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By late 1998 101 countries had declared that their currencies
were allowed to float against other currencies, neaning that the
currency was not formally pegged to sone other currency or basket
of currencies. This was up from 38 ten years earlier, suggesting
a significant nove toward greater flexibility of exchange rates.
Yet during the 1990s half a dozen countries installed currency
boards, a particular strong form of exchange rate fixity; ten
Eur opean currencies were elinmnated in favor of a comon currency,
the euro; other countries were actively considering installing
currency boards, or even adopting the US dollar for donestic use.

After a quarter century of floating anong the nmajor
currenci es, exchange rate policy is still source of vexation, and
the appropriate choice is by no neans clear. Should a country
allow its currency to float, subject perhaps to exchange market
intervention fromtine to time? O should it fix its currency to
sonme other currency or currencies, and if so to which one(s)?
Economi sts do not offer clearly persuasive answers to these
gquestions. Yet for nost countries, all but the largest, with the
nost devel oped donestic capital nmarkets, the choice of exchange

rate policy is probably their single nost inportant nacro-econom c



policy decision, strongly influencing their freedomof action and
ef fectiveness of other macro-economc policies, the evolution of
their financial systens, and even the evol ution of their econom es.

This paper will not answer these questions, but it wll
suggest that the responses that have been gi ven by many econom sts
over the past few decades are inadequate and possibly quite poor

advi ce to deci si on-nakers.

A Brief Hi story of Exchange Rate Policy

The choi ce of exchange rate regi ne was not always so vexi ng;
during nuch of the nobdern era it was in practice dictated by
convention, by internationally agreed rules, or by uncontrollable
external circunstances. |If we date the nodern era from 1867, when
a trans-Atlantic cable first linked Europe and North Anerica
el ectronically -- connections were established within Europe from
1851, and across the Pacific in the 1870s -- international nonetary
experience anong the major countries can be divided into four
di stinct periods, each with sonme fuzzy edges. The first covers the
period roughly 1870-1914, during which nost countries adopted a
gold standard for their donestic noney, inplying fixed exchange
rat es among currenci es beyond the nodest flexibility allowed by the
m nt gold points and transport costs.

This relative uniform regine -- although sone countries
remai ned on (generally depreciating) silver, and others had gol d-
i nconvertible currencies fromtine to time -- was interrupted by
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the First Wirld War. The period 1914-1946 saw great variation,
both anbng countries and over time, wth the wdespread and
epi sodi ¢ use of exchange controls, periods of floating exchange
rates, an aborted attenpt in the late 1920s to restore a vari ant of
the gold standard, and an effort in the late 1930s to stabilize
exchange rat es anbng sone mgj or currenci es by coordi nati ng nonetary
policy and market intervention.

From 1946 to 1973 exchange rate policy was dom nated by the
Bretton Wods Agreenent of 1944, with its conmtnment to currencies
convertible for current account transactions and fixed exchange
rates (beyond a narrow band of permssible flexibility) but
adjustable if necessary. It was initially enbraced by 44 countries,
a list that grew over tine. The collective decision to eschew
exchange control s and fix exchange rates was strongly i nfluenced by
the mainly negative "lessons” fromthe experience of the interwar
peri od.

The Bretton Wods arrangenent cane under increasing strainin
the late 1960s, and in March 1973 (earlier for Britain and Canada)
the practice of fixing exchanges was generally abandoned by the
maj or countries of Europe and Japan, and we entered the fourth
period, 1973 to the present, of floating exchange rates. Many
countries, however, elected to fix their currencies to sone ngjor
currency -- the US dollar, the French franc, the British pound.
And el even of the then 12 nenbers of the European Conmunity found
I ntra- European exchange rate flexibility intol erable (anmong ot her
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things, it interfered with the Common Agricultural Policy), so in
1979 re-created a mni-Bretton Wods systemin the exchange rate
mechani sm of the European Mnetary System (EMS), which in 1999
evol ved into Europe's Econom c and Monetary Union (EMJ) with its

comon currency.

Scope for Choice of Exchange Rate Arrangenents

The | MF Articles of Agreenment were anended in 1978 to drop the
requi renent for nmenbers to decl are exchange rate parities and take
the necessary steps to keep market exchange rates near parity.
Under the new (and still current) fornul ati on, nenber countries can
in effect choose any exchange arrangenent that suits them provided
that it is declared to the M-, provided that it is consistent with
the general objective of the IM-, which is to foster "orderly

econom c growh with reasonabl e price stability," and provi ded t hat
countries "avoi d mani pul ati ng exchange rates...to prevent effective
bal ance of paynents adjustnent or to gain an unfair conpetitive
advant age over other nenbers" (Art.IV.1 (iii)).

Curiously, the |IM- Articles (Art.IV.4) envision the
possibility that international nonetary conditions m ght soneday
permt the re-introduction of par values for currencies, in effect
a return to (quasi) fixed exchange rates, the arrival of such
conditions to be determ ned by a 85 percent voting ngjority of the
| MF menber s.

Menber countries, which by now include all economes in the
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wor | d except Cuba, North Korea, Hong Kong, Taiwan, and a nunber of
m ni-states, have anong them el ected a wi de variety of exchange
arrangenments, ranging fromfreely floating to rigidly fixed to a

maj or currency, w th many conbi nations in between. [add table?]

A Brief Hi story of Thought about Exchange Rate Policy

The adoption of flexible exchange rates by many countries in
the aftermath of the First Wrld War did not reflect the
preferences of policy-makers, but rather their inability, in the
i mredi at e post-war circunstances, tore-establish convertibility of
the national currency into gold. Restoration of gol d
convertibility, inplying fixed exchange rates anobng such
currencies, was the desired aim preferably at pre-1914 conversion
rates, if necessary with sone depreciation to allow for the
inflation that had occurred during and i medi ately after the war.

Already in the 1920s, however, sone econom sts, nost notably
John Mayard Keynes (1923, 1930), saw the advantage for nationa
wel | -bei ng of "managed noney;" and managed noney at the national
| evel was understood to be inconsistent with rigorous adherence to
gold standard conventi ons. Keynes' proposed solution to this
dilemma was to wi den gap between the official gold purchase price
and the gold selling price. Any country that did this would
i ntroduce a band of floating exchange rates which would give sone
scope for independent national nonetary policy.
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Keynes' proposal was not formally adopted, but the breakdown
of the gold (exchange) standard from 1931 created nore scope for
i ndependent national action than Keynes had urged or desired. The
experience with fl oati ng exchange rates, under admttedly extrenely
difficult circunmstances, did not |eave contenporaries with a good
feeling about them Ragnar Nurkse, in an influential study for the
League of Nations, sunmari zed the i nterwar experience with floating
exchange rates in these terns (1944, p.210):

"A systemof conpletely free and fl exi bl e exchange rates

i s concei vabl e and may have certain attractions in theory; and

it mght seemthat in practice nothing could be easier than to

| eave i nternational paynents and recei pts to adjust thensel ves

t hrough uncontrol |l ed exchange variations in response to the

play of demand and supply. Yet nothing would be nore at

variance with the | essons of the past."

He went on to elaborate three serious disadvantages of
floating rates: risk for trade transactions that cannot be hedged
at noderate cost; costly and disturbing shifts in | abor and capital
anong sectors in response to exchange rate changes that m ght prove
to be tenporary; and "sel f-aggravating" novenents i n exchange rates
that intensify disequilibria rather than pronote adjustnent.

Nurkse's antipathy to flexible exchange rates was w dely
shared, both anong nen of affairs and within the acadeny. John H
Wl lians of Harvard and the Federal Reserve Bank of New York wote
in 1937, following the Tripartite Agreenment to stabilize exchange
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rates anmong the US dollar, the British pound, and the French franc,
that "...there is no evidence of any desire for a really flexible
currency."” (quoted in Nurkse, p.211n).

The nmjor exception to this general sentinment was MIlton
Fri edman(1953), who argued in a nenorandumwitten in 1950 for the
US Economi c Cooperation Adm nistration, which admnistered the
Marshall aid to Europe, that anong the alternatives available a
strong case could be nmade for allow ng the European currencies, at
the time heavily burdened by direct controls on international
transactions, to float against one another. The ECA was desirous
of reducing the heavy restrictions on intra-European trade as wel |
as trade with the rest of the world; but npst countries resisted
trade liberalization in part out of fear of unsustainable
I nbal ances in paynents, largely vis-a-vis the dollar but partly
vis-a-vis one another. (Wthin Europe, Belgium had the strongest
currency.) And against the background of the G eat Depression and
the Keynesian revolution in thinking about rmacro-economc
managenent, all were commtted to mai ntai ning some version of ful
enploynment, i.e. to nationally managed noney. Fri edman saw
exchange rate flexibility as a way to reconcile otherw se
conflicting objectives. Friedman argued (p.199) that a system of
flexi ble exchange rates would elimnate the necessity for far-
reachi ng i nternati onal coordi nation of internal nonetary and fi scal
policy in order for any country separately to follow a stable
I nternal nonetary policy. "Inflation and deflation in any one
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country will then affect other countries primarily in so far as it
affects the real incone position of the initial country; there wll
be little or no effect through purely nonetary channels.”

Friedman was initially nearly alone in his views. Most
cont enporary econom sts favored fi xed exchange rates and feared t he
instabilities that flexible exchange rates m ght bring, or reveal
(see, e.g. Triffin (1957, 1966), Kindleberger (1966), Bernstein
(1945)).

But just as experience during the 1920s and 1930s cul tivated
a distaste for exchange rate flexibility, experience during the
1950s and 1960s cultivated increasing antipathy, especially in
academc circles, to the Bretton Wods version of fixed exchange
rates -- that is, rates fixed beyond narrow bands of perm ssible
variation, but adjustable if necessary to correct a "fundanenta
disequilibrium in international paynents. |t becane clear that
national authorities held onto their fixed rates for too | ong, and
that by the tinme a fundanental disequilibriumwas evident to them
It was al so evident to everyone else. This arrangenent created a
mechani smfor periodic transfers of public wealth, held in the form
of gold or foreign exchange reserves, to private parties who
specul ated successfully on a discrete change in exchange rates,
selling before an expected deval uati on and repurchasi ng afterward.
Even w th pervasi ve controls on capital novenents, determ ned firns
and individuals <could nove much capital l egally through
mani pul ati ng the "l eads and | ags"” of comrerci al paynents and ot her
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| oop-holes in the control system and of course funds al so noved
illegally, with bribes or m srepresentations of trade invoices or
el sewhere.

This prospect in turn inhibited authorities from changing
exchange rates, hoping that the paynments difficulties were
tenporary, or led themto inpose and increasingly tighten controls
on all international transactions in order to reduce paynents
deficits -- thus thwarting the very purposes for which a well-
functioning paynents systemis desired.

Observing this excessive rigidity, as well as the growmh in
both possibilities for and magnitude of international capital
novenent s, econom sts increasingly came to favor greater
flexibility in exchange rates. Numerous proposals for introducing
greater flexibility, short of full floating, were put forward. Some
concentrated, |ike Keynes in the 1920s, on giving greater freedom
for differences in national nonetary policies, by wi dening the band
of permssible variation around central parities; ot hers
concentrated on providing for gradual secul ar changes in exchange
rates w thout provoking massive specul ation around prospective
di screte changes (e.g. WIlianson, 1965). And of course numerous
conbi nati ons of the two approaches were possible. Federal Reserve
Bank of Boston (1969) and Hal m (1970) provi de useful conpendia on
academ c thinking in the late 1960s.

The "Bel | agi o G- oup, " under the collective | eadership of Fritz
Machl up, WIlliam Fellner, and Robert Triffin held a series of
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nmeetings from 1963 between academ cs and central bankers to review
the functioning of the international nonetary systemin its diverse
aspects, including exchange rate arrangenents as well as provision
for international liquidity. This group exposed key central
bankers to the evolution in academ c thinking, and may have pl ayed
sonme role in persuading central bankers that flexible exchange
rates were workabl e, or at | east woul d not be nore troubl esone t han
the fixed exchange rate systemw th which they were then having to
cope.

The debate was sunmari zed tendentiously by Harry G Johnson
(1973) in his widely read "The Case for Flexible Exchange Rates,
1969, " first published in the United States by the Federal Reserve
Bank of St. Louis but widely reproduced thereafter. 1In contrast to
Fri edman, from whom he drew his title, Johnson was witing after
extensive liberalization of paynents on current account and sone
|'i beralization on capital account; and he was witing after 20
years experience under the Bretton Wods system He both reflected
and hel ped shape the preval ent view anong academ ¢ econom sts, if
not bankers and governnment officials, who on the whole remained
hostile to exchange rate flexibility.

The essay is well-balanced inits overall structure: he states
the case for fixed rates; the case for flexible rates; and the case
against flexible rates. But only one paragraph is devoted to
stating the case for fixed rates, the renmai nder of the section to
why it is "seriously deficient." And the section on the case
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against flexible rates is basically devoted to knocking it down,
consisting as it does in Johnson's view "of a series of unfounded
assertions and allegations.” It is not a bal anced account; Johnson
had nade up his m nd, and hoped to i npose his concl usi ons on ot hers
by a devastating critique of the (unnaned) opposition.

Johnson's affirmative analysis is itself based on a series of
unf ounded assertions and al |l egations, an idealization of the world
of financial markets w thout serious reference to their actua
behavior. The key tenets were:

1) that the foreign exchange nmarket was rather like the
strawberry mar ket or any other market small relative to the size of
t he econony, such that inpacts of devel opnents in this market on
t he overall econony could be neglected (a curious stance, since in
his other witings Johnson was insistently general equilibriumin
hi s approach);

2) that the foreign exchange nmarket is a stable market: "a
freely flexible exchange rate would tend to remai n constant so | ong
as underlying econom c conditions (including governnment policies)
remai ned constant; random deviations from the equilibrium |eve
would be limted by the activities of private speculators..."”
(p. 208);

3) that exchange rate novenents would be dom nated by
inflation differentials between the respective countries; and

4) that under flexible exchange rates the market woul d qui ckly
devel op the wi de range of appropriate hedging i nstrunents that were
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mani festly not present in the |ate 1960s, permtting reductions in
such uncertainties as flexible rates m ght occasion.

Runni ng through the essay is the view that the ngjor if not
the sole sources of disturbance to exchange rates are governnment
policies. And, as in Friednman, "Flexible rates would allow each
country to pursue the mxture of unenploynent and price trend
objectives it prefers..."(p.210), i.e. it can choose its preferred
point on the Phillips curve.

After a quarter century of experience with floating exchange
rates this essay now seens sonmewhat naive -- a |abel that would
of fend Johnson, even though he sonetines applied it to others. He
denonstrates a charmng faith in the ability of private markets to
get the exchange rate right, and to keep it there. He wote before
t he advent of the "asset price" approach to exchange rates had been
devel oped, with its sudden junps in response to news, even to news
that turns out to be incorrect.

It is worth noting that Johnson was maki ng a case for floating
exchange rates anong the currencies of major countries, with well-
diversified economes, such as Britain, CGermany, or his native
Canada. He explicitly excuses devel oping countries, indicating
wi th approval that they would probably link their currencies to
sonme mgj or currency. But the choice of which currency woul d not be
consequenti al provided currency novenents |largely tracked inflation
differentials, i.e., provided real exchange rates anong the major
currencies remained relatively stable, as he expected they woul d.
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| conjecture that Johnson woul d not have been surprised by the
| arge appreciation of the US dollar in 1980-1985 and its
subsequent rapid depreciation. That was | argely explicabl e, except
perhaps for the final appreciation in late 1984, by the tight noney
and stimnulative fiscal stance of the United States, conbined with
tight fiscal policies in other major countries, especially Japan
and Germany, all of which were fighting inflation at the tine.
Even he would have been surprised, | believe, by the sharp
appreci ati on of the Japanese yen in early 1995, followed by a steep
fall over the followng three years, from ¥85 to ¥145 to the
dol lar, and then back quickly to bel ow ¥110 in early 1999. Japan
and the United States both had | ow and stable inflation rates, and
the peculiar gyrations in Japan's fiscal policy go only part way
toward explaining the novenent in the yen-dollar exchange rate,
particul arly when the small inpact on | ong-termJapanese bond rates
Is taken into account. These were large -- and disturbing --
novenents in (real) exchange rates between the world's two | argest
nati onal econom es. Such novenents cannot characterize a well-
functioni ng exchange rate regine.

In any case the general novenment to flexible exchange rates
anong maj or currencies that occurred in 1973 was short-lived. Many
(continental) Europeans felt that flexible rates anong their
currencies would be highly disruptive of the recently conpleted
common mar ket (which Britain, Denmark, and Ireland joined in 1973,
beginning a decade-long process of transition to full
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participation), especially its common agricultural policy. Under
the CAP target prices were set annually for farm products before
each crop season, in a synthetic unit of account, the Ecu.
Fl exi bl e exchange rates anong participating currencies inplied --
horrors! -- that farmprices mght actually decline within the crop
year in those currencies that appreciated. To prevent this, so-
called green exchange rates, different from nmarket rates, were
applied to intra-European agricultural trade, thus necessitating
i nternal border adjustnments, i.e. disrupting free intra-European
trade in agricultural products, and thereby threatening the conmon
mar ket . Faced with this conplication, and concerned about the
i nplications of an unstable dollar for intra-European exchange
rates (sonething that should not be a probl emon Johnson's vi ew of
exchange market behavior), German Chancell or Schm dt and French
President G scard d Estaing, both former finance mnisters who
prided thenselves on their economc know edge and experience,
persuaded their colleagues to re-create within Europe the main
features of the Bretton Wods system albeit with a substantially
wi der -- nine percent versus three percent -- band of perm ssible
exchange rate flexibility around central parities.

The debate over the best exchange rate reginme continues
unabated, still unresolved. An extensive discussion in the 1990s
focussed on the desirability of introducing a comon currency --
fi xed exchange rates at their extremty -- within Europe, with nmany
econom sts expressi ng doubt about its wi sdom or concern about the
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outcone (see, e.g., Qbstfeld (1997) and the references there
cited). The fact that all of the countries experiencing financial
crises in 1997-98 had de facto (but not declared) fixed exchange
rates has encouraged a re-look at the nost appropriate exchange
rate policy for developing countries, wth nmany economsts
concluding that flexible exchange rates are preferable to fixed.
One factor that has inhibited serious resolution of exchange
rate choices is the continuing use by the econom cs profession of
an extraordinarily primtive theory of noney inits theorizing, and
its insistence on separating nonetary and real factors in anal yzi ng
econom es. This pedigogically useful practice prevents econom sts
fromfromfinding any welfare costs associated with di sturbing the
all ocative role of noney prices (as opposed to relative prices),
such as mght occur with exchange rate fluctuations that are not
associated with serious signals to reallocate resources. A recent
paper by Obstfeld and Rogoff (1998) breaks with parts of this
tradition, and finds in a highly stylized but prom sing nodel that
the wel fare cost of exchange-rate variability can be as much as one

percent of GDP, a non-trivial anount.

Eval uati on of Performance under Alternative Exchange Arrangenents

Can we draw on a quarter century of experience with floating
exchange rates to determ ne the correct choice for exchange rate
policy? Unfortunately not. A nunber of studies have tried to
ferret out the influence of exchange rate arrangenents on economnic
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performance. They involve before/after case studies of countries
t hat have changed their arrangenents, conparative case studi es, and
econonetric analysis of pooled cross-country experience. Al
suffer from the wusual problens plaguing enpirical work in
econonmics: there is no entirely satisfactory way to "control™ for
all relevant cross-country differences or for the rel evant changes
in the donestic and international econom c environment over time.
Not surprisingly, therefore, the results are not conclusive and are
sonetinmes contradictory -- they vary with country coverage, tine
period, and detailed specification of the "nodel"” that tries to
control for other relevant variables, many of which would be
endogenous to a nore conprehensive nodel specification. A sanple
of recent results:

Ghosh et al.(1997) study 140 countries over 30 years under
nine types of exchange rate arrangenent. They find that both
| evel s and variability of inflation are markedly | ower under fixed
exchange rates than under floating exchange rates. Gowth in per
capita incone, in contrast, does not seemto be much influenced by
exchange rate arrangenents, perhaps because investnent ratios are
hi gher but trade growth sonmewhat |ower under fixed than under
floating exchange rates. Variability of real output, however, is
di scernably hi gher under fixed than under floating exchange rates.

The first of these interesting results seens to contradict the
conclusion Quirk (1994) reached on review ng previous enpirica
literature that there is not nuch |inkage between exchange rate
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arrangenents and inflation.

Advocates of fixed exchange rates within the European Union
pointed with pride to the decline in inflation am dst adequate
economic growh in EMS nenbers during the 1980s; skeptics or
opponents pointed out that central rates were changed annually
during EMS' s first eight years, a financial crisis occurred in 1992
after the rates had been fixed for five years, and in any case
floating rate Britain had an econom c performance that was even
better than that of EMS countries during the 1980s.

Hausmann et al. (1999) found that during the 1990s Latin
Anerican countries with fixed exchange rates had greater financi al
depth (as neasured by M2/ CGDP), |ower real interest rates, and | ess
effective wage indexation did those with floating exchange rates.
Monetary policy under floating rates, far from denonstrating
greater autonony, has been nore pro-cyclical than that under fixed
rates.

Bacchetta and van Wncoop (1998) have constructed a fornal
nodel to discover the influence of exchange variability on
international trade and investnent. In their PPP-based nodel
foreign trade is not influenced by the exchange rate reginme when
shocks are nonetary in origin, but trade is |lower under floating
rates if shocks are real and macroeconomc policy is used to
cushion their inpact on the hone market. Net foreign investnent is
| ower under floating than under fixed exchange rates if there is a
preference for donestic bonds and ri sk aversion is plausibly high.
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But the nodel does not allow for foreign investnent as a neans of
hedgi ng foreign exchange ri sk.

These results seeminconsistent with the finding of Ghosh et
al. that fixed exchange rates seem if anything to depress the
grom h of foreign trade, conpared with floating rates. But they
get sone support froma study of US and German trade by Akhtar and
Hilton (1984), who find that exports of manufactured goods by both
countries were discernably |Iower than they otherw se would have
been foll ow ng the i ntroduction of floating exchange rates in 1973.
They al so get indirect support fromHelliwell's (1998) conparison
of inter-provincial trade within Canada with cross-border trade
wth the United States. He finds inter-provincial trade is over
ten times higher than trade between Canadi an provi nces and Aneri can
states, controlling for incone |evels and distance. These cl ose
nei ghbors are noving toward a free trade area and have generically
simlar systens of comercial law. No doubt many factors can be
invoked to explain the striking difference in trade |evels, but
di fferent currenci es nust be anong them and particularly different
currencies that float agai nst one anot her.

What about the disciplinary effect of exchange rate
arrangenent s? Ghosh et al. find not surprisingly that fixed
exchange rates noderate the growth of noney supply conpared with
flexible rates. 1t has |ong been argued that fixed exchange rates
woul d al so discipline fiscal policy. Tornell and Vel asco chal |l enge
this view on theoretical grounds, pointing out that a depreciating
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currency is a nore immediate and observable signal of fiscal
undi sci pline than a decline in reserves that appears with delay and
can be conceal ed in various ways. They find enpirical support for
their position by exam ning the behavi or of 28 sub-Saharan African
countries. However, Kim (1999) explores the inpact of capital
account |iberalization, a variable not included in the Tornell -
Vel asco test. An exam nation of 54 rich and poor countries over
1950-1989 finds that capital account |iberalization has a narked
and statistically robust disciplinary effect on fiscal policy (as
measured by budget deficit relative to GDP), and that as m ght be
expected the effect is greater under fixed exchange rates than it
I's under flexible rates.

What about predictability? Meltzer (1986) has exam ned the
forecast errors on quarterly real and nomi nal variables for the
United States, classified under six different nonetary regi nes from
1890 to 1980, including the Bretton Wods systemof fixed exchange
rates 1951-1971 and floating rates after 1971. |In seem ng contrast
to the CGhosh et al. results, Meltzer finds greater forecast error
(i.e. unpredicted variability on his sinple forecasting nodel,
rather than variability per se) for real GDP under floating rates
t han under fixed rates, and | ess surprisingly also for noney supply
grow h; forecast errors for price |l evel were about the sanme during
the two regines. The really striking result, however, is how
dramatically | ower forecast errors were under both these post-1950
regi mes than they were in previous periods -- 90 percent |ower for
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the price level, 95 percent lower for real CGDP, than in the
"stabl e" gold standard period 1890-1914.' By Meltzer's standard,
t here have been huge i nprovenents i n macroeconomn ¢ managenent, but
the results do not provide a strong basis for a US choice between
fixed and floating in recent years. Meltzer's analysis of
fluctuating rates ends in 1980, however, and it wuld be
Interesting to extend his analysis to the present.

One enpirical generalization however can be safely nade on t he
basis of over two decades' experience under floating exchange
rates: real exchange rate novenents are highly correlated in the
short and nediumrun with nom nal exchange rate novenents, except
when very high inflation rates are involved. That is, Harry
Johnson's conviction that exchange rate novenents between two
currencies would largely reflect inflation differentials between

the countries turns out to be enpirically incorrect.

Exchange Rate Choices for Devel opi ng Countri es

The "inconpatible triangle” of fixed exchange rates,
i ndependent nonetary policy, and freedom of capital novenents has
been understood by econom sts for a long tine. Countries have to
choose which of these objectives they wll drop, although nobst
governnents resi st the choice and attenpt to fudge in vari ous ways,
of ten producing financial crises in the process.

What is less obvious is that floating rates, independent
monetary policy, and freedom of capital novenents may also be
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i nconpatible, at Ileast for countries with smll and poorly
devel oped donmestic capital markets, i.e. for nost countries. That
would leave a nore limted nmenu of choice for such countries:
between floating rates with capital account restrictions and sone
nonet ary autonomny, or fixed rates free of capital restrictions but
with | oss of npbnetary autonony. Put bluntly, two prescriptions
regularly extended to devel oping countries by the internationa
community, including the M and the US Treasury, nanely to nove
toward greater exchange rate flexibility and to |liberalize
i nternational capital novenents, may be in deep tension, even deep
contradiction.

Wthin a country, the national price |evel is beyond reach of
anyone except its central bank; it is taken as autononously
determned by all players in financial markets. The sane is not
true for the price levels of small, open econom es: their national
price levels are strongly influenced by their exchange rates, at
|l east in the short- to mediumrun. Yet the exchange rate is
technically not anchored by anything in the long run, being the
barter price between two nom nal variabl es (as Kareken and \Wal | ace
poi nted out two decades ago), and not even in the short run if the
central bank is not pegging it or does not have sufficient reserves
to resist novenent against |arge market-driven shocks. Thus a
| arge financial player can influence the exchange rate, hence the
price level, of relatively small countries by selling their
currencies short. Furthernore, given the dynamcs of thin
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financial markets, a single player does not need enough resources
to nove the exchange rate radically; he only has to start a run on
the currency, through a conbination of sales and runors. If the
word goes out persuasively that a currency will depreciate, nmany
will join the bandwagon and the currency will depreciate.? If the
price level adjusts and the central bank |ater accommpdates the
adj ust nent for macroecononm c reasons, the depreciation will have
been justified, ex post. This is a fundanental | y unstabl e dynam c,
with nmultiple equilibria, as Obstfeld (1986) has pointed out.
According to Aliber (1962), the Bel gian franc was dragged down by
the French franc in the early 1920s, despite very nuch better
"fundanental s,"” and the currency depreciation led to inflation that
subsequently justified the depreciation.

On August 13, 1998, four days before the Russian governnment
abandoned its publicly stated (but not formal) exchange rate

commtnment, George Soros wote a letter to the Financial Tines

predicting the i mm nent dem se of the ruble. It was suggested soon
thereafter that the letter was a deliberate attenpt to destabilize
the rubl e, on which Soros coul d be expected to nake a | ot of noney.

In this case, on his own testinony (Soros, 1998, chapter 7)
Soros actually | ost noney, and there i s no evidence to suggest that
his letter was an attenpt to destabilize. But the exanple, and the
subsequent suspicions, illustrate the point that when nmarket
expectations are already fragile, a single respected player could
in fact nove market prices by discrete anbunts, in a manner that
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coul d becone self-justifying -- sonething that cannot happen in an
i deal i zed conpetitive market.? In early 1999 Itamar Franco,
governor of a Brazilian state, declared its unwllingness to
continue to service its debts to Brazil's federal governnent,
all egedly deliberately attenpting to enbarrass his political rival
Presi dent Cardoso by precipitating a budget and forei gn exchange
crisis.

These exanples, it is true, concerned bringing into question
an exchange rate commtnent; but there is no reason to believe that
the target could not be any other comm tnent, such as a prospective
budget deficit; or even a nmarket-determ ned exchange rate.

Donestically, at least in the United States, there are rules
agai nst market nmanipulation, in both comobdity and securities
mar kets, by one or a few parties. Convicted market mani pul ators
can be sent to jail. There are no such international sanctions, and
smal | econonmi es are vul nerabl e.

The core problem is that for economes wth inperfectly
devel oped financial markets the exchange rate i s the nost inportant
asset price, and it will be jerked around by changes in portfolio
sentinments. But for an open econony the exchange rate is also the
nost inportant price in the market for goods and services. Junping
asset prices can badly disrupt the markets on which the econom c
well-being of the mjority of residents depend. Hedgi ng
possibilities will be limted in a poorly devel oped financial
market, and in any case long-run investnents cannot be hedged
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financially.

Furthernore, it 1is an open question whether a broad,
diversified financial market based on the donestic currency can
devel op under floating exchange rates. Wth floating exchange
rates and freedom of capital novenment, residents face constant
fluctuation in the real value of donestic assets as the exchange
noves, and they have the option of investing abroad in nore stable,
nore liquid financial instrunents (albeit also with fluctuating
real values in terns of hone currency). Under direct conpetition,
donmestic markets are unlikely to develop to the point at which they
are conpetitive with assets held abroad. It is noteworthy, for
i nstance, that anong Latin Anmerican countries long-term fixed
I nterest nortgages exist only in Panama, a country that uses the US
dol | ar domestically.

The unwel cone conclusion that flows fromthis discussion is
that free novenents of capital and floating exchange rates are
basically inconpati ble, except for large and diversified econom es
with well-devel oped and sophisticated financial markets. O
course, free novenments of capital are also inconpatible wth fixed
but adj ustabl e exchange rates. Thus unl ess countries are prepared
to fix permanently the values of their currencies to sone |eading
currency, or to adopt sone leading currency as their nationa
currency, they may reasonably choose to preserve the right to
control at |east certain kinds of capital novenents into and out of
their jurisdictions, in the interests of reduci ng both nom nal and
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real exchange rate variability (see Cooper (1999)).

I n Johnson's view, capital novenents play a highly stabilizing
rol e. But rmany developing countries are only marginally
creditworthy, and financially fragile, so international capita
novenents nay aggravate rather than mnmtigate both real and
financi al econom ¢ shocks. Any general retreat fromrisk by asset
hol ders wi Il affect them adversely.

What shoul d devel opi ng countries do? It depends very nuch on
the details of their econom c structure and their circunstances:
on what ki nds of real shocks they experience; on how flexible are
their wages and rents; on how supple and effective is their
managenent of fiscal and nonetary policy; on their adm nistrative
capacity to enforce restrictions on capital novenents, particularly
surges in or out; and on a host of other factors. In any case, the
choice is not easy, and countries are not obviously foolish for
bei ng rel uct ant to enbr ace floating exchange rates

ent husi astical ly.

Exchange Rate Choices for Rich, Diversified Countries

Fl exi bl e exchange rates have obtained since 1973 anong the
maj or currencies of the world: the US doll ar, the Japanese yen, the
British pound, the Canadi an dollar, and the continental European
currencies centered around the German mark. |In contrast to what
Nurkse mght have expected, the experience has not been a
di sastrous one, and i ndeed arguably fl oating exchange rates hel ped
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their economes navigate nore snoothly anobng sone nmjor world
di sturbances, such as the oil price shocks of 1974, 1979-80, and
1986 and the German unification of 1990. On the other hand, sone
have argued that because world oil prices are denomnated in
dollars the three oil shocks thenselves were caused by sharp
novenents in dollar exchange rates. Wiile | find this inplausible,
the fact that the case can be put forward suggests the conplexities
of cause and effect when it cones to currency arrangenments and
their inpacts on real econom es.

Nom nal and real exchange rates al so responded strongly to the
"fiscal twist" of the early 1980s, when the United States pursued
an expansioni st fiscal policy while Britain, Germany, and Japan,
| ater joined by France, pursued contractionary fiscal policies.
Whet her one assesses the consequential sharp appreciation of the
dollar in the early 1980s as benign or malign, it certainly had
real and durable effects not only on foreign trade but al so on the
structure of output, not |east because of high fixed costs
soneti mes associ ated with product entry into a national market (as
enphasi zed by Krugman, 1989). Arguably the depth and duration of
Japan's recession in the 1990s can be explained in part by
excessi ve exchange-rate-induced industrial expansion in Japan in
the m d-1980s, when the cheap yen namde Japanese goods highly
conpetitive in the American market.

More recently, the dollar-yen exchange rate reached ¥85 per
dollar briefly in 1995 and then noved to 145 briefly in 1998, a
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swing of 70 percent over three years (and back to 108 by January
1999). The USA and Japan were both successfully pursuing |ow
inflation nonetary policies. Wat then justifies a swing of this
magni tude? \What di sturbance does it create for trade (e.g. in
stinmulating anti-dunping suits by US firnms) and for investnent
pl anni ng -- not only for exports, but for a donestic market subject
to inport conpetition? What di sturbance does it create for bal ance
sheets, especially of financial institutions? How rmany
econom cally sound firnms were thrown into bankruptcy? M ght the
prol onged recession in Japan -- including extensive overseas
I nvest nent by Japanese firnms -- be related in part to fear of w de
sSw ngs i n exchange rates? Are they hedgi ng agai nst future exchange
rate uncertainty by diversifying their production across currency
zones, especially into Europe and into North Anerica? As noted
above, exchange rate novenents of this type certainly violate the
expectations and contentions of advocates of floating rates thirty
years ago, and they cannot signify well-functioning international
nonetary arrangenents. But are there practical alternatives?
Before turning to various proposals, we should note another
potential source of disturbance: the creation of the euro out of
ten pre-existing national currencies in early 1999. A nunber of
econom sts (e.g. Bergsten(1997, 1999), Masson and Turt el boom(1997),
Portes and Rey(1998)) have suggested that exchange rate volatility
between the dollar and the euro may well be higher than it was
between the dollar and the German mark before 1999. The reasons
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are partly structural -- euroland is much nore sel f-contained than
the individual countries were, so exchange rate variation wll
cause fewer internal disturbances, hence fewer calls for action to
stabilize exchange rates; and partly institutional, since the newy
created European Central Bank is charged with pursuing price
stability, not stabilizing currency values.* Thus the ECB need pay
attention to exchange rates only insofar as their novenents
threaten price stability, and early pronouncenents by the ECB
I ndeed indicate relative indifference to the doll ar-euro exchange
rate.

This greater volatility could be greatly aggravated if during
t he next decade forei gn exchange hol ders around the worl d decide to
swtch their clains substantially from US dol | ar-denom nat ed ones
to euro-denom nated ones, as sone have suggested w |l occur (e.g.
Bergsten (1997), Portes and Rey (1998)). | have argued el sewhere
(Cooper, 1999) that a rapid switch fromdollars to euros is not
| i kely to occur because of the absence of sufficient suitable euro-
denom nated securities, and that growi ng internationalization of
the euro will occur nore gradually and smoothly in a context of
world economic growh. But if a rapid switch does occur, it is
likely to take place in several episodes rather than all at once,
| eadi ng to episodic depreciation of the dollar, but at a rate and
to an extent that is inpossible to predict, since the potential for
such switching will be seen to be very |arge.

Exchange rates are increasingly determned by financial
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transactions, which overwhel mtrade and ot her current transactions
intheir magni tude. Financial transactions are subject to bandwagon
effects, as each player seeks to be ahead of others in the nmarket,
and institutional investors seek performance that does not deviate
negatively from performance of their peers. Yet the erratic
exchange rates determined by such behavior also govern
i nternational trade. Particular trade transactions can be
financially hedged in the short run, at a cost; but investnent for
t he purpose of engaging in trade cannot be simlarly hedged. The
result is likely to be both too little total investnent, and too
much i nvestnent in the wong places, driven by the need of firnms to
hedge by | ocating within each major currency area, even if economc
efficiency would be better served by locating elsewhere and
i mporting. Furthernore, sustained m salignnment of exchange rates
is likely to increase protectionist pressures, as it did in the
United States during the md-1980s and in Europe during the early
1990s.

In short, novenents in exchange rates, while providing a
useful shock absorber for real disturbances to the world econony,
are al so a substantial source of uncertainty for trade and capital
formation, the wellsprings of econom c progress. Wat can be done
about it?

Broadly speaking, four types of exchange rate arrangenents
have been suggested for Britain, EMJ, Japan, and the USA, the core
of the international nonetary system The first is floating
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exchange rates, the arrangenents that have generally prevailed
during nost of the past quarter century. As just noted, such
arrangenments have not been di sastrous, but they have not |ived up
toearlier clains for floating rates either. 1In sone respects they
have been probl ematic, and they nay becone nore troubl esone in the
future. What are the alternatives?

One is to establish target zones -- central rates with a
rather wide band of permssible variation -- anong the core
currencies, as has been advocated by WIIlianmson (1985), Bergsten
and Henni ng(1994), and recently espoused by Paul Vol cker. A second
is to all ow exchange rates to float, but to have nonetary policy in
the core areas targeted on the sane price index, as advocated by
McKi nnon (and, in 1930, by Keynes). A third, nore radical ideais
to create comon currency anong the core countries, as suggested by
Cooper (1984).

Target zones can have narrow or w de bands of permssible
exchange rate variation, and they can have "soft" or "hard" edges
to the bands, depending on the degree of commtnent that
governnments publicly undertake to keep the exchange rate firnmy
within the band. The original Bretton Wods arrangenent was in
effect a target zone with a narrow band and hard edges. Mor e
recent variants enphasize wide (e.g. 20 percent) bands and soft
edges, such that governnents woul d not be absolutely commtted to
hol d the exchange rate within the band, giving private investors a
one-way bet on the ability of the authorities to hold, but would
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signal the market that it woul d be i ncreasi ngly concerned as market
rates approach the edges and m ght intervene directly in foreign
exchange nmar kets and/ or adjust nonetary policy to keep narket rates
fromstraying too far outside the bands. The purpose of such an
arrangenment would be to prevent major msalignnments in exchange
rates, while allowng market forces to determ ne exchange rates
nost of the time. |Its internediate objective would be to create
expectations in financial markets that exchange rates will rarely
i f ever nove outside the perm ssible band.

As formul ated by WIlianmson on various occasi ons, target zones
woul d be centered on "fundanmental equilibrium exchange rates”
cal cul ated on the basis of internationally agreed current account
targets. But of course this feature i s not necessary; target zones
coul d be established around any prevailing market exchange rates
that the nonetary authorities deemto be about right for the |ong
run. This possibility is inportant to keep in mnd, since the
normative grounds for establishing current account targets in a
worl d of high nobility of private capital and w de international
differences in the effective use of capital are not at all clear.
Rich countries may properly be net inporters of capital, as Canada
and Australia have been for decades, and as the United States has
been for the past decade.

O course, as exchange rates approach the edges of the bands,
nonetary policy in both affected entities may have to be devoted to
t he exchange rate target, and thus perhaps diverted from donestic
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obj ecti ves. This prospect places a premium both on sone
flexibility in use of fiscal policy for nmacr o- economni c
stabilization, as Robert Sol onon (1999) has enphasi zed, and on a
mechani sm for coordi nating nonetary policies between the rel evant
entities, since coordinated nonetary action can affect both the
exchange rate and aggregate demand.

McKi nnon (1984, 1996) has proposed an alternative, but not
entirely dissimlar, arrangenent between Cermany, Japan, and the
United States (EMJ could easily be substituted for GCermany).
Concretely, as applied to Japan and the USA (see McKi nnon and Ghno,
1997), the proposal involves determining a target exchange rate
based on purchasi ng power parity of wholesale (not retail) prices
and establishing a perm ssi bl e band of 10 percent around this rate,
with soft edges. The width of the band would be narrowed over
time, as confidence in the systemgrew. Mnetary policy in both
countries would be keyed in the long run to stabilizing the
respective donestic wholesale (in the US, producer) price indices.
Concerted narket intervention would attenpt to keep exchange rates
wthin the perm ssible band, but such intervention would not be
conpletely sterilized, to allow exchange rate intervention to
I nfl uence donestic nonetary conditions.

Whol esal e prices are doninated by tradable goods, and | ack
donmestic sales taxes and retail mark-ups. They al so excl ude
services. Thus there should be a high correlation in the novenent
of British, European, Japanese, and Ameri can whol esal e prices, such
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that nonetary policy in each entity would be targeted on roughly
the same price index.® |If they were successful, inflation rates
measured by consunmer prices in these regions would differ for a
variety of reasons (e.g., changes in sales tax rates, greater
conpetition in retail trade, changes in mx of services consuned
and in prices of services), but such differences would presumably
have little inpact on international trade. Since price stability
in wholesale prices would lead to sone inflation neasured in
consuner prices, that would introduce sone flexibility for
adjustnents in real wages in the face of nomnal wage rigidity,
thus facilitating adjustnent to shocks both within and between
econonm es. Stability in consuner prices, in contrast, introduces
relative price rigidity in the presence of dowward price
inflexibility, which is wdely observed, and thus inpedes
adj ust nent .

Cooper (1984) took the process of exchange rate coordi nation
a strong step further, by suggesting an eventual currency union
anong the major industrial denocracies: Europe, Japan, and the
United States. A common currency would credibly elimnate exchange
rate uncertainty. One currency would of course entail one nonetary
policy for the currency area, and a political mechanismto assure
accountability. The details of such an arrangement will not be
repeat ed here. The suggestion was not politically realistic inthe
m d- 1980s, and is not politically realistic today, but is set as a
vision for a decade or two into the 21st century. The Europeans,
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in creating EMJ, have taken a major step in the direction
i ndi cated. The idea could be taken further.

The suggestion draws its inspiration from tw enpirical
prognostications and one enpirical proposition. The first
prognostication is that international financial transactions wll
grow relative to international trade in goods and services, and
that financial factors wll cone to domnate exchange rate
determ nation even nore than they do today. At the sane tine, the
exchange rate wll beconme nore inportant in determning the
profitability of trade and investnent than it is today.

The second prognostication is that real shocks anpbng these
entities will not be radically asymretrical. Because all are | arge,
hi ghly di verse econom es, disturbances within these econom es are
likely to be nore inportant than disturbances between them and
adj ustment to such shocks as occur will be no nore difficult, and
per haps easier, than adjustnents to shocks within those econon es.

The enmpirical proposition is that financial markets wll be
just as fickle and as fragile (or as robust) in the future as they
have been in the past. That is to say, they will continue to fai
to satisfy Harry Johnson's contention that they are far-seeing and
universally stabilizing in their behavior.

These propositions and prognosticati ons together suggest that
as time goes on flexible exchange rates will gradually evolve from
being mainly a useful shock absorber for real shocks into being
mainly a disturbing transmtter of financial shocks, increasingly
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troubl esone for productive economc activity. Thus a cost-benefit
cal culation for flexible versus fixed exchange rates will gradually

alter the bal ance against flexibility, even for |large countries.

Endnot es

1. Not only did predictability rise; performance also inproved.
Wrld real per capita inconme grew by 2.2 percent annually in 1950-
1990, conpared with 1.3 percent in 1870-1914. Cal cul ated from
Maddi son (1995).

2. Recent research involving detailed mcro data on equity trading
suggests strong persistence and positive feedback trading in
energing markets, that is, investors buy on a rising narket and
sell on a falling market. There is also substantial evidence of
herd behavior. In other words, the assunption of independence of
agents' behavior is not warranted, and the possibility of
destabilizing novenments is high. See Kimand Wi (1999), Froot et
al. (1998), and Stulz (1999).

3. Wile the Russian fiscal situation was anything but
satisfactory, there is no evidence that the Russian ruble was
overvalued in ternms of foreign trade, unless the fall in oil prices
was judged to be a permanent one. The fragility was created by
foreign and donestic hol di ngs of short-termrubl e-denom nated GKGs
am dst doubts whether the governnent could continue to nmake
paynents on themat the relatively high interest rates required to
sell them

4. It is noteworthy that the statute creating the German Bundesbank
charged it wth pursuing anong ot her objectives "stability of the
currency,” a marvelously anbiguous fornulation, while the
Maastricht Treaty creating the ECB charges it with pursuing "price
stability” as its primary objective.

G os (1999) is nore skeptical that dollar-euro exchange-rate
volatility will be higher than pre-1999 dollar-DM vol atility.

5. In discussing international coordination of policies Keynes
(1930) suggested that all major countries target the sane i ndex of
prices of a basket of internationally traded commodities, ranging
fromalumnumto zinc. Concretely, witing under a gold standard,
he suggested adjusting the official conversion price of gold
periodically to maintain its value in terns of an index of 62
commodities -- the equivalent of targeting price stability of the
I ndex.
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