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The Following correspondence was the reply to our objections in
the establishment of the G5 in 1985 to "manage" the global
economy through intervention on a coordinated basis. Given the
fact that the ﬂoating exchange rate system affords governments
the freedom to now spend as they like pursuing their domestic
policies objectives separate and apart from the international fiscal
responsibility behind the value of the currency in global capital
flows, it is simply unlikely that the current system will be
sustainable long-term. Volatility will rise and will spread among
the markets driven by swings in currency values. Eventually, in the
course of events that will now follow, the global economy will
become increasingly more unstable and reflect much high degrees
of volatility as historically has always taken place under floating
exchange rate systems. In the end game, the global economy will
be attracked to the next major sovereign debt crisis that should
appear going into 26 years from the 1985 birth of the G5 (2011),
and perhaps culminate in new global monetary system by 2016.
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Deauy ¥y. Armstrong:

The President hss asked me to respond to your letter of
October 25, It is lmportant that doncerned cltizens msuch ae
yourself expregs thelr views and we sppreciste your sffarta.
We whare your concern about intervention into forsign »
exchange matrkete. HNumerous etudies have falled to &how that
atearilized {ntervention has a long-run impact on the exchange
rate, and unsteriliged jintegvention affects the exchange rate
while at the same time incressing the risk of renewed
inflation. We agree that foreign exchange rate intervention
ie not the sppropriaste means by which to influsnce the
exchange rate. We do not ghare, however, YOur concern over
exchange rate volatility.

foth the high value of the dollar and the volability of
its valus under the flaxible axchange rate paricd have been
sources of concern for many. The firat ismue whiich nseds to
be wddressed is the reason benind the dollar's apprecintion
and the implications for our economic performance, The
simgltaneous axistence of & current account deficit and a
high foreign exchange ¥aldue of the dollar are often cited ap
evidence that our international epcanomic system ds in
dlearray. Modern exchange rate theory has demonstratad that
the sxchinge rate we observe nead pnot be the one which
belanceg the current sccount inm o world of capital mobility.
The exchange rate is dinstead inflvenced by both current and
€xpacted trade and capital flows. Intervention which
attempts to force the exchange rate to a lavel thought to
achieve a ourrent sccount balance of zeros ig¢ therefore
migguided and may not be desirable.

In addition., one must remember that the exchange rate,
at the pame time, both reflacts and affects ecupnomic
variables. The exchange rete, for example, jg affected by
the same variables which have led to the rise in the currert
account deficit. One important factor driving the present
current account deficit is the difference in sconomic growth
rates betwean the U.5. and the reat of the world. Thie
sconomic growth which we now enjoy i therefore an important
factar driving the value of the dollar.

The volatility of the exchange rate is alaos cited &5
evidence of disarrsy im international finmpcial markets, We
do not believe thig to be the cases The exchangs rate ig the
price of an mseet which, like all sssets, ie determined by
the values of future economic varlables as well ae by thelr
current values. A& is the case with many asseet prices, day-
to-day fluctuations which reflect a yreaction to news can be
large: however, the apparent volatility does not indicate
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market imperfections or irraticnality on the part of market
participants. In sddition, the empirical evidence doas not
support the hypothesie that exchange rate volatility is ay

impediment to trade. On the contrary, intarnstional trade

has flourished in the floating-rate period, expandipng much

mores rapidly than it 4id during the fixed-rats period.

The system you proposed to eliminante mxchange rate
volatility esgentislly implias a return to & fixed-sexchenge
rate regime. We helisve that such a system would suffer from
many of the same problems sncounteread under the Hrastton Woods
System, Since theye is na central lnternastionsl monetary
authority, an SDR-~based mystem would reguire that the
monetary authorities of various nations intervene either
directly or indirectly to maintaln the par value of their
currancy with rezpsct to other currsnclex includad in the EDR
currancy basket. Thie would mean that nxtiors relinguieh the
ability to uke monetary policy to pursue domestic poliey
tbjectives, & very unpopular slternative. The propossd
EDR-baped system &lso suffers from the reality of portfolic
prafarsnces. Countries have Zailed to mxhibit a demand for
BOR's &nd have preferred to sither let their currencies float
or o fix their corrsncy o a basket of thelr own choosing.
It would be undeeirable to force 8 Tountry to moospt & system
which fixed theilr currency to other carrsncies which they do

not dasfire to hold.

In conclusion, we peliave that the sttribotes of n
floating rate system have bean misinterpreted as deficien~
clew. Exchange rate veolatility hae not been linked o a
decline in economic growth and merely reflects a rational
rasponssé 1o curreant or axpected changes in economic
conditiona. The hich value of the dollar does not imply an
aconomy in turmeilr rather, the dolliar reflects & healthy
aconomy. The policies which mre reguired to redusce ouy
aurrent account deficit and to reduce the uncartsinty
surrounding exchange rate movements &re thowe which sncourmge
mconomlc growth and monetary stabllity st homs and abroad.
Actionm which redure fiscal deficite, snsure noninflationery
monetary policiss, and yleld a vorldwide reduction in
barviers to trade will promise prograss towsrd auch goals.

Bincerely,

“Heryl W. Eprinkel

Mr. Martin Armstrong

Chairman
Princeton Economics Interpational
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Deay My, Armstrongs

Thank you so much for your kind comments <n QUY MO
conference, and especially for your ldess on monetary rafor

I share your ekepticism about temporary, stopgap zcl
which will not work for lopg, I strongly agree with you
need for establizhing m single internationel unit of secae
facilitate trade. 1 am not convinced, however, that the pag
will do the jok,

1 am enclosing my remarks from the conference, and I
you will see thak we agree On & numbex of points. Again
thanke for sharing your thoughts with me.




