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Al.lD THE DOLL^AR PROBLEM

'An attempt is made in this paper to review briefly regent rlevelop-

ments in the foreign exchange markets, with particular reference to
the chronic problem facing the US Dollar. This is followed by an

examination of the major issues involved in the crisis of confidence
and measures that might be taken to tackle the recurrent dollar pro-

blem, in'a way to bring about an orCerty exchange rate adjustment

and smooth functioning of the international Monetary System'
Dr. AJe T. Oio, Opec Secretariat.

INTRODUCTORY SECTION:
Most of the intemational

monetary problems on the eve of
the collapse of the Bretton Woo&
System of fixed parities have
again emerged under the present
secalled regime of floating ex-
change rates. The rrtorld is again
witnessing major disequilibria in
the basic payments balances of
many countries - large disequi-
librating capital flovrn atrd wide
spread tendency to diversify reser-
ves which has been giving the
world's inflationary spiral an
upward turn.

The dollar is again at the
centre of the show - a lack of con-
fidencd focussed on the key
currency of the system with much
volatile dollar funds roaming
around the world as "stateless
money". The unrest in foreign
exchange markets produced by
distrust in the present trend in
exchange rate alignment and dis-
orderly capital flovvs have added
to the problem.

An attempt is made in this
paper to review briefly recent
developments in the foreign ex-
change markets, with particular
reference to the chronic problem
facing the US dollar. This is to be
follorrwd by an examination of
the maior issues involved in the
crisis of confiden@ and measures
that might be taken to tackle the
recurrent dollar problem, in a way
to bring about an o;'derly excha-
nge rate adjustment and smooth
functioning of the lntemational
Monetary Syst6m.

RECENT DEVELOPMENTS:
The major features of the

foreign exchange market reoently
have been the sharp decline of the
US dollar and disorderly exctrange
market conditions.

From mid-1974 to mid-1976,
a period of relative dollar strength;
the dollar appreciated by more
than 1096 in real terms, and it
remained relatively unchanged
until September 1977, when
heavy selling pressures against the
Collar began to develop. The sub,
squent' exchange rate volatility
has brought'about a malor realig
n.ment of exchange rateg. This has
resulted in a continuous depre
ciation in the value of the US
dollar vis-a-vk other major cur-
rencies shown in Table 1, with the
exception of the Canadian dollar
against which it has some bilateral
gain in respest of the effective
exchange rate changes (after adju-
stment for domestic price diffe
rentials).

Using 1973 as base (tr100),
the index of fluctuation in the
exchange rates of the currencies

of the industrial OECD countries
against the US dollar are shown in
Appendix Table 1. By the second
quarter of 1978, the Austrian
schilling, Belgian frang Danish
krone, Deutsche mark, Japanese
yen, Dutch guilder, Norriregian
krone, and the Swiss franc appre--
ciated in value wfiile the Cana-
dian dollar, French frang ltalian
lira, Swedish krona, and the
British pound sterling \rvere still at
a depreciated value vis-a-vis the
US dollar. The exchange dev*
lopments have now resulted in an
upward revaluation of the Deut-
sche mark against other currencies
in the "snake". From September
1, 1977 to September 27, 1978,,
the exchange rate changes have
resulted in a 10.1996 depreciation
in the value of the US dollar
against the SDR.

A comparison of the relative
tradeweighted exchange rates
from Srnithsonian further shoun

that the trade-uveighEd index
value of the US dollar (1&12-71 =
100) against the currencies of the
other 29 countries shown in
Appendix-Table 2 has fallen to
gi.3g on Deccmber 30, 1977 ahd
93.91 on August 30, 1978. This
decline has now continued un-
abated right into the foufth
quarter of 1978. An important
issue to examine next is why the
dollar's weakness has been so pro-
longed and the maior factors
involved in the resultant crisis of
confidence in the exchange mar-
kets.

MAJOR ISSUES IN THE
DOLLAR'S WEAKNESS
At the beginning of . the

present dollar crisis about a year
ago, the view was widely held that
the heavy selling pressures wtrich
developed against the dollar
would become.eased after a short
period. The rising US oil imports
and the resulting trade deficits
were seen as the main contribu-
tory factors to the dollar's prob
lem. Thus, the extent to which
President Carter's energy program-
me eould solve the endemic pro-
blem has been widely publicized
and, perhaps, over-emphasized.

As it has now turned out to
be, the crisis was not short-lived,
and its dimensions seem to have
hEen under-estimateil. Many do
not now share the widely held
view that oil imports and the
resulting trade deficits are the
main rsasons. There are, in fast,
other impoftant factors besides
oil imports.

Among the other suggested
important issues involved are
those of rising inflation with
sinking economic growth projec-
tions and a general lack of confi-
dence by the financial markets in
the economic and financial policy
measures of the US Administra-
tion. This now seems to be sup-
ported by the 0.9% iump in US
wholesale prices in September,
1978, thereby making these be
8.2% higher than in September,
1977.

There is also the marketfs
impatience to see evidencp of a
maior improvement in the US
current account imbalances. From
the fourth quarter of 1975 to
the first quarter of 1977, the US
trade balance swung from $1 1
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v) The US could, subiect to poli-
tical acceptability or unemploy-
ment implications, accept a slower
growth rate than such surplus coun-
tries as Japan and West Germany
enjoy.
vi) Finally. physical controls
might be employed to restrict
imports but this might provoke
retaliation, as already warned by its
OECD trading partners.

Contrary to the stated objec-
tive of the new Article lV of the
lMF, as regards exchange arrange-
ments, the US does not appear to
have seriously considered the need
to promote stability by fostering
orderly undgrlying economic and
financial conditions. As regards the
surveillance role of the IMF in this
regard, there is still the unresolved
issue of power allocation between
the Fund and its members such
that the Fund might not yet be
able to effectively exercise survei-
llance to bring about orderly
exchange rate developments.

The US Authorities have no
doubt taken some limited mea-
sures recently in an attempt to sup-
port the dollar but they are still
considered inadequate.

On August 23, 1978 the US
Treasury announced an increase in
the amount of gold offered at its
monthly auction from 300,000
ounces to 750,000 ounces. This
follovved the Fed's initiative to aid
the dollar on August 18, when it
increased the discount rate to 7Tf/o
from 71 114%.The Federal Reserve
further announced on August 28
moves to make Eurodollar borrow-
ing more attractive and thereby
encourage. demand for dollar-deno-
minated assets. This action taken is
to reduce lrom 4/o to zero the
reserve requirement on the foreign
borrowings of banks - mainly Euro-
dollars - from their foreign branches
and other foreign banks, and to cut
from 1o/o to zero the same require-
ment on foreign branch loans to
US borrowers.

ln order to really deal with the
issues involved in the dollar crisis,
the US Authorities still have to
employ in an effective manner a

combination of some of the policy
options indicated above. ln parti-
cular, monetary policy must be
tightened so that in the long run,
the rising inflation rate declines and

US goods become more comie-
titive abroad.

The special problem which the
unique role occupied by the US
dollar in international finance since
World War ll has created for the US
Monetary Authorities must be dealt
with in a realistic manner. From the
US standpoint, it is desirable to
liberate the dollar from its role as

reserve and intervention currency as

swiftly and progressively as possi-
ble. ln this regard, the US should
welcome rather than feel hurt by
such moves as that being ccnsi-
dered by the OPEC to substitute
a basket of currencles for the dollar
in oil pricing, and for the SDR to
take over some of the former role
of the dollar. Another condition
for the dollar rehabilitation is to
take care of the present excessive
dollar balances outside the effec-
tive control of the US.

As regards the role of official
intervention in the foreign excha-
nge market, this can, in principle,
smoothen an otherwise disorderly
market. but its success is con-
strained by the difficulty of identi-
lying reversible short-run influences
from those reflecting changes in
underlying conditions. There is the
problem of knowing exactly when
intervention is worthwhile, for
example, when a depreciating cur-
rency has hit its lorrvest market
adjustment point. lntervention.has
the best chance of succeeding when
it acts with the market trend rather
than against it.

It appears there has been a
growing awareness of the limited
role of official intervention in the
present dollar crisis. Official exch-
ange market intervention has been
moderate and limited, apart from
substantial dollar purchases by the
Japanese Authorities in July and
large swaps by the Swiss lrtational
Bank early in August, 1g78. Rather
than arising from short-term capital
flows or erratic exchange rate

changes of limited duration which
intervention is better suited, it has
gradually dawned on officials that
the dollar's weakness has been
brought about mainly by the record
US trade and current account
deficits since 1976. This requires a

more positive US action to deal
with than a mere exchange inter-
vention,
CONCLUDING SECTION:

An attempt has been made in
the previous sections to review the
present dollar problem and ex-
change rate developments as well as
highlighting the important factors
involved. As we have shown, apart
from the widely publicized US oil
imports as the major cause of the
dollar problem, all the other factors
examined have affected exchange
rate expectations which have
strongly influenced the present
volatile exchange rate develop-
ments.

It could be seen, therefore,
that it is unlikely that the passage

of President Carter's energy pro-
gramme alone is enough to elimi-
nate the large US deficits in the
near future. This wide dimension
of the problem partly explain the
present cool reaction of the ex-
change market to the passage of the
energy programme some days ago.

Sd also has been the cooi reaction
to the huge reduction in the US
foreign trade deficit for August to
$1.62 oittion from $2.99 billion in
July, increase in discount rate in
August and the Federal Reserve's
move to make Eurodollar borrow-
ing more attractive so as to encou-
rage demand for dollar-denomi-
nated assets.

The LJS Authorities should be
fully ararare oT the fact that the
burden of'adjustment can neither
be shifted on other countries nor
can it expect automatic market
adjustment forces to do the job
under the present type of floating
exchange rate system. More positive
measure are, therefore, needed to
deal with the fundamental pro-
blems, so as to reverse the present
pessimistic view of many market
participants who are yet to be
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impressed by the US handling of
the affairs.

There is the overall need for
countries - both the surplus and the
deficit ones - to coordinate their
policies to restore satisfactory
growth and price stability as well as
improve the functioning of the
international adjustment process. ln
this regard, both surplus and
deficit countries are duty bound to
take necessary measures to avoid
chronic surpluses and chronic defi-
cits on eternal accounts. This is
very important in any effort to
correct the present balance of
payrnents disequilibria, involving a
better distribution of current
aocount balances among countries,
and to restore order in the dis-
rupted exchange markets.

Failure to achieve this will
adversely affect the world eco-
nomy, ai the instability of excha-
nge markets percists and the possi-
ble adoption of restrictive trade and
payments practices or inflationary
policies by vrcaker countries wtrich
would result in another chaotic.
world economic situation.

The present international fina-
ncial instability is particularly vul-
nelable to the economies of the
developing countries - OPEC and
non-OPEC LDCs. alike - with the
large erosion of the dollar proceeds
of oil exports by the OPEC Coun-

" ln Nigeria, in particular,
these adverse impasts have resu-
Ited in a drastic fall, as from
1976, in her oil proceeds and
foreign exchange, and a greater
use of Eurodollar souroe of
finance, with the attendant
distortions in the implemen-
tation of development pro-
grammes in the 197580 Third
National Development Plan."

tries and of exports of primary
commodities f rom other LDCs.
Added to this loss of .purchasing
pouer have been (i) the rising rate
of imported inflation from the
advanced industrial countries, (ii)
the adverse impact on the export

earnings of LDCs. due to pt:ote-
ctionist measures abroad, and (ii)
problems of exchange rate mana-
gement arising from the divergent,
and sometimes rapid, movements of
exchange rates for major currencies.

All these have further increased
the external financiing problems of
the LDCS. and worsened the bur-
densome debt positions of many of
them that have been increasingly
resorting to the rather less suitable
Euro-currency f i nance.

ln Nigerid, in particular, these
adverse impacts have resulted in a

drastic fall, as from 1976, in her
oil proceeds and foreign exchange,
and a greater use of Euro-dollar
source of finance, with the atten-
dant distortions in the implemen-
tation of development programmes
in the 197S80 Third National
Development Plan.

The unsatisfactory external
environment, therefore, poses a

ser'rous impediment to the eco-
nomic development of the Third
World countries.

APPENDIX-TABLE 2
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