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The Dollar Crisis =--
An Analysis and a ilodest Proposal

Hyman P, ifinsky
Professor of Ccononics
Washington University, St. Louis, ilo,

The 1978 decline of the dollar marks the fourth dollar crisis in a decade:

the first, in 1968, led to the deronitization of gold; the second, in 1071,
led to the devaluatior; and the third, in 1977, led to the abandomment of the
Bretton Woods system of fixed exchange rates for the current regine of dirty
floating rates. These currency crises have been followed hy varying combi-
nations of inflation, recession and stagnation in the different trading part-
ners: in the United States, both inflation and unemployment have been torse
after each of these crises than bLefore. The flexitle exchange rate systen
has not been a smashing success; the world econory has deteriorated, not
improved, over the past five years. The world economy performed better

when the\dollar was strong and exchanpe rates were fixed,

If the United States is to be anything hut a chronically sick giant in
the forseeable future, its economic policies must reflect the constraints
inposed by the reserve currency status of the dollar; i.e,, by the fact
that the dollar is an international as well as a national money, Before
effective policy can be adopted, it is necessary for the public and policy
makers to understand hov financial relations that are due to the reserve
currency status of the dollar affect the behavior of the econony. Such
an understanding is not now evident. Both domestic and international econo-
nic policies are based upon theories which either ignore or poorly specify

financial influences upon system behavior. These theories lecad to mistakes
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in diagnosis of what is wrong and to prescriptions for policy that tend
to make things worse, not better,

In vhat follous, we will take it for granted that a reserve currency or
an International money is necessary for the effective functioﬁing of today's
conplex intermational trading, investing, and financing economy., Furtherrore,
the dollar is the reserve currency and it is assumed that there is no real
alternative to using the dollar as the reserve currency in the visible future.

The deterioration of the status of the dollar over the past decade is
a signal that something basic is wrong with the American economy. Unfortunately,
this signal does not set off market processes that are effectdve in correcting
what is wrong. International tradinp and financial markets do not constitute
a self-equilibrating systen, This is so because changes in exchange rates
set off movements in output and financial markets wvhich feed back upon and
further disequilibrate cexchange markets: the market for dollars, unlike the
market for peas and pea shooters, has pervasive systemic effects.

The international financial system can produce ruch stronger signals
than it is nov sending: these take the form of a financial crisis accompa-
nied by the failure of financial organizations. History suggests that such
signals trigger a debt deflation, such as occurred in 1929-33., A debt
deflation would guhstitute the crisis of a world-wide depression for the
exchange rate crises and chronic inflation and sluggishness of the past decade.

Policy makers must be aware in 1978 that the bank failures of 1974/75

nearly set off a debt deflation and that the international financial system



=0

is more fragile in 1970 than it was in 1973. It would be more difficult to
abort the consequence of a financial crisis novw than was true in 1975; cven
so, the financial crisis of 1974/75 ushered in the most serious recession
since Vorld War II.

To understand the current crisis, a "banking" rather than a "trading"
view of the United States economy has to be adopted., The theory that now
guides policy views every country as if it were a "trading organization";
the theory virtually ipgnores financial and banking relations.

But, in truth, the dollar, as the preeminent reserve currency, is the
unit of denomination of a vast array of international financial contracts.
These contracts deterninc a matrix of comniitments to pay dollars that in-
volves a rultitude of central banlis, governments, business organizations, and
persons. This in effect wakes the United States the banker for the world
econorny, To understand how the Anerican economy is affected by its inter-
national posfure and how policy can affect that posture, it is necessary
to treat the Anerican economy as if 1t wvas a banl:.

A bank 1s a highly levered organization wvhose assets are alriost exclu-
sively financial. These financial assets comnsist of loans and various types
of securities. The loans set up dated, or contingent, 'cash flows' to the
bank, and the securities can he used to generate cash by being sold‘in
markets in which there are always custormers ready and able to buy. The debts
of a bank are mainly dermand and time deposits-~including various types of

certificates of deposit. The deposits of a bank are of a shorter term than
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the assets-—potentially, during any short periocd, the cash flow out of a
bank can exceed the cash flow to the bank as stated by the contracts the
bank owns, A bank is vulnerable to losing deposits which, for a loss of
éash, if carried far enough, will make it impossible for the bank to
fulfill its oblizations. 4 bank official, who is responsible for assuring
that the bank has surricient caglh, has a2 number of options, such as selling
securities or borrowing (or even borrowing fron the Federal Reserve), wtich
he can use to generate a cash flow toward thec bank. A bank is viable ounly
as it can "force" a flow of cash in its favor by actions which do not have
a serious adverse effect upon its profitatility or its survival. |
The dollar is the currency of denomination of nmany intermational trans-
actions and nuch of international indebtadness. One aspect of the reserve
currency status of the dollar is the huge amount (variously estimated at
$500 to $600 billions) of deposits denominated in dollars at overseas brarches
of banks chartered in the United States, as well as in banks chartered by
other countries. These deposits reflect the interposition of the "bank"
guarantee between a borrower, whose liability is 2n asset of the bank, and
a depositer, whose asset is a liability of the bank. Once loans arec booked,
the borrowers have to "operate" in the econcries in which they function to
acquire dollars. One aspect of the current crisis is that a significant
but not knowvn portion of the assets of the banks holding Eurodollars
arose out of the "recycling" of esrnings by the 0il exporting powers to
poorer or less developed countries. At present, some of these poorer countries

are not very successful in generating the deollars needed to
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meet their obligations., Thus the cash flows to the international banks on
account of outstanding assets falling due are less than was anticipated.
The inability of the debtor countries to fulfill their obligations means that
the effective demand for dollars in the market falls short of the effective
denand indicated by bank assets, Part of the current dollar crisis repre-
sents the "chickens" of the glib recycling process of 1975 through 1977
coming "home to roost.” The Federal Reserve was remiss in not taking effec-
tive action after 1975 to prevent the explosivs growth of the offshore
deposits of American banks. lowever, this 1s water over the dam; recrimi-
nations and apportionment of blame serve no uscful present purpose. It
is necessary for policy to take the hupe amount of offshore dollar deposits
as an initial position and develop ways to minimize their adverse effects.
A banker's problem exists for the banks with offshore deposits: they
have to be able to withstand a run of withdrawals from their dollar denomi-
nated deposits. This means that these banks individually have to be able
to generate a dollar flov in their favor by either selling securities,
borrowing, or decreasing tlicir lending. If there is a generalized desire
to shift from holding dollar deposits tu holding deposits denominated in
another currency, then the banks individually will be unable to senerate
a dollar flow in their favor. 1In these circumstances, cither market
processes or Federal Reserve actions must be able to penerate a flow of
dollars to the set of all intermational banks which have dollar deposits.

Because the dollar is a rescrve currecncy, the Federal Reserve and the
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United States government have to operate under the constraint that any
significant outflow of deposits denominated in dollars from banks or any
depreciation of the dollar relative to the sipnificant altermative currencies
will be met by actions that effectively stop the flow of the depreciation.
That is, whereas it is possible for other currencies to be freely fluctuating
relative to the dollar and for the Central Banks of these other countries to
stand aside while their currency depreciates, the Federal Reserve and the
government of the United States do not have this freedom; they must behave
as 1if the United States 1s on a fixed exchange or sold standard. This 1is so
because, unless the government or the Federal Peserve can sustain the
exchange value of the dollar, a run on the various banks that have offshore
deposits will occur. Such a run will lead to a collapse of asset values
and a rupturing of normal business financing practices as the banks endeavcry
to raise dollars. The exchange value of the dollar must be maintained, or
at least not allowed to depreciate, relative to other currencies, by more
than modest interest rate differentials can offset if asset values and thus
investment 1is not to be disrupted.

In order to understand what a country's balance of payments posture must
be 1f it is to function as the center of the world's monetary system, it is
helpful to look at the way the Bank of England operated the world's monetary

system during its period of greatest ascendency, the twenty five years just
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prior to World War I.l This look at the behavior of the Banlc of England is
important, for it will help us put aside the idea that the balance of payments
problen of a reserve currency country can be treated as if the country was
only or even primarily a "trading" unit.

The balance of payments of any country can be btroken dowvim into four
tiers: '(1) current imports and exports of goods and services (including
remittances and other invisibles); (2) receipts and expenditures due to
income from capital assets ovmed abroad; (3) lonp-term private investrents
and (4) short-term debts or the movement of international reserves (gold)
among, countries.2 In the era of Britain's dominance, Britain normally ran
a chronic deficit on the current trade account, but this deficit was more
than offset by the inflow of income from investments. Thus, there was a
surplus in the British balance when the current and capital income accounts
wvere summed,

In this era, the financing of the capital development of much of the
world was by means of long-term debts and equities that were sold in London.
This placcment activity was so great that the British balance of payments,
after long—teim capital movements were taken into account, was usually in

deficit. This deficit resulted in an increase in the pound balances in

lThe basic countours of the British international position in this era
can be found in R.S. Savers, Bank of Enpland Operations, 1890-1914. (London:
P.S. King & Sons, Ltd., 1936, XXIV, 142 pages).

' 2In addition to the four tiers, there is a '"policy intrusion" in the
form of military expenditures and government investment abroad in the contem-
porary balance of payments.
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British banks or invested in the London money market by foreign central
banks, companies, and individuals.

Whenever such foreign-owned pound balances exceeded the amount the
various holders wanted to hold, they would "repatriate" their balances to
their home country. This would lead to a decrease in the Bank of England's
gold stock., In this epoch, the Bank of England had one primary responsibility--
to protect the pound's gold value by assuri?g that outstanding pounds could
be converted into gold. When gold flowed out, the Bank of Fngland raised
the discount rate--the interest rate at which it supplied finance to the
London money market. This led to a rise in all interest rates in the London
moﬁey market, including the terms at which offshore governments and business
could raise money.

The rise in interest rates would make it more attractive to keep short-
term funds in Britain, even as it made it less attractive to float new issues
of bonds and stocks in London. Throughout the quarter-century before World
VWar I, these purely financial market transactions were almost always suf-
ficient to reverse an outflow of gold. The Bank of England was able to
maintain a stfong pound even as it supplied international reserves to the rest
of the world, However, the supply of international reserves was mainly
caused by the use of the London money market to finance the capital develop-
ment of much of the world; the deficit was not mainly caused by a trade deficit
that was not offset by capital income.

From the above, it is clear that a reserve currency must be strong, even
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as the amount outstanding increases as the demand for such funds for inter-
national transactions and liquidity increases.

In the years irmediately after VWorld War II, thé international economy
suffered from a dollar shortage. The United States was running a large sur-
plus on its balance of trade plus capital income accounts. United States
government loans and grants, together with offshore investments by United States
business , were not always sufficiently great to offset the United States
surplus on current and capital income accounts. Foreign central banks
went through periodg in which they had to borrow short and restrict their
economy to protect their small margin of international reserves. During
this epoch, the United States built up its overseas investnents.

The 1964 columns in the attached table illustrate a situation in
which the basic balance of payments is strong and the growth of the "world's"
liquid assets reflects a banking arrangement. In 1964, the United States
ran a surplus on both merchandise and investment income. The basic balance
was in surplus by $7.8 billion. Some $3.8 billions were off set by nilitary
and other pol.icy-determined spending, so that thefe was a $4 .0 billion surplus
before private investment. Some $6.6 billions of private investments took
place in 1964; the world's acquisition of short-term dollar balances on a
net basis was $2.6 billions. Fven as thke United States was running a surplus
in its basic balance, it was supplying liquid balances to the rest of the
world.,

As the various econonies recovered from World War II, as the United States
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engaged in adventures like Vietnam, and as United Staes corporations invested
abroad in the process of becoming multinationai, the "dollar shortage" gave
way by the late 1960's to a large scale builduup of short-term dollar
balances in excess of desired balances for trade and liquidity, It was at
this time that De Gaulle accused the United States of exporting inflation

to Europe and of financing a takeover of FEuropean business by borrowing from
Europe in the form of dollar balances,

The devaluation of 1971 was the culmination of a period in which the
growth in overseas holdings of short-teri: dollar balances exceceded the amount
desired for transactions and liquidity. As is evident from the attached table,
by 1971 the current balance, the Tier I accounts, were in a substantial
deficit which investment income was not quitce 2ble to offset: There was
a minor Basic Balance deficit of $1.2 billions. To this minor basic deficit
policy intruded a further $4.3 billions of overseas expenditures. Vhereas
the basic balance in 1964 cculd finance some $3.8 billions of policy~determined
expenditures ~broad, the basic balance by 1971 was no longer able to afford
such expenditures. In 1971, net private foreign investment was 9.8 billions.
The foreign acquisition of dollar balances amounted to $15.8 billions.

The build-up of dollar balances in excess of desired balances, as
illustrated by the 1971 data, led to market pressures on the wvalue of the
dollar that first forced the United States off of the gold standard, then
caused a devaluation, and finally led to the adopting of the current systen

of flexible exchanges. The explosion of o0il prices in 1973 14it 2 time bomb
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that went off in 1977, when 2 $40 billion oil bill and $27 billion deficit
on trade account triggered the current crisis.

The data for the first three quarters of 1977 stands in sharp contrast
to that for 1964, 1In 1977, the current trade and remittance balance was
$23.4 billions in deficit for three quarters, which dwarfed the investrent
income of $8,9 billioms., As a result, the basic balance on trade and invest-
ment account was $14.5 billions in deficit, As a rasult of the end of the
Vietnan War and the disillusionment with foreign aid, the nmet wmilitary
spending and government "investment" abroad items fell to $1.5 billioms in
the first threc quarters of 1977; before net United States inwvestrnent abroad,
the deficit stood at $16.0 billions. Adding the $10.2 billions of private
net investrient abroad leaves us the $26.2 billion addition to the world's
supply of short-term dollar balances.

In 1977, the dcllar balances ef private parties and central banks grew
faster than their felt need for such deposits at current interest rates. An
attenpt to decrease holdings of dollars leads to 2 decline in the dollar on
the exchanges, and of course any such declinc in the dollar on the exchanges
further decreases the felt need to hold do lars. Thus, the decline in the
dollar reflects portfclio adjustments in the light of the recent past, present,
and expected near future balance of payments position of the dollar, Only
indirectly and peripherally does it reflect differences in prospective in-
flation rates ér in ronetary growth. Furthermore, because of the critical

role of United States oil imports in "setting up'" the basic Ralance of Payments
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position of the United States, the current decline in the dollar only
parginally reflects the somewhat sluggish expansion of the Cerman and
Japanese economy. The predicament of the American dollar is m=zinly caused
by the Anerican econcmy, and can only be alleviated by neasures which affect
the United States econony.

It was mentioned earlier that 2 fall in the dollar has pervasive effects.
First of all, it has a direct impact on those banks, both United States and
foreign, which have money market liabilities 2nd deposits in dollars that =zre
owned by governments, businesses and individuals whose operatXoms
make then indifferent to the currency in which their assets are denominated.
These banFs are vulnerable to a rum as these units, seek to denorinate their
assets in other currencies. Hfven if holders tend to rcll ovex naturing dol-
lar assets, these holders will, in the margins, hold larger portions of
new accruals of short-tern funds in currencics other than dollars. Eecause
of this pressure on banks, a "reluctance to lend” can easily becone apparent.
This directly affects the value of assets and the behavior of the world
econony.

In addition to the increase in the vulnmerability of banks due to the
depreciation of the dollar, a fall in the dollar affects dorestic output
and inflation in the following ways:

1) It makes the incories of the citizens of the countries whose curren-
cies are appreciating higher when measured in dollars.

2) It lowers the price of United States cormodities in the rest of the world.
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3) It nakes foreign cormodities rore expensive in the United States.
Even though item 3 above has been nasked to date by the continued denomination
of oil in dollars--a situation which is subﬁect to change--the effects of
a rapidly depreciating currency are highly inflationary. In a world with
pervasive intermational financial interrelations and relatively unobstructed
trade flows, the path for a reserve currency country largely runs from ex-—
change rate changes to domestic inflation. It is not 2n "accident" that the
United States - inflation has been much worse since 1968, when gold was de-
ronitized, than priar to 1968. At current exchange rates, the price of beef
is nuch cheaper in the United States than in either Japan OT Gernany, and
this cargin increases every timc the dollar falls, & frecing of trade in beef--
which is taking place beczuse of the price differcntials--will tend to pull
the United States price of heef to the Gerian ard Jananese lavels, czusinc
visible inflation in the United States . Sinilarly, once the OPEC countries
stop denoniinating oil in dollars, every £21l in the dollar will be immediately
translated into a2 rise in the price level.

Once the nature of the problem is understood--that the United States
econony nust be considered as 2 bank that has for a time lost its ability to
force a cash flow in its favor--the contours of a policy to resolve the prob-
lem becone evident., The four points of a meaningful program are:

1) a serious attack in the energy problem, recognizing that the energy
problen is 2 balance of paynents probler: and not a question of the world running

out of oil. However, because any energy progran that is effective will not
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irmediately turn the balance of payments around,

2) the United States Treasury nust sell long-terr (ten to twenty years)
United States Governuent Bonds denominated in Swiss Francs, German larks,
Japanese Yen, British Pounds, Dutch Guilders and other stromg currencies.
These bonds should be issued with the cooperation of, but not necessarily to,
foreign central banks. The amount of such bonds sold each year should cover
the basic balance of payments deficit of the year., The United States Treasury
should undertake to fund its basic deficit in long-tern bonds =ach year. As
a result of these first two items.in the progran, the United States will no
be generating a supply of dollar deposits because the Qeakness of its basic
nerchandise and services trading accounts more than offsets its invest-
ment incore. In terns of the table, $14.5 te $16.0 billions of such bonds
should be issued to fund the basic deficit of the United States in the first
three quarters of 1977,

3) Because the first two items will lead to a "balanced" twe-tier
balance of payrments and because a net issuance of long-tern private and
governnent issues will still take place in the New York narket, the United
States can expect to run a deficit in thz three-tier balance of payrments.,

In order to prevent this from leading to a surplus of dollar denoninated short-
tern balances which will depreciate the dollar, the United States should
undertake to sell zold at the market price in order to keep short-term dollar

balances scarce.
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4) Any such progran will take tine to becore effective. The Federal
Reserve should use its classical weapon of interest rate policy to raise the
rmarket interest rates by about 100 Basis points-—l%-—over their present levels,
Perhops we can say that a 107 prine rate will draw "geld" from the "onones,"

The reason for the first policy rieasure is self evident. The present
and prospective oil inport.bill leads to a nut in the United States balance
of merchandise trade that is too large to offset by other exports and in-
vestrent incorie except in years when the United Statas econory is depressed
or when world agricultural prices are very high. Supply expansion possibili-
ties are of linited use because of the capital intensity of most alternatives.
It seems clear that almost all supply expansicn altermatives are so capital
intensive and risky that they will not be undertaken as unsubsidized private
ventures aven if oil prices are significently higher than at present,

The United States bill for irported oil will be reduced to nanageable
proportions if the United States moves partially, even if not wholly, to the
energy/GNP ratio of Sweden or West Gernany. Vhich specific techniques are
used to force or induce energy conservation is really a second order question:
I believe that a sirple progran of well-head taxes and import duties at about
502 of the current barrel price of oil alonz with the deregulating of oil
would be a giant step towards the oil comservation we nead. Significantly
decreasing the oil import bill is what is needed; it natters little how this
is done.

The second neasure——the funding of what is called the two-tier balance
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of payments deficit into long-term bonds dencriinated in the varieus strong
currencies--is a mwre novel propesal than »il conservaticn., Even if Draconian
cil conservation reasures are adopted, there will still be a sizezble
deficit in the balance of merchandis= trade f-r several years because sub-
stantial oil impcrts will be needed. A substantial ancunt of dollars will
be threwn ontc the internaticnal exchanse narkets each year until oil
conservation takes hcld. These dollars have to be "sterilized" and leng-tern
borrowing in nffshnre currcncies is an apt way to do this,
U.S. Treasury bonds <f 10 to 20 year duration that are dencminated in
offshore currencies arc "hostages" that the United States Treasury offers
to the lenders: a hostage for the poliey nbjective of sustaining, if not
gradually increasing, the exchange rate of the dollar a:ainst these principal
currencies., This is so because the dcllar value of this debt moves with
the exchange rate; everv time the dollar depreciates, the drllar debt
increases, whereas an appreciation of the dollar decreases the dollar debt.
The positive symbulic effect of the United States issuing securities
denorinated in other currencies should not be underestimated, A substantial
amount of lrng-tern debt that is denoninated in srre other currency is a
strong cormitnent nnt tc have your currency depreciate: in fact, the issuance
of debt dencninated in principal trading partners' currency is a coomitnent
to behave as if the gecld standard still ruled.

The sale--and purchase--of gold to decrease or increase the rest of the

world's clains against dollars is rainly a neasure to snak up sone of the
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deficit that will result fror: United States net investrent abrecad. If

gold is not sold,.then the long-term hcnd issues would have t» be larger than
if geld is sold. Perhaps the hest way t» vieu geld sales is as a substitute
for the issuance of soniz long~tern Treasury bends denorinated in offshnre
currencies: a substitution that can be easily turned on and off,

The discount rate should henceforth be used as a contrcl varizble in the
interest rate structure. A rise in interest rates, for balance rf paycents
purposes, would drawv varicus types of deposits from abrrad, which will
strengthen the posit?on <f banksg with dollar.densninated assets,

The keyv tc the dollar's stability in th; near terrs Jdepends upcen the
course of the two tier balance of payrents and the willingress ~f the Treasury
to sell substantial ancunts cf bonds denoninated in cffshere currencies.

The ain of these sales is nct to tenporarily shore up the dollar, but rather
to generate a cagh flow situation that is compatable with the stability of
the deollar.

A paradox is imbedded in the above proposals. Once it is evident that the
United States.is adopting a strongly ccemservationist energy progran and that
the United States Treasuryvy will issue whatever amcunt of long-tern securities
that is needed to abscrl the deficit on rerchandise and investrent incomn
account, it will be unnecessary to issue any substantial amount. This 1s sc
because there is a vast cverhang of funds available feor investnent in United

States cormen stocks, long-term tends and businesses in the offshore deposits.

Once the internaticnal btanking and financial corrunity btecomes convinced
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that the United States understands and éccepts its reserve currency respen-
sibilities and thus will tailor its policies so.that the dollarxr does not
depreciate relative to the principal currencies of the world, a huge novenent
of funds from the rest of the world to the United States will take place.
Once the decllar stops depreciating, it will s»-n tend tc appreciate!

Bacause of the movenent of offshore funds to the United States, a strong
stock 2nd bond market will follow the stabilizaticm of the dnllar, Such
a strong market will dc wenders for the United States investment climate,
If we have the sood sense teo persevere in oil corscrvaticn in the face cf
prosperity, a capital investment boon: of quite unprecidented scale will ensue.
Perpetual prosperity is unattainable in a werld with capitalist financial
instituticns, but national eccnonic pclicies which ccnserve ~il and rmaintain
the exchange value ~f the dollar will lead to an extended period of relatively
tranquil presperity, such as characterized the 1950's and the first part cf

the 1960's,
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