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'k heaven for floating rates

worrying no end about a payments
deficit amounting to 5 per cent of gross
domestic product. The pressure to
tighten macroeconomic policy
prematurely would be much greater.
Worse, the balance-of-payments threat
would make protectionist pressures
more respectable and there would be
numerous devices for restricting both
imports and capital exports.

There is no need to look at the
erystal ball. In the last years of the
Bretton Woods system the US did
impose a so-called interest equalisation
tax, which was in effect a tax on the
export of capital; and, to save [oreign
exchange, US forces abroad were
obliged to “Buy American” for their
provisions, often at great expense.

There were also then strictures on
the US by the French and German
governments for supposedly living on
credit from the rest of the world, which
was accumulating dollar reserves,
increasingly unwillingly. Such grouses
today would surely be adding to the
causes of US-European friction. Thank
heavens transatlantic financial
transfers are now mainly private.

Floating exchange rates were
originally advoeated by a rainbow
coalition of free-market economists and
radical “expansionists”. The reform
came not because of their combined
advocacy but because, after the
inflationary financing of the Vietnam
war, the US was no longer in a position
to carry on paying out gold to
countries wanting to dump official
dollar reserves. In addition, US

industry was pressing for a lower
dollar (as it so often is). Richard Nixon
accordingly shut the “gold window" in
1971, which left the dollar free to float.
There was one more attempt to
reconstruct a pegged exchange rate
system. But since 1973 floating
exchange rates have prevailed between
the world's main currency areas.

The floating of the dollar was not
inevitable. A book has just been
published on alternative history
covering hypothetical events, such as

It is likely that the world
economy would already be
in grave trouble if it were
enmeshed in a system of
pegged exchange rates

what would have happened if
Archduke Franz Ferdinand had
survived Sarajevo*. A narrative in
which the fixed rate exchange system
had been patched up in the 1970s would
have been every bit as plausible.

A different US administration might
have tried to renew the Bretton Woods
system after increasing the official
price of gold; or it might have slammed
on the economic brakes in an attempt
to maintain the parity. It is easy to
forget how virulent was the opposition
to floating rates. I was told by

Raymond Barre, when he was France's
combative Kuropean commissioner,
that if the UK wanted a floating rate it
could not join the Common Market. I
was too shy to say what I would have
chosen if pressed. Milton Friedman was
told by Edward Heath, then British
prime minister, that a floating
exchange rate was incompatible with
the Common Agricultural Policy — no
such luck, as it turned out. Indeed, I
was myself given friendly advice by a
senior figure in the City of London not
to jeopardise my own career by
embracing floating rates,

Moreover, it took time for
governments to adjust to the new
regime. Initially President Nixon
accompanied the floating dollar with a
10 per cent surcharge on imports, a
perfect example of harmful duplication.
Even now the US frets about the “dirty
floating” of China and Japan. Yet if
these countries are stockpiling dollars,
it is their own citizens who are forced
to pay high prices for imports and the
US that is being subsidised.

Meanwhile, my advice to any new
European Union members
contemplating joining the euro would
be, in a language most of the eastern
European accession states still
understand: Nyet. Or, “The time is not
ripe. Keep your freedom as long as you
can.”

* What Might Have Been, edited by A.
Roberts (Weidenfeld)
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