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1. FLOATING EXCHANGE RATE SYSTEM - REVIEW AND ASSESSMENT; 
AND TARGET ZONES 

The Executive Directors continued from the previous meeting (EBM/86/25, 
2112186) their consideration of staff papers on the review and assessment 
of the system of floating exchange rates (SM/86/5, l/10/86) and on target 
zones for the exchange rates of the major currencies (SM/86/6, l/10/86). 

Mr. Rye said that his general remarks would mainly reflect the views 
of his Australian authorities. There was widespread agreement that the 
functioning of the present international monetary system had serious 
weaknesses and should be improved, although the present discussion had 
underscored the differences in views on possible remedies. He too was 
concerned about the weaknesses of the system and agreed that they should 
be seriously examined, but some exchange rate volatility was inevitable, 
particularly in an environment of deregulated international capital 
markets. In addition, it was important to bear in mind the advantages 
for the major currencies of the present system of exchange rate flexibility. 

There was a broad range of current exchange rate arrangements, with 
pegged rates far outnumbering floating rates, Mr. Rye continued. In a 
sense, the so-called exchange rate system was in effect a nonsystem in 
comparison with the clear-cut exchange rate arrangements under the Bretton 
Woods system. The diversity of the present exchange rate arrangements 
was a reflection of the fact that the optimal degree of exchange rate 
flexibility varied from country to country, depending upon the structure 
of the economy and the closeness of the ties between the country's domestic 
market and world markets. That fact was fully consistent with the argu- 
ments in favor of maintaining a floating regime for the major currencies. 
A country that had a legitimate interest in stabilizing its exchange rate 
would be more than willing to do so if the country to which its currency 
was tied had appropriate basic economic policies and objectives, including 
the maintenance of domestic monetary stability. That conclusion under- 
scored the importance of focusing attention on economic policy choices in 
the major industrial countries rather than on casting about for radical 
changes in the present exchange rate system. Indeed, there was a danger 
that focusing attention on alternative exchange rate systems, rather than 
on the root causes of exchange rate misalignments--namely, the stance, 
mix, and divergence of members' policies --might lessen the pressure for 
corrective action. 

A major question at the present stage was the contribution that 
potential changes in the exchange rate system could make to achieving 
greater exchange rate stability, Mr. Rye remarked. The same question 
could be put as follows: could sufficiently improved macroeconomic policy 
discipline and increased policy coordination be achieved without changes 
in the exchange rate system? In one sense, the particular exchange rate 
regime was of secondary importance; what mattered most was whether govern- 
ments were prepared to maintain monetary and fiscal policies that were 
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consistent with their exchange rate objectives. The effective operation 
of any exchange rate system would be in doubt until governments marshaled 
the political will to adopt sound, credible, and stable economic policies. 

In Section IV of SM/86/5 the staff presented three broad categories 
of measures, ranging from comparatively moderate changes in existing 
institutional arrangements, to fundamental changes, Mr. Rye noted. The 
various measures were not mutually exclusive. Both the G-10 and G-24 
reports had concluded that the most important needed improvement in the 
exchange rate system was an increase in policy discipline and coordination. 
He agreed with that conclusion, although governments should of course 
retain sufficient flexibility to adapt monetary and fiscal policies to 
current economic and political circumstances. The causation between 
exchange rate and macroeconomic policy stability was two-way: stable 
macroeconomic policies should be conducive to exchange rate stability, 
while greater exchange rate stability reduced the likelihood that domestic 
policies would be thrown off course by short-term exchange rate fluctua- 
tions. The proponents of more far-reaching changes in the international 
monetary system had overlooked the complexity of international economic 
linkages, the knowledge about which was limited; it was impossible to 
predict confidently how all the interrelationships would evolve under a 
network of target zones or objective indicators. Hence, he was inclined 
to conclude that it would be most productive to seek improvements within 
the existing framework of the current system rather than to press for 
major changes in the framework itself. The success of any new initiatives 
would obviously depend significantly on the support that they received 
from major industrial countries. 

The target zone proposals covered a wide spectrum of arrangements, 
ranging from a system of hard zones under which monetary policy would be 
geared toward maintaining the exchange rate within a narrow, infrequently 
revised and publicly announced zone, to a system of soft zones under 
which monetary policy would play only a limited role in meeting external 
objectives and the zones would be wide, frequently revised, and confiden- 
tial, Mr. Rye remarked. The target zone proposals also encompassed a 
wide range of possible mechanisms for encouraging policy discipline and 
coordination, but he was unconvinced that they offered a reasonable 
prospect of actually contributing to increased fiscal discipline and 
policy coordination. The durability and practicability of target zones 
would depend significantly on the kind of zones that were adopted. He 
was particularly skeptical about the feasibility of the harder versions 
of the target zone proposal, even excluding the relatively small likeli- 
hood that the major industrial countries would be willing to make the 
major commitment to exchange rate objectives that such a system would 
imply. A system of rigid, narrow zones would probably be relatively 
vulnerable to speculative capital flows and would require complex admin- 
istration as well as formal negotiations to achieve the policy coordination 
that would be required under such a system. Those problems would be much 
less evident under a system of softer zones. 
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short-run exchange rate volatility could be linked to the dichotomy 
between exchange rates and the evolution of economies and to the conse- 
quent uncertainty about the longer-run sustainability of exchange rate 
movements that were inconsistent with economic fundamentals. No one 
could argue that the floating exchange system was responsible for those 
undesirable developments. 

The trend toward integrated national and international capital 
markets, together with the tendency of financial markets to adjust much 
more quickly than trade flows to changing economic and financial condi- 
tions, had contributed as much as the exchange system itself to the 
overshooting of exchange rates, Mr. Zecchini noted. The flexibility of 
the system, although it had not been a cause, had played a fundamental 
role in facilitating the maintenance by members of inadequate economic 
and financial policies. The floating exchange rate system had not 
provided members-- especially the major ones --with sufficient incentives 
either to adopt appropriate policies or to make them coherent in an 
international context. The obligation to defend a certain parity under 
the fixed exchange rate system had given members greater incentive to 
maintain economic policy discipline. However, that system had lacked the 
appropriate instruments to provide for symmetrical external adjustment 
between deficit and surplus countries as well as the needed coordination 
among national economic policies. Stability or flexibility in an exchange 
rate system were not values that must be pursued for their own sake; but 
they were best suited to serve for the achievement of the broader 
econanic objectives. That conclusion was important to bear in mind in 
considering the need to improve the present international monetary system. 
Among those broader objectives, the mere development of international 
trade was not the most important one; there was no clear, direct link 
between the exchange rate regime and the rate of expansion of world 
trade. The various studies on the impact of exchange variability on 
trade had been unable to come to firm conclusions. In any event, there 
were various techniques to hedge exchange rate risks in trade contracts. 

The long-advocated improvement in the present exchange rate system 
was needed mainly to reach two objectives--namely, greater economic 
discipline, and more effective coordination of the macroeconomic policies 
of major countries, Mr. Zecchini continued. Those objectives were equally 
important and inseparable, as sound domestic policies without international 
coordination would not be sufficient to guarantee the balanced development 
of the world economy. If that framework for the discussion was shared by 
the G-10 as well as the G-24 countries, then the issue that confronted 
the Executive Board was, as the staff had pointed out, what mechanism was 
most appropriate to attain the goals. He would consider in turn the three 
options: (1) the target zones for the exchange rate of major curencies; 
(2) the idea of objective indicators; and (3) adjustments in the surveil- 
lance procedures. 

The present was not the right time for an abstract discussion on 
each option, but it was useful to consider in a pragmatic and constructive 
way the proposed options, Mr. Zecchini said. He had an open mind on the 
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target zone proposals. Target zones could meet the needs seen by many 
for greater stability in exchange rate relationships, which could be 
gained only by consistent policies. There were of course a number of 
gray areas concerning the design and implementation of a target zone 
mechanism. For example, there was still some uncertainty about which 
features of a target zone system would represent an improvement over the 
existing exchange rate system, whether the new system would be acceptable 
to governments, and whether it would be operationally viable. 

Hard target zones would certainly be more constraining than the 
present exchange rate system, as monetary and fiscal policies would have 
to be aimed at maintaining a particular exchange rate, Mr. Zecchini went 
on. In addition, hard zones would encourage countries to face the need 
for internationally consistent policies and would give the market some 
guidance about the likely future course of members' policies. However, 
he doubted whether it would be wise to base monetary and fiscal policies 
solely on the need to meet a particular exchange rate target. It would 
be difficult to arrive at an appropriate target for the nominal exchange 
rate, and deviations from the target might not always constitute a signal 
that economic policies were inadequate and might not give an explicit 
indication of the direction of appropriate policy adjustments. At the 
same time, targeting real exchange rates in the short run might discourage 
members from countering endogenous inflationary pressures, as the target- 
ing would amount to an accommodation of inflation differentials between 
countries. Moreover, the target zone mechanism would not help to solve 
the problem of the lack of symmetry in adjustment among members. If the 
difficulties that he had described were dealt with through frequent 
changes in the targets, the target zone mechanism would lose the advan- 
tages of policy discipline and stabilization of market expectations and 
could conceivably have adverse effects in both those areas; that outcome 
was also likely even with a set of soft target zones, which would not by 
itself constitute a significant improvement over the present exchange 
rate system. 

He did not believe that the experience of the European Monetary 
System (EMS)--an example of successful targeting of exchange rates--could 
be extended to other major currencies, Mr. Zecchini said. Two significant 
ingredients for the successful extension of the EMS were lacking--namely, 
a design for economic and market integration, and the financial mechanism 
that would support the new monetary arrangement. An exchange rate con- 
tained a sizable amount of information on the appropriateness of a member's 
economic policies but should not by itself be the sole indicator of that 
appropriateness or a main constraining factor on policies. Given the 
present unsettled conditions in the world economy, it was important for 
members to maintain some flexibility while striving for more stable 
monetary relationships and a better balance between domestic and inter- 
national considerations in the management of the larger economies. The 
target zone proposal contained some useful elements that, together with 
elements of other options, could contribute to improving the functioning 
of the international monetary system. 
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He strongly doubted whether the proposed objective indicators would 
be practicable and effective, Mr. Zecchini said. The same doubt had 
been expressed when the proposals had been examined in the 1970s. It 
could be very difficult to agree on a precise and binding quantification 
of the relationship between targets and policy instruments, to select an 
internationally consistent set of targets and instruments, and to ensure 
that members would correct their economic policies in response to devia- 
tions from the agreed targets. 

Seeking improvements in the present institutional setting of the 
Fund's surveillance seemed to be the most promising of the several 
optional methods mentioned by the staff of improving the exchange rate 
system, Mr. Zecchini said. The proposal to improve the institutional 
setting would probably command widespread support among members and be 
implemented quickly, as it would not involve drastic departures from the 
present evolution of the floating exchange rate system. The institu- 
tional setting approach could incorporate valuable elements of the target 
zone and objective indicator proposals. For example, exchange rate 
changes together with changes in some macroeconomic variables related to 
the external accounts; monetary and fiscal policies could be seen as 
indicators of impending or emerging policy inconsistencies. A soft 
version of the target zones could be included as a part of the broader 
approach based on intensified surveillance. That set of indicators 
could serve to trigger consultations, policy reviews, and adjustments 
accompanied, whenever necessary, by exchange market intervention of the 
kind that had been agreed upon by the G-5 members on September 22, 1985. 
Under that approach, neither exchange rate targets nor other quantitative 
targets would replace a comprehensive judgmental assessment of the appro- 
priate course of members' policies. That assessment could provide an 
incentive for or exert pressure in favor of responsible policy conduct. 
The relevant issues could be further examined during the coming discussion 
on surveillance. 

Mr. Yao remarked that the international community seemed to be more 
receptive than ever before to a reform of the floating exchange rate 
system. The main issues concerning the improvement of the floating 
system were clearly spelled out in the staff papers but were controversial 
and complex. The opponents and supporters of the present exchange rate 
system were polarized, and existing theory explained only partially the 
behavior of market-determined exchange rates. 

The present exchange rate system had hurt the developing countries, 
Mr. Yao stated. For many of those countries, the system had fallen 
short of expectations. It had generally been believed that the system's 
flexibility would enhance its stability, thereby paving the way for 
expanded trade and more rapid economic growth and development. In fact, 
however, there seemed to be a consensus that the present system had 
permitted excessive volatility and that the deviation of market rates 
from fundamental equilibrium rates had been persistent; they had not been 
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self-correcting, as had been expected. Those developments had adversely 
affected the terms of trade of developing countries and had made debt 
management particularly difficult. 

Most primary commodities exports of developing countries were quoted 
in dollars, while a large proportion of those countries' imports of manu- 
factured goods were denominated in the currencies of the exporting indus- 
trial countries, Mr. Yao commented. Hence, the fluctuation in the major 
currencies had affected the terms of trade and current account positions 
of developing countries irrespective of their underlying economic condi- 
tions. The wide fluctuations in the terms of trade had increased the 
uncertainty about the profitability of investment projects, thereby 
contributing to the increase in the internal rate of return on projects 
to be undertaken and a reduction in the level of investment which had 
undermined the prospects for medium-term economic growth. 

The volatility and misalignments of exchange rates had weakened the 
ability of developing countries to service their debt, thereby contrib- 
uting to the onset of the debt crisis, Mr. Yao remarked. In the 197Os, 
most developing countries had borrowed heavily, and the currency composi- 
tion of their debt had reflected largely their long-term assessment of 
the behavior of their respective currencies. In the 198Os, the misalign- 
ments of the major currencies, together with high interest rates, had 
increased the debt service ratio of developing countries to an unsustain- 
able level. Those problems had resulted in the accumulation of arrears 
and the restructuring of debt, with developing countries bearing the 
brunt of the required adjustment. 

The evolution of exchange rates had also undermined the economies of 
developed countries, Mr. Yao noted. For example, the United States had 
recorded large and growing current account deficits, while Japan and 
Germany had registered growing current account surpluses, owing largely 
to the misalignment of exchange rates. Those persistent external disequi- 
libria had intensified protectionist pressures, which had encouraged the 
G-5 countries to reach the September 1985 Plaza Agreement. 

The volatility and misalignment of exchange rates under the floating 
exchange rate system had obviously adversely affected the world economy, 
Mr. Yao said. Given the adverse effects of the present system on invest- 
ment and economic growth in particular, his authorities believed that a 
reform was required with a view to making the flexible exchange rate 
system more stable. They did not believe that a return to a fixed 
exchange rate system was a viable solution. However, experience suggested 
that government intervention in the exchange rate market was needed to 
increase the market's efficiency and to reduce or eliminate the destabi- 
lizing fluctuations that had characterized the floating exchange rate 
system. Whether the intervention was carried out as a result of peer 
pressure, as proposed by the Group of Ten, or a set of rules, as proposed 
by the Group of Twenty-Four, a set of indicators should be agreed to 
provide guidance to the major currency countries. 
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In an internationally integrated financial market, the policies of 
the major countries profoundly affected the world economy through the 
exchange rate market, Mr. Yao remarked. Accordingly, a crucial issue was 
whether the behavior of exchange rates would be based on deliberate policy 
decisions or would merely be a residual of members' policies. To achieve 
the desired exchange rate stability, the major countries should take into 
account the international consequences of their economic policies and 
should coordinate those policies with a view to reducing the divergence 
in inflation and payments imbalances. 

The determination of a fundamental equilibrium exchange rate would 
be a thorny issue in the formulation of a set of target zones, Mr. Yao 
commented. There was no satisfactory method for estimating and fore- 
casting equilibrium exchange rates. That problem could be overcome if 
the international financial community was willing to act in a coherent 
manner to develop a stable exchange rate system that would be conducive 
to an expansion of world trade and to the attainment of payments 
equilibrium in both developed and developing countries. 

Mr. de Groote remarked that the Executive Directors should endeavor 
to identify the areas of agreement and to chart a possible course of 
further action by the Interim Committee. The progress report to the 
Interim Committee could be based on what seemed to be the emerging agree- 
ment on the following three propositions. First, the operation of the 
present exchange rate system should be improved in order to eliminate 
excessive short-term exchange rate volatility and long-term exchange rate 
misalignments. The G-10 and G-24 reports and all Executive Directors who 
had spoken thus far agreed on that point. Second, there should be closer 
coordination of domestic policies by the major industrial countries, and 
greater weight should be given in the formulation of domestic policies to 
the international effects of those policies in order to make further 
progress toward greater exchange rate stability. 

The third proposition was that it was likely that the adoption of 
a less dogmatic, more eclectic approach to improving the system would be 
a suitable way to break the stalemate that had arisen from the practice 
of regarding individual proposals as mutually exclusive absolutes, 
Mr. de Groote continued. Under the approach advocated at the present 
meeting by Mr. Polak and Mr. Kafka, the Executive Directors could single 
out the meritorious features of each of the different proposals and see 
how elements of those proposals could be combined as circumstances per- 
mitted. Such a pragmatic approach had been greatly facilitated by the 
acceptance --reflected in recent policy decisions--by the major industrial 
countries of the need to take exchange rates into account. The proposals 
for major reform did not envisage a system in which domestic policies 
would be absolutely constrained by exchange rate considerations. 

Further research was needed on the consequences of the present 
exchange rate conditions for the developing and small industrial countries 
Mr. de Groote considered. The extensive body of available empirical 
evidence suggested that the damage done by exchange rate volatility 
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to the expansion 'of international trade might be less severe than had 
originally been thought, but that conclusion was not applicable to the 
developing countries, most of which did not possess exchange and money 
markets that were sufficiently developed to protect them from exchange 
rate uncertainties. He was not fully convinced by the staff's argument 
that developing countries' access to the Eurocurrency markets filled 
that gap, as the markets still did not allow those countries to hedge 
exchange risks against their own currencies. 

Another manifestation of exchange rate instability--large exchange 
rate misalignments --merited even closer attention, as there was ample 
evidence that they created distortions in each member's real economy 
which were difficult and costly to correct and fostered protectionism, 
Mr. de Groote said. In its further study on exchange rates the staff 
should focus on the different kinds of harmful spillover effects of 
persistent misalignments of the major currencies and should assess more 
systematically the various economic costs that they continued to impose. 
The study might usefully compare those misalignments with the misalign- 
ments of real exchange rates that could occur under a fixed exchange rate 
system as a result of the divergence of national price levels. Such a 
study might well lead to the conclusion that no matter what kind of 
exchange rate system was adopted the implementation of conflicting 
policies by the major countries created misalignments that spilled over 
into those countries' own economies, impairing their ability to maintain 
independent domestic policies. That conclusion certainly seemed appliable 
to the U.S. authorities who, given the need to avoid the inflationary 
consequences of a hard landing of the dollar, had found themselves unable 
to follow the preferred course of easing domestic interest rates in order 
to consolidate the growth momentum. As disillusionment with the supposed 
major advantage of the floating exchange rate system--namely, the ability 
of members to maintain independent domestic policies--became increasingly 
widespread, policymakers who still hesitated to give more weight than 
hitherto to the international effects of domestic policies might conclude 
that a more cooperative approach to the conduct of domestic policies 
would benefit al:L the parties concerned, including themselves. An impor- 
tant achievement of the Plaza Agreement was the explicit recognition of 
the domestic benefits of the so-called concerted approach. 

Since that notion was widely accepted, it might be possible to 
devise a gradual, stepwise approach to increasing international coordina- 
tion of domestic policies, which would explicitly take into account 
exchange rate developments, Mr. de Groote continued. That approach could 
pragmatically combine the meritorious features of each of the proposals 
for improving the functioning of the present exchange rate system. 
Accordingly, the three main proposals mentioned by the staff could be 
seen as elements of a combined approach: Fund surveillance should result 
in a consensus on compatible economic policies among the major countries 
and groups of countries; the consensus would have to be based to some 
extent on an agreement on the desirable direction of the movements of the 
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key currencies; and the consensus on those target directions could use- 
fully be supported by an understanding on some objective indicators, 
which could gradually be perfected. 

The G-10 proposals to improve bilateral and multilateral surveil- 
lance were welcome steps toward improving existing procedures and analy- 
tical instruments, but they were based on the conviction that sound, 
stable domestic policies were the key to achieving satisfactory 
economic growth together with a high degree of exchange rate stability, 
Mr. de Groote commented. That conviction was not consistent with the 
experience of recent years, which suggested that domestic policies that 
were merely sound and stable might not suffice to ensure desirable out- 
comes if exchange rates were inappropriate. For example, the efforts by 
the United States to accelerate economic growth--which were fully justi- 
fied by the country's favorable inflation record--together with the 
monetary and financial discipline in other major industrial countries, 
which was equally justified by the persistent rigidities in their domes- 
tic markets, had resulted in an excessive absorption of world savings by 
the U.S. economy and in a consequent steep appreciation of the dollar. 
The failure of the present exchange rate system to achieve greater 
convergence among the major countries had consistently prevented a more 
even distribution of economic growth that would have especially benefited 
the developing countries and had created the uncomfortable situation in 
which world economic growth generated by the United States had tended to 
be counteracted by adjustment pressures from the exchange markets and by 
persistent high interest rates. The staff should study the possibility 
that the present exchange rate system was biased toward the use of 
deflationary policies. 

The proposed target zones and set of objective macroeconomic policy 
indicators could be significant elements of the combined approach that 
he had described, provided that the notion of target zones were replaced 
with the idea of target directions and that the so-called objective 
indicators were regarded as ancillary tools to be used to various degrees 
and in changing forms to aid in the discussion on the target directions 
for the exchange rates of the key currency countries, Mr. de Groote said. 
Discussion in the Executive Board and among the authorities of the key 
currency countries on the direction of exchange rates would increase 
exchange rate stability by anchoring medium-term exchange rate expecta- 
tions in the market and by restoring discipline in and increasing the 
coordination of the conduct of macroeconomic policies. The ability to 
effect changes in the policies of large industrial countries would be the 
most welcome by-product of negotiations on target directions and would 
reduce the existing asymmetry in the adjustment process. Of course, the 
results would differ widely depending on whether the directions were 
"hard" or "soft," or "loud" versus "quiet," but the G-5 agreement of 
September 1985 suggested that such directions might yield meaningful 
results. Collective assessments of recent exchange rate behavior together 
with coordinated market intervention to correct that behavior had proven 
effective in attacking speculative bubbles and in drawing the market's 
attention to the underlying fundamentals. 
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It would be useful to promote a better perception of those funda- 
mentals by devising some indicators that would be used--without any 
coercion--merely to signal the appropriate direction of the major exchange 
rate relationships, Mr. de Groote remarked. For example, it would be 
interesting to compute what the target directions might be for the five 
major currencies, or for the U.S. dollar, the yen, and the European 
Currency Unit, with some correction for the hypothetical inclusion of the 
U.K. pound. It would be helpful to compare the results of using the 
three methods proposed by the staff, adjusted for the use of target 
directions rather than target zones. It seemed to be widely accepted 
that consultations on economic policy were needed in the Fund and among 
the key currency countries, and that the direction of exchange rate 
movements was of common concern to members. 

The adoption of a target direction system would have implications 
for the functioning of the reserve system, as it might require the 
reserve currency countries, or at least some of them, to intervene 
periodically in the exchange markets either to reduce the level of their 
exchange rates or to keep the rates from falling below an acceptable 
level, Mr. de Groote commented. Meeting the latter objective would of 
course require either the use of swap arrangements among the major 
currency centers or, preferably, the availability of SDRs on a sufficient 
scale to be used in exchange market intervention. Several speakers had 
mentioned the EMS, but it was important to remember that that system had 
proved workable not only because it allowed for adjustment in the exchange 
rates when needed but also because its members had made substantial 
amounts of additional financing available to each other, thereby permit- 
ting them to intervene in their exchange markets. Some EMS members 
already used their SDR position in the Fund to settle their balances 
resulting from such financing. An important role for the SDR--which 
could require new allocations--might be to assist in the implementation 
of a more generalized system of intervention. 

Commenting further on target zones-- as distinct from target direc- 
tions--Mr. de Groote said that the exchange rate itself admittedly did 
not provide a sufficient means of detecting incorrect macroeconomic 
policies, and target zones were therefore not a sufficient technical 
indicator for monitoring those policies. Moreover, target zones would 
give no guidance in the choice of policy instruments to use in response 
to departures of exchange rates from the zones, and they would not help 
to allocate the burden of adjustment properly among members. The use of 
target zones could therefore lead to frequent conflicts of views among 
participating members and to an overreliance on monetary policy adjust- 
ments instead of adjustments in other, less flexible policies. 

For those reasons, any agreement on the desirable pattern of exchange 
rates for the major currencies should be expressed only in terms of 
target directions and should be supported from the outset by understand- 
ings on a set of desirable macroeconomic objectives and policies to 
achieve those objectives, Mr. de Groote continued. Such an approach 
would have to be developed slowly, on the basis of experience with 
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bilateral and multilateral surveillance and with the emerging policy 
coordination among the G-5 members, leaving room for further strengthening 
of the approach as circumstances might permit. The staff should study 
possible schemes under which such an approach could gradually be set in 
place and should identify the policy areas where firm understandings 
would be essential to attaining the desired degree of exchange rate 
stability. 

In that connection, the EMS could provide important lessons, as it 
had become clear that the viability and credibility of that system 
depended to a large extent on the periodic adjustment of central rates 
in response to the diverging policy stances of the EMS members, 
Mr. de Groote remarked. A more stable and credible exchange rate system 
among the major industrial countries would not require excessive rigidity 
or an excessive loss of independence in the formulation of domestic 
policies. A few prudent steps in the direction of such exchange rate 
stability should be taken, especially as that objective seemed to be 
supported by the highest authorities in several of the major members. 

Mr. Abdallah said that he would comment on the issues raised in the 
staff papers that were of particular interest to the countries in his 
constituency. There seemed to be a broad consensus that the existing 
exchange rate system was not working well. That conclusion had been 
reached in the G-10 and G-24 reports as well as in a number of indepen- 
dent studies. The major problem with the floating exchange rate regime 
was the excessive exchange rate fluctuations, which had significant 
economic costs. On page 41 of the Annual Report, 1982 the Fund had 
argued that "the desirability of reductions in the variability of exchange 
rates is not in doubt." On page 43 of the 1983 Brandt Commission Report 
strong support was expressed for "action to provide a greater stability 
to relationships among exchange rates." 

The uncertainty caused by floating exchange rates had induced capital 
flight and had intensified inflationary pressures, Mr. Abdallah continued. 
Floating exchange rates had asymmetrical effects: they intensified 
inflation in countries with depreciating exchange rates more than they 
suppressed inflation in countries with appreciating exchange rates. 
Floating rates discouraged trade, especially in countries with rudimentary 
or nonexistent forward cover facilities. While the cost of exchange rate 
fluctuations might be modest in global terms, they were significant for 
developing countries. 

Many observers believed that the floating exchange rate system had 
coped much better with the turbulent environment of the previous 15 years 
than the par value system could have, Mr. Abdallah remarked. Indeed, 
some observers felt that there was no practical alternative to the float- 
ing exchange rate system because of the scope and considerable integra- 
tion of international capital markets. In the circumstances, it seemed 
best to concentrate on possible ways of stabilizing the present system. 
There was no simple or noncontroversial means of doing so. 
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Effective and lasting improvements in exchange rate behavior would 
require a high level of discipline and policy coordination among developed 
countries, something that was proving very difficult to achieve, 
Mr. Abdallah cont:Lnued. There was no shortage of institutional mechanisms 
for coordinating policies among the main industrial countries. The lack 
of sufficient coordination was essentially a political problem that was 
traceable to the different underlying historical experiences of the 
countries concerned and to the differences in those countries' assessment 
of their respective national interests. Moreover, there were substantial 
differences of opinion about the relevant theories and ideas. He hoped 
that the conflict of ideas would soon come to an end, and that, meanwhile, 
economic managers would recognize the urgent need to bring greater order 
to the present disorderly state of affairs. 

In his view, the only viable option was the adoption of a system of 
target zones, Mr. Abdallah said. Critics of that proposal had argued 
that since the target zone system would use the exchange rate as a primary 
indicator, misleading signals about required macroeconomic policy adjust- 
ments might be sent; they therefore preferred to use a set of macro- 
economic indicators, such as domestic credit, the budget deficit, or wage 
and price movements. Those two approaches were not mutually exclusive; 
indeed, they might reinforce one another. The adoption of target zones 
could offset the destabilizing features of the floating system while 
avoiding the rigidities of a par value system. Under a regime of target 
zones, the central rates and bands would be negotiated by the major 
countries. The negotiations would help to promote the desired harmoniza- 
tion of policies that was the objective of multilateral surveillance: 
having agreed on a target zone, each member would have concrete policy 
objectives on which to focus the management of its economy. That system 
would certainly instil1 greater discipline and reduce the asymmetry in 
the international adjustment process that was particularly costly for 
developing countries. 

The opponents of the target zone proposal had argued that the exchange 
rate constraint under such a system was unlikely to instil1 the needed 
policy discipline in some countries, Mr. Abdallah commented. It was also 
claimed that the adoption of an appropriate mix of monetary and fiscal 
policies could be achieved without introducing a different exchange rate 
regime. The answer to those criticisms was that there did not seem to 
be strong political reluctance by the major countries to seek greater 
harmonization of economic policies; indeed, there were indications of 
growing cooperation. The staff had noted some ad hoc efforts to marshal 
the political will to harmonize macroeconomic policies, and any effort 
to strengthen that trend should be encouraged. 

The feasibility of a target zone system was underscored by the 
experience with the EMS, Mr. Abdallah remarked. The necessary political 
will had been mobilized to establish and operate that regional arrange- 
ment, and there was widespread agreement that the EMS had contributed to 
greater stabilization of the exchange rates of its members. The staff 
had cautioned that the viability of the EMS was due to unique factors 
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that were not likely to be evident among other groups or economic regions. 
However, that uniqueness should not be overstated; a number of viable 
currency zones of stability in Africa and the Caribbean had given useful 
lessons even though their members were not industrialized. 

He recognized that there were a number of technical and other 
problems that would have to be solved before a new regime of exchange 
rates based on target zones could become universally accepted and opera- 
tional, Mr. Abdallah said. He agreed with the G-24 report that the 
target zone proposal needed to be further studied with a view to gaining 
general acceptance of it. The present staff papers were an essential 
step in the process of learning about and gaining general acceptance of 
the target zone approach. He hoped that it would not take long to 
complete that process. 

Mr. Nebbia remarked that the importance of the functioning and 
improvement of the exchange rate system and the proposal to introduce a 
system of target zones had been duly stressed in the G-24 and G-10 reports. 
The Interim Committee had asked the Executive Board to continue studying 
the main issues raised in those reports with a view to holding a substan- 
tive discussion on them at the Committee's coming meeting. 

The staff papers identified the areas in which broad agreement 
seemed to exist, discussed points of contention, and suggested key issues 
on which further discussion might prove helpful, Mr. Nebbia continued. 
The papers could have usefully included a more detailed examination of 
some of the more significant implications of the perceived weaknesses of 
the present system for specific groups of industrial and developing 
countries. In addition, a more in-depth evaluation of the responsibility 
of the major industrial countries to adopt appropriate policies would 
have been welcome. 

The main merit of the staff papers was the presentation of an 
orderly set of arguments for and against the present exchange rate system, 
Mr. Nebbia commented. That contribution was valuable but was not suffi- 
cient to enable Executive Directors to draw specific conclusions. A 
staff appraisal would have been helpful. 

The staff had mentioned that both the G-24 and G-10 reports had 
concluded that there was a clear understanding that the present exchange 
rate system needed to be improved, that the variability of exchange rates 
had been a cause for concern, and that the lack of discipline in and 
coordination of macroeconomic policies of industrial countries had been 
the main cause of the volatility and misalignment of the exchange rates 
for the key currencies, Mr. Nebbia remarked. The weaknesses in the 
functioning of the present exchange rate system were clear manifestations 
of the inappropriate mix of policies of the major industrial countries. 
Those countries had the most significant effect on the functioning of the 
system, and efforts to improve the functioning of the system should 
center on the policies of those countries. It was well known that, if 
exchange rate variability was to be kept within reasonable limits, members 
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must maintain stability in the formulation of their domestic policies. 
Most of the policies of major industrial countries had effects on other 
countries, and some degree of coordination of the policies of the various 
major industrial countries seemed to be unavoidable. The need for 
stability in the formulation of policies was even more important in light 
of the desirability of curbing speculation. Members should foster the 
expectation that macroeconomic policies and, therefore, exchange rates, 
would remain stable. 

The experience with the present exchange rate system was far from 
satisfactory, Mr. Nebbia said. Volatility and misalignment of real 
exchange rates had occurred often, with varying effects on different kinds 
of countries, depending upon their ability to isolate their economies 
from undesirable fluctuations or to respond with meaningful policy adjust- 
ments. In that connection, variability had been particularly costly for 
developing countries, which had faced abrupt increases in interest rates, 
reduced export proceeds, and unstable access to financing, which had 
impaired their economic growth. Those problems were the results of the 
instability of exchange rates among the key currencies which, in turn, 
was traceable to the lack of policy coordination among the major indus- 
trial countries. It was clear that exchange rate volatility and other 
uncertainties associated with the present exchange rate system had been 
particularly harmful to the developing countries. 

That conclusion was applicable to international trade, Mr. Nebbia 
went on. Traders in industrial countries could use well-developed forward 
markets to cover future foreign exchange transactions, thereby insulating 
exporters and importers from most foreign exchange risks. However, 
financial markets in developing countries were not as deep or sophisticated 
as those in industrial countries, as a result of which developing country 
exporters and importers were more exposed to foreign exchange risk. The 
policy stance that a major country might see as favorable might well have 
unfavorable effects on other members; accordingly, in formulating their 
economic policies major countries should pay attention to the possible 
international repercussions of those policies. 

Dealing with the factors that contributed to the instability in the 
present exchange rate system would be the best way to improve the func- 
tioning of the system, Mr. Nebbia considered. The short-term volatility 
of exchange rates undermined efficient allocation through its effects on 
trade and investment. Volatility was associated with reductions in trade 
and investment and should be seen as an additional cost of the weaknesses 
of the present system--costs that were particularly high for economies 
that lacked well-developed financial markets--making it difficult to 
cover exchange rate risks. Reducing short-term exchange rate volatility 
and eliminating misalignments of real exchange rates would depend upon 
greater policy coordination by major industrial countries. The symmetry 
of adjustment might be increased if the industrial countries enhanced 
their policy discipline. The present exchange rate system had been unable 
to prevent the formulation of inappropriate policies. Moreover, the 
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depreciation of the currencies of developing countries had not insulated 
those economies from external factors and had not promoted export diversi- 
fication in the short run. 

The possibility of a target zone system for the key currency exchange 
rates should be further explored, Mr. Nebbia said. Meanwhile, the inclu- 
sion of objective indicators or targets in discussions on macroeconomic 
policies of key currency countries as a part of multilateral surveillance 
could help to promote a more stable environment. He agreed with the 
staff's arguments in favor of establishing a system of objective indica- 
tors, which would deal with the main cause of exchange rate misalign- 
ments, as they could be used as a trigger mechanism to initiate discus- 
sions on correcting departures from a desired outcome. Such a system 
would be feasible. 

A target zone system could be implemented if the major countries 
were willing to adopt an appropriate mix of monetary and fiscal policies 
with a view to managing their exchange rate, Mr. Nebbia considered. 
Monetary policy would be aimed at stabilizing the exchange rate, and 
fiscal policy would be used to counter domestic inflationary and defla- 
tionary pressures. Intervention might also be useful under a target zone 
system. It seemed excessively pessimistic to conclude, as the staff had 
on page 34 of SM/86/6, that "the prognosis for using sterilized exchange 
market intervention as the primary instrument for controlling exchange 
rates is not favorable." The intervention in the exchange market since 
the G-5 Plaza Agreement in September 1985 had shown that intervention 
could have the desired effects in a reasonably short time. 

The staff had suggested that the so-called correct level of the 
exchange rate could be calculated by using three optional methods: the 
purchasing power parity approach, the structural model of exchange rate 
determination, and the underlying balance approach, Mr. Nebbia observed. 
However, the staff papers did not refer to the Fund's considerable 
experience in judging exchange rates. The Fund was required to assess 
precisely the "correct" exchange rate for a large number of members that 
used the Fund's resources under stand-by or extended arrangements. That 
experience could be used in the effort to determine the appropriate 
exchange rates for the key currencies under a target zone system. The 
staff should draw on that experience to provide preliminary estimates of 
the appropriate values for possible target zones for the key currencies. 

Mr. Lundstrom considered that the present discussion was a step in 
a continuing process of examination of the exchange rate system. The 
discussion, which was based on the recommendations in the G-10 and G-24 
reports, should be aimed at reaching agreement on measures designed to 
increase exchange rate stability. 

There were significant problems in the functioning of the present 
exchange rate system, Mr. Lundstrom said. Those problems were due only 
partly to so-called external shocks. The short-run exchange rate fluctua- 
tions had obviously been excessive, and the exchange rate misalignments 
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had been large and prolonged, negatively affecting resource allocation, 
including trade and investment. The expectation that the floating exchange 
rate system would reduce protectionism had not been met. Indeed, because 
of the misalignments, the system had contributed to an increase in protec- 
tionist pressures. A fundamental weakness of the present system--as well 
as of the Bretton Woods system --was that it contained no incentives to 
stimulate members to adjust their economic policies. That problem was 
clearly reflected in the prolonged exchange rate misalignments. 

An attempt should be made to improve the exchange rate system, 
Mr. Lundstrom remarked. It was difficult to determine the precise pace 
at which the improvements should take place and which exchange rate system 
would be appropriate in the long run. In both areas, caution was required, 
and changes should be made in stages. 

The willingness of members, especially the large industrial countries, 
to maintain economic discipline and cooperation was crucial to increasing 
exchange rate stability, Mr. Lundstrom continued. The political will to 
act was the foundation for achieving an increase in exchange rate stability. 
Recent actions by the large industrial countries indicated that there was 
a growing willingness to consider the international repercussions of 
national economic policies and to work toward achieving an exchange rate 
pattern that would better reflect economic fundamentals. The Plaza 
Agreement of September 22, 1985 showed that a clear political announcement 
together with intervention could influence expectations and, thereby, 
exchange rate relations. However, as many Executive Directors had 
stressed, the achievement of lasting changes would depend upon the persis- 
tent con consistency of economic policies in the major countries. If the 
necessary political will existed, the exchange rate system itself could 
make an important contribution to increasing policy discipline and coor- 
dination. An exchange rate regime and/or a surveillance mechanism that 
could strengthen incentives to correct economic policies would certainly 
be preferable to the present system, which was based entirely on discre- 
tionary decisions. In assessing such regimes, Executive Directors would 
naturally wish to focus attention on the role of the major countries. 

The three options for increasing exchange rate stability described 
by the staff overlapped one another to some extent, Mr. Lundstrom remarked. 
The concept of target zones was not equivalent to a specific exchange 
rate system. For example, a system of soft target zones could imply 
merely that certain exchange rate indicators would trigger discussions on 
the economic policies of the major currency countries. Therefore, one had 
to look at the substance rather than at the classification of the system. 

An effort to increase exchange rate stability within the existing 
institutional framework should be concentrated on the important and 
urgent task of enhancing the effectiveness of the Fund's surveillance 
procedures, Mr. Lundstrom said. However, additional steps should be taken. 
A set of objective indicators should automatically trigger discussions on 
the coordination of economic policies among major countries. A set of 
automatic indicators should be used only to trigger discussions on measures 
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that should be taken by the countries concerned. The proposal that the 
indicators should have more far-reaching objectives--for example, that 
they should be combined with quantitative targets, as suggested in the 
G-24 report--seemed unrealistic. Economic variables in addition to 
exchange rates should be seen as potential indicators, although, if a 
trigger mechanism were to prove to be workable, it would have to be 
limited to a few indicators. The initial formulation of such indicators 
might be left to the industrial countries. 

There should be a detailed study of the potential improvements from 
and risks of a system of target zones, Mr. Lundstrom considered. The 
study should consider how such a system would facilitate the needed 
coordination of econanic policies and how it could contribute to stabil- 
izing expectations. Further study should highlight the feasibility of 
alternative models for establishing equilibrium exchange rates and should 
examine other operational aspects of a target zone system. The studies 
should examine the advantages and disadvantages of starting with rela- 
tively soft target zones. A gradual shift from softer zones to harder 
zones should reduce the potential difficulties in operating a target zone 
system, including the fixing of equilibrium exchange rates. The Plaza 
Agreement could be seen as a first step toward a very soft target zone 
system that could be gradually tightened with experience. In the present 
relatively favorable conditions, studies on a possible target zone system 
should be actively pursued. 

Mr. Chatah remarked that there were clearly considerable difficul- 
ties in assessing the performance of the floating exchange rate system. 
It was impossible to attribute with any certainty particular developments 
or outcomes since the implementation of the floating exchange rate system 
to the system itself. Moreover, it was difficult to choose a benchmark, 
or alternative system, against which to compare the floating exchange 
rate system, and it was nearly impossible to determine with any confidence 
how well an alternative system might have performed in the period in 
which the floating exchange rate system had been in existence. Despite 
those and other difficulties in assessing the floating system, there was 
a widespread feeling that the performance of the floating exchange rate 
system had been mixed, and, even more important, a consensus had recently 
emerged that improvements in or a reform of the system were called for. 
Any such reform should be aimed at preserving, to the extent possible, 
the positive aspects of the present system while minimizing its negative 
aspects. The strengths and weaknesses of the floating exchange rate 
system had been thoroughly analyzed in the staff papers. Any reform of 
the system would obviously be constrained by political factors. 

One of the positive features of the present system had been its 
robustness during a particularly difficult period in the evolution of the 
international economy, Mr. Chatah remarked. The enhanced exchange rate 
flexibility under the current system had provided, to some extent, an 
automatic safety valve that had enabled members to avoid relying on policy 
decisions that might have occasionally proven to be untimely. There was 
also clear evidence that the flexibility had reduced the pressures for 
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capital and other restrictions. However, there had also been excessive 
and costly short-term exchange rate volatility. One of the aims of 
reforming the present system should be to reduce short-term exchange rate 
volatility without introducing any undue rigidities, such as those exist- 
ing before 1973, which had contributed to the collapse of the Bretton 
Woods system. 

Another, perhaps more serious, problem with the floating exchange 
rate system was the persistence of large misalignments of real exchange 
rates which, for one reason or another, had not been corrected by market 
forces, Mr. Chatah said. The fixed exchange rate system had not been 
immune from such misalignments, and delays in correcting misalignments 
had been one of the major weaknesses of that regime. It had been expected 
that simply by permitting exchange rates to be determined by the market, 
the problem of persistent misalignments would be solved. However, in 
practice, market forces had proved to be insufficient to solve that 
problem. The growing appreciation that market forces had not prevented 
persistent exchange rate alignments underscored the need to improve the 
exchange rate system. Given the cost of persistent misalignments--in 
terms of resource misallocation and pressures to increase trade restric- 
tions-- any reform of the exchange rate system must give priority to 
providing a mechanism for avoiding such misalignments. Although smaller 
countries and commodity producing developing countries were particularly 
vulnerable to exchange rate instability, the costs of exchange rate 
distortions for the major currency countries and the international 
economy as a whole were sufficient to warrant a global effort to increase 
exchange rate stability. 

Although direct action to influence exchange rates--for example, 
exchange market intervention--could sometimes help to stem excessive 
variability and persistent misalignments of exchange rates, it clearly 
was not a fundamental or long-lasting solution to such problems, 
Mr. Chatah commented. Both the G-10 and G-24 reports stressed possible 
ways of encouraging the major currency countries to maintain macro- 
econanic policies that would enhance exchange rate stability. 

The concept of target zones, with predetermined and even preannounced 
desirable paths of exchange rates, was based at least partly on the idea 
that the mere notion of a desirable path would give the major currency 
countries an incentive to maintain more disciplined domestic economic 
policies and to increase policy coordination among themselves, Mr. Chatah 
remarked. The target zone proposal had other positive aspects, such as 
providing the market with some limits, however loose, on the expected 
path of exchange rates. Even if zones were not announced, the mere 
realization by the market that the monetary authorities had an exchange 
rate movement target was bound to dampen speculation. The staff should 
comment on Mr. Lankester's argument that target zones might encourage 
speculation when the exchange rate approached the target zone boundaries. 
Presumably such speculatiorr-which would be stabilizing--would be the 
main mechanism by which volatility would be reduced under a target zone 
system. 
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There were admittedly some questions that would have to be answered 
before firm conclusions about the workability of a target zone system 
could be drawn, Mr. Chatah went on. One of those questions was whether 
target zones would encourage the needed degree and kind of policy disci- 
pline and coordination or whether such zones would lead to situations in 
which an exchange rate could be maintained within certain bounds only at 
the expense of the achievement of other fundamental economic objectives. 
Such questions were clearly difficult to answer. The authors of the G-24 
report were aware of such questions and of other difficulties that stood 
in the way of the implementation of a system of target zones. Neverthe- 
less, the concept of target zones, especially softer zones, had enough 
positive elements to warrant further examination. 

The suggestions to improve the working of the exchange rate system 
by strengthening Fund surveillance of major currency countries were 
particularly useful, as they addressed the main problem that had hindered 
the performance of the present system as well as the fixed exchange rate 
system in its final years, Mr. Chatah commented. Of course, an important 
consideration in an attempt to strengthen surveillance over the major 
currency countries was the extent to which particular surveillance 
mechanisms were practical and realistic. Mr. Fujino's remarks in that 
connection were particularly relevant. Although there were some clear 
differences of view reflected in the G-10 and G-24 reports on what would 
be considered feasible ways of strengthening surveillance, there was 
sufficient common ground to proceed in that direction even if that effort 
fell short of including the changes that some would like to see made, 
such as the introduction of objective indicators and the two-stage 
approach to the surveillance of key currency countries--changes that the 
major currency countries clearly were not ready to accept. He intended 
to make further comments on surveillance during the coming review of 
surveillance. 

Mr. Sengupta made the following statement: 

The staff has gone into the pros and cons of different 
issues, but there is not much point in carrying on the debate in 
conceptual terms. 

Listening to the debate and reading the G-10 and G-24 
reports, it is evident that there is a general agreement that 
the flexible exchange rate system has not worked the way it was 
expected to work. The main concern has been about the variability 
of exchange rates. The problem of defining in operational terms, 
short-term volatility and misalignment, or laying down clear-cut 
criteria for concluding when the volatility is excessive and the 
exchange rate movements are misaligned, need not deflect us from 
our examination of some obvious implications of the working of 
the system. Its predominant effects are on the perception of 
the market participants, the associated uncertainty and difficulty 
in modeling behavioral expectations, producing large capital 
movements leading to misallocation of resources, and lowering of 
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investment as well as reducing the volume of trade and increas- 
ing protectionist pressures. Empirical investigations of the 
effects of exchange rate volatility, as the staff seems to 
believe, have not been very definitive. That is not surprising, 
considering the state of knowledge about exchange rate determina- 
tion and deficiencies in technical exercises with innumerable 
measurement and specification problems. But this lack of defini- 
tiveness in empirical investigations does not detract from the 
obvious effects of exchange rate variability or misalignment. 
There was no disagreement, for example, that the dollar was 
grossly overvalued in 1985 and that the yen and the franc had 
to be appreciated to move toward a better alignment of exchange 
rates. 

So it is universally agreed that something should be done 
to improve the system, and the disagreement regards what should 
be done and how it should be done. The Group of Ten, or, to put 
it more correctly, the majority of the Group of Ten, do not see 
the need for a change in the exchange rate system but do accept 
the need for better policy coordination to avoid misalignments. 
Close cooperation among countries and peer pressure are the main 
suggested ways of strengthening international surveillance. The 
fact that peer pressure had not worked in influencing the major 
policies of important countries hitherto, and that in the case 
of exchange rates the threat of a possible collapse of the dollar 
and an ever widening current balance deficit exposing the system 
to the risk of protectionist pressures were necessary to produce 
a fragile arrangement between a few countries at the Plaza Hotel 
in New York in September 1985, do not apparently detract from 
this optimism regarding peer pressure. 

The alternative view is that even if consultation among the 
major industrial countries could be the basis for any kind of 
policy coordination leading to appropriate exchange rate 
alignments, it would require a supporting mechanism. The G-24 
view of the target zone, and this chair is committed to that 
view, is that that mechanism to enhance international policy 
coordination should be provided. 

The G-24 report reconfirmed that “an exchange rate system 
should be devised to overcome the recognized rigidities of a 
par value system and the destabilizing uncertainties of floating 
rates .” It also stated that the floating rate system would 
improve in its functioning if there is “greater effort on the 
part of the developing countries to achieve a substantial degree 
of discipline and coordination in the conduct of their national 
policies.” In the view of the Group or Twenty-Four, the target 
zone proposal “could help achieve the objective of exchange rate 
stability and a sustainable pattern of payments balances.” Its 
report stressed that, until the target zone proposal is accepted, 
“a mechanism has to be devised to enforce policy coordination 
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among the developed, especially the key currency countries." It 
pointed out that the framework of policy coordination already 
exists under the Fund's Article IV which deals with obligations 
regarding exchange arrangements. The G-24 report added that, 
apart from regular multilateral consultations, "a mechanism or 
procedure that could trigger consultations among the concerned 
countries and between them and the Fund is necessary whenever 
the indicators available suggest that excessive short-term 
movements of one or more major currencies are taking place or 
that any major currency is already or is in the process of being 
seriously misaligned." 

I submit that this process is consistent with a set of 
objective indicators, a soft target zone, or even an EMS kind 
of system globalized. I listened to Mr. Polak and Mr. Kafka 
with great attention. If the world wants to move toward an EMS 
-type of arrangement, maybe anchoring the exchange rate to the 
dollar, it would have to discipline itself much more than in the 
case of soft target zones. It would depend to a large extent on 
the degree to which a country is willing to submit its domestic 
monetary policy to exchange rate management. Indeed, if 
stabilization has to be achieved by nonsterilized intervention, 
which is probably the only kind of intervention that works, 
monetary policy practically becomes subservient to exchange rate 
policy. Most countries do not like this and would like to retain 
enough degree of freedom to pursue other domestic objectives by 
allowing some flexibility in exchange rates. A target zone 
would allow such flexibility where exchange rate objectives can 
be traded off with other domestic objectives and the instruments 
used can be a mix of monetary and fiscal policies. 

Too much is made of the difficulty in determining the 
equilibrium exchange rate around which the target zone has to be 
set. A soft zone can be based on a rough approximation to such 
an equilibrium. Exchange rates may have to be changed, and 
sometimes should be changed, with changes in underlying conditions 
and in the prospects for capital flows. But, for policy purposes, 
what is important is the ability of the exchange rate system to 
guide the directions of exchange rate changes or, as Mr. de Groote 
says, the "target directions" of the exchange rates. If a 
mechanism of consultation is built up around this exchange rate 
system, bringing within its purview a commitment to harmonize 
different national policy instruments, monetary as well as 
fiscal, it is the direction of the change that is important and 
not so much the validity of the underlying equilibrium of exchange 
rates. 

So long as the commitment is to consultation and there is 
a willingness to follow an internationally coordinated policy 
framework, where the national policies take into account their 
international implications, I do not see why there should be any 
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unwillingness on the part of the principal actors to agree to the 
basics of the soft target zone approach. If, however, the view 
is against any kind of policy coordination, we have nothing to 
stand upon. But if the willingness to coordinate and cooperate 
is genuine, we can surely build upon that and work toward a 
more rational and systematic mechanism than ad hoc responses to 
crisis situations in the market. 

It is in the belief that the willingness expressed for 
cooperation is genuine that developing countries made their 
suggestions in the G-24 report. Today, listening to the 
discussion, I would like to put the suggestions somewhat 
differently for consideration, which may be taken up with the 
Interim Committee. On the understanding that everybody desires 
to work toward a system of better policy coordination, centering 
around the exchange rate alignments of major international 
currencies, let us work out through a series of meetings of this 
Board or a subcommittee of this Board a number of alternative 
proposals which can be examined for the taking of decisions 
after a few months by the international community, maybe at a 
future meeting of the Interim Committee. These proposals should 
clearly spell out the modus operandi based on alternative 
scenarios and the possible operation of the different policy 
instruments by different countries to achieve the alignments of 
the exchange rates at the international level. The feasibility 
and the actual outcomes of target zones of different varieties-- 
hard, soft, loud, or quiet--the EMS kind of system, or objective 
indicators should be brought out as part of the detailed examina- 
tion of these proposals. If it is so desired, these proposals 
may also consider how the policy coordination would develop if a 
purely judgmental approach, as suggested by some in the Group of 
Ten, were to be adopted. 

A second suggestion, which is not a substitute for the 
first but is necessary for the first or for that matter any 
other way of approaching the problem, is as follows: Let the 
staff bring to the Board every quarter a paper on the exchange 
rate alignments of the key currencies bringing out possible 
misalignments between them according to alternative models of 
the operatialn of the international economy and spelling out the 
effect of such alignments on the rest of the world, including the 
developing economies. 

The second suggestion can be implemented immediately, even 
if the first one takes time to be ready for discussion in the 
next Interim Committee. This would be a great help to settle 
the debate about the feasibility of the target zone approach, 
once we have before us a few such intensive discussions on such 
key currency reports. Moreover, this would help the Managing 
Director a great deal, if and when he is invited to participate 
in the select group of the Group of Five. This exercise should 
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be much more detailed and exhaustive than the exercise on exchange 
rate developments in the World Economic Outlook. It should reflect 
all concrete policy measures that may be adopted to correct any 
misalignments based on "fundamental economic conditions." I 
hope that you, Mr. Chairman, and my other colleagues, would find 
this proposal acceptable. 

Mr. Salehkhou said that the staff papers did not present an overall 
summary of previous discussions on the matters at hand and understandably 
did not draw any firm conclusions about the proposals in the G-24 and 
G-10 reports. The staff's analysis was informative, although a synthesis 
of the sections on "Issues for Discussion" would have helped Executive 
Directors to assess important issues and to reach conclusions. In addi- 
tion, inclusion of tables on at least the major sectors of economic 
activity under the floating exchange rate system would have been helpful, 
although he understood that even the most sophisticated calculations of 
the floating exchange rate system's quantitative components and elusive 
behavior might not necessarily lead to firm conclusions; there was con- 
siderable competition and speculation under the system, which was often 
affected by political and value judgments by the major currency countries. 

While the staff's comprehensive and logical analysis might be tech- 
nically convincing, it was important to remember that exchange rate stabil- 
ity relied more upon the existence of political will and commitment than 
upon technical mechanisms, Mr. Salehkhou commented. The same conclusion 
was applicable to the consideration of SDR allocations in the recent 
past: the staff had provided sufficient technical data and objective 
analysis to warrant an SDR allocation in the current allocation period, 
but the lack of the needed political will of the major industrial coun- 
tries had thus far prevented an allocation. 

0 
A thorough and more substantive appraisal of the G-24 and G-10 

reports would be facilitated by the provision of relevant quantitative 
information to supplement the staff's descriptive analysis in the present 
papers, Mr. Salehkhou continued. Such information had been provided to 
some extent in the paper on the exchange rate system (SM/84/5, l/3/84) 
for the seminar on that topic. 

The staff papers did not contain an overall summary and conclusion 
section but covered many topics that could not be dealt with in a single 
intervention, Mr. Salehkhou remarked. His comments would parallel the 
points made in the G-74 report on selected major issues. Despite 
disagreements among policy makers and market observers about various 
quantitative 2nd qualitative aspects of the current exchange rate system, 
there was general agreement that the system had not been functioning well 
and had not met tile expectations that had existed when the system had 
been introduced. The floating system had not prevented the abrupt 
increase in actual exchange rate variability; in fact, the short-term 
variability in the nominal exchange rates of the seven major currencies 
had been five times greater under the floating system than under the par 
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value system. Hence, there was a clear need at least to improve, if not 
to change, the functioning of the present floating regime, which had 
been marked by short-term volatility, large and persistent misalignments, 
destabilizing speculation, and a lack of macroeconomic policy discipline 
and coordination. 

Contrary to original expectations, the floating system had adversely 
affected developing countries by creating destabilizing uncertainty, 
especially as a result of wide, volatile, and unpredictable short-term 
exchange rate fluctuations, Mr. Salehkhou said. Those developments had 
significantly contributed to investment, trade, monetary, and financial 
imbalances in developing countries. In the absence of well-developed 
financial markets, developing countries had been exposed to considerable 
exchange and financial risks that had increased their reserve and capital 
requirements. 

Large and persistent misalignments of the exchange rates of the 
major currencies had serious glob81 consequences, especially for develop- 
ing countries, Mr. Salehkhou went on. At the beginning of the floating 
rate era, it had been expected that gradual changes in the pattern of 
competitiveness would restore equilibrium to members' external current 
8ccounts. In fact, the floating era had been characterized by capital 
outflows, idle resources, wasteful shifts in resources, and protectionist 
pressures. As in the case of short-term volatility, due attention had 
not been paid to the impact on the world economy of long-term exchange 
rate misalignments, which often resulted from the divergent national 
policies of the industrial countries. Moreover, assessments of exchange 
rate alignments and misalignments had taken into account only the balance 
of payments of individual countries, rather than the effect of a member's 
overall economic performance on the international economy. 

A major weakness of the present system--namely, the lack of disci- 
pline in and coordination of macroeconomic policies--should be the focal 
point of the present discussion as it was directly or indirectly related 
to the Fund’s role, Mr. Salehkhou considered. Unfortunately, the Fund 
had been kept from participating in policy discussions involving the 
major industrial countries, whose policies were often conflicting. 

The staff papers explained the global consequences of the inadequate 
discipline in and coordination of macroeconomic policies of major indus- 
trial countries, Mr. Salehkhou commented. Experience showed that no 
exchange rate system could function properly without macroeconomic policy 
discipline and coordination. Policy discipline and coordination under 
any exchange rate system required an unwaivering commitment by all the 
parties concerned, especially the major currency countries, to consider 
exchange rate stability as an integral policy objective and not merely a 
residual of policy goals and actions. Moreove r, the major currency 
countries in particular should see the implementation of their macro- 
economic policies in an international perspective, rather than be 
pressured into changes in monetary and fiscal policies as a result of 
external imbalances and international crises. Exchange rate stability 
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required the cooperation of all participants in the system, and especially 
the industrial countries and the major currency countries among them, 
whose exchange rate policies affected the economic performance of the 
majority of members. 

None of the three main proposals in the staff paper for improving 
the exchange rate system, or any combination of those proposals, was 
particularly preferable, Mr. Salehkhou said. However, the fact that the 
principle of international policy consistency in promoting exchange rate 
stability was common to all three proposals was encouraging. That funda- 
mental principle had been emphasized most in the staff's analysis of 
target zones. If that principle had been observed in the past, there 
would have been greater symmetry in the implementation of Fund surveil- 
lance. The staff had usefully described the underlying factors in favor 
of the adoption of target zones. 

He broadly supported the G-24 position on target zones and was 
interested in exploring the possibility of creating regional exchange 
rate systems similar to the EMS, Mr. Salehkhou continued. As the G-24 
report had suggested, the target zone proposal needed to be "further 
studied and pursued to gain general acceptance." The target zone proposal 
should not be rejected at the present stage because of potential opera- 
tional problems. The staff should comment on the possibility of solving 
such problems by refining a target zone system in the course of its 
implementation. 

The Fund should take the lead in closely monitoring the proper func- 
tioning of any exchange rate system, Mr. Salehkhou considered. In playing 
its role in encouraging policy coordination and in conducting firm and 
symmetrical surveillance over the exchange rate system, the Fund should 
pay particular attention to the major currency countries. Multilateral 
consultations among members in order to encourage exchange rate stability 
should be encouraged, but they should be seen as a mechanism for present- 
ing the concerns of the countries involved to the Fund. 

Improving the exchange rate system and adopting precautionary global 
measures would become possible only if major industrial countries demon- 
strated the political will and commitment to the principles and procedures 
of the Fund, Mr. Salehkhou said. Only then could the present exchange 
rate system avoid the fate of the Bretton Woods system. 

Mr. Dallara stated that he hoped that members could continue to work 
together to strengthen the functioning of the exchange rate system so 
that it would better serve all of them. A smoothly functioning system 
was critical to promoting global economic growth and to maintaining an 
open trading system. At the G-10 meeting in Tokyo in 1985, Secretary Baker 
had stated that "if we can first agree on the measures recommended by our 
Deputies, and then move forward to build on this framework in 8 new spirit 
of cooperation, I believe we can enhance the stability of the international 
monetary system and assure a more productive and growing global economy." 
In his recent State of the Union message, President Reagan had said that 
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"the constant expansion of our economy and exports requires a sound and 
stable dollar at home and reliable exchange rates around the world.... 
We have begun coordinating economic and monetary policy among our major 
trading partners. But there is more to do, and (tonight) I am directing 
Treasury Secretary Jim Baker to determine if the nations of the world 
should convene to discuss the role and relationship of all currencies." 
Those statements clearly indicated the interest at the highest levels of 
the U.S. Government in the proper functioning international monetary 
system. His comments on the important issues raised in the staff papers 
would be preliminary and would point toward the April 1986 Interim 
Committee meeting at which Ministers could give the Executive Board 
further guidance on issues raised in the G-10 and G-24 reports. 

He wished to make three general comments, Mr. Dallara continued. 
First, each country shared the responsibility for promoting a stable 
exchange rate system. No single country could by itself assure stabil- 
ity, although he recognized that the United States had a special role and 
responsibility in the system, as its currency was the most widely used 
and the U.S. economy was the largest in the world. Developments over 
the previous two decades had underscored the fact that no single country 
could have its external accounts serve as the residual of its own and 
other countries' economic policies. Any effort to improve the exchange 
rate system was likely to be unsuccessful if it was based on the idea 
that the supposed inadequacies of any one country's policies were the 
sole explanation of international disequilibria, or if it was based on 
the assumption that what was needed were constraints that were focused 
on a particular country or category of countries. Each country, espe- 
cially the large industrial countries, had responsibilities in the over- 
all effort to promote stability, and if any system were to work, those 
responsibilities must be balanced. 

Second, the integration and growth of international capital markets, 
as well as the integration of trade flows, had limited any single country's 
ability to maintain independent macroeconomic or structural policies that 
paid little attention to external developments, Mr. D8118ra said. That 
conclusion would be valid under any exchange rate system. 

Third, a number of recent developments were in the direction of 
strengthening the system and might be a basis for continued improvement 
in the system, Mr. Dallara remarked. A convergence in economic perfor- 
mance among major countries was occurring, although large external imbal- 
ances remained and, on the basis of current exchange rates and growth 
projections, were likely to remain. There was widespread agreement that 
resort to trade protection and capital controls should be avoided. In 
addition, there was an important, growing consensus that the key to 
greater exchange rate stability was enhanced cooperation among the largest 
countries with a view to maintaining sound, compatible policies to achieve 
sustainably low rates of inflation and high rates of growth. The major 
countries had demonstrated a growing willingness to make mutual as well 
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as independent policy commitments to reduce domestic and external imbal- 
ances in an effort to promote sound, stable growth and exchange rates 
that were more fully reflective than hitherto of economic fundamentals. 

The present exchange rate system had shown certain strengths, 
Mr. Dallara commented. It had an essential flexibility that had enabled 
it to deal with the economic shocks of the 1970s. On the whole, the 
system had been able to absorb those shocks without capital controls and 
excessive pressures for trade protection. Under a fixed exchange rate 
system, the severe shocks of the previous lo-15 years, including two oil 
price increases, could have led to increased controls over trade and 
capital flows, which would have reduced the growth of real and financial 
flows between countries and economic growth in general. While it was 
difficult to make definitive judgments about the relative costs of such 
shocks under different systems or the relative capacity of various systems 
to respond to shocks, the flexibility in the current exchange rate system 
had helped to moderate the cost of adjusting to those shocks and therefore 
had perhaps avoided some of the costs, in the form of real output losses, 
which might have occurred under a fixed exchange rate system. Recent 
abrupt changes in the oil markets, resulting from 8 range of economic 
developments and the explicit policies of certain members, underscored 
the need for flexibility in the exchange rate system in order to enable 
the system to respond to shocks. 

Under the present system, exchange markets had provided appropriate 
signals to market participants about changes in real economic conditions, 
Mr. Dallara went on. Exchange rate movements--even sizable ones--had 
facilitated balance of payments adjustment and underlying structural 
adjustment, thereby encouraging sound economic growth. Most analysts 
agreed that the general direction of exchange changes over the previous 
lo-15 years had often reflected differences in economic performance and 
policies and had in many cases promoted adjustment. Furthermore, while 
the insulating property of flexible exchange rates had not been as sub- 
stantial as some proponents of the flexible rate system had expected, the 
adoption of flexible rates had given members some independence in main- 
taining certain policies, including monetary policy. 

Howeve r, there were clearly serious weaknesses in the present exchange 
rate system, Mr. Dallara said. It was not as stable as had been hoped, 
although there was scope for improvement. He had been somewhat discouraged 
by the unexpected degree of short-term exchange rate volatility over the 
past decade. As the staff had noted, empirical evidence did not support 
the contention that volatility had had a significant adverse effect on 
world trade and investment flows, but there was a general preference for 
less day-to-day change in exchange rates. 

Inappropriate exchange rate levels had also been a cause for concern, 
Mr. Dallara remarked. The market, the basic guide for exchange rates, 
served the important function of continuously absorbing information while 
reflecting and assessing changing economic prospects and policies as well 
as political and other developments. Nevertheless, at times, there had 
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been a feeling that exchange rates had not fully reflected underlying 
fundamentals. As a result, inappropriate signals had sometimes been sent 
to the real sectors of the economy, leading to patterns of resource use 
that were less than optimal and difficult and costly to reverse. In 
addition, while protectionist pressures would exist under any exchange 
rate regime and at all exchange rate levels, recent protectionist 
pressures in the United States had been associated with existing external 
imbalances. 

The G-10 and G-24 reports noted that unsound and inconsistent policies 
had been a problem under the current exchange rate system, Mr. Dallara 
noted. The extent to which that problem could be directly attributed 
to the exchange system itself was an important question, but whatever the 
answer, the international monetary system should reinforce sound policy 
actions and provide disincentives for inappropriate policies. 

The main question at hand was the fundamental criteria against which 
possible means for strengthening the current exchange rate system should 
be judged, Mr. Dallara said. Key criteria seemed to be whether a change 
was likely to promote sound and consistent policies by leading to greater 
convergence of economic performance among countries and whether a change 
was likely to foster international stability and to support global economic 
growth. 

Increased international cooperation and policy commitments by all 
countries, including the major ones, was necessary for any strengthening 
of the exchange rate system, Mr. Dallara considered. The key to that 
enhanced cooperation was the development within countries of the political 
will and institutional mechanisms to ensure that the ultimate domestic 
consequences of the interaction of domestic policies among countries 
were taken into account in national decision making. Authorities wished 
to consider not so much the international implications of their policies, 
as the ultimate domestic consequences of their policies after those 
policies and their results had interacted with those of other countries. 
Careful consideration of those consequences could motivate policymakers 
to consider changes in policies. The basic question in determining the 
appropriate exchange rate system was how the system could best ensure 
that those considerations would be taken into account. 

A variety of ways of improving the exchange rate system had been 
reviewed in the G-10 and G-24 reports, Mr. Dallara observed. Target 
zones had been proposed on the ground that they would introduce a degree 
of automaticity in the adjustment process. Target zones could exert 
some degree of discipline, thereby encouraging countries to adopt mutually 
consistent policies. It had been argued that target zones could provide 
the desired anchor for market expectations. The wide spectrum of sugges- 
tions for the actual development of the target zone approach had various 
implications for domestic policy formulation and raised detailed technical 
questions. 
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He was concerned about the target zone proposal for several reasons, 
Mr. Dallara went on. Focusing attention exclusively on the exchange rate 
might divert attention from more fundamental problems and could result 
in inappropriate policy responses. Under a target zone system, monetary 
policy would have the primary responsibility for addressing external 
imbalances, even if the imbalances stemmed from other policy inadequacies. 
Without a foundation of sound, consistent policies, a system of target 
zones could provide a misleading indicator of governments' intentions 
and could promote disruptive flows. The need to keep exchange rates 
within zones could tend to encourage intervention or capital controls, 
neither of which would address fundamental policy problems. There were 
a number of additional issues and potential problems, including the 
difficulty in establishing the initial rates for each target zone and 
the width of the zones. 

Some of the concerns that had been expressed about the current 
exchange rate system suggested that it might be useful to have a broad 
array of economic indicators that would send a signal of the need for 
policy action or multilateral consultations, Mr. Dallara said. The 
indicators should include factors in addition to exchange rates. Objec- 
tives relating to several key economic variables could help focus 
attention directly on the need for sound, consistent policies and could 
provide additional information that would serve as an indication for 
policy action in particular areas and/or international consultations. 
The indicators could cover, in addition to exchange rate levels, other 
objectives of economic policy, such as current account positions, rates 
of domestic growth, fical positions, and perhaps variables relating to 
such areas as monetary aggregates, government spending levels, and struc- 
tural policies that might impede the achievement of adequate levels of 
investment, growth, and employment. Such an approach would of course not 
be free of problems. A possible problem was that at any given time 
various indicators could point in different directions, thereby making it 
difficult to determine not only which countries would be expected to lead 
the way in making policy changes but also which particular policy changes 
would be appropriate. 

The ideas concerning indicators were related to surveillance, which 
was a central issue in the G-10 report, Mr. Dallara commented. Strengthened 
surveillance was a key to improving the functioning of the exchange rate 
system. Surveillance was based on the recognition of the need to consider 
a number of policy and economic variables in judging the appropriateness 
of a country's policies. The April 1977 decision on surveillance included 
the idea of looking at a broad range of developments and indicators in 
judging the need for consultations. The Principles of Surveillance 
over Exchange Rate Policies read in part as follows: 

2. The Fund shall consider the following developments as among 
those which might indicate the need for discussion with a member: 

(i) protracted large-scale intervention in one direction in 
the exchange market; 
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(ii) an unsustainable level of official or quasi-official 
borrowing, or excessive and prolonged short-term official or 
quasi-official lending, for balance of payments purposes; 

(iii) (a) the introduction, substantial intensification, or 
prolonged maintenance for balance of payments purposes, of 
restrictions on, or incentives for, current transactions or 
payments, or 

(b) the introduction or substantial modification for 
balance of payments purposes of restrictions on, or incentives 
for, the inflow or outflow of capital; 

(iv) the pursuit for balance of payments purposes, of 
monetary and other domestic financial policies that provide 
abnormal encouragement or discouragement to capital flows; and 

(v) behavior of the exchange rate that appears to be 
unrelated to underlying economic and financial conditions 
including factors affecting competitiveness and long-term 
capital movements. 

Various policies could be included among the signs mentioned in that text, 
consistent with the broad approach to surveillance which was embodied in 
the whole 1977 surveillance decision. 

In assessing the exchange rate system, Executive Directors should 
ask themselves why the surveillance principles had not been as effective 
as they might have been, Mr. Dallara remarked. It was important to 
recognize that the political will of countries to cooperate was a prereq- 
uisite for any effort to improve the exchange rate system. Effective 
surveillance procedures and practices could reinforce that will. The 
Fund had a role to play in both bilateral and multilateral surveillance, 
but the Fund must be more ambitious if it was to play that role. He 
would comment further on surveillance during the coming discussion of 
that subject, and he hoped that the aggressive approach of some Executive 
Directors to improving the exchange rate system would also be evident 
during the coming examination of surveillance. 

Mr. Nimatallah said that he did not agree that the introduction of 
a system of target zones would require an increase in members' reliance 
on monetary policy. Indeed, under the present system, members relied 
more heavily on monetary policy than on fiscal policy because of persis- 
tent exchange rate misalignments. Under a system of soft target zones, 
monetary policy would be needed only to a limited extent to help to keep 
the exchange rate within the established target zone. Under a system of 
frequently revised and confidential soft target zones, attention would be 
centered on avoiding exchange rate misalignments, rather than short-run 
exchange rate variability, and, as a result, the system would benefit 
from both fiscal and monetary policy. 
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Mr. Dallara considered that target zones focused attention on the 
level of the exchange rate. In most industrial countries, monetary 
policy was probably the most influential basic policy instrument avail- 
able to the authorities to influence the exchange rate, especially in the 
short run. If a member was willing to adjust promptly other policies 
that could affect the exchange rate, including fiscal policy as well as 
structural policies, such as labor market policies, those policies could 
have some effect on the exchange rate in the short run. But the lags with 
which policies other than monetary policy usually worked and the institu- 
tional difficulties in making changes in those policies were considerable. 
There might well be a tendency for members to rely on monetary policy to 
maintain exchange rates within target zones, particularly if there was 
political reluctance to change the zones. The experience with the EMS 
and the Bretton Woods system suggested that there were inevitably important 
political considerations in changing exchange rate target zones. Monetary 
policy was likely to have to play a substantial role under a target zone 
system, and members might have greater difficulty under such a system in 
using monetary policy to maintain noninflationary growth of monetary 
aggregates. 

Mr. Nimatallah recalled that under the fixed exchange rate system, 
members had had to maintain policy discipline, as it was their responsi- 
bility to maintain their fixed exchange rate. No such discipline was 
required under the floating exchange rate system; exchange rates were in 
effect left on their own. Under a target zone system, exchange rates 
would no longer be a residual of other policies; exchange rate policy 
would be treated the same as other policies, greater discipline would be 
maintained, and persistent exchange rate misalignments could be avoided. 

Mr. Kafka noted that one of the arguments against target zones was 
that they would make it more difficult to use monetary policy to maintain 
internal balance. However, the same problem might well arise if a target 
zone system were not introduced. In any event, it should be possible to 
maintain stability under a target zone system and to keep some independence 
For monetary policy by agreeing in advance to change the central rate of 
the target zone when necessary. 

Mr. Rye said that he disagreed with Executive Directors who felt 
that policy discipline could not be maintained under a floating exchange 
rate system. Australia's experience suggested that when a floating rate 
moved beyond a certain point, a government felt pressure to explain the 
movement in the rate and to correct a particularly sharp movement. A 
rapid movement in an exchange rate tended to expose domestic firms to 
greater foreign competition and to increase the pressure on the government 
from those firms to take exchange rate action. A falling exchange rate 
was a cause for concern in an economy because of the effect on domestic 
prices. The sharp decline in the value of the U.S. dollar had increased 
the pressure on the Australian Government to review its monetary policy. 
In the final analysis, all members seemed to have in mind an appropriate 
exchange rate for their currency, which was often significantly different 
from the actual current rate. 
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Mr. Nimatallah remarked that he agreed with Mr. Rye that a volatile 
exchange rate intensified pressures within a country for an appropriate 
policy response by the government. Some Executive Directors wished to 
provide a mechanism for increasing pressure by the world community on 
individual members to correct their exchange rates. The kind of pressure 
that Mr. Rye had mentioned was the product of an exchange rate policy 
that was a residual of other economic policies. That kind of pressure 
was not the sort of economic policy discipline that he had in mind. The 
discipline that he favored would result from pressure by international as 
well as domestic .sources. A target zone system would create outside 
pressure on a country to meet its commitment to keep the exchange rate 
within an agreed range of levels. 

Mr. Polak remarked that the improved functioning of the exchange 
rate system would depend on the willingness of major countries to take 
into account properly the international implications of domestic policies. 
As to the 1977 decision on surveillance, the final operative statement in 
the section that Mr. Dallara had noted was that "the Fund's appraisal of 
a member's exchange rate policy should be based on an evaluation of" a 
number of factors. There were different views on how broad and specific 
the Fund's surveillance should be, but there was broad agreement on the 
general purpose of the 1977 decision. 

Mr. Dallara said that he had meant to indicate the breadth of the 
approach to surveillance over exchange rate policies embodied in the 
1977 decision. The text that he had cited contained a relatively broad 
definition of exchange rate policies and went far beyond policies that 
directly affected the exchange rate. For example, the text stated in 
part that "the Fund's appraisal of a member's exchange rate policies 
should be based on an evaluation of the developments in the member's 
balance of payments against the background of its reserve position and 
its external indebtedness. This appraisal shall be made within the 
framework of a comprehensive analysis of the general economic situation 
and economic policy strategy of the member." The exchange rate policies 
covered by Article IV consultations had been defined very broadly. 

Mr. Grosche commented that the issue of policy discipline had an 
important bearing on the kinds of improvements in the exchange rate 
system which Executive Directors were striving for. He agreed with 
Mr. Rye that adequate attention had to be paid to the connection between 
exchange rates and domestic policies. It was important to stress that 
domestic policies affected the exchange rate and that the exchange rate 
in turn affected the domestic economic situation. One of the major 
disappointments with the floating exchange rate system was that it had 
not insulated domestic policies from external developments. Experience 
clearly showed that a member must carefully take into account the reper- 
cussions of exchange rates on domestic policies. 

Mr. Dallara remarked that self-interest was the essence of inter- 
national cooperation. For example, in the United States, the serious 
external imbalances had attracted considerable attention only after it 
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had become clear that they had direct consequences for the domestic 
economy, especially in the form of rising protectionist pressures. A 
strengthened exchange rate system would help policymakers to understand 
that cooperation was in their own best interest. 

The Director of the Research Department said that the staff had 
deliberately decided not to include a staff appraisal in the staff papers 
under discussion. The present discussion was seen by the staff as an 
early stage in the examination of the issues at hand. The staff believed 
that at the present stage, its role was to present the array of argu- 
ments for and against the various proposals under discussion. Executive 
Directors' preferences would become clearer in the coming stages of the 
examination of the issues. The staff expected to receive guidance from 
Executive Directors at a later stage and would then wish to express its 
opinions about the modalities of achieving specific objectives. The 
staff believed that there were weaknesses in the present exchange rate 
system and wished to improve the working of the system. The staff was 
exploring various ideas and welcomed opportunities to continue its 
examination and to report its findings to the Executive Board. 

The question had been raised whether speculation tended to become 
one-sided as an exchange rate moved closer to the edge of a target zone, 
the Director recalled. His experience suggested that speculation did 
become more one-sided in such a situation. The stronger the movement of 
an exchange rate toward the limit of an agreed zone, the more favorable 
the situation was for those who would speculate against the government 
concerned. In that connection, the velocity at which the rate approached 
the margin and the market's impression of the authorities' determination 
to defend the rate and of the authorities' ability to do so were crucial. 

Under a fixed rate system-- and to a smaller degree under a target 
zone system-- the exchange rate was given priority in the formulation of 
policies in all the countries that were participating in the system, the 
Director of the Research Department remarked. That fact encouraged policy 
coordination as the exchange rates were interrelated; the priority given 
to defending the rates throughout the system supported policy coordination. 
Policy discipline was therefore encouraged by the desire to achieve a 
common objective. With the disappearance of the Bretton Woods system, 
that discipline had been weakened, and the Executive Board had tried to 
replace that discipline with surveillance. Of course, consultations with 
members had been taking place for a long time prior to the adoption of 
the decision on surveillance, but the end of the Bretton Woods system and 
the associated decline in policy discipline had led the Fund to stress 
the importance of surveillance. It was true that the movement of an 
exchange rate under a floating system exerted some policy discipline, but 
there could be long delays, even though the sources of discipline could 
be both domestic and external. The effects of that discipline had been 
evident in the September 22, 1985 G-5 agreement. 
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The staff representative from the Research Department noted that all 
Executive Directors had underscored the need for an increase in policy 
coordination and greater international consistency of policies, particu- 
larly the policies of major industrial countries. There were three 
possible ways to achieve those objectives. One was to have an explicit 
trigger mechanism--target zones, objective indicators, or even a par 
value system-- to encourage policy coordination. All those mechanisms had 
in common the fact that they would provide more automatic means of 
increasing policy coordination than the present system. Alternatively, 
there could be a regular schedule of meetings to consider policies and the 
configuration of exchange rates; under that approach, the kind of discus- 
sions that had taken place on September 22, 1985 among the G-5 countries 
would be regularized. That approach was akin to preventive medicine, as 
it could enable the countries concerned to identify problems--especially 
exchange rate misalignments --before they reached the crisis stage. A 
third option would be to rely on existing forums but to hold special meet- 
ings to encourage policy coordination and to make announcements on exchange 
rate policies in particular circumstances. The advantage of that approach 
was that it could be employed at just the right moment; countries could 
agree to give an exchange rate a nudge in the direction it was already 
taking in the market, and announcements could be withheld until there was 
certainty that the members involved in an exchange rate action were 
firmly committed to introducing the needed supportive polici2s. 

Another issue was how precise or formal members wished to be in 
establishing the international implications of each country's policies, 
including exchange rate policies, the staff representative commented. 
Members could rely on enhanced dialogue and greater peer pressure to 
encourage more internationally consistent policies and on the market 
to translate those policies into the appropriate pattern of exchange 
rates. Alternatively, members could calculate exchange rates that were 
implied by various policy configurations. The calculations need not be 
publicized, although announcements of at least the desired direction of 
exchange rate movement-- similar to the September 22, 1985 communiq&-- 
could be made. Such calculations could be made under a system of soft 
target zones with wide margins, frequent changes in the zones, and 
moderate attention to the exchange rate in the conduct of monetary policy. 
Such zones could be announced. At one end of the spectrum of possible 
solutions was a return to fixed exchange rates; the target zones would 
have narrow margins, and members would be firmly committed to maintaining 
exchange rates within the zones. In sum, there was considerable leeway 
in the effort to increase coordination. The staff papers examined the 
options mentioned in the G-l@ and G-24 reports, but other options--possibly 
combinfng various elements of the G-10 and G-24 proposals--might be more 
pragmatic than the individual proposals in the reports. The staff would 
wtsh to hear further comments from Executive Directors on possible ways 
of improving coordination before the staff attempted to make specific 
propos.~ls. 
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One Executive Director had said that the consensus forecast of an 
equilibrium exchange rate might not be convincing, the staff representa- 
tive recalled. The kinds of consensus forecast described in the staff 
paper would not involve merely taking the exchange rate forecast from 
three different models and assigning weights to them in a mechanical 
fashion to arrive at a "consensus" forecast that could be used for a 
target zone or some other system. The staff had meant to say that the 
various methods of trying to calculate equilibrium exchange rates had 
strengths and weaknesses, and that, given the weaknesses especially, it 
seemed appropriate to combine the three approaches to arrive at a broad 
judgment on the appropriateness of a particular exchange rate. Even 
under that approach there would still be considerable margin for error, 
and it might still be difficult to agree on precise rates. However, in 
some cases, a combination of the three calculations would yield a fairly 
firm judgment about where an exchange rate should or should not be. 
Indeed, to some extent, the staff had already made such judgments. 
Whenever the Fund was asked to take a view on a member's exchange rate, 
the staff did its best to make such a judgment using existing methods. 
The only alternative to that approach was to rely on the market and thus 
to conclude that the market rate was always the appropriate one. 

Some Directors had remarked that the optimal degree of exchange rate 
flexibility might well differ from one country to another, the staff 
representative commented. For example, countries with a sizable propor- 
tion of energy products in total exports might require a relatively large 
degree of flexibility. The staff agreed with that assessment, but agree- 
ment did not mean that such countries could not participate in an exchange 
rate system. One way to handle such members would be to permit them to 
have relatively wide margins. He agreed with Mr. Polak that one of the 
striking features of the present exchange rate system was the wide 
diversity of exchange arrangements, owing probably to, inter alia, the 
different structural characteristics of various members. The establish- 
ment of a set of regional currency blocks was conceivable. However, in 
the final analysis, a decision would have to be made on an arrangement 
for the three largest participants in the system--the United States, 
Japan, and Germany-- to which essentially regional systems could be linked. 
It was interesting to consider whether the September 22, 1985 Plaza 
Agreement foreshadowed a more concerted view on exchange rates and policy 
commitments among the largest countries. 

Some Executive Directors did not agree that developing countries 
could protect themselves from exchange rate variability by using the 
Euromarkets even if they did not have their own forward cover arrangements, 
the staff representative commented. The staff had merely tried to present 
both sides of the issue. In that connection, however, it was interesting 
to note the development over the previous several years of options markets 
for currencies-- especially the Philadelphia Exchange--which gave traders 
an opportunity to gain some protection against exchange rate variability 
at a relatively modest cost. Although the coverage was for a relatively 
short period--three to six months-- the development of such options markets 
was promising. 
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Most target zone schemes were based on the assumption that each 
participant would use monetary policy mainly to keep the exchange rate 
within the zone, the staff representative remarked. Monetary policy 
was assumed to be much more flexible than fiscal policy, which, as recent 
experience showed, usually could not be adjusted quickly. At the same 
time, much of the misalignment of key currency exchange rates over the 
previous several years had been due to the divergence of fiscal policies 
across countries. Accordingly, participants in a target zone scheme 
would have to maintain appropriate fiscal policies as well as correct 
monetary policies. Perhaps consultations called for as a result of a 
trigger mechanism under a target zone scheme should encompass the whole 
range of policies--monetary, fiscal, and structural--rather than monetary 
policy alone. 

He agreed wl.th Mr. Kafka that the autonomy of monetary policy would 
be greater under a target zone scheme that permitted the zones to be 
changed, the staff representative from the Research Department said. 
However, the cost of such an approach would be the reduced credibility 
of the zones resulting from the frequent changes in the zones; such 
target zones could not provide an anchor for market expectations. Still, 
the difference between target zones and a fixed rate system was that the 
target zones were to be reviewed occasionally and, if necessary, changed. 

Mr. Kafka commented that very frequent changes in target zones would 
of course undermine their credibility. However, infrequent changes, in 
response to a movement of an exchange rate away from its equilibrium 
level, would not harm the system's credibility. 

Mr. Nimatallah said that to be credible target zones would have to 
be supported by the adoption of appropriate policies in individual members. 
As long as such policies were maintained, he doubted whether speculation 
would intensify when an exchange rate approached one of the limits of its 
target zone. 

The staff had implied that developing countries had not made use of 
available options to hedge against exchange rate risk, Mr. Nimatallah 
commented. In fact, the problems for developing countries caused by 
exchange rate volatility were even more serious. Executive Board discus- 
sions on Article IV consultation reports and reviews under arrangements 
with members had clearly shown that many countries had had great diffi- 
culty in affording foreign exchange to purchase imports; they had had to 
increase production and divert resources to the export sector in order to 
increase exports without necessarily recording a corresponding increase 
in reserve assets because of the growing costs of those assets. As a 
result, resources in developing countries often had been misallocated, 
and the standard of living had not been increased. 

The Director of the Research Department remarked that if the move- 
ment of a currency toward the margin of its target zone was increasing in 
velocity and there was no strong feeling that the authorities would or 
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could defend the rate, speculators would be tempted to act. Of course, 
the authorities could conceivably successfully defend their currency by 
introducing sufficiently credible steps to discourage speculation. 

Mr. Chatah said that he suspected that speculation trends under a 
target zone system would be stabilizing and in the worst case would not 
differ significantly from the trends under the current exchange rate 
system. The considerable upward and downward movements of exchange rates 
under the present system obviously encouraged speculation. 

The Director of the Research Department commented that target zones 
would represent a degree of commitment by the authorities to defend an 
exchange rate at a certain point. That fact alone would discourage 
speculation. However, when potential speculators doubted the willingness 
or the ability of the authorities to defend the exchange rate margins, 
speculators would feel encouraged to act. In the absence of the margins, 
the speculators would not have as precise an idea of the exchange rate 
limits to which the authorities were committed. 

Mr. Dallara considered that the staff's approach to the papers under 
discussion was prudent. The decision not to include a staff appraisal 
was fully appropriate. He agreed with the staff that, for any exchange 
rate system to be effective, it must encourage a range of appropriate 
fiscal and structural policies, as well as correct monetary policies. 

A number of ideas had been discussed at the present meeting, and the 
question naturally arose about the additional work that the staff might 
undertake before the coming Interim Committee meeting, Mr. Dallara said. 
He had been reluctant to see the staff discuss in a paper the question 
of target zones, because he had been worried that such a discussion might 
be seen as drifting in the direction of the adoption of such a system. 
In fact, the staff papers under discussion had helped Executive Directors 
to focus their thinking on the various issues. The coming discussion on 
surveillance would help Executive Directors to determine the appropriate 
additional steps that could be taken in preparation for the Interim 
Committee meeting. 

Mr. Sengupta remarked that a significant highlight of the present 
discussion was the support expressed by a number of speakers, especially 
Mr. Dallara, for including policies in addition to monetary policy in 
the coverage of surveillance. Presumably surveillance over exchange 
rates which encompassed fiscal and structural policies as well as mone- 
tary policies would have to include an assessment of exchange rate 
misalignments which, in turn, would involve the notion of equilibrium 
exchange rates. The inclusion of a measure of the equilibrium exchange 
rate implied that there would be considerable independence of monetary 
policy; after all, an equilibrium exchange rate was affected by other 
policies --especially fiscal policy--in addition to monetary policy. It 
should not be very difficult to move to a target zone system, which need 
not be precisely the same as the various systems described in the staff 
papers. 
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The staff representative from the Research Department said that, as 
he understood it, Mr. Sengupta had suggested that it would not be possible 
to assess the whole array of a member's policies without in some sense 
making a judgment about the exchange rate. The notions of an assessment 
of an array of policies and a judgment about the exchange rate were 
indeed close; much depended on the particular definition of equilibrium 
exchange rate. It could be defined as the rate that provided a reason- 
able balance of payments structure, including a current account balance 
that on a cyclically adjusted basis, equaled normal capital flows, given 
the expected path of monetary and fiscal policies over the medium term. 
On the basis of that popular definition of the equilibrium exchange rate, 
the rate obviously was directly related to domestic policies and to 
assumptions about the structure of the balance of payments. Any incon- 
sistency between the actual and equilibrium exchange rates could be 
corrected by changing the fiscal and monetary policies. 

Mr. Sengupta commented that if the authorities in a country or the 
Fund considered that a current exchange rate was not the right one, the 
authorities or the Fund must have a notion of the appropriate--or equilib- 
rium--rate. The equilibrium rate would be assumed to be the rate that 
would make the medium-term external current account balance consistent 
with normal capital flows, which, in turn, were functions of monetary 
and fiscal variables. Hence, any observer who suggested that, for example, 
the U.S. dollar was substantially overvalued must have in mind an equi- 
librium exchange rate. 

Mr. Nimatallah remarked that improving surveillance would involve 
perfecting and improving the instruments for that exercise. He agreed 
with Mr. Sengupta's most recent comments, which seemed to be based on 
meeting that objective. 

Mr. Dallara said that he did not agree that a conclusion that an 
exchange rate was wrong was necessarily based on a notion of an equilib- 
rium rate. 

Mr. Zecchini remarked that he too did not believe that surveillance 
over exchange rates involved a comparison between an actual rate and 
some unpublished target rate. One of the main questions at hand was 
whether a member's exchange rate was an appropriate indicator to use in 
judging the correctness of the country's policies not only in the context 
of that country's domestic situation but also in relation to the policies 
of other relevant countries. That judgment was the essence of any effort 
to encourage policy discipline, consistency, and coordination. He doubted 
whether a member's current exchange rate was an accurate indicator of 
both the appropriateness of a member's policies and the correctness of 
the policies vis-&vis the policies of other countries. He also doubted 
whether an equilibrium exchange rate could give an accurate signal of 
the consistency of a member's policies with policies of other countries. 
The present discussion had underscored the existence of many gray areas 
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in the working of the exchange rate system and in the relationship between 
the system and the economy of a country. There was a variety of interpre- 
tations of the experience with the EMS, and a seminar discussion--with 
no record-- on the significance of that experience for the world economy 
might well be helpful. 

Mr. Sengupta said that by "equilibrium exchange rate" he meant the 
rate that was the outcome of the solution of a set of simultaneous equa- 
tions. There must be a yardstick against which to measure the current 
exchange rate. Such measurements were difficult to make, but they were 
made routinely by market participants and policymakers. 

Mr. Zecchini considered that it was impossible to measure an equi- 
librium exchange rate; the number of simultaneous equations was enormous, 
and the task would exceed the present capacity of economic analysis. 
That conclusion had been reaffirmed by his own experience with the exchange 
rate link system that had preceded the EMS. Hence, he had had in mind a 
more realistic interpretation of the concept of an equilibrium exchange 
rate-- namely, a rate that was based on the entire balance of payments, 
including capital movements. Even that interpretation involved substan- 
tial difficulties, as the exchange rate model would have to be based on 
past experience that could not take into account the future objectives of 
the authorities concerned; the calculation of the equilibrium rate would 
have to involve considerable guesswork. 

Mr. Nimatallah remarked that the staff seemed to believe that equilib- 
rium exchange rates could be calculated within a certain margin of error. 
error. Presumably the kind of judgmental yardstick that he and Mr. Sengupta 
had mentioned could be found. It would not have to be constantly avail- 
able on a short-term basis; the rate concerned could be the appropriate 
rate over the longer run. Even an estimate with a margin of error of about 
10 percent could be a useful indicator in making judgments about an exchange 
rate. 

The staff representative from the Research Department said that in 
his earlier comments he had not meant to underestimate the difficulty in 
estimating a pattern of equilibrium exchange rates among the key curren- 
cies. In some cases the results of the application of the various methods 
described in the staff reports would point in the same direction, but in 
other cases each method might yield significantly different results. 
Many strong proponents of the target zone proposal admitted that it would 
be unrealistic to have zones with margins of less than 10 percent. A 
number of legitimate arguments could be made about the various factors 
involved. For example, it would be difficult to agree on what constituted 
normal capital flows into the United States. It would also be difficult 
to estimate precisely the delays with which exchange rate changes affected 
trade balances. However, the task of estimating a pattern of equilibrium 
rates was not an impossible one. The international community had main- 
tained a par value system for a long period, and the EMS had been in 
operation for a number of years. Appropriate exchange rates could be 
estimated, although the margin of error could be significant. 
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Mr. Nimatallah remarked that he fully understood that it would be 
difficult to make the initial calculations required to establish a target 
zone system. However, the difficulty in making the calculations would 
probably decrease with experience. 

Mr. Lankester said that he assumed that Mr. Nimatallah and 
Mr. Sengupta had been referring to the appropriate level of real exchange 
rates. The nominal exchange rate had to be adjusted in order to achieve 
a particular real exchange rate, and the desired real exchange rate could 
not be achieved if domestic prices offset the nominal exchange rate move- 
ment. If the authorities depreciated the exchange rate but the domestic 
price level offset the depreciation, the result would be undesired infla- 
tion to which the authorities would have to respond with an effort to 
disinflate the economy. The appropriateness of an exchange rate had to 
be assessed in terms of domestic monetary conditions as well as the 
balance of payments. 

Mr. Fujino commented that an assessment of the level of an exchange 
rate should be based on a variety of economic indicators. For example, 
in Japan, the exchange rate was appreciating, but any assessment of the 
appropriate rate for the yen must take into account the fluidity of the 
Japanese economy and the structural adjustments that were being made in 
Japan. 

The staff representative from the Research Department remarked that 
most target zone schemes were based on the assumption that the real 
exchange rate could be controlled through changes in the nominal rate. 
The objective was to control real exchange rates--rather than nominal 
rates-- because the real rates were relevant for the balance of payments. 
However, it was also assumed that target zones would be set in nominal 
terms for operational purposes. In the short run, the correspondence 
between nominal and real exchange rates was typically very close. Over 
time, it became increasingly difficult to control the real exchange 
rate by adjusting the nominal exchange rate, especially in open economies. 
Hence, it was important to take into account the effects of exchange 
rate changes on domestic prices and to determine the extent of control 
over the real exchange rate, which was likely to be smaller in the long 
run than in the short run. 

The Chairman commented that there would have to be some flexibility 
in the operation of any kind of target zone system. The operation of 
the system would probably have to be based on nominal exchange rates, 
and participants in the system would have to consider the need to respond 
to the consequences of a real exchange rate that had become significantly 
out of line. 

Mr. Sengupta remarked that experience seemed to suggest that there 
was not a close relationship between real and nominal exchange rates in 
the short run in developing countries. Some time was usually required 
for nominal and real exchange rates to converge. 
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The Chairman made the following concluding remarks: 

There is clearly widespread concern among Executive Directors 
about the way in which the exchange rate system has operated in 
recent years. In this connection, I wish to make several points. 

First, there was broad agreement that, in present circum- 
stances, a return to a fixed exchange rate system would be 
impracticable and undesirable. Given the magnitude of the 
external shocks that the world economy has suffered over the 
past ten years or so, and given the size, the openness and the 
integration of capital markets, Directors considered that an 
element of flexibility in the working of the exchange rate 
system has been--and remains--essential, as it has helped to 
preserve an open trading system. Its flexibility has contrib- 
uted to the absorption of shocks by the system. 

Second, it was widely recognized that the floating system 
has not functioned without substantial problems. Massive balance 
of payments imbalances have developed, there has been excessive 
short-term exchange rate volatility, and, perhaps more important, 
significant and persistent misalignments in exchange rates have 
appeared. These problems have entailed substantial costs in 
terms of market uncertainty, misallocation of resources, and 
protectionist pressures. A number of Directors considered that 
these costs have been particularly acute for developing coun- 
tries-- which have greater difficulty than industrial countries in 
utilizing hedging mechanisms--and for small, open countries, 
which are more vulnerable to external shocks stemming from 
exchange rate volatility and/or misalignment. The staff was 
asked to study further the possible differences in the impact of 
exchange rate variability and misalignment on the various groups 
of members. 

Third, a number of Directors considered that the payments 
imbalances, exchange rate volatility, and exchange rate misalign- 
ments were not due directly to the floating rate regime itself; 
rather they were the reflection of the divergent and sometimes 
incompatible economic policies of the major industrial countries. 
However, a large number of Directors recognized that the way in 
which the floating regime had operated has some systemic implica- 
tions. Indeed, the system had not helped to promote discipline 
and coordination in the setting of economic and financial policies 
in the major industrial countries. Moreover, the system had not-- 
as had been hoped by some before the launching of the system-- 
fully protected monetary policy autonomy. In sum, there was a 
clearer recognition that exchange rates do count, and that a 
more "active approach" toward improving the system was called 
for. The Plaza Agreement of September 22, 1985 and President 
Reagan's recent statement on currencies in his State of the 
Union Address are manifestations of the need for that approach. 
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In the light of those general points, the question naturally 
arises what is to be done to improve the functioning of the 
system? A number of interesting views were expressed. 

Directors generally agreed that the potential improvements 
in the exchange rate system rely heavily on the extent to which 
individual major industrial countries in particular will show 
the political will to increase policy discipline and pursue more 
internationally consistent policies. In other words, the basic 
questions are whether the international consequences of domestic 
policies will be taken more fully into account by the interested 
authorities when they formulate and implement those policies, 
and how the exchange rate system can enhance such mutual 
consistency.. 

The practical suggestions that have been presented and 
analysed by the staff have to be looked at in the light of the 
objective of improving the functioning of the exchange rate 
system in order to achieve better policy coordination and 
consistency. 

Twelve Directors said that they have an open mind on or a 
favorable attitude toward some form of target zones. The basic 
idea behind that line of thought is that target zones would 
introduce an automatic or quasi-automatic mechanism which would 
enhance the discipline in the system. There were some nuances 
of opinion among those who held that basic view. But several 
Directors were interested in a target zone system that would 
have the following characteristics: it would consist of a 
version of “soft” targets, at least at the start; it would give 
at least an indication of the direction of appropriate exchange 
rate movements, if not a precise pattern; it should trigger 
discussions in the event of emerging misalignments or other 
problems; it should provide a framework for regular discussions 
among major countries with a view to preventing problems; and 
the exchange rate indicator would be only one element of a 
broader set of criteria to be utilized in assessing the position 
of economic policies of different countries. Some Directors 
felt that an expanded version of the EMS was worth considering. 

Other Directors were skeptical about, or had reservations 
on the idea of, setting a pattern of exchange rates and using 
that pattern as an operational mechanism. They made in particular 
the following points. First, it would be very difficult, if not 
impossible, to reach an agreement on a pattern of equiltbrium 
exchange rates. Second, such a system could in some circum- 
stances facilitate or foster destabilizing speculation. Third, 
and perhaps more important, concentrating on one indicator, the 
exchange rate, as a guide for policy adjustments, and using 
only monetary policy --the most flexible instrument--to maintain 
a predetermined pattern of exchange rates, could together result 



- 47 - EBM/86/26 - 2112186 

in inappropriate policy responses in some circumstances; monetary 
policy could become excessively subservient to the attainment of 
external policy objectives, and the system could then encourage 
inflation or deflation. 

Whatever the mechanism, most Directors agreed that, without 
sound and consistent economic policies, a target zone system 
would not be an appropriate tool in itself, and could send 
misleading signals. 

Most--if not all--Directors considered that the September 22, 
1985 Plaza Agreement was a favorable--although belated in the 
view of several--development, as it was a manifestation of closer 
convergence of economic policies and had encouraged a more 
rational pattern of exchange rate developments. Most Directors 
also agreed that improved cooperation among the largest players 
in the exchange rate markets-- especially the major industrial 
countries-- was crucial for the successful working of any exchange 
rate regime. Most Directors further agreed that the appropriate- 
ness of exchange rates should be one, but only one, of the elements 
involved in the exercise of multilateral surveillance. 

I come now to the possible role of objective indicators in 
the conduct of surveillance. A number of Directors stressed 
what they felt were the imperfections of the peer pressure mech- 
anism and of the present surveillance procedures. They urged 
the Fund to adopt a negotiated set of broad objective indicators 
that could trigger policy discussions or even policy actions. 
But many Directors were skeptical or had reservations--indeed, 
some of them had strong reservations--about the mechanical use 
of such indicators, because of the complexity and possible 
shortcomings of such an exercise. In any event, several of them 
doubted whether it would be practicable to attain a consensus 
on such a complex array of indicators. But all agreed that the 
efficiency of surveillance should be reinforced, and I expect 
that to be the major theme of next week's discussion on surveil- 
lance. 

In concluding I would note 11 precepts that were mentioned 
during the discussion. (1) The existence of a broad political 
will to take appropriate actions is a prerequisite for the suc- 
cessful working of any exchange rate system. The needed political 
will would be fostered by an appreciation by policymakers of how 
their own actions can affect the exchange rate system and in turn 
their own economies. (2) The major currency centers must maintain 
stable, anti-inflationary, sound and balanced economic policies 
if any exchange rate system is to work. (3) Surveillance must 
be reinforced and should encompass a wide range of indicators, 
including exchange rates. (4) The Fund must play a central role 
in the operation of and surveillance over the exchange rate 
system. (5) Directors should build on the strengths of the 
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present system and correct its imperfections. (6) Whatever 
system is devised, it must have sufficient flexibility. 
(7) Directors should not overemphasize the significance of the 
differences in the various possible approaches to obtaining 
improvements in the exchange system; they should concentrate on 
the basic substantive objectives of those improvements. (8) The 
Fund should study more deeply the merits and limits of the EMS 
system as an aid in assessing possible improvements in the 
overall exchange rate system. (9) The improvements should aim, 
in particular, at avoiding the major misalignments that have 
marred the present system in recent years. (10) In discussing 
these matters we should not have in mind ideal, textbook situa- 
tions and solutions. Instead, we should consider proposals and 
actions that are realistic and which are based on an understand- 
ing of how the markets function and are likely to react to 
changes in the exchange rate system. (11) We should do nothing 
that might encourage trade and payments restrictions. 

APPROVED: October 3, 1986 

LEO VAN HOUTVEN 
Secretary 


