
An Appropriate International Currency —

Gold, Dollars, or SDIts?*

S
I N THE wake of the momentous international eco-
nomnic events of 1971, there is serious talk of the need
for major reforms in the international monetary
structure. Many economists consider the breakdown
of the old system in 1971 as a confirmation of the in-
herent weakness of a fixed exchange rate system. Their
reform proposals call for a general movement to a sys-
tem of flexible exchange rates. However, policymakers
of most countries have demonstrated by word and
deed their continued opposition to abandoning the
basic structure of a fixed exchange rate system.’ up-
crating through the International Monetary Fund
(IMF) a new “Group of 20” finance ministers and
central bank governors has recently been formed to
negotiate a new monetary system.

This article considers the situation in which fixed
exchange rates continue to be the basis of any new
system (albeit with more frequent rate changes and
temporary floats) and focuses on the issue of an ap-
propriate international currency in such a system.
Specifically, two questions are investigated. Should
the role of the dollar be reduced or eliminated? If
so, what could replace it? The discussion will deal
almost entirely with international currency in foreign
official use. The private use of an international cur-
rency is both large and important. However, the

°The initial idea of this paper evolved from the author’s
association with Messrs. Peter Clark and John Makin at the
U.S. Treasury Deparhnent during the academic year 1971-72.
This article expresses the views of the author and does not
necessarily represent the views of the Federal Reserve Sys-
tem or the Federal Reserve Bank of St. Louis.

re-

Central banks have a demand for international re-
serves somewhat analogous to the demand by com-
mercial banks for domestic reserves 2 When interna-
tional reserves can be held in more than one form,
central banks also have a portfolio preference as to
the composition of their reserves. There are a number
of techniques available to central banks for controlling
both the quantity and the composition of their inter
nationil reserves

A desirable characteristic of an international cur-
rency system is the provision for incentives to central
banks to achieve their desired level and composition
of reserves in a way which promotes international
monetary stability. Such stability can be achieved
by prompt changes in exchange rates between na-
tional currencies which lead to balance-of-payments
equilibrium.

The first section of this article analyzes the inter-
national monetary system which existed from the early
post-war years to August 1971. It concludes that the
multiple unit international currency, such as the dollar-
gold system, was defective in the sense that it did not
provide sufficient incentives to central banks and gov-
ernments to achieve equilibrium exchange rates. This
led to progressively larger speculative flows of short-
term capital, which eventually forced exchange rate
changes.

The second section analyzes the single unit inter-
national currency system, based on the U.S. dollar,
which has evolved since August 1971. It is argued that
this system is superior to the old one in the sense that

2
See Herbert Grubel, “Demand for International Reserves — A
Critical Review of the Literature, in Review of Economic
Literature (December 1971). Also, see Michael Keran, De-
mand for International Money — A Micro Approach, mimeo-
graphed (Federal Reserve Bank of St. Louis), available on
request.

problems considered in this article are primarily
lated to official, rather than private dollar use.

by MICHAEL W. RERAN

t
The fixed exchange rate system is neither completely fixed
nor unchanging. The exchange rate is allowed to vary from
day to day -within a margin. That margin was “temporarily”
widened from 1 percent to 2¼percent around the “par
value” as part of the Smithsonian Agreement of December
18, 1971. The exchange rate can be changed within the IMF
articles of agreement when there is a “fundamental disequilib-
rium.” This characteristic has led many commentators to call
it the adjustable par value rather than a fixed exchange rate
system. For a recent defense of the fixed exchange rate con-
cept, see Samuel I. Katz, “The Case for the Par Palue Sys-
tem, 1972,” Essays in International Finance (March 1972).
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it provides incentives to move towards equilibrium
exchange rates.

Time third section considers the possibility of future
changes in the international monetary system. On the
one hand, fears of future inflation in the United States
make many foreign governments reluctant to continue
under a straight dollar system. On the other hand, a
return to a dollar-gold or other multiunit international
currency system would weaken the present incentives
for achieving equilibrium exchange rates. Any future
monetary reform must simultaneously satisfy the con-
cerns of foreigners with respect to eliminating any
undesired dollar balances and the need of the inter-
national nmonetary system to have built-in incentives
towards achieving equilibrium exchange rates.

The movement to a system based on a purely inter-
national currency unrelated to the national currency
of any country (such as an SDR standard) has the
potential to deal with both problems. However, there
are some important obstacles to an SDR standard
which could make it an impractical alternative.

The Dollar-Gold System

In the period from the early 1950s to August 1971,
the dollar was not only the national currency of the
United States, but also a major component of the in-
ternational currency of the world. Time other major
component was monetary gold. The dollar satisfied
all the conditions of an international currency: it was
a means of payment for settlement of private inter-
national transactions (trading currency); it was used
by foreign central banks to maimmtain the value of their
national currency in the foreign exchange market (in-
tervention currency); it was a store of value for hold-
ing international assets (reserve currency); and it
was a unit of account for measuring the value of
international transactions. In short, it was the (IC facto
international numneraire.3

There is a potential flaw in a multiunit international
currency system such as that based on the dollar and
gold. It is related to the fact that in this special case a
national currency like the dollar has two interna-
tional ties. One is a standard tie with other national
currencies through the system of fixed exchange rates.
The other tie is unique to a national currency which
is also a component of international reserves. This is
the “conversion rate” between the national currency
and other elements of international reserves.

3Gold continued to be the de jure numeraire in that all official
par values established with the International Monetary Fund
were defined in terms of gold.

A problem can arise because there are no natural
market forces which will make these two links con-
sistent with each other. The system inhibits the United
States from changing its exchange rate and does not
encourage other countries to change their exchange
rates in an equilibrium direction. This has contributed
to persistent balance-of-payments surpluses for some
countries and deficits for the United States.

In this circumstance the only market force operat-
ing to achieve equilibrium exchange rate change is
private speculation with associated massive capital
flows. This eventually will force appropriate exchange
rate changes. However, these adjustments are so long
delayed and the associated market disruption so great
as to distort trade and financial flows and the effi-
ciency of the international economic system.

The lack of incentives for foreign governments to
change exchange rates is related to the fixed conver-
sion rate between the dollar and gold. This is dis-
cussed below in the section “The Dollar as Interna-
tional Currency.” The restraints on the United States
in changing its exchange rate are discussed in the sec-
tion “The Dollar and Other National Currencies.”

The .1) oiler as Int.e.rriatzo.n.a:t (•~•~•‘~

In general, foreign central banks have maintained
the international value of their national currencies by
standing ready to buy and sell their currency at fixed
rates for the dollar,~Thus, a foreign government’s
balance-of-payments surplus has been registered, in
the first instance, as an increase in dollar reserves, and
a deficit as a decrease in dollar reserves. If this led to
a dollar share of reserves other than that desired by
the foreign central bank, it could adjust its portfolio by
exchanging dollars for gold with the U.S. Treasury
at a fixed and known price of $35 per ounce. Since
central banks could control the stock of dollars they
acquired through this portfoho adjustment process,
there was less incentive to control the stock of dollars
via a change in the price offered for dollars, that is,
through a change in the exchange rate of the national
currency for dollars.5 In addition, when a central bank
could achieve a desired composition in its international
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The spread between the buying and selling rates represents

the margin around the par value in which the private forces
of supply and demand are generally allowed to operate. Until
December 1971, the maximum margin was 1 percent above
and below the par value. It was “temporarily’ increased to
2¼percent in conjunction with the Smithsonian exchange
rate agreement.

~This, of course, does not mean that there were no incentives
for other countries to change their exchange rate. It only
maeans that there was no incentive associated with achieving
a desired level of dollar holdings relative to alternative forms
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reserves, it was more likely to accept a higher level of
total reserves than if it were unable to control the com-
position of reserves. Thus, a given increase in the total
level of reserves under a gold-dollar standard was less
likely to induce the central bank to change the ex-
change rate.

The portfolio adjustment process by central banks
to eliminate undesired dollar balances was not, of
course, perfect. Some central bankers were well aware
that too large a demand for gold from the U.S. Treas-
ury would lead to a breakdown in the system. How-
ever, most central banks maintained remarkably
stable ratios of gold to total reserves over the twenty-
year period from 1949 to 1969, in spite of the sharp
rise in the overall level of reserves. The proportion of
gold to dollar reserves for all IMF members (exclusive
of the United States) was held in the narrow range
between 45 and 55 percent from 1949 to 1969. Only
towards the end of 1970 did the gold share fall below
this range. The proportion of dollars to total reserves
was held in a range between 25 and 30 percent in the
period 1953 to 1970. Only in 1971 did the dollar
share of reserves rise above 30 percent. Sterling, on
the other hand, declined steadily over the xvhole post-
war period as a share of total reserves.

Each of the major industrial countries maintained
a relatively stable share of gold to total reserves during
this period. Some countries, like Gennany and Japan,
held relatively small ratios of gold to total reserves,
while other countries, like France, Belgium, and the
Netherlands, held relatively large ratios. In each coun-
try, however, the ratio was remarkably stable.6

With the United States maintaining a fixed conver-
sion rate between the dollar and gold at $35 per
ounce, foreign central banks had no incentive to con-
trol the dollar share of their reserves througlm changes
in the exchange rate of their national currency for
dollars. This represented a significant rigidity in the
old international monetary system which permnitted
many foreigmm currencies to become undervalued and
the U.S. dollar overvalued.

This system was viable only as long as the U.S. in-
ternational competitive position was strong, and this

of reserve assets, Given the speed by which foreign countries
changed their exchange rates after August 1971, this lack of
incentive appears to have been substantial.

6
We cannot, of course, determine from direct observation
whether the desired ratio of gold to total reserves was equal
to the actual ratio. However, given that these ratios were
relatively stable over a period of almost tiventy years, it is
reasonable to assume that central banks were satisfied with
the proportion of their international reserves in gold and in
other forms, specifically the dollar.
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depended upon the domestic economic performance
of the Unmtcd States and the exchange rite between
the dollar and other currencies. To analyze the factors
which inhibited the United States from eliminating
the overvalued dollar by changing its own exchange
rate requires a look at the dollar in relation to other
national currencies.

The dollar is linked to other national currencies
through the system of fixed exchange rates. Concep-
tually, an internationally overvalued dollar can be
eliminated by one of three possible actions: reduction
in U.S. prices, increase in foreign prices, or changes in
the exchange rate between the dollar and other na-
tional currencies. For purposes of the current discus-
sion, we will limit ourselves to considering only the
third solution, changing the exchange rate.7 The fixed
exchange rate system permits correction of an over
or undervalued currency by changing the exchange
rate between national currencies.

The exchange rate of the dollar, in contrast to the
exchange rates of other national currencies, was not
under the unilateral control of the United States in
the old international mnonetamy system. The rate for
the dollar was determined by each foreign govern-

7
Most empirical studies indicate that it takes a long time and
substantial, though temporary, loss of domestic production for
monetary and fiscal policy to affect prices. Exchange rate
changes, on the ether hand, can be taken quickly,

S947 1950 953 I956 1959 1962 1965 1968 1971
No’e~DoFF,,, ,,d’ s,,,Fi,,

9
o,, ,epo,~edes SabEIFOCF ‘F he US. “4 U-K- ,,

~ ,bil, g’Fd I, e,,se~,,oso,F’,p,’ted by
To,,] .,‘,,,ot],,,,] ,,,,,,., ,,,‘h,eo, ,f,,s,,,, ,sseR’ep.,’.d by,’,~,],,

,h, FMF F’s’ US ,,se,,es,,s,e, - I,,,,,, ~ ],c ode 9OF4, SORe, ‘C,,,’ IMF
po~]’]oe,“4 k,,]g, ‘‘‘C,,g,.



FEDERAL RESERVE BANK OF ST. LOUIS

ment fixing the exchange rate for its national currency
by intervening in its foreign exchange market with
dollars. When all countries maintained their exchange
rate by standing ready to buy or sell a unit of their
national currency for a fixed number of dollars, the
United States, in effect, did not determine its own
exchange rate.

This is referred to as the “Nth” currency problem.
If there are “N” countries with “N” currencies, there
can be no more than “N-i” independently detennined
exchange rates or prices between these currencies.
One of these countries mnust be passive with respect
to the exchange rate of its currency. In the old inter-
national monetary system, the dollar, because of its
international reserve role, was the “Nth” currency.8

The only unilateral action the United States could
take was to change or suspend the conversion rate
between the dollar and gold. However, either action
would have destroyed the dollar-gold international
currency system. The United States was inhibited from
taking either action because of the disruptive effects
it would have on many countries.9 Thus an important
economic policy tool available to other governments
who desire to achieve balance-of-payments equilib-
rium was not avail able to the United States within the
context of the old international monetary system.

In principle, there is no reason why there should be
a conflict between the national and international cur-
rency roles of the dollar. If each foreign country had,
by taking appropriate individual exchange rate ac-
tions, insured that its currency was not undervalued,
the U.S. dollar would have automatically avoided be-
ing overvalued. No change in the dollar-gold con-
version rate would have been necessary. However,
most governments appear to hold the neo-mercantilmst
view that balance-of-payments surpluses are a sign
of national strength, rather than a sign of external
imbalance.

~If N = 2 and France decides that 4 francs is the appropriate
exchange rate for $1, the United States cannot simultaneously
decide that it will exchange 3 francs for $1. These rates are
inconsistent with one another.

If N = 3 or more, the consistency rule must, of course, also
be satisfied between the French exchange rate and any third
country, like Germany. However, because the French and
Germans use the dollar, and not each other’s currency, in
establishing and maintaining the exchange rate, the ‘cross
rates” are automatically kept consistent by private arbitragers.

0
When speculation caused the U.S. balance of payments to
experience unprecedented deficits, the United States did
take action and the dollar-gold system was destroyed.

When a national currency becomes overvalued and
that country experiences balance-of-payments deficits
and a weakened international competitive position of
export and import-competing industries, it tends to
devalue promptly. However, an undervalued national
currency leads to balance-of-payments surpluses and
increased international competitive strength, both of
which may appear to be desirable developments. Thus
without other incentives, an undervalued currency
has generally not been eliminated quickly.

The IM F articles of agreement prohibit govern-
ments from achieving an undervalued currency by
explicit exchange rate change. However, if differen-
tial rates of inflation or other factors lead to an under-
valued currency, a government is not required to
appreciate its exchange rate to eliminate the condi-
tion. Thus when domestic inflation developed in the
United States in the second half of the 1960s, the
dollar gradually became overvalued and the interna-
tional competitive position of the U.S. export and
import-competing industries deteriorated, With the
exception of Germany, the countries whose currencies
were undervalued were not willing to appreciate. It
seemed reasonable to them that if domestic inflation
in the United States had caused the overvalued dollar
and a payments deficit, the United States alone should
solve the problem. This view overlooked the fact that
the standard policy tool for dealing with an over-
valued currency — devaluation — was not available to
the United States under the old system.

With other countries unwilling to change their ex-
change rates, and the United States unable to do so,
the only unilateral action the United States could take
in the face of an overvalued dollar and massive specu-
lation (short of major trade and capital controls) was
to suspend dollar convertibility into gold.mo This ac-
tion was taken on August 15, 1971. Although, by itself,
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moThe United States could have unilaterally increased the
dollar price of gold. However, this action would have elim-
inated the overvalued dollar only temporarily, if at all.
Since the Smithsonian Agreements, we kaow that foreign
governments would allow the United States a devaluation
of no more than 9-10 percent. If the United States had
raised the price of gold by more, other countries would have
followed the U.S. action. Since speculators seem to consider
the dollar more than 10 percent overvalued from its May
1971 rates, the demands on the U.S. gold stock would have
forced suspension of gold-dollar convertibility. Finally, rais-
ing the price of gold would not have eased the balance-of-
payments financing burden, as was achieved with suspensions.

The overvalued position of the dollar developed gradu-
ally over a number of years. The pressure of events forced
things to a head in 1971. These events included: (1) in-
terest rate differentials and the after effects of the partial
suspension of Federal Reserve Regulation Q caused large
interest sensitive capital flows from the United States; (2)
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it did not eliminate the overvalued dollar, this action
did put other countries in the position of financing 100
percent of future U.S. balance-of-payments deficits by
accepting U.S. dollar denominated liabilities without
the option of later converting part of them into gold
or other reserve assets of the United States.

The Dollar Standard — Post August 15

Breaking the link between the dollar and gold at
least temporarily converted the monetary system into
a pure dollar standard. Gold continues to be held as a
reserve asset by central banks. However, without the
United States actively supporting the price of gold by
acting as a residual supplier, other central banks are
not likely to be willing to sell or able to buy additional
gold at the new official price of $33 per ounce. Thus
gold represents an untradable reserve asset. The other
element of total reserves, SDRs, is too small a share of
the total to play an important role at this time.

Methods of Control-lir1g Doll-a-c Balances

With the suspension of gold convertibility, foreign
central banks are no longer able to- make dollar-gold
portfolio adjustments to eliminate undesired dollar
balances.1’ The only methods now available to adjust
holdings of dollars are changes in the price at which
they are prepared to buy dollars (that is, through
changing the exchange rates) or government imposi-
tion of capital controls.

Capital Controls — It is unlikely that many countries
will choose to control future dollar inflows via strin-
gent new capital controls. Most countries have a much
larger stake in world trade than the United States,
and a move away from the free flow of trade and
capital would be at enormous economic cost. The
actions (in contrast to the words) of most govern-
ments indicate that they are aware of this.

dock strikes made the U.S. trade balance appear worse
than it actually was in the months prior to August 1971; (3)
the German Economics Minister implied support of a floating
Deutsche mark, causing speculative flows which forced
the Germans to float the Deutsche mark in May 1971.

~‘This change can also be stated from the U.S. point of
view. Under the old system, the United States would finance
part of its balance-of-payments deficit with gold and other
reserve assets and part with dollar liabilities. The proportion
financed in these ways depended upon the gold-dollar pref-
erences of those countries which were experiencing balance-
of-payments surpluses. Under the present international dol-
lar standard, the United States has financed virtually all of
its balance-of-payments deficits with dollar liabilities and
none with gold. The exceptions to dollar financing are re-
lated to the use of the IMF gold tranche and the re-activa-
tion, as of July 19, 1972, of the central bank swap network,
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There has been an increase in exchange controls
since the establishment of the dollar standard. How-
es er up until now (August 1972) they have not been
the type which would interfere with “normal” inter-
national trade and financial transactions. (See Wall
Street Journal, July 6, 1972.) These controls are
largely ineffective because speculators can “disguise”
their actions so they appear to be in normal trade and
financial fonn. The real test of controls will come when
governments face the issue of whether to close these
“loopholes.” If they do, then the progressive expansion
of controls will gradually have an adverse effect on
normal trade and financial transactions.

Exchange Rate Adjustments — If capital controls are
not extensively used, then exchange rate adjustment
is lift as the domnmnaut method of controllmng dollar
balances for most industrial countries. In principle,
there are four methods by which exchange rate
changes could be achieved: (1) a permanent floating
exchange rate; (2) a temporary floating exchange
rate; (3) a dual exchange rate with a fixed rate for
commercial ti ansaetions and a floating rate for all
other transactions; and (4) more frequent changes
in a basically fixed exchange rate system

The first option, a permanently floating exchange
rate, which is widely accepted by economists, has
thus far been rejected by the policymakers of almost
all industrial countries.12 Experience with floating ex-
change rates from August to December 1971 has con-
vimiced them that “other governments” will see to it
that their export industries enjoy an “unfair>’ competi-
tive advantage by engaging in a “dirty float.” This has
meant that central bank intervention in foreign ex-
change markets has kept the national currency under-
valued relative to its equilibrium rate. If such fears
lead to competitive devaluations via “dirty float”, it
represents an unstable condition with respect to
achieving equilibrium exchange rates.

The second option (a temporary floating exchange
rate) has been used successfully by a number of gov-
ernments in recent years (most recently the United
Kingdom) when there was substantial speculation for
or against the national currency. It relieves specula-
tive pressure by allowing a change in the international
price of the currency, rather than a change in the
country’s international reserves, thus avoiding adverse
effects on domestic liquidity. This technique can in-

Tm
For a discussion of the advantages of flexible rates, see
Darryl Francis, “The Flexible Exchange Rate: Gain or Loss
to the United States,’ this Review (November 1971), and
Harry Johnson, “The Case for Flexible Exchange Rates,
this Review (June 1969).
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crease the flexibility of the international system if
used by both surplus and deficit countries.

The third option, a dual exchange rate with a fixed
rate for commercial transactions and a floating rate
for all other international transactions, is now used by
the Belgians and the French. To the extent that the
rates are allowed to deviate only temporarily during
periods of speculation, it is very similar to the tem-
porary float described above, with a possible advan-
tage that commercial transactions may not be dis-
turbed. However, if the rates are expected to be
permanently apart, then there are incentives to incur
the cost necessary to arbitrage between the two “mar-
kets” for the national currency. Such arbitrage can
only be stopped by strict governmental supervision of
all transactions. As such, supervision could be as in-
hibiting as traditional exchange controls and will make
many countries reluctant to use this option.

The fourth option involves more frequent changes
in a basically fixed exchange rate system. This tech-
nique, along with wider bands to discourage interest
sensitive capital flows, was used as the basis of the
Smithsonian Agreements of December 1971 and cur-
rently seems to be the favored method of adjustment.

Lien re:nee 10? .LxCh0-Tik~eI:tate Acl~-i..isttn~ent:s

Since the emergence of the dollar standard in Au-
gust 1971, most central banks have revealed a strong
preference to control dollar balances through exchange
rate changes rather than controls. In addition, virtually
all of the exchange rate changes have been in the di-
rection of eliminating under or overvalued currencies.
These actions alone attest to the superiority of the
dollar standard over the old system.

Before August 15, only Germany and Canada of
the major industrial countries were willing to see
their currencies appreciate against the dollar. Only a
few weeks after August 15, every major country was
willing to appreciate their national currency against
the dollar. The exchange rate changes were negotiated
in the setting of an international conference because
most currencies were undervalued against the dollar,
but were not necessarily undervalued with respect
to each other. A multilateral agreement could take
into account the effects of all the exchange rate
changes occurring simultaneously.

The important point about the Smithsonian episode
is that the realignment of exchange rates, however
justified by underlying economic conditions, would
not have occurred when it did if the United States
had not suspended gold convertibility. This put the

world on a dollar standard and created incentives for
exchange rate changes.

Proposals for Change in the
International Monetary System

Judging by the comments of central bankers and
others imivolved in international finance, the recently
evolved dollar standard apparently is not considered
a suitable, permanent arrangement. The economic
rationale against a dollar standard held by foreign
central bankers is that inflation in the United States
since 1965 has generated expectations of continued
inflation.m3 They appear to be reluctant to hold a
dominant portion of their international reserves in a
form which they expect to decline in real value in
the future.’~

For the United States the present dollar standard
may be superior to the old gold-dollar standard. If
other countries continue to follow neo-mercantilist
policies of maintaining an undervalued national cur-
rency to encourage exports and balance-of-payments
surpluses, then the U.S. dollar will continue to be
overvalued, and the U.S. consumer will enjoy a sub-
sidy on foreign purchased goods. The resulting U.S.
payments deficits are financed almost completely with
dollar liabilities. This method of financing deficits
does not impose the type of balance-of-payments
constraint on U.S. policy actions which existed under
the old gold-dollar standard.

There is, however, a potential for U.S. dissatisfac-
tion with the dollar standard. If the dollar continues
to be overvalued there will continue to be a decline in
the relative size of U.S. export and import-competing
industries and a displacement of labor from those
industries, Some U.S. industries, which would be in-
ternationally competitive if the dollar were at its equi-
librium exchange rate, are not as competitive with an
overvalued dollar. The resulting distortion of interna-
tional trade implies a less than optimally efficient in-
ternational division of labor. An improvement in the
international division of labor would benefit not only
the United States, but all trading nations. In addition,
an overvalued dollar has led to increased Congres-

liThere is another noneconomic argument which also con-
tributes to the reluctance of foreign central banks to con-
tinue on a dollar standard. A dollar standard places the
United States in a unique category which, with the rise in
the relative economic position of Europe and Japan, is no
longer justified.

lift would seem that if the interest rate on dollar denomi-
nated reserve assets included an appropriate inflation adjust-
ment, the central bank would feel compensated. However,
the evidence suggests such is not the case. See M. Keran,
“Demand for Intemational Money — A Micro Approach.”
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sional pressure for protectionist legislation which could
have adverse effects on world trade. Thus the United
States and the rest of the world would seem to have
an interest in international monetary reform to the
extent that it increased the probability of an equilib-
rium exchange rate for the dollar.

These observations indicate two criteria for a gen-
erally acceptable monetary reform:

(1) the concern of foreign central bankers about
possible future decline in the value of the dol-
lar should be satisfied, and

(2) the probability of equilibrium exchange rates for
the dollar should be improved.

Various proposals for mnonetary reform will be
analyzed on the basis of these criteria. The procedure
will be to consider the ways in which foreign central
bankers can be protected from a possible inflation in
the United States, and then whether these procedures
contribute to the achievement of equilibrium ex-
change rates.

There are three ways in which the concerns of cen-
tral bankers regarding a future decline in the value of
the dollar could be dealt with: first, by engendering
belief that there will he no future U.S. inflation; sec-
ond, by guaranteeing the real value of dollar de-
nominated international assets; and third, by reducing
or eliminating the dollar component of international
reserve assets,

The first solution is not feasible, because the U.S.
Government cannot guarantee that inflation will never
occur in the future. The second solution is not de-
sirable on the basis of the criteria mentioned above,
because it reduces the present incentive for equili-
brimn exchange rate changes by other governments
without increasing the ability of the United States to
control unilaterally its exchange rate. If foreign cen-
tral banks had a guarantee that the real value of
their dollar reserves would be maintained irrespective
of the degree of U.S. inflation, the incentive on the
part of these governments to change their exchange
rates in the face of a large dollar inflow would be
reduced.’5 The third solution svould seem to be the

iSThis assumes that the maintenance of value is based on some
measure of U.S. price inflation or U.S. initiated exchange
rate change. If, however, the maintenance of value is based
on changes in the exchange rate taken at the initiative of
the foreign government, it might actually increase incentives
for equilibrium exchange rate changes. In this circumstance,
a country experiencing a balance-of-payments surplus and a
dollar inflow would benefit from the maintenance-of-value
option only if it appreciated its exchange rate. Any time a
country appreciated, the United States would stand ready
to increase the nominal value of its dollar reserves in pro-
portion to the appreciation. Presumably, when a country
depreciated, the United States would have to reverse the
process. However, some governments which have experi-
enced chronic inflation, and therefore periodic devaluations,
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only economically viable one — reduce om elimmate
the dollar component of international meserves Tins
would require eliminating the undesired dollar bal-
ances svhich accrued to central banks during 1971 and
would insure that future accruals of dollars do not
exceed desired holdings.

This issue can, in the final analysis, be solved only
in the market place. If the exchange rates established
in December 1971 represent realistic values for the
major currencies in the sense of eliminating the over-
valued dollar, private speculators will come to accept
them as reasonably permanent. They will then take
their speculative profits by selling foi eign denomi-
nated assets acquired m 1971 to the respective cen-
tral banks for dollars. This natural market force should
reduce dollar holdings of most central banks to more
desired levels.

If the December 1971 exchange rates have not con-
vmced speculators that the overvalued dollar has been
eliminated then no amount of mternatmonal negotia-
tion (other than on new exchange rates) will reduce
the excess holdings of international reserves of central
banks. An international conference could conceivably
negotiate a switch of reserves from dollar denomina-
tion to some other form, such as SDR denomination.
However, the only way the stock of reserves can be
reduced is if private speculators are convinced that
there are no more profits to be gained by continuing
to hold assets denominated in foreign currency, or if
the United States runs a sufficient surplus to officially
absorb the dollars. The elimination of the overvalued
dollar is the necessary and sufficient condition for
either development.

Most proposals for reforming the international
monetary system include as a key element the re-
newal of dollar convertibility into gold, SDRs, or both.
This is designed to allow central banks to control their
dollar holdings by converting undesired balances into
alternative reserve assets. There are basically only
tsvo ways these proposals could be implemented. The
first would be a system similar to that which existed
prior to August 15 — either by returning to the gold-
dollar system or by developing a new SDR-dollar

wonld be reluctant to participate in this type of arrange-
ment. They should have the option of, in effect, choosing
ahead of time whether or not to participate in the mamte-
nance-of-value agreement. However, it is unlikely that this
procedure with its appearance of a “bribe” would ever be
agreed to.
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system. The second method would require the virtual
elimination of the dollar from its reserve asset role,
with nearly all dollars acquired by central banks in
the foreign exchange market being immediately con-
verted into a truly international currency, unrelated
to any national currency.

Achievement of the first proposal would result in
the re-establishment of a multiunit international cur-
rency with the U.S. dollar continuing to be a major
element. In a world of “N” national currencies and
“N-i” exchange rates between those currencies, the
dollar would continue to be the “Nth” currency, the
exchange rate of which would be residually deter-
mined by the collective exchange rates of the “N-i”
currencies. The only unilateral action the United States
could take would be to change or suspend convertibil-
ity of the dollar into the other forms of international
currency. This would destroy the new system just as
U.S. action in August 1971 destroyed the old system.

In the case of the gold version of this system, it
would be identical to that which existed before Au-
gust 15 except that with the U.S. gold stock standing
at $10 billion, the life expectancy of such a system
would not be very long.’6 The second version with
SDRs and dollars would presumably be negotiated
within the context of a substantial increase in SDR
balances for the United States. This would permit the
United States to act as a residual supplier of SDRs to
other central banks as they operated to achieve de-
sired portfolio ratios of SDRs and dollars.

This system could work only as long as inflation in
the United States (or some other major change in the
structure of world trade) did not lead to an overvalued
dollar. However, it is possible that the dollar could
eventually become overvalued again, because a dol-
lar-SDR system provides no mechanism to automati-
cally keep the international value of the dollar in line
with its domestic value. Central banks of countries
with balance-of-payments surpluses could adjust their
international reserve portfolios between dollars and
SDRs by means of U.S. convertibility of dollars to
SDRs. These central banks would have no incentive
to make the adjustment by changing the exchange

‘
6

The value of the U.S. gold stock could be increased if the
dollar price of gold were increased substantially. However,
as such a price change could only be accomplished by the
United States, it is not likely to occur. Although a higher
gold price may allo~va dollar-gold system to last longer, it
would be at substantial economic cost to the United States.
Equally important, it would take away the present incentive
of other governments to make equilibrium exchange rate
changes. It -would have the same problems as a dollar-SDR
standard as discussed in the text, plus future speculation
about another change in the dollar-gold conversion rate,

rate at which they would purchase dollars with their
uational currency.

Neither a dollar-gold or a dollar-SDR system would
provide the present incentives for foreign governments
to make equilibrium changes in their exchange rates,
nor would either provide a greater opportunity for
the United States to unilaterally change its exchange
rate. Thus, these proposals would lead to a system
which is in these respects inferior to the present dollar
standard for the United States,

‘I’he only reform of the present dollar standard
which would provide incentive for equilibrium ex-
change rate changes (exclusive of freely floating ex-
change rates) would be a system based on a truly
international currency. The natural candidate for the
role of a truly international currency would be Special
Drawing Rights (SDRs) of the IMF.’7 This is an
established and functioning system with $9.5 billion
already credited to the countries which are members
of the IMF.

In a truly international currency system, the great
bulk of international reserves would be in the form
of SDRs and gold.’5 Whether any minimum working
dollar balances were held by central banks would
depend upon the extent to which the dollar continued
to be used as a market intervention currency. In any
event, modest dollar holdings by central banks would
not be inconsistent with an SDR standard. The SDR-
gold conversion rate would be fixed and unchange-
able. There would be nothing to cause speculation
about a change in this conversion rate, because neither
unit is a national currency. All national currencies,
including the U.S. dollar, svould define their exchange
rates in terms of SDRs.

There are a number of features which would make
such a system attractive. For the United States it has
the potential of increasing unilateral control over its
exchange rate, thus reducing dependence on other
countries making equilibrium exchange rate changes.
For the rest of the world, it implies U.S. financing of

‘~Apure gold standard would provide the same incentives
as an SDR standard. However, a gold standard is inferior
because the monetary supply of gold is constrained by
changes in gold mining techniques, commodity demand, and
discovery of new mine fields. None of these problems are
faced in an SDR standard because it is a pure fiduciary
currency, the supply of which is regulated by the member
countries of the IMF.

‘~Aproposal along this line has been made by Andre Vlerick,
the Belgian Minister of Finance. See American Banker,
July 17, 1972.
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its balance-of-payments deficits with reserve assets
rather than increased dollar liabilities.

Advantages to the United States — The movement
from the present international currency based on the
doliar to one based on SDRs would solve the “Nth”
currency problem. With the SDR as the international
currency we would have, in effect, “N” national cur-
rencies and an “N + 1” international currency. This
would permit “N” independent prices or exchange
rates to exist. The United States could then change
its exchange rate with respect to SDRs. With SDRs
and gold as the dominant forms of reserve assets, and
dollars held to minimum working balances, a change
in the dollar-SDR exchange rate would leave an un-
changed conversion rate between the major compon-
ents of the international currency.

The United States would be in the same position
as other countries in being able to change unilaterally
its exchange rate and thus move towards eliminating
an overvalued national currency. This would not only
help the United States achieve balance-of-payments
equilibrium, but by indirectly reducing the underval-
ued position of other national currencies, it would help
achieve world-wide balance-of-payments equilibrium.

The United States still would not have complete
control over its exchange rate. No country ever does.
There are two factors which have inhibited this con-
trol in the past. The first is “monetary” — the dollar’s
role as an international money — and the second is
“real” — the size of the United States in world trade.
An international monetary reform could deal with the
first issue, but not with the second. However, this
“real” factor constrains every country to some extent
and is not unique to the United States. Just as coun-
tries with large and important trade ties with the
United Kingdom generally follow sterling in any
exchange rate change, so some other countries would
follow the dollar in any exchange rate change.

These “real” constraints on U.S. control of its ex-
change rate have been steadily declining because of
a decline in the relative importance of the United
States in world trade. The U.S. share of world exports
fell from 21 percent in 1953 to 18 percent in 1960
and to 14.7 percent in 1971. Although the rate of
decline may be reduced by a correction of U.S.
inflation, its direction will undoubtedly continue to
he downsvard for some years to come unless present
trade talks are successful in blunting the effects of
preferential trading blocks, such as the enlarged Com-
mon Market,

Advantages to Others — A major criticism by for-
eign governments of the old monetary system was the
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asymmetry which allowed the United States to par-
tially finance balance of payments deficits by increas-
ing dollar liabilities while foreign governments had to
draw down mnternatmonal reserve assets This asym-
metry which appeared to be to the advantage of the
United States was, of course, matched by a parallel
iwmmetry which was to the disadvantage of the
United States — the requirement that the United
Stites refrain fiom changing its exchange rate It ,s m
the nature of the system that when a domestic cur-
rency is also used as the international money, that
country will have both the inability to contm’ol its own
exchange rate and the ability to finance at least part
of its payments deficits with increased liabilities rather
than decreased assets,

If SDRs replaced the dollar as the international cur-
rency, then the United States would be on the same
footing as other countries2° Dollars which came into
the hands of foreign commercial or central banks
would automatically be converted into SDRs at the

lOThe use of SDB
5

as an international currency would also
make the United States similar to other countries in terms of
domestic monetary policy control. With the dollar as the
international currency and the Federal Reserve free from
intervening in the foreign exchange market, domestic mone-
tary actions are not impeded by international trade and
capital flows. The fixed exchange rate for the United
States is maintained by other conntries. Under an SDR
regime, the Federal Reserve would have to intervene in the
foreign exchange market to maintain the fixed exchange rate
for the dollar. The purchases and sales of SDRs in the
foreign exchange market would have the same effect on the
monetary base and bank reserves as purchases and sales of
Treasury bills from open market operations.

This could be offset by the Federal Reserve in the short
run. However, as world capital markets become more in-
tegrated, it will be progressively more difficult for central
banks in general, and the Federal Reserve in particular, to
isolate the domestic monetary policy from international capi-
tal flows under a regime of hxed exchange rates.
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Federal Reserve. Thus U.S. payments deficits would
be financed completely with reserve assets.

Probhnn.s o 009 SOB Swndord

An SDR standard would he a new and untried
system. Governments and central banks would natu-
rally be reluctant to place something as important as
the international monetary standard in an untested
framework. One cannot anticipate all the problems
which would emerge from the system until it is actu-
ally implemented. However, some foreseeable prob-
lems can be grouped under the headings “Supply”
and “Demand” for SDR.

Supply — On the supply side, the potential prob-
lem can he stated simply. What would insure that the
issuance of SDRs would be such as not to contribute
to the present international inflation? The SDR is a
fiat currency, the supply of which is determined by
the issuing agency. In this case, the agency is the
International Monetary Fund (IMF) and the amount
of each issue is decided by an 85 percent weighted
vote of the member countries. This, in effect, gives a
veto power to the United States and also to the Com-
mon Market countries (if they vote as a group). In
deed, any group of countries with 15 percent of the
weighted votes can veto an increase in an 5DB issue,
which would seem to eliminate any inflationary bias
in an 5DB standard.

Demand — On the demand side, the problems are
somewhat more complex, but they all come down to
one issue, how to induce central banks to actually
hold a significant share of reserves in the form of SDRs.
It is not sufficient to just change the IMF articles
of agreement making SDRs rather than gold the de
jure currency. As long as the dollar continues to be
the de facto international currency, the \\Orld will
continue to be on a dollar standard.

The movement to an SDR standard would represent
a substantial change in the working practices of cen-
tral banks and perhaps of commercial banks and oth-
ers in international trade and finance. The 5DB is a
relatively new concept and has been in active use by
central banks for less than three years. An interna-
tional SDR standard would represent a major expan-
sion from its present use, and the confidence which
comes with years of use and experience \vith a facility
is not present in this case. Thus, to make SDRs actually
replace dollars in international use, institutional
changes would be required to encourage the use of
SDRs at the expense of dollars. Only when central
banks actually have been induced to hold SDRs in-
stead of dollars would the SDR standard be operative.

At present, there are no incentives to induce for-
eign central banks to hold SDRs rather than dollars,
Dollar reserves are held in interest-earning form, such
as Treasury bills or certificates of deposit. SDRs, on
the other hand, pay only a nominal 1.5 percent rate of
interest. In addition, the dollar would be in constant
demand in the foreign exchange market as the inter-
vention currency by central banks and as the trading
currency for pm’ivate international transactions. Both
factors would create incentives for central banks to
increase their share of reserves in dollar form versus
SDR form over time. Indeed, this is how the dollar
assumed its reserve asset role in the old monetary
system.

There are two obvious steps which could be taken
to make SDRs more attractive for central bankers to
hold. First, the interest rate on SDRs could be in-
creased to be more competitive with dollar assets.
Second, central hank intervention in the foreign ex-
change market could be switched from dollars to
SDRs. If the interest rate on SDRs could be increased
substantially, then perhaps only this action need be
taken. However, if for institutional reasons the interest
rate on SDRs can be raised only marginally, perhaps
SDRs would also have to replace dollars as the central
hank intervention currency in the foreign exchange
markets. This would also require commercial banks to
hold SDRs. One method of implementing these pro-
posals is described in the appendix.

With gold or SDRs making up the bulk of inter-
national reserves and dollars reduced to minimum
working balances, a change in the U.S. exchange rate
would not affect central banks as in the past. Central
banks would not incur an accounting loss on the do-
mestic value of their international reserves or a finan-
cial loss through a decline in the international purchas-
ing power of their reserves if the dollar was devalued.

In this SDR world, if private speculators anticipated
a devaluation of the dollar, they would attempt to
convert their dollar balances into SDRs at the Federal
Reserve (or if the dollar continued to be an interven-
tion currency, at other central banks). The United
States could react to this development with almost
the same array of alternative actions as any other
government. If it was considered that private specula-
tion reflected a “true” ovem-valuation of the dollar, the
United States could devalue with respect to the new
international numeraire — SDRs. If the dollar was not
considered to be overvalued, the United States could
arrange special credit facilities with the IMF or other
governments to satisfy the speculative demand.
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One action the United States could not take which
other governments could, would be to suspend con-
vertibility of the dollar into SDRs. As long as the
dollar continued to be the intervention currency of
other central banks, doliar-SDR convertibility would
be needed to insure that foreign central bank dollar
holdings did not increase beyond mninimnuni working
balances.

Conclusions

The intention of this article has been to analyze the
role of ami international currency \vith respect to its
contribution to achieving international monetary sta-
bility. The article assumes that the international sys-
tem advocated by most econonusts — freely floating
exchange rates — is not applied, and thus looks at the
effects which alternative forms of international cur-
rency can have on promoting equilibrium exchange
rate changes within a system of basically fixed rates.

The old monetary system based on a multiunit
dollar-gold international currency was deficient in that
it did not encourage foreign governments to make
equilibrium exchange rate changes and it inhibited
the United States from taking such actions. This rigid-
ity in the face of changing economic conditions made
existing exchange rates increasingly unrealistic. As a
result, private speculation reflected in massive short-
term capital flows became increasingly frequent oc-
currences in the second half of the 1960s, culminating
in the breakdown of the old system in 1971.

The international dollar standard which emerged
in 1971 is superior to the old system in encouraging
other governments to make equilibrium exchange rate
changes, even though it still inhibits the United States

To replace dollars with SDRs as the international
nnmeraire, it would be necessary to make it more at-
tractive to hold SDRs. Two proposals along this line are
(1) increase interest payments on SDRs and (2) make
SDRs the intervention currency in the foreign exchange
market. This appendix considers ho\v these proposals
could be implemented.

Interest Payments on SDRs — There would be two
ways to incr~ase SDRs and two sources of interest
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from making exchange rate adjustments. The Smith-
sonm in Agreements attest to the success of the dollar
standard in that direction. The act of the United States
in changing the conversion rate between the dollar
and gold from $35 to $38 per ounce bias no economic
meaning as long as the dollar remains inconvertible
into gold.

Discussions of the need for further changes in the
international mnonetam’y system are largely based on
foreign dissatisfaction with a single-unit dollar stand-
ard. This is primarily due to expectations of further in-
flation in the United States which would reduce the
real value of international reserves denominated in
dollars.

Given the reluctance of major central bankers to
accept freely floating exchange rates, the great chal-
lenge for international monetary reform is to devise a
system which x~ould siniukitneously encourage govern
ments to make exchange rate adjustments and satisfy
the legitimate concerns of foreign central bankers
about holding excessive dollar balances. One way to
accomplish these two goals would be the establish-
ment of a trnly intermiational currency um’elated to the
national currency of any countmy This would permit
the United States more control over its own exchange
rate without having to rely on the actions of other
countries to eliminate an overvalued dollar and, at
the same time, insure that dollars accruing to foreign
central banks \vould “automatically” be converted
into the new international currency. A modified form
of the present Special Drawing Rights (SDRs) of the
IMF is a natural candidate for this truly international
currency function if the real problems associated with
an SDR standard can be overcome.

APPENIMX

payments.’ The first source would be the conversion of
presently outstanding dollar assets in the hands of foreign
central banks into SDR assets. The dollar assets could
revert directly to the United States or to the JMF. In
either case, the interest rate which would normally have

‘A number of studies have indicated the theoretical desirability
of increased interest payments on SDRs. It is postulated that
it would increase the demand for intemational reserves with-
out adding to the pressures for world inflation. With larger
reserves, temporary deficits in the balance of payments can
be met with smaller and more time-consuming adjustment
actions which would reduce economic instability and resource
misallocation.
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been paid on the dollar assets could be used to pay
interest on the SDRs. If the dollars reverted to the U.S.
Treasury and were replaced by a special 5DB issue, the
interest on Treasury bills would be reduced and that on
special SDRs increased by an equal amount. If the dol-
lars were transferred to the IMF, the Treasury bills
would still be outstanding and the interest payments
made to the IMF, which in turn would credit it to mem-
ber countries in proportion to their 5DB holdings. In
either case, the interest cost to the U.S. Treasury would
probably be no greater than it is now,

2

The second source of increased SDRs would be the
annual addition to total reserve assets needed to meet
the demand for international reserves of cemitral banks.
The amount of the interest payment must be the same
on all forms of SDRs, otherwise either a “black market”
would develop with the price on low earning SDRs
lower than on high earning SDRs, or Gresham’s law
might operate. Low earning SDRs would be used to
settle international accounts and high earning SDRs
would be held for income purposes. The method of inter-
est payments could continue as at present on net addi-
tions of SDRs, with countries paying interest on SDRs
according to their allocation and receiving interest ac-
cording to their holdings.

SDRs as an Intervention Currency — A major in-
centive for foreign central banks to hold dollars as a
reserve asset is its role as an intervention currency in
the foreign exchange market. The standard way to control
the international value of the domestic currency is to
buy and sell dollars in the private foreign exchange
market at a fixed price with respect to the domestic

tm
There are auxiliary issues which must be dealt with. (1)

Would the interest rate earned on SDRs be just equal to
that earned on Treasury bills? (2) Would the interest pay-
ment be denominated in dollars or SDRs?

With respect to the interest rate, a case can be made that
it should be lower on SDRs than dollars because SDBs are
a less risky asset. It is not subject to change in value by the
unilateral act of one govemrnent. This same argument would
imply that interest payments should also be in SDBs. This, in
effect, would extend the maintenance of value protection
implicit in originally exchanging SDfls for dollars, to the in-
terest income on the assets.

If the U.S. Treasury paid interest in SDRs rather than
dollars, the effect on the balance of payments would be
almost identical. In the SDR case, the Treasury would have
to acquire SDRs in the exchange markets before the interest
payments were due. In the dollar case, the Treasnry would
not have to settle in SDRs until after the interest payment
was made. In either case, the United States would have to
run a proportionately larger balance-of-payments surplus to
pay the interest cost.

The only difference in the two cases is that in the former
the U.S. Treasury takes the exchange risk, and in the latter
case the foreign country takes the exchange risk. It would be
in keeping with the standard market practices for the U.S.
Treasury to pay a somewhat lower interest rate if it absorbed
the exchange risk by making interest payments in SDTh.

currency. When almost all countries do this, they, in the
aggregate, determnine the international value of the dollar.

Although it is possible for the 5DB to be the major
reserve asset without also being the intervention cur-
rency, SDRs would be in greater demand if they per-
formed both functions. First, it would reduce transactions
costs if SDRs did not have to be swapped for dollars
when intervention is conducted in the foreign exchange
market. There are problems of delay, and sources of
dollar balances that could be avoided if the SDR were
the intervention currency. Second, if the dollar itself
were fluctuating within its band in the foreign exchange
market, there would be serious problems of valuating
transactions within the market and distributing the ex—
change risk of dealing with a variable dollar.

From the point of view of central banks dealing with
other central banks, the IMF, the Federal Reserve, and
the private foreign exchange markets, it is less costly and
less risky to have the reserve asset also used as the
intervention currency.

Achieving an intervention role for SDBs would not
be easy. Such a role would require commercial banks
to hold working balances of SDRs. They would be re-
luctant to take this step given the present low interest
rates. Arm alternative to paying a higher interest rate
would be to introduce an administrative rule that all
foreign exchange transactions between the public and the
central bank must be in SDRs or the domestic currency.
Commercial banks which want the advantages of ac-
quiring foreign exchange at the official price would have
to hold SDRs. When the United States has a balance-of-
payments deficit, the excess supply of dollars which
would accrue to foreign commercial banks would be
converted into SDBs at the Federal Reserve, which
would be the only central bank allowed to deal in dol-
lars. The SDRs, in turn, could be sold by these commer-
cial banks to their national central bank for domestic
currency. The converse would happen when the United
States had a balance-of—payments surplus.

The United States could control its exchange rate by
standing ready to buy and sell dollars for SDRs at what-
ever rate it unilaterally established. The United States
could choose to deal with a deficit either by changing
the price at which SDRs were exchanged for dollars, or
by shifting the international supply and demand sched-
ules for dollars through doniestic monetary and fiscal
actiomis.

If the dollar continued to be the intervention currency,
foreign central banks would have to take action explicitly
to validate the new dollar-SDR exchange rate by delib-
erately changing the rate at which they exchange dollars
for domestic currency. With the 8DB as the interven-
tion currency, this explicit “cooperation” by other central
banks would not be required.

This article is available as Reprint No. 78.
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