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The abrupt change in United States policy on
October 31, from reglect to defense of the exchange value
of the dollar, todk place just eight days after President
Carter had tnveiled a complex program to "phase out" in-
flation over several years. The change in policy was for-
ced by an incipient findncial crisis that resulted from the
reaction of offshore and domestic holders of dollars to the
indecisive character of the administration's approach to in-
flation and the energy program that emerged from Congress.
As the change occurred in response to an incipient finan-
cial erisis, it was a lender-of-last-resort operation, desig-
ned to abort developments that it was felt could lead to a
serious recession.

The major action undertaken was the mobilization
of what was announced as $30 billions of foreign exchange by
the Federal Reserve and Treasury. This mobilization of fo-
reign exchange means that liabilities of these public bodies
will be substituted for the liabilities of private banks and
companies in a variety of offshore portfolios. In this pro-
cess the risks oleoés, either by default or by changes in
the exchange rate against the dollar, of holders of liabili-

ties of Unitej/ﬁtates based units was decreased. This opera-

o g



tion is fully analogous to what takes place in a domestic

lender-of-last resort operation when the liabilities of

the central banks are substituted for private liabilities.
This defend the dollar intervention marks the

fourth time since 1966 that the Federal Reserve has acted

as a lender-of-last-resort: the first was the credit crunch

;ﬂlﬁof 1966, the second the Penn Central crisis of 1970, the

m%imjﬁsf third the Franklin National/REIT crisis of 1974, and the
By e —_—
%Uﬁﬂftg fourth the current and continuing dollar crisis. Over the

r}.ﬂ."
o2y E4;s.gfﬂyears the English engaged in lifeboat operations, the

A

%jand the Italians had to refinance and take over major firms.
)|

A It is evident that the financial system of the United States

A {ﬁﬁfy,ﬁﬁérmans were confronted with major financial bankruptcies,
&

1'-\”1!.,%1("
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and ol’ the capitalist worl%ﬁ is now more unstable than it
was in the 1950's and early 1960's., Economic policy in the
United States in particular has not adjusted to this recur-
rent instability.

Ever since the United States' balance of trade
shifted from a surplus in 1975 to a modest $4.2 billions
deficit in 1976 and to a massive deficit of $26.8 billions
deficit in 1977 the continued acceptance of dollars into
the portfolios of central banks, private banks. and private
business,and individuals was due to a fragile combination of
circumstances: fears for the stability of Europe, the loyal-
ty of Saudi Arabia to the dollar (which took the form of a
continued accumulation of dollars), inértia of central banks

and portfolio managers, faith in the economic strength of

/
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the United States and hope that the United States policy
would soon adjust to the new realities of the world. In
the last several months the fears of political instabilily
in Europe evaporated and Saudi Arabia's spending caught up
with its diminished revenues. This left faith, hope and
inertia as the major props of the dollar. When the Carter
'‘administration's anti-inflation "program" was revealed it
quite evidently diminished the hope that the United States
would scon come up with a leadership that would both recog-
nize the problems posed by the cumulative effect on foreign
dollar holdings of trade deficits and be brave and forcelul
enough to take effective steps to end these deficits.

The limp excuses of the Carter Administration for
the balance of trade deficit--blaming it on the weak expan-
sion aof other countries—;and the substitution of print outs
from econometric models that showed that the deficit would
soon decrease for effective action to decrease the import
dependence of the economyyhagiled to an erosion of faith in
the underlying economic strength of the United States.
Diminished hope and eroded faith overcame inertia, triggering
a flight from the dollar. With a multitude of sellers and
few buyers of dollars the foreign exchange markets became

}Very thin, values changed quickly and radically, and the

.“ foE L‘.J - . . * . . s .
W Ligf liquidity and solvency of financial institutions were compro-

mized. This led the Federal Reserve, the Treasury and co-
operating foreign and international institutions to inter-

vene to stop what was §?1ieved to be an incipient financial

ve



crisisg—{he change in policy was forced by market develop-
ments.

Central banks undertake a lender-of-last-resort
operation to abort what thef perceive to be a maturing

: g , : . N
liquidity anqasolvency crisis which they believe will lead

‘to large scale defaults on financial contracts and bank-

ruptcy of financial institutions. Intervention takes place
because the authorities believe that serious financial
trauma would take ﬂlaCe if they did not intervene, and
these financial trduma would lead to a serious worldwide
recession or depression. The cooperation of the European
and Japanese central banks and the International Monetary
Fund indicates that they too believed that the threat of _a”
finaneial dislocation thatgﬁgi}d—have-serious consequences
wasiyealtwa‘

We can and should accept that the Carter adminis-
tration and the Federal Reserve took constraining monetary
measures because they preferred to accept the high probability
of a United States and7perh§ps world)recession in 1979 to
the somewhat smaller chance that abstaining from interveni:E;
would lead to a financial crash that could usher in a serious
recession/depression.

A crash did not occur in early November. Inasmuch
as the detailed evidence that prompted the lender-of-last-
resort intervention cannot be made public until the under-

lying weak situatibns have been corrected (public knowledge

of what caused the i;yé;vention would be likely to trigger



another "run") the cry will soon go ugpmespccially after

a recession with its decline in income and employment
startsy—that the constraint upon income and employment due
to high interest rates and increased bank reserves is unwar-

ranted. These cries will be especially strong from those

QQA\economists of the policy advising establishment whose theories

and econometric models do not allow for ginqncialwgnisgsg—they
will begin to insist that the authorities overreacted.

The actions taken to date to defend the dollar
are enough to buy time, but they do not confront the basic
underlying balancé of trade relations that created the crisis
prone inteérnational financial environment. If the defenﬁeﬁ
of the dollar is to be serious and not another exercise in
public relatlons, like the Administration's inflation and
Congress's energy prograq% then further action is needed.
Such further action can either be in response to an emergency,
or Lhe result of an awareness of the nature of the American
predicament and knowledge of how policy can treat the disease.
It is for better to act e;ziﬂf*knowledge of a problem and
its solution than to be forced to act by an incipient finan-
cial crisis. To prevent the United States and the world
economy from being buffeted by a series of crises the econo-
mic policy strategy and legislative program of the United
States in 1979 must place primary emphasis upon Lhe elimina-
tion of the deficit in the balance of £rade. What is needed
is a serious defense of the dollar.

and, legis-
3

In developing the 1979 policy strategy
// v {
lative package the aulhorities must keep in mind,${§€ the
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slide to the bottom of the Great Depression took three and
a half years--from October of 1029 to March of 1933.

This great decline was not a "smooth" decline--there were
"false" recoveries ind a series of financial crises. Each
 crisis was followed by weak and ineffective domestic and
international policies. Even without computer print-outs
it was possible for Hoover's policy establishment to hold
in 1930, 1931, and 1932 that "prosperity was just around
the corner". In these years economic policy largely ref-
lected a comefcency that was due to a contemplation of the
tranquil longer run of economic theory rather than an urgen-

G sAEp axu.?&ﬁ 7
cy based upon a recognition of what was taking place in the

turbulent market places of the economy.

A complacent attitude towards what happened in
October, so that positive measures to correct the fundamental
structural cause of the United States trade deficit are not
taken, and too quick and ill-advised measures to "reflate"
the still inflating economy,when unemployment increases and
the trade deficit diminishes a bit, will soon lead to another
flight from the dollar and further emergency interventions.
This will "push down" an already weakened economy. The course
of the world economy between 1929 and 1933 is a succession
of financial crises. The current fragility of both national
and international financial markets makes a quick replay of
November's crisis a possibility.

The November emergency package must be followed

by legislation that is designed to correct the United States

%



full employment balance of trade deficit. In preparing
the legislative program for 1979 a number of points must
be kept in mind:

1. +the crisis was real (it was not a figment

of the imagination of central and commercial

bankers),

2. the crisis reflected underlying economic

trends and financial relations (it was not

a creature of speculators and gnomes of Zurich),

and,

3, the crisis was mainly caused by the deficit —

in the balance of trade of the United States (it

was not the inflation rate, rapid economic expan-

sion, budget deficits, or growth of the money

supply).

In particular inflation, rapid United States
expansioﬂ, budget deficits, and money supply growth are
relevant to the dollar crisis of 1978 and to the prospects
for further crises only as they affect the United States
balance of trade. It follows that measures to affect infla-
tion, income, the government deficit and the money supply will
prevent further runs from the dollar only as they succecd in
lowering the deficit in the balance of trade. Because ihe
balance of trade is the crucial variable determining whether
or not a new era of prosperity, such as occurred in the 1950's
and the early 1960's, is possible it is best that policy

directly focus on the balagpe of trade rather than on the

/
/
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economic variables that may--or may not--be related to the
balance of trade.

The policy measures taken to defend the dollar
were modest relative to the size of the problem. The
reactions consisted of 1) lender-of-last-resort inter-
ventions and 2) monetary méasures aimed at raising United
States interest rates and 1owering the rate of growth of
the money supply. Raising interest rates is a lender-of-
last-resort action when it is undertaken to attract short
term deposits from abroad. Raising interest rates, in the
eyes of central bankers and their advisors, is a way of
decreasing the rate of growth of the money supply and thus
of income.

The lender-of-last-resort package totals some
$30 billion. It consists of lines of credit at the céntral :
banks of Switzerland, Germany and Japan, drawings and poten-
tial borrowings from the International Monetary Fund, the
sale of larger amounts of gold, and the prospective sale
of a modest $10 billion of Treasury bills denominated in
Marks, Swiss Francs and Yen. Given the magnitude of the
United States balance of trade deficits of 1976, 1977 and
1978 (the total is almost $60 billions) and of offshore dol-
lar denominated monies and near monies (the estimate is
about $600 billion)} $30 billion is not large. Quite clearly
it may have to be augmented--and it is best if the augmen-
tation comes without a crisis rather than as a reaction to

=

a crisis. e



The measures aimed at raising interest rates
and increasing required reserves are also quite modest.
These measures)along with the reaction to the shock of the
near crisis,will lower the level of income in 1979: a
recession will take place.
' The hope underlying these policies is that a
modest decline in the United States' income)together with
more rapid expansion of the European and Japanese incomes,
will combine with the effects of the fall in the exchange
value of the dollar that is allowed to stand during the
regime of active intervention to eliminate or at least
sharply reduce the United States' trade deficit. However
the resolution of the dollar problem by this route leaves
the United States in a chronically depressed state. There
will be constant and valid pressures in the United States
to expand the economy--but each effort at expansion will
soon be thwarted by a balance of trade deficit that triggers
a run on the dollar.m/&here is a fundamental disequilibrium
in the relations of the United States' economy vis-a-vis the
rest of the world. With the existing structure of final
demand and the existing structure of production techniques
‘zg“the United Stateés, the United States now runs a massive
deficit in its balance of trade whenever the economy is
reasonably close to full employment. "Furthermore experience
over the past several years indicates that this balance of
trade deficit cannot be corrected by modest changes in in-
come and exchange rates.‘(&t is important to note that dur-

ing the "peak" months of 1978 the United States had an unem-
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ployment rate of just under 6%; i.e. the unemployment
rate at the peak of the 1975-78 expansion would have been
a "recession" rate just 10 years earlier. The 1978 data
indicates that the balance of trade deficit would have
been perhaps $10 billions greater if an old fashioned defi-
nition of a close approximation to full employment (a 4%
unemployment rate) had been achieved. This is so hecause
it is usually estimated that a 2 percentage point reduction
in the United States' unemploymenl rate requires a 6% in-
crease in Gross National Product. Such an increase in Gross
National Product would have raised imports into the United
States by at least 6%. Thus even before Lhe crisis of 1978
the full employment deficit in the balance of trade was a
barrier to achieving a close approximation to full employ-
ment . The crisis of 1978 has more than likely lowered the
tolerance of the rest of the world for United States deficits--
therefore raising the effective barrier against the United
States achieving a close approximation to full employment.
For the economy to do better United States policy
must directly attack the structural characteristics of final
demand and of production techniques so that a reasonably
close approximation to full employment is compatible with
a substantially smaller deficit in the trade balance. Export
expansion, import substitution, and import constraint are J£
objectives that the United States policy must pursue.
The United States deficit of $26.8 billions in
1977 consisted of deficits of $12.3 billion with OPEC,

7
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$9.5 billions with Japan, $8.8 billions with the less de-
veloped countries other than OPEC and $1.2 billion with
Germany. There were surpluses of $3.5 billion with other
industrialized countries and of $1.5 billion with the
planned economies. There are three big deficit "blocks"--
0il, the underdeveloped countries other than OPEC, and
Japan--upon which the United States structural policies
can work, ' At present the United States is running a sur-
plus of about $16 billions on agricultural products, and
deficits of about $7 billions in manufactured goods and of

about $37 billions in fuels--mainly oil but including natu-

_ral gas.

The United States defieit on trade account iLs
largely, but not exclusively)a product of the '"benign neglect"
of the oil problem as a balénce of payments problem by the

administestions of three presidents since 1973. Under Nixon,

WY rord, and Carter, the oil or energy problem has consistently

s

N

M"f >

been misrepresented to the American people. The issue has
never been that the world or the United States was running
out of oil or energy. The issue has always been that the
United States cannot for long maintain a close approximation
to full employment because of the balance of payments deficit
that is the result of the heavy dependence on imported oil,
given the per barrel prices that the OPEC cartel is able Lo
enforce.

As a result of the massive balance of trade deficit
that occurs whenever the United States is not in recession,

two policy paths are open:



1. Any close approximation to prosperity must

be assiduously avoided; in particular the United

States must be a chronically depressed economy

that "grows'" at an appreciably lower rate than

the other industrialized economies.

2. The development of a system of taxes and

subsidies so that the structure of final demand

and the production techniques that are used

change in such a way that a massive deficit in

the balance of tﬁade will ot occur whenever the

economy is close to full employment.

Obviously thanging the structure of final demanqg
and the techniques used in production so that a ¢lose aproxi-
mation to tull employment is compatible with a balanced or
a kurplus trade account is éuperior to being a chronically
depressed economy. The policy question is how to change the
compusition of final deman%ﬁ and the techniques uscd in pro-
duction so that the needed improvement in the "tfull employ-
ment" balance of trade is brought about. This question has
two faiig;: the choiceyf of the particular demands and pro-
duction techniquesd that are to be modified and the instruments
to be n=ed to modify these dimensions.

One obvious candidate for adjustment is the massive
fuel bill of the United States. The Uriited States can follow
the lead of the industrialized countries of Europe and dras-
tically reduce the dependence of the economy upon oil. The
European countries haye done this by amplifying the price of

\//'
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il as set by OPEC with penal taxes either on all of oil

‘r on the portion that goes into gasolene. Fur all except
-he very rich $2 a gallon of gasolene will induce conserva-
‘ion by decreasing the use of automobiles and by inducing

: shift to automobiles that are much more fuel efficient

-han current American cars. Not only must all of the United

(X7

1

tates'! oil production be allowed to find its marketw?Ziggg
Jul bariffs and excise taxes must be adopted that ser ouﬁly
~aise the price either of gasolene alone or of all ;il. The
Jroximate target might be to double the price per gallon ot
zasolene from the price implicit in the current OPEC price
3f oil.

Whareas imported oil constituted the entire balance
of trade problem prior to 1977, the balance of trade in 1978
indicates that a strong deterioration of the United States
competitive position in manufacturing has occurred. Measures
sther than the lowering of the exchange value of the dollar
ire nceded if the competitive position of American manufac-
-urers is to improve in both the United States andi&nternational
sarkets. The obvious measures are tariffs, quotas, and sub-
sidies. More subtle measures such as the shifting of business
caxes from a corporate income tax, which cannot, to a value
added tax, which can be rebated to exporters, are also needed.

One problem with tariffs and quotas on imports

Jhichifust as weiifgduld bé/domestical]y produced is that
=
-hese devices increase the monopoly power of domestic pro-

ducers and labor. The experi&nce with the increase in the
%

s,
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monopoly power of domestic automobile producerstgh§t>took
place when the Japanese Yen appreciated sharplypis%that prices
of domestically produced cars rise with the price of imports.
Thus the imposition of tariffs, quotas or triggering devices

. must be accompanied by measures tﬁaw%%:event domestic produ-
cers and labor from exploiting thzalnc$ease in their monopoly
power5;haf'rg§ult§1 A 20% tariff on automobiles will do no
good in inducing the substitution of domestic for offshore
sources of automobiles if it leads to a 20% rise in the domes-
tic price of automobiles and of automobile labor. Inasmuch

as the United States' domestic automobile industry is highly
concentrated--there are barely two financially viable firms

in the industry--it seems as if it would be rather easy Lo
exchange tariff protection for effective price and wage
controls.

The general principle that must guide tariff and
subsidy arrangements is that they must be accompanied by
measures that increase the competitive characteristics of

the economy and constrain the exercise of monopoly powers.
The basic outlines of an apt balance of trade policy }s’ev1-
dent. The first step will obviously be the reduction in
United States income and employment; a recession should lower
the trade deficit. The second step needépe the introduction
of taxes and subsidies that tend to decrease the full employ-
ment balance of @rade deficit.

Correcting the balance of trade deficit will take

time. The $30 billions of intervention is .not very much
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when the economy runs a balance of trade deficit in excess

of $20 billion per year. The United States needs to augment

the $30 billion by some substantial amount. The obvious

additional weapon is to use intermediate (5 to 10 year) and
Byy@%ﬁhg term (15 years and over) Uﬁited States Government Debt

QJM N denominated in a variety of currencies to fund all or a major

part of the balance of trade deficits that accrued in the

past several years and that are continuing.

Tn essence with these bonds the United States will
be betting with bond buyers that the dollar will nol, on the
average, depreciate relative to the Swiss Franc, German Mark,
and the Japanese Yen by more than the cumulative interest dit'-
ferential over the life of the honds. For example, the issuance
of a 20 year bond denominated in Marks (or Yen or Swiss Francs)
can be taken as a wager between the United States and the bond
buyer in which the United States "bets" that the dollar will
not depreciate radically relative to the Mark (or Yen or
Swiss Franc) over this period. This operation "funding the
deficit" thus becomes an undertaking by the United States that
its currency will not depreciate relative to the other cur-
rencies. A substantial volume of Treasury Deht denominated
in various currencies is a guarantee that the maintenance of
the exchange value of the dollar will be a major objective
of United States policy. ’

Thus befoure another crisis forces the Fedcral
Reserve, %vnasury, Foreign Central Banksand the International

s

Monetary Fund to act as lenders-of-last-resort, -the Treasury
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must augment the $10 billion of Treasury Bills it intends

to sell with additional billions of longer term Treasury
debt denominated in phé/various currencies. Whereas the”
Treasury Bills in foreign currencies are excellent vehicles
for central banks that want to diversify their reserve port-
folios, the longer term Treasury instruments, which will
carry investment level yieldé, will be excellent substitutes
for the purchase of American physical assets by the troubled
and insecure rich of the world. They can acquire a vehicle
which is a debt of the politically stable United States but
whose real value (purchasing power) depends not upon the
behavior of the recently erratic dollar but on the behavior
of whatever cutrrency of denominatidn they choose.

In the light of recent and prospective balance
of trade deficlts the United States Treasury might have to
sell some $30 to $50 billions of such debt. That is some

o e
4% to 7% oﬁ—the-ﬁEEEEEEF_TﬁjjTﬁhited States Government debg;f J{

might have to be denominated in offshore currencies. Given

A ‘Pﬂ
ﬁpﬁfﬂ the new-found prospegity of Europe, Japan, the OPEC countries

and the "successes" among the less developed countries, the
marketing of a sufficient volume of bonds to stabilize the
dollar>while the taxes and subsidies designed to turn around
the structural roots of the balance of trade deficit takgf
hold)should not be a formidable task.

If the sale of long-term of fshore currency bonds
é;e/undertaken to fund both part of the past deficits and any

future substantial detficits that occur whiLe the structural

d
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change that will eliminate the United States' full employ-
ment deficit gﬁé’taking place then the United States will

be able to run a larger deficit over these years than other-
wise. The United States will be able to achieve a closer

approximation to full employment.,\than it would in the

absence of these funding arrangements(ggzigg_thetriiiigigi;}

Because of the importance of a prosperous United
States ffi’the prosperity of the industrialized economies,
as well as the morée and less successful of the developing
cconomies, it is ih the self interest of CGermany, Japan
and Switzerland to facilitate the issuance of United States
Government bonds denominated in their currencies. Cooperation
in the effort to sell these securities and in the correction
of the United States' structure of consumption and production
should therefore be forthcoming,

Thus the measures taken to halt the run on the dol-
lar of last Octobep are but a tdown payment' on what is needed
to defend the dollar. We are at one of those peculiar junc-
tions in history in which policy decisions may truly malter.
If policy decisions are taken in full awarenessﬂof the fragility
of the financial structure of the capitalist world and that
a critical weak point in this financial structure is the
trade deficit that the United States now runs when it appro-
ches full employment, then after a raéher brief pause, a
new era of prosperity based upon a more robust world financial
structure will emerge. If policy ignores these issues and

persists in viewing the financial troubles of 1966, 1970,

e
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1974 and 1978 as “accidents")or as the resul%{ of "gnomes",
then the prospect is that a series of financial*%;ises
will take plade over the next several years andAFhe world

.economy will head into a downward spiral.
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