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Letter: A possible solution to meltdown
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I would like to provide my spin on the cause of the current financial meltdown and to offer a possible solution to the problem.

Prior to World War II, the primary reserve currency of the world, other than gold, was the British pound sterling. Great Britain suffered a fate prior to World War II that was similar to the United States’ current situation, i.e., it ran up a big currency account deficit (trade imbalance, imports exceeding exports).

As a result, British domestic income was largely directed to foreign producers. This caused downward pressure on British domestic prices and growth, leading to mass unemployment. To deal with this situation, in 1944 at Bretton Woods, Great Britain was relieved of its burden, and the U.S. dollar became the primary reserve currency of the world.

What must be understood about the international currency market is that all countries (other than the United States) desire to have a currency account surplus (exports exceed imports). The benefit of a surplus is that it allows a country to have some control over the value of its currency and the ability to keep its exports cheap.

The Asian meltdown in 1997 occurred largely because certain Asian countries ran up currency account deficits. They don’t want to repeat that mistake.

World currency accounts must balance out. Thus, if all countries (other than the United States) run a currency account surplus, then the United States, as the country of the reserve currency, must have a deficit of equal amount. There lies the problem.

The Internet bubble of the 1990s and the housing boom of the 2000s allowed the United States to maintain full employment demand in the face of a staggering trade deficit. That trend, unfortunately, is played out. What is the solution? Consideration should be given to transforming the International Monetary Fund into a global central bank (such as the Federal Reserve System is for the United States).

Individual countries would keep reserve accounts with the IMF. This would allow a global demand for reserves to be satisfied without the need for the United States, or any other country, to run chronic deficits. The IMF would, in effect, be the deficit player.

At the recent G20 summit, an agreement was reached providing $250 billion in IMF Special Drawing Rights to all IMF members. This may be an indication that the world is evolving toward an IMF central bank.
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