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Would a second Plaza agreement make sense? 

Get article background

IF YOU want to guarantee an invitation to a high-powered summit, your best bet is to host it 
yourself. The International Monetary Fund was not invited to New York's Plaza Hotel in September 
1985, when the finance ministers of America, Japan, West Germany, France and Britain agreed to 
bring the dollar down. Nor was it officially represented at the Louvre Palace in Paris 17 months 
later, when the same powers called a halt to the greenback's fall. As America's current-account 
deficit has resurged in recent years, the IMF has remained on the sidelines of the great dollar debate. But at its 
spring meetings last weekend, the fund got a foot in the door. It will serve as a kind of “master of ceremonies” 
should today's economic powers ever again seek a co-ordinated response to a great global question.

The IMF was given two duties. It will devote more effort to “multilateral surveillance”, scrutinising how each 
member's policies affect everyone else. This wide-angle focus on spillovers from one country to the next differs 
from the fund's customary approach, wherein it takes individual mugshots of each of its members' economies in 
turn. Once it has identified matters of collective concern, the fund will then get the parties together to look for 
collective solutions. 

The guest lists for these meetings will be quite a bit longer than the cosy handful invited to the Plaza or the Louvre. 
A growing number of economies can now lay some claim to global significance. For the past few years, China has 
been the ghost at the feast whenever the older economic powers break bread together. Now the big oil-exporters 
are equally difficult to ignore. On April 21st the fund held an informal chin-wag on global imbalances with finance 
ministers from more than 20 countries. By the time it next meets in Singapore in September, its managing 
director, Rodrigo de Rato, will make concrete proposals to give several emerging economies—such as China, South 
Korea, Turkey and Mexico—more votes on the IMF's board, in recognition of their growing clout.

Were the fund to convene a summit on global imbalances, what might the guests talk about? In the original Plaza 
agreement, America promised to curb its budget deficit, the countries with big trade surpluses—Germany and Japan
—agreed to expand domestic demand, and all conspired to sell dollars in the foreign-exchange markets. Several 
economists at the Institute for International Economics (IIE), a think-tank in Washington, DC, believe that a similar 
bargain should be struck today.

The case for a second Plaza agreement rests on game theory as much as macroeconomics. What is rational for 
each country acting unilaterally might not be best were all to act in concert. In a recent paper William Cline of the 
IIE* argues that the countries of emerging Asia in particular are trapped in a prisoner's dilemma. They are afraid of 
floating freely against the dollar because they want to remain competitive against each other, as well as against 
America. As a result, no single country will let its currency strengthen much, unless they all rise together. If Mr 
Cline had his way, China's yuan would appreciate by more than 40% against the dollar in real terms—a huge jump. 
But if the currencies of all China's trading partners were to strengthen against the greenback at the same time, the 
yuan's trade-weighted value would increase by little more than 8%, he says.

If the dollar were to fall, America's overspending government would have to make way, Mr Cline argues. A cheaper 
dollar would boost demand for America's exports. To stop this extra demand from stoking inflation, America's 
government would need to tighten its own belt, much as it promised to do in 1985. This, says Mr Cline, opens up a 
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second opportunity for international co-operation. If the American government taxed more or spent less, other 
countries would need to spend more to maintain global demand. America's Treasury is fond of pointing out how 
reliant the rest of the world is on American profligacy. And this month Mr de Rato warned those pointing a finger at 
America's red ink to “be careful what you wish for”.

 
Blood in the foyer

Not everyone recalls the Plaza agreement as fondly as Mr Cline does. For Ronald McKinnon, of Stanford University, 
the deal exemplified not amicable co-operation but Japanese capitulation†. The country's policymakers let the yen 
strengthen to appease Japan-bashers in Congress, who were outraged by America's bilateral trade deficit. The yen 
jumped in fits and starts from about 250 to the dollar in 1985 to a peak of 80 ten years later. Mr McKinnon blames 
the strong yen for the liquidity trap that ensnared Japan in the 1990s. He fears that what befell Japan in those 
days could also happen to China were it to succumb to similar American harassment.

The Plaza Hotel closed last year. Many of its rooms are being converted into flats. The IMF may find that the 
political fashions that made the Plaza agreement possible are also a thing of the past. The Americans are quite 
receptive to the fund's new role, but largely because they think the fund will do some of their China-bashing for 
them. America's Treasury has explicitly rejected the idea of current-account targets of the sort envisaged by Mr 
Cline, and it is hardly going to raise taxes just because the IMF asks it to. This week the Chinese, less pliant than 
the Japanese of yesteryear, were also keen to point out that it was not the fund's job to tell them what value the 
yuan should be—not that the fund could answer that question even if it wanted to. The fund should make the most 
of its role as master of ceremonies, but it will never be the master of currencies.

 
 

*“The Case for a New Plaza Agreement”, IIE Policy Briefs, December 2005

 
†“China's New Exchange Rate Policy: Will China Follow Japan into a Liquidity Trap?”
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