential of 
about 3 percent if developing countries are to 
reduce their external debt ratios significantly 
over time. Growth in these countries could 
then be at 4.5 to 5 percent annually, diminishing 
further the risk of a country defaulting. 

The question is whether growth in 1986 will 
be strong enough. In 1985 the slowdown in 
industrial country growth to about 3 percent 
has been accompanied by a decline of 11 
percent in non-oil commodity prices. Growth 
in Latin American and African developing coun-
tries is projected at less than 2.5 percent for the 
year. 

The first reason for doubt springs from the 
lack of zip in our own outlook for 1986. Even if 
we do grow at 3 percent in real terms, the 
external stimulus may be small. Our trade 
deficit seems unlikely to exceed by much the 
record $150 billion forecast for 1985. The 
country has reached the political tolerance 
limit for displacing domestic agriculture and 
industry through an overvalued exchange rate. 
If the dollar declines further in foreign ex-
change markets, the lower stimulus to world 
growth will come through operation of the 
price system, a result much to be desired. But 
further protectionist moves also seem likely. 

Treasury Secretary James Baker is to be com-
mended for recognizing the importance of restor-
ing the dollar to a more viable level, improving 
American agriculture and industry's opportuni-
ties to compete. Given the risks of future over-
shooting on the downside in the exchange rate, it 
seems prudent for the United States to build up 
a $20 to $30 billion reserve in foreign currencies. 
Such a reserve should be employed cooperatively 
with other countries only if the dollar begins to 
drop steeply or becomes clearly undervalued. 
However, we know from experience that inter-
vention cannot substitute for balanced domestic 
policies that keep demand within bounds.' 

A second handicap to necessary growth in 
the world economy is developing countries' 

limited access to new credit. The fact that 
international business is finding credit readily 
available for leveraged buy-outs and restructur-
ing balance sheets seems unlikely to provide 
the same impetus to world demand in the near 
term as sovereign credits to developing coun-
tries. Secretary Baker appears to be on the right 
track in trying to persuade bankers that net 
new lending is in order for developing coun-
tries pursuing appropriate domestic policies. 

All told, growth ata3 percent pace in industrial 
countries for 1986 may not support adequate 
progress in the developing world. How can 
official action improve the outlook? 

The most popular answer around the world is 
that the United States should cut its fiscal deficit. 
Such action would remove the burden on Ameri-
can monetary policy to maintain real interest 
rates at levels needed to finance the country's 
excessive consumption. The resultant decline in 
interest rates and rise in credit flows could 
encourage investment worldwide and reduce 
the debt service charges now restraining growth 
in many countries. Moreover, the dollar's decline 
in exchange markets would help stimulate the 

"We know from experi-
ence that intervention 
cannot substitute for 
balanced domestic poli-
cies that keep demands 
within bounds." 

The prescription is sound, but progress is 
agonizingly slow. The President expresses rhe-
torical interest in the goal, but has not given 
Treasury Secretary Baker adequate leeway to 
make real progress. The gap between receipts 
and expenditures seems certain to remain much 
too wide as long as military spending cannot be 
touched nor taxes raised. 

American policymakers argue now, as in the 
late 1970s, that other countries should adopt 
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more expansive fiscal policies. European un-
employment hangs around 11 percent even 
while governments strive to reduce fiscal defi-
cits. Japan and several other countries of east 
Asia have been overly dependent on exports to 
the United States for their growth. Surely these 
countries could stimulate their own economies 
with little fear of kindling inflation, since infla-
tionary expectations are not widespread. The 
case for more stimulative policies abroad is 
plausible, especially if the United States begins 
to reduce its own deficits; but, we should not 
expect too much from this effort in 1986. 

"The gains on inflation 
are hard won and we 
should be no more 
anxious than our 
European and Japanese 
friends to let the inflation 
genie back out of the 
bottle." 

What are the possibilities for flexible use of 
monetary policy while we await some sensible 
action from the administration and Congress? 
Could other countries spur expansion? Until 
early 1985, the stumbling block was the strength 
of the dollar. Still worried about inflation, most 
industrial countries were reluctant early in the 
year to see their currencies depreciate further 
against the dollar after its peak Generally they 
have brought their interest rates down with ours 
in 1985. If the dollar is still overvalued by 1 5 to 
20 percent, as most commentators think, cutting 
their rates relative to ours would strengthen the 
dollar and increase the trade account dragon the 
U.S. economy. The Bank of Japan's recent efforts 
to bolster the yen by raising domestic interest 

rates must indicate the importance they attach 
to keeping American protectionism at bay—it is 
not a policy designed to bolster either their 
domestic economic outlook or that of the world. 

Is there room then for the Federal Reserve to 
ease up a bit here while Congress and the 
administration gather courage to do what is 
indispensably necessary? The gains on inflation 
are hard won and we should be no more anxious 
than our European and Japanese friends to let 
the inflation genie back out of the bottle. But is 
there much risk? The high prices of the late 1970s 
have brought forth an increased supply of most 
internationally traded commodities. The vigor of 
growth in the narrow measure of the nation's 
money supply, M l , would argue against further 
monetary ease. But monetary policy would have 
been disastrous in several recent periods had it 
been guided solely by that aggregate The broader 
aggregates have been behaving reasonably. On 
balance, a probing move toward ease—say a cut 
of one-half percentage point in the discount 
rate—appears warranted to guard against a short-
fall in world growth. 

Is there a significant risk that the dollar might 
fall precipitously further because the markets 
conclude the Federal Reserve is abandoning its 
concern with inflation? This seems unlikely. The 
Federal Reserve has built up well-deserved credi-
bility as an inflation-fighter over the past five 
years. The risk would be even less if we could 
arrive at an informal understanding with other 
leading countries that they will lower their rates 
relative to ours if the dollar declines too rapidly. 
They have as much interest as we in avoidingthe 
reemergence of an undervalued dollar or a 
revival of inflationary psychology. And they are 
more accustomed than we to basing policy on 
exchange rate considerations. 

The greatest need is to reduce the size of the 
U.S. fiscal deficit. But there does seem to be 
room for a probing move toward ease by the 
Federal Reserve. The great virtue of monetary 
policy is its flexibility. Now is the time to use it, 
knowing we can reverse direction in short order 
if the world economy picks up speed too rapidly. 
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