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The Honorable Fanl H. Louglas,
tnited States Senate,
wWashirgton 25, D, C,

Desr Senator louglase

During my sppearance bafore the Joint Economic Comsittee
on January 30, 1962, you raised with me the following question:

"Instead of having fixed exchange rates, why would
it not be & good thing for the western world to adopt a
fluctuating exshange rste? Then you wouldn't have to
worry about your balance of payments or gold reserves.
Tou would have exehange rates fluctuste ascording to the
relative belance of imports and exports, clains and
debita, and you wouléd get an automatie adjustment."

After some exchange bestween us, you reguested that the staff of the
Board of Governors prepare & memorandum ot the subject for the benefit
of the GCommittee.

I sm herewith transmitting the requested paper. 1t was
prepared under the general direction of Dr, Ralph A, Young, Adviszer
to the Board and Director, Division of Internstiona) Finanes,
Mr. Eobert L. Semmons, Adviser in that Division, had respansibility
for sifting and digesting the professional literature which advances
& case lor a system of flexible exchange ratez. DUr, J, Herbert Furth,
also Adviger in our Division of International Finance, carried main
responsibllity for preparing a critical evaluation of the arguments
against flexible exchange rates, and by implication expressing the
case for fixed exvhange rates. The product of their respestive snalyt-
ical work has besn merged into a single paper. The case for and against
a aystem of fized exchange rates was not prepared separately, because
the arguments would have been repetitive.

The problema encouctered in dealing with the many-sided
question you raise are necessarily complex and an answer to it needs
to be formlated with care and balance. Consequently, the paper has
taken a considerably greater amount of time and affoxt then either
you or I originally planned for it., In view of your long experience
as an sconomic sgholar, I know that you fully appreciate the analytical
difficulties of the task, which sceount for the time taken in its
preparation,
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The nature and purpose of the paysar made it necessary to
swmarise the arguments in terms of thelr practical applicability,
rather than to pursus thaolyr theoretical foundations. In sny case,
rigorous theorstical treatmsnt would have required a much more
slaborate and time-consuming effort.

The paper will be studied with interest by the members of
the Board of (overnars, and will he made availadle to a broader
adience by publication in an early issus of the Federal Reserve
Bulletin, But, as you requested, it is submitted strietly as a
stalf memorandum. Iites aingle objective iz to iliuminate the issue
of flexible vs. fixed rates of foreign exchange as a matter of
national palisy.

Sincerely yours,
[ S gnad Bn v - Ceriing Jr

WE. HOC. Mtia’ Jr.

Enclosure
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BOARD OF GOVERNORS QF THE FEDERAL RESERVE SYSTEM

April 37, 1962

The Honorable Wright Patman,
Chairman, Joint Economic Committee,
Washington 25, D, C,

Dear Mr., Chairman:

During my agpearance before the Joint Economic Committee
on January 30, 1962, Senator Douglas raised with me the following
question:

"Instead of having fixed exchange rates, why would
it not be a goed thing for the western world to adopt a
fluctuating exchange rate? Then you wouldn't have to
wopry about your balance of payments or gold reserves.
You would have exchange rates fluctuate according to the
relative balance of imports and exports, claims and
debits, and you would get an automatic adjustment."

After some discussion, Senator Douglas requested that the staff of
the Board of Governors prepare a memorandum on the subject for the
benefit of the Committee.

I am herewith transmitting, for the use of the Committee,
twenty copies of the requested paper. It was prepared under the
general direction of Dr. Ralph A, Young, Adviser to the Board and
Director, Division of International Finance. Mr. Robert L, Sammons,
Adviser in that Division, had responsibility for sifting and digest-
ing the professional literature which advances a case for a system .
of flexible exchange rates. Dr, J. Herbert Furth, also Adviser
in our Division of International Finance, carried main responsibil-
ity for preparing a critical evaluation of the arguments against
flexible exchange rates, and by implication expressing the case
for fixed exchange rates, The product of their respective analyt-
ical work has been merged into a single paper. The case for and
against a system of fixed exchange rates was not prepared separately,
becaunse the arguments would have been repetitive.

The nature and purpose of the paper made it necessary to
summarize the arguments in terms of their practical applicability,
rather than to pursue their theoretical foundations. In any case,
rigorous theoretical treatment would have required az much more
elaborate and time-consuming effort,
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The paper will be studied with interest by the members
of the Board of Govermors, and will be made available to a broader
audience by publication in asn early issue of the Federal Reserve
Bulletin. But, as Senator Douglas requested, it is submitted
strictly as a staff memorardum, Its single objective is to
illuminate the issue of flexible vs. fixed rotes of foreign exchange
ag a matter of national policy.

I an sending a separate letter to Senator Douglas, to-
gether with a copy of the paper.

Sincerely yours,
{5igned) Wm. McC. Martin, Jr.

Wm, MeC. Martin, Jr.,
Chairman.

Enclosures.,

Federal Reserve Bank of St. Louis



A SYSTEM OF FLEXIBLE EXCHANGE RATES: PRO AND CON

Reconstruction of the inbtermetional poyments mechanism following
World War II was based, and continues to be based, cn a system of fixed
par values for all major currencies; The International Monetary Fund,
established under the Bretton Woods Agreements of 1944 "to promote inter-
national monetary cooperation,” was founded on this principle. Any
change In the system would havé sweeping consequences for international
economic relations and through them for the domestic economies of the
free world; Nevertheless, advantages and disadvantages of flexible
vergus fixed rates have continually been discussed inside and outside of
academic circles;

Advoeates of a system of flexible exchange rates argue that
it would provide each major country with a mechénism for prompt snd
sensitive international peyments adjustment. They believe that this
mechanism would greatly reduce -- but not entirely eliminate -~ the
constraints on domestic finaneial policies imposed by a system of fixed
rates of exchange; The adjustwents in the balance of payments that would
occur under flexible rates would be more efficient and less likely to
have adverse glde effects than adjustments under a fixed rate system,
they contend.

Opponents of a system of flexlible exchange rates maintain that
the system would have serious disadvantages rather than advanteges.
They believe that such a sgystem would require more rather than less
restrictive domestic financial policies in order to achieve sustained
economic progress. Unless countries paild close attention to their balance

of international peyments, exchange rates would fluctuate violently,
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disrupting international commerce and investment. If applied to key
currencies, a system of flexible rates would eliminate these currencies
as means of international pgyments and as reserve asssets,

According to classical econcmic theory, a mejor advantage of
the pre-1914 gold stendard was that it provided an effective, although
slow, mechenism of adjustment for the bélance of payments through the
fairly direct tie between the amount of a country's gold holdings and
its supply of bank credit and money., A country with a balance of pay-
ments surplus received gold, its bank credit and money expanded relative
to the gold-losing deficit countries, and its money incomes and prices
tended tb rise, While this adjustment was taking place, an equilibrating
movement of short-term cepitel also tended to occur, because interest
rates tended to rise in the deficit countries, thus attracting funds from
the surplus countries;

After a time imports in the surplus country would tend 0 rise
and exports to fall; the reverse would take place in defieit countries,
Balance in international payments would thus be restored.

Under modern systems of monaged currency convertibility, so
the argument of the advscates of a system of flexible exchange rates
runs, this mechanism of adjustment does not have its former effective-
ness because of the tendency of prices and wages to resist downward
adjustment. And monetary suthorities pursuve policies geared to full
employment, economic growth, and domestic price stability, while tempering,
cushioning, or offsetting balance of payments developments that might

frustrate the achievement of domestic stabilization objectives.
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This line of reasoning leads to the conclusian that balance
of payments equilibrium no longer is brought about by quasi-asutomatic
economic forces, nor is it considered an economic policy aim of first
importance; It is teken into account only as o limiting condition of
domestic policy that has to be met if a country is to waintain o stable
value for ite currency in terms of gold and other coavertible currencies,
In this context, it is argued that a system of flexible exchange rates
would offer more freedom to pursue the major domestic goals of economic
policy without incurring unduly adverse internationsl effectg;

In this peper the mechonism of interpational. adjustment under
a gystem of flexible exchange rates participated in by the major industrial
countries, inciuding the United States, 1s evaluated., First a system of
flexible exchange rates free of eny official intervention and with no
limits as to the possible range of exchange rate fluctuation is described.
Then a modified system in which official governmental intervention to
temper or limit exchange rate fluctuations would be in operation is
consldered. Finally, the case against any system of flexible exchange
retes is presented; The nmajor premises and arguments of the casze for
such a system are critically assessed, with special attention to the

consequences it would have for the dollar,
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The Case for Flexlble Exchsnge Rates

Two assumptions underle the cage for flexible rates: First,
that the participoting countries will be sble to pursue domestic financial
policies -~ fiscal and monetary -~ that sustain high levels of domestic
economic activity, balanced economlc growth, and relative stability of
domestic price levels. Second, that each country in the system will
permit others to adjust their balance of payments by changing exchange
rates without resorting to exchange controls, to protective trade measures,
or to competitive exchange rate adjustinent in defending its economy against
any unfavoreble effects of any changes in the foreign exchange values of
other currencies.

The Foreign Exchange Rate as a Price

The theoretical case for the superiority of completely flexible
rates over fixed rates rests on simple postulates; The foreign exchange
rate 1s g price that should be permitied to perform the normsl functions
of a price, Its immediate function should be to balance supply and demand
in the foreign currency market; In doing so, it would establish a relation
between domestic and foreign prices and costs that would induce longer
run changes in the production, investment, and consumption of geods moving
in International trade in a wagy that would foster and maintain balance in
external payments.,

In any market, there is some price that will clear the market,
in the short run. In markets where supply or demand is unresponsive to
price change in the short run, price fluctuations mey scmetimes be more

viclent than is necessary to restore or maintain long-run egquilibrium.
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Price changes may also be destabilizing if demand and supply ere
gtongly sensitive to expectations abqut future influences on the
market. Thus, & price decline may reduce deamand (and incresse supply)
if a further decline is anticipaied.

The price of foreign exchange differs from the price of a
single commodity in that it represents to both buyers and sellers
commend over a whole basket of goods, services, real capital assetis,
and claims peyable 1n a foreign or the domestic currency. Thus, the
demand or supply of a foreign currency is derived from many specific
needs or motivations; As & composite demand or supply, each will
be responsive to small changes in price.

Consequently, changes in foreign currency prices under a
flexible exchange rate system could be expected to produce relatively
prompt adjustment in the supply of and demand for foreign exchange
and thus in the balance qf payments. If balance of payments adjustment
could be achieved under a flexible rate system without interfering with
domestic stabilization policies or unduly bufdening other trading
countries, such a system would have advantagesgreater than any possible
disadvantages attributeble to the rete changes themselves.

The Mechanism of Adjustment

The mechanism of adjustment under & system of exchange rates
that would be permitted to fluctuate freely, without govermment limitation
or interventicn, involves two major types of internationsl transactions --
the movement of goods and services, mainly merchandise, and the movement
of capltal, meinly short-term, The theoretical effects on merchandise

trade.will be treated first. For simplicity, the adjusiments of a deficit
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country will be used as an illustration. (The adjustments necessarj for
a surplus country under a fiexible rate system would be the reverse,)

Unless the govermmental authorities suppbrted the rate by
selling gold or foreign exchange, a deficit country would f£ind its
currency becoming less valuable in relatlon to other currencies, the
demend for it falling relative to the supply of it; What changes in
prices would result would be influenced by the elasticities of supply
and demend, and by the Importance of the deficit country as a world
supplier or purchaser of specific comodities. Butbt in general, price
movements along the following lines might be expected;

Effects on imports. The prices of the deficit country's

imports, in terms of its own currency, would tend to rise. This rige
would reduce its purchases of imported goods; How great the reduction
would be would depend on the price elsgticities of demand for such goods
and the elasticities of domestic supply of competitive goods;

The higher prices for import goods would encourage the
expansion of domestic production of competitive goods, insofar as
domestic goods were substitﬁtable for imports, and thus reduce imports
even if totsl demand for these goods were not reduced by the increase
in prices. 'The rapidity and extent of the response would depend on
how widely elasticities varied from commodity to commodity. Elastlcities
would algo vary with the state of the business cyecle -- especially with
the presence or absence of unutilized capacity in the Import-competing
industries, Responsiveness to ilmport price changes would be spécially
affected by the length and complexity of the production process for the

competing domestic goods.
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If foreign exporters were able and willing to reduce their
prices in terms of foreign currencies (maintain their prices in terms
of the deprecisting currency) in order to keep thelr import markets,
adjustments would bhe 1eas; But there would still be some reduction
in forelgn exchange expenditures, even if the quantity of imports did
not fall;

Economists differ on whether the effects on imports of exchange
depreciation under a flexible rate system wouwld vary from the effects on
imports of outright devaluation under a fixed rate &yatem; Expectations
about further exchange rate changes would be very different in the two
situations, and the effects of the different expectations are difficult to
predict; But if one opposes flexible rates on the grounds that they would
not affect foreign exchange expenditures on imports, one must also argue
that exchange devaluation could never be justified for a similaxr reason.

Effects on exports, Effects on the exports of the defieit

country would depend on the organization and structure of its production
and the competitive position of its export products in world markets.
For one-product countries facing relstively inelastic demand schedules,
especially for principal exporters of the partieulsr commodity, exchange
depreclation might reduce the foreign exchange proceeds of exports.

But for industrialized countries, with diverslfied exports competitive
with similar products of other industrialized countries, the result
would probably be some increase in exports; The increase would be the
larger, the greater the underutilization of existing capacity;

The effect on prices of export goods in terms of domestic

currency would vary from commodity to commodity., Probably export prices
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in terms of domestic currency would rise, on the average, but not by
so much 25 the depreciation in the external value}of the currency;

For intermstionally traded export commodities, the price
rige would be 1nyerselyxproportional, or nearly so0, to the reduction
in the external value of the currency; For other commodities, the
price rise would depend on the relative importsnce of exporigto
domeatic demand;

If the price rise for export goods fully offset the depreciation
in the value of the currency, the effect would be two-fold; Unless the
domestic demand for such goods were completely inelastic, the amount =old
st home would fall, thus freeing more production for export. It seems
reasonable to assume that such en adjustment would coue rapidly; But
even 1f it were delayed, profits in the export industries would rise,
and. énterprises in these indusitries would bid actively for resources
for export production with eventual beneficisl effect on the balance of
payrenta.

On the other hand, if the rise in price did not fully offset
the depreciation in value of the currency, foreign buyers would enjoy
& lower price in terms of their currencies, and domestic producers would
thus enjoy an increase in foreign orders; How large the increase would
be would depend on whether competitive forelgn producers would accept
the situation without lowering their own prices. If prices declined all
eround in internationsl markets, and world demend was price elastic,
the total market would expand and the exports of the depreciating country

would presumsbly rise pari passu with such expension.
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The speed of adjustment on the export side would thus depend
on {1) the extent of the rise in domestic prices of export goods, (2)
the rapidity with which domestic production could be expanded (elearly
greater in a recession than in a2 boom), (3) the elasticity of domestic
demand for export goods, and (4) the response of forelsn competitors to

any reduction of prices in terms of forelgn currencies. It seemg reasonsble

to assume, however, that significant merginsl adjustments would respond
with workable promptness to small changes in exchange rates. Such adjust-
ments might also lead to the exportation of products not previously exported.
The structure of production and foreign trade is constantly
changing, Thus data on past effects of exchange rate changes on exports
is not particularly helpful in trying to predicet what would happen under
8 generally applicable flexible rate system; Advocates of such a system
must generally resort to a priori inductive reasoning and thué mist also
believe that the price mechanism for goods and services will work through
the forelgn exchange mechanisu, as it does admlttedly -- although not
slvays to everyone's satisfaction -- in a domestic market for goods and

services,

Countercyelical effects. If a country committed and accustomed
to a flexible exchange rate mechanism were to experience a balance of
peyments deficit and domestic recession simultaneously, depreciation of
its currency internstionally could result in special advantages; In a
recession, the possible effects of depreciation on both exports and
imports would tend to atimulabe total effective demand at hqme; Domestic
production of import-competing and export goods would be directly
stimilated, and purely domestic output would recelve a secondary stimulus,

An adverse effect of the currendy depreciation would be to alter

Digitized for FRASER The terms of international trade -- meking it necessary for the deficit
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country to give up more of its own output in exchange for = given
quantity of imports. The expansion in domestie cutput induced by the
currency deprecistion, however, would tend to coun%er adverse effects
on domestic standards of living.

A general system of flexible exchange rates would not
automatically result in currency depreclation i1f a recession of about
equal smplitude hit all countries at the same time; In this situation
exports and imports would drop in approximately the same proportion. Thus
exchange rates would tend to remain unchanged, and the effect of the
recession would be the same as it would be under a system of fixed
exchange rates,

Effects on capital movements., Fven if 1% be granted that

under flexlble rates the balance of psyments would be adjusted through
changes in the trade account, there remains the problem of capital move-
ments. Would not the currency depreclation generste expectations of
further depreciation and thue set in motion capital movements that would
in themselves produce such further depreciation? Would not this, in turn,
lead to unwarranted, unneeded fluctuations in exchange rates and to a loss
of cdnfidence in future exchange velues with & comsequent disruption of
the processes of internstional trade and investment? The proponents of

a flexible exchange rate system argue that these consequences would not
follow;

Admittedly, volatile cepital movements are greatly influenced
by psychologleal and expectationsal factors; The only experience the world
has had with flexible rates has been under an international curreacy system
where flexible rates were the exception rather than the rule, There
has always been at least one currency, the dollar, freely convertible into
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gold at a fixed rate, except for a brief period in 1933-34. For this
reagon, It is impossible to guess what might have happened in a world
of flexible rates;

If the principal countries promoted a reasonsble degree of
stability in economic activity and prices, 3/ and there were no
significant direet controls, wide fluctuations in exchange rates would
not be expected to occur; So long as a currency was freely convertible
into goods and services for export, st relstively stabie prices, it
could not depreciate far bhefore it would begin to appear a bargain both
to traders and speculators in property values, At this point, some
Stabilizing speculative trade and capitel flows could be expected to
set in; If these developments falled to ocecur, it would be because the
speculators distrusted the fiscal and monetary policies of the government
or the basle economic forces shaping the internal structure of the economy.

Large flows of volatile speculative capital occur even under
the present fixed rate system, notebly when & large part of the merket
believes that a specific exchange rate is overvalued or undervalued
and hence cannot be or will not be long maintained. If determination
of the exchange rate were left to the market, speculators would have to
analyze all the factors entering into the demand for and supply of
exchange, Market opinion might then not be nearly s0 unenimous as it
sometines seems to be at present, Moreover, any movement into a currency
would begin inmmediately to increase the cost of that currency, thus raising

the possibility of loss as well a8 galn in the minds of the speculators.

;/ In the absence of such policles, any system of exchange rates -- fixed
or flexible ~- would tend to bresk down.,
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Under a sgystem of fixed exchange rates with narrow spreads, the possibility
of loss is present bubt much less so; If apprehenglon of risk turned out
to be the merket reaction, such & responsewould tend to dampen, and
eventually reverse, sny speculstive movement of funds between inter-

nationsal woney snd capital markets not warranted by relative price changes,
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A Modified System of Flexlible Rates

Up to now a completely flexlble rate sys%em has been discussed.
It has been assumed that there would be no intervention in the exchange
markets by the suthorities, and hence no need for official reserves of
gold or foreipgn currencies, However, such a system is hardly realistiec.
Proponents of flexible rates usually acknowledge that they would allow
for some offlcial intervention to smooth out short-run fluctuations or
to provide for some stabllity in the flow of import peyments and other
payments to forelgners in the event of unpredictable or unavoidable
short-run fluctuations in foreign exchange receipts. Such a modified
gystem of flexible exchange rates would, however, be faced with two
problems;

First, what assets would be used as monetary reserves? The
key trading countries might want to use only gold, believing gold would
be more likely to retain its value in relation to the domestic currency
and to the currencies of other industrial countries.l However, countries
might he willing to hold reserves in other important currencies which
have proved steble enough to inspire confidence that this stability
would continue, Or if centrel banks would not hold reserves in foreign
currencies as a regular matter, they might still, as a matter of central
bank cooperation, engage in reciprocal currency transactlons temporarily
1o enable the perticlpating central banks to Intervens in the foreign

exchange market in behalif of their currencies,

.org/
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Second, would not there have to be some rules of the game for
officlal intervention, especially for actlions {o avoid competitlve
depreciation?
If these problems could be solved, an international system of
modified flexible rates might offer not only the advantages discussed
earlier, but also the following alvantages:

Changes in Rates vs. Changes in Reserves

With flexible rates, a country could let flows of velatile
short-term capitel affect the exchange rate instead of affecting its
international monetary reserves, Changes in reserves stemming from
internationsl capital flows, even 1If & central benk offsets their Impact
on domestic credit by open-market operations, may undermine public
confidence in the monetary system and consequently upset the credit
and exchange markets; As things are, charges in exchange rates within
moderate limits might be preferable to changes in reserves.

Management of Reserves

Under a system of flexible exchange rates, the monetary
authorities of a country could regulete their reserve hpldings on the
basls of the economy's financial needs. They could buy or sell gold
or forelgn exchange §f they continued to hold foreign cwrrency reserves
degplte exchange risks) whenever they thought it appropriate and
advantageous without regard to effects on the exchange rate. However,
if fhe operations were interpreted as official efforts deliberately to
depreciste a country's currency, other countries participating in the

flexible currency system might retaliate.
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Speed of Adjustment

With flexible exchange rates, monetary authorities would not
be so tempted to defend an overvalued or unﬁervaluea currency and thus
delay a necessary rate adjustment; Such delays tend to impair a country's
monetary reseyves and slow the adaptation of its domestic economy to the
requirements of external balancg, Under a fixed exchange raite syetem,
the exchange rate becomes a symbol 6f national prestige. A devaluation
1e considered as evidence of some failure of the government's economic
policy and as a breach of faith with the public. Consequently, devaluing
or revaluing a currency in terms of gold and other currencies becomes
a last resort, to be resisted as.long a5 possible; Sometines countries
have imposed, or reimposed, or tightened exchange controls rather than
devalued the currency. When devaluations or revaluations occur in major
countries, they tend to be a disruptive factor in intermational trade and
finance; Under s flexible exchange rate system, if a currency was over-
valued or undervalued, depreciation or appreciation of the rate would
come soon and, unless there was speculation, would heve a chance of belng
moderste.

Size of Regerves

If a system of flexible exchange rates were universally adopted,
many countries could operate with smalier international monetary reserves
in gold or foreign currencies than they presently hold. For a country
would not have to protect its monetary system against a persistent,
lerge-scale reduction in the volume of its reserves. If exchangé rate
adjustments could tske care of most fluctuaticons in its balance of psynents,
more of a country's national wealth could be invested in domestic produc-

tion rather than in holdings of gold or short-term clsims on foreign countries.
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Sueh a change would be particulerly important for less developed
countries; They would no longer need to grant credlt to the United
States and the United Kingdom by holding nore monetary reserves than

they needed for working balances in dollars and in sterling.
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The Case Against the System in Either Form

The arguments for a flexible exchange rate system need
eritical evaluation, parficularl& cn the possible effects on the deollar,
Such an evaluation Jeads to the following main conclusions,

l; The rigidities of the present economic system are not
g0 pervasive that modern economles cannot, within reasonable periods,
adjust to terporary diseguilibrium in the balance of international
paymente under a system of fixed exchange rates.

2. A system of flexible exchange rates would not free par-
ticlpating countries from having to watch their balance of payments
and monetary reserves. In fact, because of the uncertainties of
exchange rate fluctuations and instabilities, they would have {to psy
more attention to them than under a system of fixed exchenge rates.

3; Whatever advantageé mey be claimed for flexible exchange
rates, they would be mcre then offset by disadvantages if the system
were applied to currencies widsly used as mesns of international pay-
ments and as international reserve assets;

h; Flexible exchange rates would involve = serious risk that
destabilizing.forces generafed by éxchange rate fluctuations would
become uﬁcontrollable;

5 Flexible exchange rates would make intermational trade and
investment transactions more uncertéin and hence more costly,

6. By impeding the internationsl division of leber, the system

would retard economic growth throughout the free world,
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T. The limited supply of golﬁ and the risks of keeping monetary
reserves in foreign currencies of fluctuating value would hamper the
intervention needed to meke s modified system of flexible exchange rates
workable, Reaching agreement on effective rules of the game would also
be difficult.

Role of Economle Rigidities

The contention that the present economic system has become
inflexible from cumulating rigidities 1= exaggerated; Dowrward adjustment
of average prices and wages do encounter resistance, But international
lmbalence generslly arises from price and cost differentials in particular
export or import industries; Individual prices and, to & lesser degres,
egrnings siill fluctuate downward as well as upward,

Quite recently, the lmpact of increased imports om U,S.
prices and wages has been important in helping to restore competitiveness
in various branches of U.S; industry, in curbing inflationary tendencies,
and in strengthening the U;S, balance of‘trade; This experience shows
that there continues to be a powerful mechanism of international payments
ad/ustment under modern convertible currency conditions generally
comparable to that which existed under the old gold standard.

Donestic Poliqg_Constrainta

Arguments that flexible exchange rates would tend to produce
adjustments in line with sustained economic activity and relatively
gtable prices always assume that exchange rates would fluctuate only
moderately because the principal countries participating in the system
would sucecessfully pursue policles to achieve stability; But if they

tried to do so, the countries would still have to watch their balance
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of payments and monetary reserves; They could not disregard limitations
imposed by sdverse international psyments flows any more then they can
under a system of fixed exchange rates. Indeed und;r a8 systen of
flexible exchange rates, ignoring adverse flows wbuld rigk even more
serious effects then under a system of fixed exchange rates,

Even if a country followed appropriate domestic stabilizing
policies, flexible exchange rates would make all international trade
and ilavestment commitments uncertﬁin. For reasons connected with
temporary, cyclical, or even seasonal movements in international payments,
exchange rates might at any tiﬁe break out of their established range;
The full faith and credit of governments would no longer stand behind
currency values, and confidence that any breakout of an established range
would result in a quick retwn to that range would be lanking; Inter-
national traders and investors, therefore, would need to incur a
speculative risk in all transactions. The costs of such risks would
have to enter into prices of exports and imports and into calculations
of expected returns on 1nvestments;

A system of fixed exchange rates, with narrow fluctuations
about parities, can be supﬁorted by the seme policies for economie
stabllity that advocates of a flexible rate system claim would result
in & limited range of exchange rate fluctuation: Since the full faith
and credit of govermments are pledged in support of currency values,
internationz) traders and investors can act in full confidence and

with least fear of risk in currency values.
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Special Hazards for Key Currencies

International econcmic activity need not be seriously affected
if a currency that is little used or held by foreign traders and investors
fluctuates; The country having such a currency and its trading partners
will, however, tend to carry on internationsl trade and finesnce in foreign
currencies with fixed curvency values, if such currencies are available,
The fact that the value of its own currency is unstable will handicap
the country in the development of its trade and financial institutioms,
and lead to a distribution of econcmic activity between domestic and
foreign trade geared to internationg;ly changing currency values. These
effects would be much more disturbing if the key currencies also fluctuated.

If a key currency fluctuated freely in relation to gold as well
as to other currencies, it could no more function as a standard of
economic calculation and as a store of value; Other countries with
fluctuating currency values would lose their yardstick for the conduct of
foreign trade and finance; Thelr businessmen, investors, and public
afdministrators would face a double bhandicap: there would not only he
uncertainty sbout the value of their domestic currency, they would also
risk more in their international transactions.

If international currency values should fluctuate, private and
public trensactors might turn to gold as the standard for economic
calculation and for storing value, This development would put great
pressure on the limited market supply of gold; The gupply not only is
small in relation to the demends -that might be generated; it also cannot
be adjusted to the needs of international commerce and investments as

the supply ©f dollars and sterling can.
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The large amdunts of dollars and sterling that foreign monetary

euthorities now hold as reserves and as working balances would become

‘subjéct to uncertain exchange risk, Even if privete trensactors would

keep their holdings, foreign monetary authorities could hardly do.so.
The period of transitidn to a gystem of fluctuating exchange rate for
key currencies would bring danger of & seramble for gold; The system
would be put undei great pressure from £lows of volstile funds, with the
pfice of gold bid up.to unforeseeable,levels;

Uncontroliable Destabilizing Forces

Advocates of Tlexible exchange rates underrate the risk involved
in permitting rate fluctuations without clearly defined limitations.

What might happen if the United States, with its present
large international payments deficit, adopted a flexible exchenge rate
systep? If it did ﬁot centinue to pursue stabillizing domestic policiles,
or if its price and cost structure were seriously out of line, the doller
would tend to depreciate continuously instead of fluctusting within &
narrow range about s stable value; |

Even if the United States tried to stabilize its domestic
econony, and its prices and costs were not too rigid, the economic
and finanpial_forces genefated by flexible rates would make it uncertain
wﬁether this effort could be realized. When the dollar ekchange rate
began to deviatecomsiderghly‘from its customary level, the market might

well no longer expect a return to that level but rather would count on

progressively wider devietion. Once market behavior became geared to
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financial markets far more difficult to contain than under a system of

fixed exchange rates,
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Thus, the dollar would tend to depreciate despite efforts to
pursue stabilizing policies; Continuous depreciation could lead to
speculation sgainst the doller, which in tufn would accelerate the
decline in the dollar exchange rate.

In this event, markets for internationally traded commodities.
would become highly speculative, becauge with each further decline in
the exchange velue of the dollar their prices in terms of dollars would
rise, The increase in the costs of foreign raw materials would raise
costs in domestic industmy; In addition, industries producing both for
domestic and forelgn markets would Peel the pressure of increased foreign
purchases at bargain dollar prices; A cost-push, demand-pull inflation
would start; Specuiative activity in the stock market would rise, credit
demands would expand, and interest rates would come under sharp pressure;

Domestic inflationary pressures would increase as holders of
foreign dollar assets tried to liquidate their holdings before the
depreclation of the dollar in terms of foreign currencies progressed;
They could do so pnly by converting their assets, as fast as possible,
first into money and then into exportable goo&s; They would thus add to
the upward pressures on interest rates ag well as on prices.

Expectations of a continued accelerating decline in the dollar
exchange rate would presumably lead to hoardipng of foreign currencies
by domestic traders snd speculators; The hoarding would depress the
dollar in terms of foreign currencies even faster than it would reduce
the domestic purchasing power of the dollar; |

In conseguence, exports would be sold at bargein rates. Although

the volume of exports in terms of domestic resources would increase sharply,
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export proceeds in foreign exchange would inerease much less and might
even fall; Payments balance would therefore have to come primarily
through the drop in the volume and foreign exchanéﬁ value of imports,
This drop in imports, together with the deterioration in the terms of
trade,'would hurt domestlc consumers. Moreover, the drop In imports
of producers' goods would handiecap the expansion of domestic production.

These disturbances would arcuse inflationary processes at
home., They might set in motion a self-propelling inflatlionary spiral,
with any incresse in inflaticnery tendencies tending to lead to & further
decline in the external value of the aollar; This in turn would further
strengthen internal inflationary pressures,

Two speclal elements of the U.S. balance of lanternational
payments would add to the harmful effects of a depreciation of the dollar,
First, while the current merchandise belance might improve, depreciation
of the dollar would increase the burden on the Federal budget snd on the
domestic economy generally of those payments abrosd for military
expenditures and economic aid that must be converted jinto foreign
exchange. Second, continuous depreciestion of the dollar might meke
it ever more attractive for foreigners to borrow in the United States,
less attractive to invest in dollar bonds; Thus, the net outflow of
long-term capitél, at present already a major factor in unbalancing our

international payments, would be further stimulated,

Costs of Internatlonal Commerce
A.system of fluctuating doller exchange rates would also harm
other countries of the free world. For a fluctusting rate would in

many ways lncreasge the costs and risks of internationzl commerce.
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Instead of being sble to conclude international transactions
on the basis of & stable key currency, everyone engaging in a trade
or investment transaction would need to speculate on a possible change
in the value of the dollar between the time a commitment was initiated
and the time it was concluded; Compered with a fixed parity system with
narrow fluctuations (1-1/2 - 3 per cemt around par) the transactions
risk of this system would ve much greater;

Fbr transactions to be consummated quickly the exchange risk
could uéuau‘wf be avoided by arranging for forward cover. But the cost
would be high becsuse a system of flexible exchange rates would probably
bring expectations that fluctuations in currency values would be fairly
wide and contimous, and thus lead to high forward premiums or discounts.
There are well developed forward markets in only a few currencies; Some
internaticnal trade and credit transactions would have to be on an un-
covered basis if undertaken at all.

For leng-term transactlons, forward coverage would not be
availeble. Nonepeculstive long-term credit transactions would, therefore,
be severely handicepped by the risk of fluctuating currency values and
80 might become virtually impractiéa‘ble;

Handicaps to Fconomic Growth

More basically, our objective of advancing prosperit.y at home
and abroad through world trade based on the best internationsl division
of labor would be s.ignificanﬁly handicapped;

Under & system of freely fluctusting exchange rates, inter-
natipnal rrice relationships would tend to vary mbre. It would become

difficult to rely on international price comparisons in making long-range
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investment plang for alloecating resources hetwean industries producing
for the domestic markets and for exports; Even small changes in exchange
rates, say, about 10 per cent, would upset any estimate of relative cost
and price advantages in different countries, especially since the changes
might be quite unpredictable,

Insofar as extreme fluciuations in industrial output and
employment caused by sudden reversals of internationsl competitive
poeitions could bhe overcome by protectionism, pressures for such
protectionism would develop and appear compelling; But if instituted, the
trade barriers could only result in slowing econcmic development and
growth internationally.

Possibilities of Intervention

Advocates of a system of flexible exchange rates usually concede
the deslrability of some official intervention to influence the
abruptness and degree of fluctuation in intermstional currency'values;
But intervention presupposes the availability of monetary reserves in
foreign currencies; Unless monetary authorities of different countries
would incur the risks assoclated with a flexible exchange rate system,
only gold and currencies borrowed from other reserve bhanks could be
uged for such intervention. If reserve or central banks were not
willing to enter into cooperstive arrangements, only gold sales and
purcheses would remain, Without enough gold, the system would be without
adequate facilities to moderate exbhange rate fluctuations in response to

volatile and speeulgtive flows of payments,

org/

Federal Reserve Bank of St. Louis



-25=

Concluding Remarks

Nﬁ fesﬁonsible goverment would or could long permit 1lts
economy and its intermational relations to incur tbé adverse effects
that are more likely to occur under flexible than under fixed exchange
rates without trying to take preventive or corrective action; Sconer
or later it would be involved in efforts to reestablish monetary stability,
both internally and externally -- even in an effort to return to a |
mechaniem of fixed rates;

These efforts would eventually mean abandonment of sutcomatic
exchange rate adjusﬁments; Both slleged advantages of g system of
fluctuating rates -~ the advantages of automatic balance of payments
adjustments and the adventage of making domestic policies independent
of balance of payments snd monetary reserve considerations -- would thus

have proved illusory.

Board of Governors of the Federal Reserve System,
Division ¢f International Finance,
April 13, 1962
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