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The Exchange Rate Commitments
and Monetary Policy Autonomy:
From the Plaza to the Louvre

Tzeng-Jia Tsai

Abstract

Following the breakdown of the Bretton Woods System in 1973, Inter-
national Economic Policy Coordination (IEPC) has become one of the major
tools employed by industrial countries to work out agreements on exchange
rate and monetary policies. Past research seems to indicate that effective
IEPC often yields minimal impact upon a country’s domestic monetary
policy. This perspective gradually evolves into the concept which Michael
Webb calls “ Insulation and Symptom Management.” Following the lifting
of regulations that allow higher mobility of capital, however, it has become
harder to keep the effects of fluctuations in the exchange rate from affecting
domestic monetary policies. The main purpose of this thesis is to put forth
the view that the effectiveness of IEPC does not rely on the degree of in-
sulation of the domestic monetary policy; but rather relies upon the degree
of adaptation demonstrated by the domestic political and economic structures.
This paper uses the concept of the “ Second Image Reversed,” as proposed
by Peter Gourevitch, to explore the relations between activities that occur
on the international level with those that occur on the domestic level. This
paper seeks to answer how a given country’s domestic political and economic
structures will adjust after it has reached specific agreements via IEPC.
This paper concludes that even after agreements have been reached in the
IEPC, the final adjusted monetary policy the nation adopts still is primarily
based on such factors as the country’s interest in economic growth and its
stability in the political arena. Such policies ultimately contort the nation’s
industrial structure as well as the resulting monetary policy, and are seen
as the major causes of the financial crisis, which ripped through the globe
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during the 90’s. This paper traces the progress of exchange rate negotiations
between the US, Japan, and Germany from the Plaza Accord in 1985 until
the establishment of Louvre Accord in 1987. Changes in the monetary
policies of Japan and Germany after 1985 are used as evidence to illustrate
the hypothesis.

Keywords: Bretton Woods System; international economic policy coordina-
tion; insulation and symptom management; second: image re-
versed



