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It is no news to you or any other
group of sophisticated bankers that
the United States dollar has been
Severely bufleted in international
exchange markets over the past few
years and, especially, in 1973. Nei-
ther do we need to spend time on
!h_t: long history of events and pol-
ICies which brought the dollar to
this depreciated condition. Exces-
Sve foreign aid, military endeavors,
and capital outflows—coupled with
domestic deficits—have brought a
Surplus of dollars where a shortage
SXisted only 25 years ago. Instead
of tracing this chain of events, 1 in-
tend (o spend the evening showing
Why our current inflationary prob-
M is accentuated by our interna-
!.mnall problems and then suggesl-
Mg some measures to alleviate the
Situation. Of course, I speak only
or myself and not for the Federal
eserve System or my colleagues.
_ Starting from a broad viewpoint,
It seems obvious that inflation is
Presently a worldwide problem. To
Some extent, our difliculties are the
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same as those of nations abroad
because most countries suffer from
large wage-cost increases, short-
ages of primary raw material re-
sources, and excessive credit sup-

plics. The underlying causes appear

to include decades of overreliance
upon government, excessive prom-
ises of guaranteed employment and
income to all eitizens, and a resul-
tant weakening in the self-reliant
fabric of the work force. Perhaps
we should not be too surprised by
this sequence, but other factors are
also important. With the growth of
international competition for food
and energy and the lack of pro-
portionate supply increases, the
pressures on prices have risen ma-
terially. At the same time, new con-
cerns for environmental protee-
tion have reduced the efficiency of
energy use and interfered with the
growth of new sources of supply.
To a considerable extent, the
past decade has also reflected a
marked shift in trading patterns
and the emergence of a number of

new and eflicient competitors. The
countries losing in this competitive
race found their adjustments in
labor and resources especially pain-
ful. On the other hand, the new
industrial nations found markets
encouraging rapid expansion of
capacity and large balance-of-
payments surpluses inflating their
money supplies. Concomitantly,
the large multinational firms aided
and abetted these shifts of produc-
tion and resources and were, in
themselves, significant sources of
capital and credit movements.

In this environment of turmoil,
there developed a new complica-
tion—the devaluation of the world's
primary currency and the rapid
revaluations of other currencies.
The new parities of December 1971
were expected to lead to an im-
proved trade position for the
United States. The 1973 devalua-
tion was designed to complete the
adjustment and help stabilize rate
movements. However, there have
developed increased destabilizing
changes in exchange rate relation-
ships, bringing even greater infla-
tionary pressures. Thus, the entire
world is now facing a problem of
inflation, with some countries being
particularly hard hit and least able
to protect themselves. Beyond
doubt, the United States position
is among the most diflicult, as the
nation is secing the depreciation of
its currency, the breakup of the
dollar-gold exchange standard, and
the rising need for imports of basic
materials and energy. Let us focus
now upon the international prob-



lems which appear to be among the
ageravating causes of inflation in
the United States.

Of prime importance have been
the two devaluations and the sub-
sequent depreciation of the dollar.
Under current floating arrange-
ments, the dollar has steadily fallen
in terms of other leading curren-
cies: and with each decline, the
costs of American imports increase.
In terms of past relationships and
practices, the new floating position
is distinetly unfavorable to the
United States. Under the old fixed-
rate system and even through the
malaise of late 1971 and 1972,
other nations were obliged to sup-
port the dollar by purchases to
maintain the rate relationships
within the band of intervention.
While (as we will note later on) the
old system placed many dollars in
the hands of central banks abroad
and some of these came back in the
form of U.S. security purchases,
the new system is geared primarily
to a changing rate relationship
without dollar accumulation. The
impact of the continuously depre-
ciating exchange rate for dollars
has meant both a steady increase in
costs of tourism and other expendi-
tures abroad and a rising eflective
cost of imports into the United
States.

Perhaps equally important has
been the deterioration of confi-
dence in the dollar because of our
huge balance-of-payments deficits
of the past few years, our trade
deficits since 1970, and rapid in-
flation at home. These have en-
gendered a loss of confidence, of
material proportions, apparently
influencing many financial transac-
tions and political relationships
involving the economic and finan-
cial position of this nation. It seems
safe to assume that this confidence
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problem has been of some signif-
icance in our inability to reach a
solution to the problem of a new
international monetary mecha-
nism. Similarly, all trading and dol-
lar exchange must be aflected as
both governments and private cor-
porations scek to protect against
losses from further devaluations or
depreciation in exchange rates.

The devaluations of 1971 and
1973 were both partly responsible
for rising prices in the United
States. As companies sought to im-
prove their profit margins after
sizable profit declines in 1970 and
early 1971, the prices of American
products were raised, often by the
amount of the devaluation. Simul-
tancously, the hoped-for effects of
devaluation were partially offset by
the very large domestic budget
deficits and the ample availability
of credit supplies in the United
States. These internal develop-
ments reduced and deferred the
favorable clfects expected from the
1971 devaluation and reinforced
expectations of a further devalua-
tion. Such expectations were man-
ifest in corporate policies of pro-
tection in the form of both early
price increases and credit and pay-
ment actions which exerted further
pressure on dollar exchange rates.

Moreover, with foreign pur-
chases of United States sceurities
in effect financing a steadily larger
share of the domestic deficits, the
U.S. Treasury could avoid drawing
upon domestic financing sources,
thus leaving additional purchasing
power in the hands of American
banks and consumers and forgoing
the fiscal policy restraints such
sales at home would have created.
In fiscal 1971-73, foreign purchases
of U.S. Government securities to-
taled $48 billion and financed over
70 percent of the total deficits

and 80 percent of the increase in
United States marketable debt in
the three fiscal years. In these
three years, foreign purchases of
special nonmarketable debt
reached 5251 billion, or only
slightly below the $24.7 billion of
marketable securities purchased.

It 15 clear that had such mas-
sive amounts been raised domes-
tically, there would have been
sizably higher interest rates and,
perhaps, also greater monetization
of the debt by reserve ereation.
The foreign purchases even allowed
liquidation of private holdings of
about 513 billion in the three-year
period, thereby allording greater
spending power to United States
citizens and corporations. Foreign
purchases were almost three times
I'ederal Reserve purchases in this
period. The chain of events—with
U.S. domestic deficits financing
both foreign and domestic expendi-
turcs but, in turn, being financed
largely by foreign purchases of
American securities—has permitted
areater expansion of eredit and
consumer payments and has sup-
ported price increases at home and
abroad.

The impact of the devaluations
and subsequent depreciation of the
dollar is also measured in the costs
of imports. Part of this impact
stems from the increasing reliance
upon imports for both consumer
and business purchases. Over the
past decade particularly, the move-
ment of certain consumer goods
production from the United States
to solely foreign factories has
placed the American consumer in
the position of virtually total re-
liance upon foreign production.
Iixamples of this are evident in
watch, radio, and television as-
sembly. In addition, U.S. consume*
purchases of foreign automobiles



now represent nearly 20 percent of
the domestic market. Similarly,
U.S. purchascs of apparcl, shoes,
and cotton and wool fabrics have
f‘_('-('i'll.'l':lu-(l to very large propor-
tions of the total domestic market.
In the case of business raw ma-
terials, (wo sectors are especially
Noticcable, U.S. imports of steel,
Magnesium, nickel, copper, and
Similar raw metals have, in some
cases, reached dominant levels,
Second, the developing shortage
of energy has boosted the value of
{\lne-rivan imports of oil by nearly
o0 percent in the past year and
Promises to double such imports
M coming years.
_ With this background of grow-
Ing reliance upon foreign raw ma-
terials and manufactured goods,
the devaluations were particularly
Important. Price increases for for-
eign products often fell short of
the total devaluation but, in some
Cases, may have exceeded it by a
Considerable margin, Without al-
ti"]“llﬂf.i\’(‘ domestic suppliers, U.S.
Citizens were forced to pay the
higher prices and inflationary pres-
Sures were accentuated. Concom-
antly, where American firms
Were in competition, the new price
advances by foreign competitors
fave domestic producers leeway

O raise their profit margins by
Nearly matching the price in-
Creases. Where the commodity
Purchased was used as a raw input
“} the final product, there were ob-
Viously price pressures to meet

1ese higher costs.

. A special impact of the interna-
tiona] cconomic and financial up-
Sets is evident in the agricultural
|_{l'1u: arcna. With dollar devalua-

'on encouraging the purchase of

Merican agricultural products
a",t‘l with the poor crops abroad in
Y12 generating a strong demand,
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significant exports of grains in-
creased sharply, especially through
the large sale to Russia. "This com-
petitive demand for grains with no
domestic price limits causced ex-
cessively rapid price increases,
which-as costs to the cattle and
other food industries—were the
compelling reasons for price ad-
vances in these industries also.

While one cannot attribute all
of the domestic food price increases
to the devaluations or subsequent
depreciations, they were certainly
important factors. The confluence
of the cattle and hog eyeles and
the competitive pressures exerted
by speculative bidding for the low
level of grain carryovers were ac-
centuated by foreign sales of grain
in the summer of 1972, Since that
time, prices for grains have sky-
rocketed as even further erosion
of dollar exchange rates attracted
more forcign purchases. Morcover,
price speculation in commodities
scems to accelerate with cach fur-
ther dollar rate decline. In eflect,
the dollar depreciation is placing
American goods, especially agricul-
tural products, at bargain prices
for forcigners and encouraging
them to bid at dollar prices, which
competitively stimulate even
higher domestie prices.

Still another area of price in-
crease from devaluation and Tur-
ther depreciation of the dollar has
heen in the service sector. In tour-
ism, there has been an obvious and
continuing increase in costs to
American travelers. Less apparent
have been the rising costs of trans-
portation of goods and products
and the sharp advance in credit
costs.

With both the United States
and other industrial nations sufler-
ing inflationary pressures, the
usual tools of eredit restraint have

caused rapid increases in interest
rates. Since the general rate struc-
ture in Kurope and the United
Kingdom has traditionally been
higher than in the United States
and because European rates moved
upward at a more rapid pace in
late 1972 than did rates in the
[Inited States, there was an at-
traction of interest-sensitive money
to foreign investments which fur-
ther ageravated the money supply
advances in those countries, This
same outflow continued to permit
United States deficits without con-
comitant credit increases but, ob-
viously, incrcased our balance-of-
payments deficits. However, when
foreien central banks returncd the
dollars by way of investments in
LS. Government securities, the
domestic deficit was financed and
the buildup of Treasury balances
cventually flowed back to banks
and the public, causing an increase
in available Tunds.

Since February, with the sec-
ond devaluation of the dollar, and
carly March, when exchange mar-
kets elosed. the international finan-
cial system has heen operating on
a modified floating bage, with in-
creasingly severe exchange con-
trols in other nations but little
change in United States controls.
As ULS. inflation accelerated and
confidence weakened, the dollar
since mid-May has almost steadily
declined in value against some
of the other major currencies.

For example, with the recent 5.5-
percent revaluation of the German
mark, the dollar is now one-quarter
below its February relation to the
mark. Obviously, the costs of
German goods and services are now
sharply higher in relative terms
than those of the United States:
and while this has materially im-
proved American producers’ com-



petitive positions, it has also raised
the costs of all German imports
into the United States.

There are many reasons for this
continued depreciation of the dol-
lar, and among them is the position
of the United States relative to
other major industrial nations wilh
regard to exchange controls and
limits on currency movements. In
many of the EEC countries, there
are separate rules for commercial
and financial exchanges, severe
reserve requirements, or negative
interest returns on incoming dol-
lars. A few central banks abroad
have, in cflect, sterilized net in-
flows of dollars by 100-percent re-
serve requirements, and some have
refused to permit interest to be
paid on such dollar inflows. In the
meantime, the United States has
taken virtually no action on ex-
change controls and, indeed, has
promised to remove existing ones,
such as those under the IET,
VICR, and OFDI programs.

The instabilities of the current
cexchange rates have caused mas-
sive covering eflorts to protect im-
porters and exporters from the
vicissitudes of changing rates. This
forward cover also has raised the
costs of doing business since rates
for forward contracts in marks or
Swiss francs range from 3 {o 6 per-
cent just for 30-day coverage. It is
obvious that most exporters af-
tempt to sell their products at a
profit and can ill afford an adverse
exchange rate movement which
significantly reduces their profit on
cach sale. One must be sympa-
thetic with the exporters of prod-
ucets which take four to six months’
lead time to deliver because those
firms must cither accept a sizable
rate risk or pay for forward cover.

The crux of the problem is our
lack of progress toward a new in-

fernational exchange mechanism.
One major roadblock to settlement
on a new international monetary
exchange mechanism is the very
large overhang of United States
dollars in nonresident hands, For-
cign central banks and ministiries
and international organizations
hold more than 370 billion in their
official reserves, but about three-
fourths of this total is concen-
trated in the hands of five coun-
tries. At the same time, there are
additional billions in Eurodollars
in nonofficial hands, and these
wash back and forth in destabiliz-
ing movements. Speculators and
large corporate holders move such
funds in ways largely counter to
the long-run stability of the mone-
tary system. It seems rather clear
to me that the overhang of dollars
must be neutralized and contained
before any new monetary system
can be developed and sustained.
Multinational consultations have
been under way for some time (o
consider proposals for limiting
the flows of Eurocurrencies, but
no conclusions have been reached
as yelt.

In the meantime, the aura of
instability reinforeed by a second

1S, dollar devaluation and further

Cierman mark revaluations has
caused significant shifts in cor-
porate policics to protect against
an crosion of the value of dollar
balances. T'he use of Eurocurren-
cies has facilitated this corporate
protection effort, as has the tra-
ditional, but now accentuated, use
of leads and lags in payments.

In the absence of progress to-
ward a new mechanism, there has
developed a de facto mechanism of
controlled floats buttressed by ex-
change controls. In my view, this
latter system is an especially difli-
cult and troublesome one for the

United States. With few controls
from the American side and with a
joint float plus controls in some of
the KIEC countries, the dollar has
heen Kicked from pillar to post.
While admitting all of the confi-
dence problems stemming from
Watergate, a rising inflation psy-
chology, and a growing doubt, of
our resolve to cure our problems,

I am unwilling to believe that the
dollar is truly valued at current
exchange rates. Nevertheless, for
our purposes, we musl accept the
market judegment, and this has
been reflected in a steady depre-
ciation of the dollar.

While it may be too early to
condemn completely the present
system of floating rates with ex-
change controls, I think the system
has already shown many of the
instabilities which most central
hankers feared. I doubt that a sys-
tem of freely floating rates would
be acceptable to most nations, for
il reauires too great a degree of
sacrifice of sovereignty over local
currencies and domestic monetary
and fiscal policies. Morcover, such
a system provides little guidance
to the exporter as to the exchange
rate under which he would be paid
for future deliveries. Finally, it
does nol appear to provide the de-
gree of stability needed for other
market processes or intergovern-
mental payments.

Many of the foregoing disadvan-
tages of freely floating rates are
evident in the present system, as
well as a few more because of the
uncertainties of central bank in-
tervention, the joint floats of some
EEC countries, and the lack of a
unifying currency of intervention
and transactions. Indeed, as I view
it, the present system is the least
desirable of the currently discusseC
alternatives. In eflect, it creates a



bloc arrangement with exchange
barriers, instability, and a wide
range of uncertamties.

. In a short address of this nature,
1t is impossible to detail all of the
ramifications of the declining dol-
lar, but cert ainly there must be
effects far beyond just the sheer
rate changes. If nothing clse, it is
symptomaltic that even the United
Nations is considering changing
Its accounts away from denomi-
Nation in United States dollars.
More importantly, this reflects an
attitude of coneern, a loss of confi-
dence, and an expeclation of fur-
ther deterioration. Such attitudes
must be prevalent in many quar-
ters throughout the world and
must refleet in business and in-
Vestor decisions regarding dollar-
denominated assets.

Another effect from this steady
depreciation is the continued shift
M ownership of Eurodollars and
the speculative positions develop-
g against the dollar. As dollars
are sold in these runs, the new
holders must decide whether to
hold, invest, or sell their new dol-
lars, As exchange rates move down,
More and more of the new owners
appear Lo be deciding in favor of
brompi sales of their new dollar
holdings, which places further
downward pressure on rates. In
Other words, with the declining
Confidence, the spiral of downward
ate adjustments accelerates, and
With ecach move the dollar becomes
¢heaper in relation to the other ma-
1or currencies in Europe. Such de-
Preciation is promptly reflected in
Mereases in dollar prices of goods
and services in Burope and in sim-
Har inereases in prices of goods
SXported to dollar-bloc countries.

. Each round of dollar deprecia-
on takes its toll of the dominant
Use of the dollar since World
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War 11, both as a reserve asset and
as a fransactions currency between
foreign nations. Even in the South
American countries, which have
generally moved their currencies
parallel with the dollar in devalu-
ations, there is a move toward asset
diversification into other currencies
to protect against the loss of value
in their official reserves.

We and other nations must also
be concerned with the sharp ad-
vances in gold prices, While the
March 1968 agreement (o create
a two-tier gold price is still in
elfect, the speculation in gold has
forced prices on the free market
above $125 per ounce, or nearly
three times the current monetary
price. Obviously, many people in
the IFree World are becoming dis-
trustful and skeptical of the values
of major currencies and are moving
into gold as a safe haven, Prices of
gold stocks, coin, and even bullion
arc moving up rapidly; and with
cach advance, new purchases from
the United States must meet the
higher level with more dollars.

In summary, then, the United
States inflation is being ageravated
by current international (inancial
problems and relationships. It
would be an overstatement to say
that all inflationary pressures
originate in these international
problems, but it would be an equal
misstatement to say that our in-
flation is entirely domestic in
nature. We should recognize the
inflationary impact of our domestic
bhudget deficits, the large reserve
creation, and the hesitancy in
imposing interest rate and reserve
restraints: but compounding and
even accelerating the inflationary
impact are the international prob-
lems sketched previously.

What can be done about these
problems? In my opinion, it is

critical that the United States take

prompt action to reestablish con-

fidence in the dollar, minimize the
cffeets of the present floating rate-
exchange control system, sterilize
the large dollar overhang, and
force an early resolution of the
trade and monetary mechanism
problems. To these ends, I recom-
mend the following five-point
program.

1. Propose an immediate monetary
conference with the objeetives of
(a) agreeing upon a new inter-
national monetary mechanism,
(b) reducing the barriers to
trade, (¢) neutralizing promptly
the large overhang of dollars
abroad, and (d) obtaining
prompt multilateral sanctions to
limit transactions of speculators
and control Eurocurrency
movements.

2. Until the results of such a con-

ference are available, return
promptly to semifixed parities,
with a reasonably wide band of
permissible fluctuation and a
wholehearted dedication of ¢cen-
iral bank assets for intervention
{o hold such rates.

3. If either of the above is rejected,

then impose selective tarifl sur-
charges designed to offset the
net barriers to United States
products presently existing in
other countries. Such surcharges
should recognize the net deficit
or surplus position of the United
States in relation to each coun-
try and should be created to
limit imports to levels which
would redevelop equilibrium be-
tween the United States and
other principal industrial na-
tions. Due regard to special
situations and countries supply-
ing products not available else-
where would be given in design-
ing these selective surcharges.



4. Issue a special U.S. Government

security of ten-year maturity
with an attractive coupon rate

of, say, 10 percent, open for pur-

chase only by nonresident hold-
ers of dollars. A similar issuc of
foreign currency-denominated

honds could be used as a supple-

ment. The dollar-denominated

issue would include an exchange

rate guarantee against further
dollar depreciation.
. Reinforee rather than eliminate

present exchange controls of the

United States. Impose a sizable
tax on tourist travel by taxation
of airline tickets to non-U.S.
points except those in under-
developed nations. Elimination

of the allowance of $100 of duty-
free foreign purchases could also

he a part of this legislation.

Admittedly, the steps outlined
here would be drastic measures,
but, in my opinion, the continu-
ance of present policies and pro-
cedures will jeopardize the whole
trade structure and lead to isola-
tionism and contraction. The

United States can ill afford any
policies which perpetuate the
deterioration of its currency,
whether such policies are domestic
or international. Some observers
may consider these suggestions too
severe, but the problem is suffi-
ciently important and timely o
warrant aggressive steps to reduce
the uncertaintics of the present
situation and minimize the infla-
tionary impact by stabilizing ex-
change rates.

In the final analysis, the United
States must dedicate itself to non-
inflationary growth, adopting pol-
icies which provide for fiscal re-
straint and monetary balance. If
these are not adopted, then cor-
rection of our international prob-
lems will provide only transitory
relicf because they will recur.

The views expressed are those of
the author and do not necessarily
reflect the position of the Federal
Reserve System or the opinions
of any of his associates.



New member bank

The Rockwall Bank, National Association, Rockwall, Texas, a newly organized
institution located in the territory served by the Head Office of the Federal
Reserve Bank of Dallas, opened for business July 13, 1973, as a member of the
Federal Reserve System, The new member bank has capital of $200,000, surplus
of $200,000, and undivided profits of $100,000. The officers are: Don Monroe,
President, and Alfred Webb, Vice President and Cashier.

New par banks

The Guaranty Bond State Bank, Waller, Texas, an insured nonmember bank
located in the territory served by the Houston Branch of the Federal Reserve
Bank of Dallas, was added to the Par List on July 3, 1973. The officers are: J. C.
Umland, President; Roy H. Cook, Viee President; and Miss Georgia Stephan,
Cashicer.

The Texas Independence Banlk, Pasadena, Texas, an insured nonmember bank
located in the territory served by the Houston Branch of the Federal Reserve
Bank of Dallas, was added to the Par List on its opening date, July 5, 1973. The
officers are: J. Doug Toole, Chairman of the Board; R. IF. Knepley, President;
and John D. Lazrine, Vice President and Cashier.

The Bank of Frio Canyon, Leakey, Texas, an insured nonmember bank located
in the territory served by the San Antonio Branch of the Federal Reserve Bank
of Dallas, was added to the Par List on its opening date, July 16, 1973. The
officers are: Jack W. Buchanan, President, and Murray L. Decker, Cashier.

The Lakeside Commerce Bank, Houston, Texas, an insured nonmember bank
located in the territory served by the Houston Branch of the Federal Reserve
Bank of Dallas, was added to the Par List on itsopening date, July 19, 1973.
The officers are: W. S. Pebworth, Jr., Chairman of the Board; David D. Wilson,

President: Robert J. Walz, Vice President; and Andy Jackson, Cashier.
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