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t is an honour to present my first speech as

Senior Associate Deputy Minister of Finance to

the TSFA. Of course, | recognize that | am here

only due to my previous role as Deputy Gover-
nor of the Bank of Canada. | trust you will forgive the
bait and switch. What follows are personal views
which may not necessarily be shared by either the
Bank or the government.

I would like to focus on an issue
central to the prospects for global
economy and to the investment
outlook: the state of the international
monetary system.

I would like to focus on an issue central to the pros-
pects for global economy and to the investment out-
look: the state of the international monetary system.
At first blush, this choice may appear curious. While
we all know changes in currency values can some-
times overwhelm even the best bottom-up stock-selec-
tion, the challenge is normally to identify (or to hedge)

1. Mark Carney, Deputy Governor at the Bank of Canada responsible for
international issues from 5 August 2003 to 12 November 2004, was appointed
Senior Associate Deputy Minister of Finance on 15 November 2004. This
speech has been slightly abridged for purposes of publication.

prospective currency fluctuations rather than to antici-
pate the consequences of new international monetary
arrangements. Yet this is precisely what many serious
commentators and some policy-makers would have
you believe: namely, that the world has settled into a
new international monetary paradigm, often referred
to as the new Bretton Woods system.

Judging from the sophistication of this audience, | sus-
pect that word “paradigm” has raised your antennae,
and in fact, you are about to hear why, from an inter-
national macroeconomic perspective, “This time it’s dif-
ferent,” remain the four most expensive words in the
English Ianguage.2

To help you draw your own conclusions about whether
we are in a new quasi-gilded age, | will divide my
remarks into four broad sections. | will start by briefly
reviewing the challenge of global imbalances. Then, |
will consider arguments why the current state of
affairs may be sustainable, even desirable. Next, | will
argue that, in effect, Templeton’s dictum holds: We are
not living in different times, the new “system” is des-
tined to pull apart, and it will be extremely costly to
think otherwise. | will conclude by considering the
policy implications of this state of affairs. | shall leave
the investment implications to you, the professionals.

The Challenge of Global Imbalances

Before proceeding, | would like to be clear what we
mean by global imbalances. The Bank of Canada has
discussed the prospects for global adjustment at length
over the past eighteen months. While thus far the
Canadian economy has reacted relatively well to glo-
bal change, it is important to consider the scale of the
task. At present, there are two major, related macro
imbalances: a large current account deficit in the

2. Attributed to Sir John Templeton. See, for example, Chancellor (1999).
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United States and substantial balance-of-payments
surpluses in Asia.

At present, there are two major,
related macro imbalances: a large
current account deficit in the United
States and substantial balance-of-
payments surpluses in Asia.

The U.S. current account deficit

The U.S. current account deficit is without precedent.
At 5.5 per cent of GDP, it is larger than that of any
major industrial country since the break-up of the
Bretton Woods system in 1971. Its scale is magnified
when one considers that the United States is a rela-
tively closed economy. For instance, the U.S. deficit
represents more than 20 per cent of the U.S. traded-
goods sector, which is roughly equivalent to the pre-
crisis ratios in Mexico and Argentina.’

The U.S. current account deficit is likely to continue to
rise over the next several years, for three reasons.

Uncomfortable arithmetic

First, the underlying arithmetic is particularly chal-
lenging. U.S. imports are presently about 50 per cent
larger than U.S. exports. As a result, even if imports
and exports grow at their historic norms (about 6 per
cent) and the economy grows at its potential (about
3.5 per cent), today’s deficit will top 6 per cent within
three years.

However, exports are unlikely to track imports, as the
U.S. propensity to import is at least 50 per cent greater
than its propensity to export.4 That is, if you assume
that the U.S. and the rest of the world’s (ROW) gross
domestic product (GDP) each rise at an equivalent
rate, U.S. imports will increase at a rate about 50 per
cent faster than U.S. exports. Applying this relation-
ship (which is not fully understood by economists but
has held for more than 30 years) to the simple example

3. The equivalent ratios for Mexico in 1994 and Argentina in 1998 were
12 per cent and 25 per cent, respectively.

4. This is a conservative assumption. Hooper, Johnson, and Marquez (2000)
estimate a U.S. propensity to import of 1.8 per cent and to export of 0.8 per cent

above implies a U.S. deficit of 7.5 per cent of GDP
within three years.”

Unbalanced global growth

The second reason why the U.S. current account defi-
cit is likely to deteriorate is that changes in relative
global growth are unlikely to come to the rescue. Sim-
ply put, the ROW is unlikely to grow at a rate faster
than the United States. In recent years, the U.S. economy
has accounted for about one-third of global growth
and, amongst the major economies, only the United
States, Canada, China, India, and Russia have contrib-
uted more than their weight of global GDP to global
growth.

In part, this performance reflects potential growth
rates that differ dramatically across major economic
regions. For example, blessed with more favourable
demographics, more flexible labour markets, and
(partially as a consequence) stronger structural pro-
ductivity growth, the American and Canadian econo-
mies have potential growth rates that are more than 50
per cent greater than those of our other G-7 partners.

As a result, absent other adjustments, U.S. imports
will likely continue to be pulled in by domestic
demand growth at a rate that exceeds the impact of
foreign economic growth on U.S. exports.

Savings-investment gap

One potential adjustment would be an increase in U.S.
relative savings. The current account deficit is equiva-
lent to the savings-investment gap of an economy, so
by definition, narrowing the difference between sav-
ings and investment will reduce the current account
gap.

In recent years, the opposite has happened as declines
in U.S. national savings have outweighed reductions
in investment. The U.S. national savings rate has
fallen over the past five years to its lowest level in his-
tory. At less than 1.5 per cent of GDP, the U.S. national
savings rate is about half its level of ten years ago.
The post-bubble increase in corporate savings (as bal-
ance-sheet repair was undertaken) has been swamped
by a further decline in household savings and the
sharp swing into government deficit financing.

Over the same period, investment growth rates have
fallen, and investment spending has remained princi-
pally domestically focused. The combination of a low

5. Projections of Roubini and Setser (2004) and Mann (2004) yield similar
results.
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interest rate environment and heavy foreign competition
has encouraged investment in the residential housing,
commercial real estate, and retail sectors (what econo-
mists call the non-tradable sector of the economy). In
other words, foreign savings are financing sectors of

the economy which will not ultimately help generate

exports and therefore narrow the current account deficit.

For most economies, this situation would probably
already have spelled trouble as similar dynamics did
in Mexico and Thailand in the 1990s. However, even
if it has a net foreign liabilities/exports ratio of 280 per
cent, comparable to that of single-B-rated Brazil, the
United States substantially mitigates its repayment
burden by borrowing overwhelmingly in its own cur-
rency (Roubini and Setser 2004). Unlike most econo-
mies, a U.S. depreciation unambiguously improves its
debt-servicing ability.®

To summarize, the U.S. current account deficit is
unprecedented; it will deteriorate even with balanced
global growth, which itself is unlikely to be forthcom-
ing absent substantial adjustments.

The U.S. current account deficit is
unprecedented; it will deteriorate
even with balanced global growth.

How then is the deficit being financed? And how long
can the process continue? This brings us to the second
major global imbalance: the large current account and
balance-of-payments surpluses in Asia.

Asian balance-of-payments surpluses

These are the complements of the U.S. current account
deficit. China is perhaps the best and certainly the
most relevant example, and | will rely on it heavily to
illustrate broader regional dynamics. The International
Monetary Fund (IMF) projects that China’s current
account surplus this year will be 2.5 per cent of GDP.
While it is often remarked that Chinese imports are

6. Assuming of course that debt is of sufficient duration and that increases in
future borrowing costs are not too severe. Both assumptions seem plausible
at present. For example, in 2003, the U.S. net liability position increased by
only 2 per cent, despite running a 5 per cent current account deficit.

7. Article IV, November 2004, pp. 31-32.

also growing rapidly, they are only keeping pace with-
exports in value terms.® Part of the story is the rapid
development of a pan-Asian supply chain, centred on
China, which exports most notably to the United States.

China’s structural current account surplus is arguably
even higher than current levels. The 2.5 per cent surplus
exists despite an economy growing above its potential
rate and a deterioration in its terms of trade owing to
rapidly rising commodity prices. An emerging mar-
ket with a bright future would normally be expected
to run a current account deficit as it imports capital
goods, principally financed from abroad, to speed its
development. Our own experience at the turn of the
last century is typical: from 1900 to 1913, Canada’s
current account deficit averaged 9 per cent as our
major export industries were built.?

Instead, China is running both capital and current
account surpluses, leading to a rapid accumulation of
foreign exchange reserves. Chinese reserves have
grown at 28 per cent compound annual growth rates
(CAGRs) in the past five years, to a projected $562 bil-
lion at year-end. Asawhole, Asian central banks hold
about $2 trillion, or two-thirds of the world’s official
foreign exchange reserves.

By virtually every measure, these increases have been
disproportionate. The growth in Asian reserves has
easily outpaced the growth in the region’s share of
global GDP and global trade. More importantly,
reserves in non-Japan Asia (NJA) are now well above
prudential levels. For example, Chinese reserves
cover 8.5 months of imports, compared with the pru-
dential norm of three months.? Even given the dol-
lar’s acknowledged role as the reserve currency, Asian
reserves are overweight the greenback. At year-end
2003, Bank for International Settlements (BIS) data
revealed that dollar-denominated assets made up
about 70 per cent of Asian reserves, or more than two
times America’s 30 per cent share of the world economy.

While there are some data discrepancies, it seems clear
that Asian central bank intervention is financing a
large portion of the U.S. current account deficit. For
example, last year, official flows to the United States

8. Ibid.

9. Urquhart (1986). Part of the explanation is low consumption in China.
Chinese consumption currently represents only about 40 per cent of GDP,
compared to two-thirds in Canada today.

10. They also represent six times short-term external debt. All figures are
from IMF Article 1V, November 2004.
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represented over $400 billion, equivalent to roughly
three-quarters of the U.S. current account deficit.!!

How these developments are interpreted is crucial to
the outlook for the international monetary system.

Why the Situation Might Work

There are two competing explanations for the emer-
gence of large global imbalances and sizable shifts in
global capital flows. That they are probably best cate-
gorized as increased flexibility and calculated inflexi-
bility suggests that they cannot both be right.

Increased flexibility

Some commentators, most notably, Alan Greenspan,
Chairman of the U.S. Federal Reserve, have suggested
that the current situation arises from the combination
of rational portfolio decisions and increased global
flexibility.

From this perspective, a good starting point is to rec-
ognize that the U.S. current account deficit represents
around 10 per cent of total ROW savings (of around
$6 triIIion).12 Naturally, not all of these savings are
invested domestically. Net capital flows to the United
States depend on the relative attractiveness of
American assets and the willingness of investors to
diversify internationally. Advocates of increased
flexibility assert that both current levels and future
trends support continued financing of prospective
U.S. current account deficits.!®

There is clearly some support for the relative attrac-
tiveness of U.S. real and financial assets. On a macro
level, the U.S. potential growth rate is the highest
within the G-7. Chairman Greenspan notes that, “The
pickup in U.S. productivity growth in the mid-1990s
[was] the likely proximate cause of foreigners’ per-
ception of increased rates of return on capital in the
United States.”* Of course, higher productivity and
potential growth rates do not necessarily translate into
higher relative future returns if market participants
such as yourselves have already discounted this pro-

11. Higgins and Klitgaard (2004) argue that the BIS data provide a better
measure of central bank financing of the U.S. current account deficit than the
U.S. balance-of-payments data, since they capture central bank funds inter-
mediated through private foreign intermediaries.

12. Cooper (2004). As opposed to the two-thirds of net foreign savings |
quoted earlier.

13. Note that, to pull this off, you need net flows with the United States that
are more attractive on a volume basis to Chinese than China is to U.S. inves-
tors.

14. Greenspan (2003, 2).

spective out-performance. Moreover, as all returns
should be risk adjusted, there remains the question of
whether the denominator in the “Sharpe ratio” for
U.S. assets will rise.

That said, even lower risk-adjusted returns would not
necessarily slow the growth of capital inflows to the
United States. Portfolio diversification alone argues
for increased flows to the world’s largest and deepest
capital market, especially considering the prospects
for capital account liberalization in China. It is logical
that, as capital controls are liberalized, a larger pro-
portion of Chinese private savings will be invested in
the U.S. economy, which still represents one-quarter
of global GDP and almost half of its marketable finan-
cial assets. This intuition is supported by research
by my former colleague at the Bank of Canada,
John Helliwell. John’s work suggests that home bias in
developed economies has declined markedly over the
course of the last decade.!® The explosion in capital
markets volume—of which the tenfold increase in
daily Canadian-dollar foreign exchange volume over
the past twenty years is but one measure—also sug-
gests a more flexible financing environment.16

There are two consequences if the global economy
maintains this momentum towards increased flexibil-
ity of goods and capital. First, we can expect greater
dispersion of current account balances. In this regard,
it is not necessarily surprising that the disparity
between the world’s current account deficits (mainly
in the United States) and surpluses (mainly in Asia)
has never been greater.17 Second, a more flexible
environment should help to ensure a smoother adjust-
ment to global imbalances through appropriate moves
in product and equity prices, interest rates, and
exchange rates.!®

Importantly, increased flexibility requires market
players to predominate in order for it to be effective.
At present, large official purchases of U.S. government

15. Helliwell (2004) updates the Feldstein-Horoika calculations that demon-
strated tight correlations of domestic savings and investment rates across
countries belonging to the Organisation for Economic Co-operation and
Development (OECD) by decomposing these correlations into 5-year intervals
to find a decline in the correlation in the last years of the 1990s. He does note,
however, that “it is quite possible that the greater variance of current account
balances reflects the coming and going of these crises more than the operation
of more globally fluid investment markets” ( pp. 4-5).

16. See the Bank of Canada’s Survey of Foreign Exchange and Derivatives Market
Activity in Canada (28 September 2004).

17. By IMF estimates, that spread is currently the equivalent of 2.3 per cent of
world GbP—double the gap of 10 years ago (Roach 2004).

18. Greenspan (2003, 6).
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securities may be muting market signals and dulling
the flexible system’s adjustment mechanisms.!®

Calculated Inflexibility: The New
Bretton Woods System

This brings me to the second possible reason for sys-
temic stability, which | shall term calculated inflexibility.
The most celebrated proponents of this approach are
Mike Dooley, David Folkerts-Landau, and Peter
Garber (DFG) of Deutsche Bank who, in effect, argue
that a new international monetary order has emerged.
According to DFG, the new Bretton Woods system is
self-reinforcing, mutually beneficial to Asia and the
United States, and stable enough to endure for
decades.?°

While | do not have time to fully articulate the subtle-
ties and would encourage you to read their work, |
think I can fairly summarize their argument as follows:

= There now exists a new de facto Bretton
Woods agreement (referred to as BW2) with
an Asian-dollar block.

= These Asian economies seek to minimize
exchange rate appreciation and volatility in
an effort to promote trade and invest-
ment.?!

= DFG employ strong political economy argu-
ments to assert that the system is self-rein-
forcing. Again, Chinese dynamics are
central. According to DFG, the most seri-
ous threat to social stability in China is its
economy’s ability to absorb the sizable pool
of surplus labour. The authors argue that
China’s export-fuelled growth helps to
absorb the 15-20 million workers who
enter the industrial labour market each
year.22 Assuming that there are 200-300
million surplus workers in China, the
lifespan of BW2 is measured in decades.

19. Although it is often claimed that these purchases are concentrated in U.S.
Treasuries, it is not clear that they take place at the long end of the yield curve.

20. They are by no means alone (see, for example, McKinnon 2003).

21. Crucial to their motivation is the core lesson that they learned from the
Asian crisis: namely, that the pre-1998 growth model based on investment
financed by external capital had become increasingly hostage to sudden stops
and reversals in capital flows. Immediately following the Asian crisis, current

account surpluses were run in order to rebuild reserves. Once prudential lev-

els were reached, reserve accumulation has continued as Asian countries
intervened heavily to prevent export-retarding exchange rate appreciation.

22. Itis never fully explained why export-oriented industries are superior
creators of jobs to non-tradable sectors.

= American interests are also served. The
recycling of dollars back into U.S. treasur-
ies keeps yields down. In turn, low interest
rates support valuations of U.S. assets that
consumers lever in order to fund further
consumption (much of which is of cheap
Asian goods).

= Larry Summers has termed this arrange-
ment the balance of financial terror: the end
of Asian-dollar purchases would sharply
constrain U.S. investment and growth
(through higher interest rates) while the
ensuing appreciation would undermine the
Asian export sectors. According to DFG, in
this standoff nobody blinks for the next
twenty years.

= U.S. corporations are offered the opportu-
nity to invest in the Asian miracle, which
buys their (and ultimately the U.S. govern-
men’s) support for the system. In one
aggrandizement of the thesis, it is argued
that this dynamic in effect creates a total
return swap collateralized on Chinese-
owned U.S. Treasuries (which would be
defaulted upon if China expropriates
American investments in China).

< Eventually (at the end of the decade), the
U.S. dollar depreciates against its Asian
crosses, thus ensuring a sustainable U.S. net
liability position. Asian countries take the
eventual capital loss, a cost which is greatly
outweighed by the benefits of current
export-led growth.

= The ROW, including Canada, Europe, and
Latin American emerging markets, repre-
sent a periphery of floaters. We are inter-
ested bystanders outside of the virtuous
circle said to exist between America and
Asia.

The Periphery Doesn’t Hold: Why
BW2 Won’t Work

The DFG thesis of a bold new international monetary
order is a seductive approach that makes for provocative
academic discussions but poor policy choices. Asian
reserve accumulation, initially motivated by pruden-
tial considerations, then propelled by the policy iner-
tia that inevitably seems to afflict those who choose
fixed exchange rate regimes, is now fanned by the
guasi-intellectual justification of new-paradigmers
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who have proclaimed the birth of the new Bretton
Woods system.

Yet there are at least five reasons why the BW2 system
seems destined to fail.

First, even new paradigms cannot suspend basic eco-
nomic relationships. Although countries can fix their
nominal exchange rates, even with partially liberal-
ized capital flows, they cannot fix their real exchange
rates. As a result, relative price adjustments (rather
than exchange rate moves) will eventually drive the
required real appreciation. Quite simply, Asian infla-
tion will be higher than American. There is already
evidence of mounting consumer price inflation in
China, which has moved from 1 per cent deflation two
years ago to 4 per cent+ inflation this year.?®

Second, foreign exchange intervention requires sterili-
zation in order to control domestic money supply.
This is very costly. For China, the immaturity of the
financial system reduces the costs (i.e., financial
repression), but this advantage will lessen as China
modernizes. In addition to these flows costs, large
capital losses (potentially on the order of 3 per cent of
GDP) are likely on foreign exchange reserves (Higgins
and Klitgaard 2004).

Third, even in my limited experience in government
and international relations, | have reason to be skepti-
cal of claims of complex yet seamless simultaneous
coordination across borders, between governments,
and among public and private actors. For example, in
the United States, the interests and influence of U.S.
firms who invest in Asia trump those of the domestic
manufacturing sector and their employees. How
likely is that? And why would that also be the case in
Europe and Canada, which currently bear a dispro-
portionate burden of any dollar depreciation? Is it not
possible that the balance of winners and losers could
increase the likelihood of protectionism?

Fourth, coordination among Asian governments is
assumed. However, BW2 has neither the credible
commitment to exchange rate stability nor the adjust-
ment mechanism that characterized the old BW system.
An emerging pan-Asian supply chain is not equiva-
lent to the development of an institutionally anchored
currency block. For example, Asia has as many
managed floats as formally pegged exchange rates.?*
Moreover, it is not clear that all countries in the region

23. The impact on social stability of high inflation should not be discounted,
as it can have considerable redistributive consequences.

have the same adjustment time frame. The weight of
surplus labour in the rest of NJA is generally smaller,
and the level of domestic financial sophistication is
generally much greater than in China. This means that
inflation pressures and negative carrying costs of ster-
ilization will likely rise faster outside than inside China.

As in any coordinated game without institutional bar-
riers, defection incentives are high. Given that one of
the acknowledged elements of the end-game is a large
capital loss on reserve holdings, a question must be,
why wouldn’t Korea or Taiwan want to minimize
their loss by getting out first? As Barry Eichengreen
has pointed out, even with the institutional strictures
of the first BW system, France, Germany, and the
United Kingdom did just that by selling their gold to
the United States in 1970 (Eichengreen 2004). Defection
incentives are further fed by other differences between
the original Bretton Woods system and the current sit-
uation, including the greater heterogeneity of Asia,
the existence of a more appealing alternative to the
dollar in the euro, and the relative absence of capital
controls (Eichengreen 2004).

Finally, the development process works directly at
odds with the maintenance of a long-term peg. In
order for the Chinese economy to continue to progress,
its domestic financial system must develop. However,
it cannot fully do so without interest and exchange
rate flexibility.?> Even before these prices are liberal-
ized, as the financial sector develops, capital controls
will become more difficult to enforce and sterilization
more expensive. Crucially, this dynamic will be sped
by the rapid increase in global cross-border capital
flows discussed above.

In sum, the fact that there is more than a little truth in
the increased-flexibility argument means that the cal-
culated inflexibility behind the new Bretton Woods
system will likely be short-lived.

Our Policy Framework in These
Circumstances

I will end as | started: with a bait and switch. Belying
the title of my address, | have just argued that there is
not a new international monetary order, but rather

24. International monetary history has consistently shown that the halfway
house between fixed and floating exchange rates is a very dangerous place to
be.

25. In this regard, the recent move to a more flexible interest rate is more
important than the increase in the official rate.
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that there currently exists an ad hoc arrangement of
two co-existing systems: one floating, the other fixed.

This is not sustainable for major currencies.

Other currencies can fix, but only if they subjugate
their monetary policy to the centre. Absent steriliza-
tion, countries which fix their currencies will effec-
tively operate a pure gold standard or currency-board
arrangement. This will ensure that they quickly bear
their share of global adjustment via changes in their
inflation rate. If they try to thwart this adjustment
through sterilized intervention, countries avoid their
responsibilities in exchange for merely postponing the
inevitable. In the long run, real exchange rates will
adjust, even in China.

However, the time path of adjustment matters, even if
the end result is not in doubt. With the sixth largest
economy in the world and a 6 per cent share of global
trade, China has a major currency. Its economic impact
is magnified by the supply-chain incentives for other
Asian currencies to track the renminbi. This scale
means that the potential costs to the global economy
of delaying adjustment could be high. There is likely
overinvestment in export industries in Asia and under-
investment in export industries in the United States.
In addition, the risks and costs of increased protection-
ism should not be trivialized.

In a world of free capital movements,
the only valid adjustment mechanism
is enlightened self-interest.

And to what end are these risks being run? Absent a
dramatic retrenchment in global capital mobility, it
appears inevitable that the floating system will reas-
sert its primacy. The weight of global capital flows
and the benefits of flexibility are simply too great to be
ignored. The challenge is thus to smooth the exit path
for the fixed block. The sooner this happens, the bet-
ter market signals will work, and the smoother the
adjustment of global imbalances will be.

In a world of free capital movements, the only valid
adjustment mechanism is enlightened self-interest.
International monetary history suggests that countries
usually fail to take systemic concerns into account

when making short-term policy decisions, so an appeal
to the greater good seems unlikely to work. Interna-
tional policy coordination can play a role but only
when it is in the interests of all countries to coordinate
policies.?® That's why the Plaza Accord worked, but
the Louvre Accord did not.

One of the principal advantages of the G-7 and G-20 is
their ability to promote mutual understanding and to
encourage individual members to take steps which
are in their interests. By helping to coordinate indi-
vidually rational policies, the G-7 and G-20 can maxi-
mize their collective impact.

Such a situation exists today. Itis in China’s interest
gradually to liberalize interest rates, capital controls,
and its exchange rate regime. China simply cannot
reach its full potential if it does not, and it risks much
more if it delays. The costs of the current policies are
multiple: China wastes massive resources; it has an
inefficient financial sector prone to connected and
speculative lending; its loose monetary policy is feeding
inflation and, potentially, asset bubbles; and its under-
valued terms of trade are depriving Chinese consum-
ers and further distorting investment decisions.

Similarly, individual country incentives within the
G-7 are aligned to reduce global imbalances. Specifi-
cally, it is in American interests to reduce their budget
deficit and encourage private savings. As Europe and
Japan have recognized, it is in their interests to aggres-
sively pursue structural reforms. Finally, itisin
Canada’s and Britain’s interest to maintain our sound
macroeconomic policy records while redoubling
efforts to maximize the flexibility of our economies,
increase the efficiency of our financial systems, and
ultimately raise our overall levels of productivity.

All major nations have a common
incentive to increase flexibility in the
cross-border movement of goods,
services, capital, and labour.

All major nations have a common incentive to increase
flexibility in the cross-border movement of goods,
services, capital, and labour. The new international

26. That is, the doctrines of Adam Smith are as valid at the international level
as at the firm level.
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monetary order will likely be one in which G-4 curren-
cies—the U.S. dollar, the yen, the euro, and the ren-
minbi—all float against each other, and in which other
currencies, including the Canadian dollar, will have a
choice: to float on their own or to fix to a block which
itself floats.

In this international monetary order, Canada’s choice
remains clear. A floating Canadian dollar gives us
monetary policy independence and an automatic
buffer against economic shocks. My former employer,
the Bank of Canada, has used this independence to
achieve an inflation rate that is low, stable, and pre-
dictable, thereby ensuring that Canadians can consume,
invest, and save with a high degree of confidence. At
the same time, the exchange rate has responded to
global shocks, including the Asian crisis in the late
1990s, and to the current robust global growth in a
manner that has helped and will help to ensure that
our economy undertakes the necessary adjustments to
global change. Canada understands the international

monetary order, and we will work with our partners
to ensure that we can all realize the full potential of a
flexible, dynamic global economy.?”

A floating Canadian dollar gives us
monetary policy independence and an
automatic buffer against economic
shocks.

Thank you for your attention. | would be happy to
take any questions.

27. See, for example, Murray (2000).
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