Commentary on
""IsThereaCasefor More
Managed Exchange Rates?"

Ronald | . McKinnon

| am very sympathetic to Jeffrey Sachs generd andyssdf ingability
under the world dollar standard since exchange rates began to float in the
early 1970s. Hisdescriptionof worldwideinflationin the 1970sbeing asso-
ciated with dollar depreciation and excess money growth arced—and
deflation in the 1980s from dollar gppreciation and monetary contraction in
other industrid countries—is dear to my heart. (Althoughas we shdl see,
thisworld view is not incorporated in Sachs specific econometricwork in
previous papers.)

That said, | must confessto being overwhelmed by theambitioussmula
tion modd in thesecond half of Sachs' paper—which seemsto beer littleor
no relationship to the nice historical analyss o the internationa business
cyclein thefirst part. The historical analysis makes empirical judgments
about whet is important and focuses on key monetary relaionshipsin the
world as we know it. Whereas the smulation modd is eclectic, compli-
cated, and onein which "' disturbances™ can comefrom any direction with
no attempt to assesstheir likelihood or empirical relevance.

Sachshasfour possible rules describing monetary policy where govern-
ments may target exchangerates, money growth, and nominad GDPeither
jointly or separately. He then throws in both *'red™ and financid distur-
bances and cal culatesthe hypothetical reaction of the economy under each
of hisrules. | can’t easily interpret how economically meaningful theresults
ae.

Toimposearulethat thecentral bank stabilizegrowthin nomina GDPis
not meaningful becausethe underlying technical problem of how todoitis
not yet resolved. Therearelong lags between financial actions taken today
and their effect on goodsmarkets and GDPayear or two hence. Sabilizing
growth in nomina (P could be a (long run) god of monetary policy —
leaving open the questionaf which short-term rulesar e appropriate for get-
ting there.

In contrast, operating rules based on stabilizing the nomina exchange
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rateor growth in the nominal money supply are economicaly meaningful.
Informationon theexchangerateisimmediately available, and money sup-
ply satigticsare known within a month or two. The central bank can inter-
venein financia markets — for domestic bondsor foreign exchange— to
adjust the monetary base and influencethe exchange rate or money stock
relatively quickly and predictably.

However, what the central bank's goalsare, and which operating proce-
duresit should follow to achieve them, should be more sharply focused. As
Milton Friedman has taught us (1968), the monetary authority can't have
sugtained influenceover red variablessuch as (OP growth, the trade bal-
ance, or unemployment.

Instead, supposethat the only goal of monetary policy is to stabilizethe
purchasing power of the nationad money over the long run, while avoiding
short-runcyclesaf inflation or deflation. How much weight, if any, should
the Federal Reserve give to the nomind dollar exchange rae—messured
againg thecurrenciesof other industria countries—asaleadingindicator of
future priceinflation within the United States?

Limitations of previouseconometricwork

The basiceconometricmode of the Federd Reserve Board (Hooper and
Lowery, 1979) measures only the direct effects of changes in the dollar
exchangerateon the U.S. pricesof imports and American-made import-
competing goods. Jeffrey Sachsin an earlier pgper (1985) and Robert Solo-
mon in his contribution to this conference used this modd as the starting
point for ca culatingtheimpact of the appreciating dollar on the U.S. Con-
sumer Pricelndex from 1981 t0 1984. TableS of Solomon's paper showsthe
impact to berelatively modest: by 1984, inflation had only dowed 1.2 per-
centage pointsfrom the hugedol lar gppreciation that beganin early 1981

Inamodified version, Sachs(1985) adds backward-lookingwage adjust-
ment which, somewhat implausibly for our eraof rationa forward-looking
expectations, quickly incorporatesany dowdown in domestic priceinfla-
tion into dollar wage claims. The proportion of U.S. disinflation
"explained” by the exchange rate then rises considerably. Skepticd of
Sachs work, Solomon sums up rather cautioudy by giving a huge confi-
dence interval: "' The rise of the dollar probably accounted for more then
one-gxthandlessthanone hd f of thediminution of infletionfrom 1980to 1984".
Nat much help therefor the Federd Reserve's struggling money managers!

However, | submit that thedollar exchangerate-both as an instrument
that actson U.S. prices, and asan indicator o shiftsin inflationary expecta:
tions—influencesthe U.S. pricelevel much more strongly then either the
Hooper-Lowery mode, or the Sachs and Solomon modifications of it,
would suggest.
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In common with most writerson the subject, theseauthorsignorethekey
roleof thedollar exchangeratein generatingthe U.S. andinternational bus-
nesscycle. For purposesof caculaingthedeterminantsaf U.S. priceinfla-
tion, they treat both therateof priceinflationintherest of theworld, andthe
level of unemployment in the United States, asif they wereindependent of
what was going on in theforeign exchanges.

Hooper-Lowery smply assume price inflation in other industrial coun-
triesis given as does Sachs, who goesfurther and takesthelevel of unem-
ployment to be exogenous in determining U.S. wage inflation. By so
divorcing theimpact of the businesscyclefrom their exchangeratecal cula
tions, they greetly understate the importance of the dollar's internationa
vaueondomesticU.S. prices.

Theasymmetrical postion of the United States
in theworld busnesscycle

Since the Bretton Woods system of fixed exchangerates began to bresk
downin theearly 1970s, wavesof speculativepressureagaing or infavor of

FIGURE1
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Effective ExchangeRate = IMF definition: MERM (trade) weighted nominal rateagaingt 17 coun-
tries.

ROW Money = Percent growth in nomina money in ten industrialized countries other than the
U.S. (SeeTable2.)
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the dollar have reflected shifting expectations of inflation or deflation to
comein the United States. If the Federal Reserveremainspassive, theseare
then propagated out into the other industria countriesthrough the reactions
o foreign central banks under the (asymmetrical) operation of the world
dollar gandard—as Sachsdescribed in thefirst part of his paper.

When thedollar tended to be very wesk asin 1971-73and again in 1977-
78 againgt dl other currencies (Figure1), this was followed by worldwide
inflation a year or two later in 1973-74 and again in 1979-80. Similarly,
when the dollar became unexpectedly strong in 1981, disinflationin the
United Statesand in therest of the industrial world proceeded much more
rapidly than anyonehad expected.

Elsewhere, | have tried to spell out a complete modd of this complex
process(McKinnon, 1982 and 1984). In thisshort comment, let mesmply
lig afew gtylized facts and some regresson results that seem to fit this
hypothesis.

Table 1 showsthat one-year to three-year cyclesd inflation or deflation
have been experiencedin common throughout the industrid world as mee-
sured by their Wholesale Price Indices (WPI), which approximate move-
mentsin the prices of internationally tradeable goods. True, Italy ison a
higher trend rate of priceinflation than Japan, but cyclicd fluctuationsin
their pricesare positively correl ated. Theright-hand columnsshow theposi-
tive correlation between priceinflationin the United Statesand the rest of
theworld (ROW)—the ten other principal industrial countries.

Under fl oatingexchangeratescountriesar e not necessarily tied toexperi-
encinginflaion in common. Can we then identify some common monetary
mechanismwhich linksthem together?Table2 showsthat, on averagesince
1970, money growth in ROW has been much less stablethan money growth
in the United Siates—dthough priceinflationin the United States has been
justasvariableor even moreso. Moreover, theright-hand columnof Teble2
shows that fluctuationsin money growth in other industrid countriesare
highly positively correlated.

Figure 2 then shows why. One can see the strong negative correlation
between quarterly rates of changein the dollar exchange rate and money
growthin ROW. In thelower pand whereafive-quarter moving averagedt
both variablesis used, the negativecorrelationis-0.620. In order to smooth
theirindividual dollar exchangerates (dthough not very successfully), other
centra bankstend to reducetheir money growth collectivelywhen thedol lar
isrisng—reduce it when thedollar isfalling.

Becausethe Federa Reservehasnot typically responded to thesefluctua:
tionsin the dollar exchangerate in an offsetting fashion, the total stock of
"world" money hasfluctuatedcyclicdly. Thisfundamental asymmetry in
the world dollar gandard—where the Federal Reservefailsto respond sys-
tematicaly to the exchangerate while other central banksdo respond—is a
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FIGURE 2
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TABLE2
Money growth in domesticcurrencies, 11indudrial countries
(percentagechangein annual averagesaf M1)

_ Nether- Switzer- Uited United World RS of
Bdgum Canada France Germany ltaly Japan lands Sueden _land  Kingdom States average world®

(Weights ~ (0132) (.0394) (0778) ((0892) (.0494) (.0681) (.0144) (.0167) (0113) (.0796) (.5408)
GNP 1964)
20 12 103 72 85 164 37 74 60 10 11 378 6%

19%7 01 4.0 8.6 120 63 41 -20 34 18 27 -06 243 601
1958 58 12.8 64 131 99 128 119 16 9.2 30 43 647 904
1959 32 32 114 118 140 165 45 180 6.1 4.6 01 453 974
1960 19 51 130 68 135 191 6.7 -12 102 -08 04 372 858
1961 1.7 124 155 148 157 19.0 1.7 10.7 8.1 32 2.9 739 12.68
1962 7.2 3.3 181 6.6 186 171 1.5 5.6 16.6 44 2.1 6.18 10.99
1963 9.8 59 167 74 169 263 9.8 8.1 8.9 0.3 2.8 6.86 11.65
1964 5.6 5.1 103 8.3 6.7 168 8:5 11 0.2 5.0 4.1 6.16 859
1965 14 6.3 9.0 89 134 168 109 6.4 12.8 27 4.3 6.59 9.30
1966 6.7 7.0 8.9 4.5 151 163 7.2 9.9 3.1 2.6 4.6 6.31 833
1967 4.7 9.5 6.2 33 136 134 7.0 9.8 6.0 32 39 549  7.37
1968 6.8 44 5.5 76 134 146 8.8 -18 1415 6.0 7.0 751  8.12
1969 23 6.9 6.1 82 150 184 9.4 2.0 9.5 0.4 59 7.00 8.30
1970 2.5 24 .13 64 217 183 106 7.3 9.8 6.4 38 580 8.15

(Weights. ~ (.0172) (.0487) (.0885) (.1122) (.0471) (.1404) (.0228) (.0195) (.0148) (.0572) (.4316)
GNP 1977)

1971 103 127 137 120 229 255 167 90 182 118 68 1245 16.74
1972 150 143 130 136 180 20 177 118 134 131 71 1221 1610
1973 98 145 99 58 2.1 22 14 96  -10 86 .73 1106 1391
1974 68 93 126 60 166 131 31 163 17 48 S50 7178 988
1975 124 138 99 138 83 103 187 152 2.4 156 47 883 11.9
1976 96 80 150 104 205 142 118 140 73 138 57 991 13.10
1977 80 84 75 836 198 70 143 83 4.7 144 76 872 957
1978 67 100 112 134 237 108 53 136 127 2001 82 1099 1311
1979 35 69 122 74 B9 99 21 127 738 1.5 77 923 1039
1980 02 63 80 24 159 08 42 211 54 49 62 58 501
1981 36 43 123 12 111 37 26 120 09 ' 100 72 650 5%
1980 34 20 149 35 99 71 49 98 31 83 65 69 731
1983 50 102 12 103 173 30 106 14 76 134 111 101 948
1984 33 23 82 33 84 29 41 24> 25 1aed 69 608 545
-Not avaldble

Source: Federal Reserve Bank of St. Louis, " International EconomicConditions,”" Juneand August 1985
2 United Statesexcluded.
Preliminary.

Lappuzwwio))

612
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TABLE 3
American prices, thedollar exchanger ate, and

U.S. money growth: historical comparisons
(Quarterly data, t-statisticsin parentheses)

SER

Dependent . . - (Percentage Time

Variable MuS  gUS g2 Points) DV _Period

DEF US 0.98 0.61 0.26 203 622731
(8.24)

we US 162 0.47 0.64 207 622731
(5.58)

DEFUS 0.44 0.11 0.58 078 732844
(1.12) .

wp1 US 0.81 -0.04 1.73 098 732844
(0.70)

DEF US 0.57 -0.34 0.55 0.41 133 73.2-84.4
(1.91)  (-4.87)

wpp US 1.20 .07 049 1.12 221 732844

(1.35) (-5.17)

Note Variablesdefinedin thetext. Dataarelog differencesaf quarterly averages. OL Sregressions run as
a3rd order polynomnal distributed lag on right-hand side variables: 12 lagged observations with
onussison of concurrent observation. Regression coefficientsaboveare the sum of the 12 estimated
coefficientsfor each lag.

mgor reason why al countriestend toexperiencethebusinesscyclein com-
mon.

Priceinflation in the United States

Besides influencing money growth in the rest of the world, the dollar
exchange rate a so reflects domestic money-market conditions within the
United States. When expected future priceinflation within the United States
changes, the current demand for U.S. money is immediately affected. A
suddenrisein the (international)demandfor dollar assetsassignaled by dol-
lar gppreciation should indicate to the Federd Reserve that the effective
demandfor U.S. money hasrisen and that generd deflationwill result if it
doesn't respond (McKinnon, 1985.)

Thus we can isolate three closely related reasons why the rising dollar
from 1981 to 1984 had such a powerful impacton U.S. priceinflation.

(i) Theeffectivedemand for dollar assetsin genera, and
U.S. money in particular, hed increased; and
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(i) Foreign goods became chegper in dollar terms, putting
downward pressureon U. S. tradeable goodsprices, and
(iif) Money growthin other indusirial countriesdeclined—
adding to the worldwidedeflationary pressure.

Congder the smpleregress onequationsbased on quarterly observations
presented in Table 3:

» US » US
mp =C+ Ela M +u
i=1 -1 -

ad

@PUS = C + 2 alMUS+ 21b EUS 4+
-1 0= 4 -

wheredotsover thevariablesindicate percentageratesof change. PUS isthe
V.S, pricelevel messured dternatively by the WPI and the GNP deflator,;
MUS'is narow money as defined by U.S. M1; and EUS isthe (nomindl)
effectiveexchangerate of the dollar measured againg the currenciesof 17
other industrid countries (MERM weighted) as tabulated by the Interna-
tiond Monetary Fund.

Equation (1) shows how well U.S. money by itsdlf predictsU.S. prices
for 12 quartersinto the future (using a third order polynominal distributed
lag.) During "*fixed™" exchangerates from 1962:Q2 to 1973:Q3, thisequa-
tion predicted U.S. priceinflation Juiee well: RZ isof theorder of .50 and
the regression coefficients on MUS are significantly positive and dose
toone.

Then, during floating exchange rates from 1973:Q2 to 1984:Q4, this
besic monetarist explanation o U.S. prices bresks down. TheR¢ of Equa-
tion (1) becomeinsignificant as do the regression coefficientson MUS_
and serid correlaionin theres dua shecomesdominant—as if somesignif-
icant explanatory variable had been omitted.

But, as shown in Equation (2), consder adding the dollar exchangerate
asan additiona explanatory variableto reflect both changesin the demand
for U.S. money and international inflation or deflation. Then, the Statistical

4n|ficanced thebasceguaionexplainingtheU.S. priceleve isrestored.
R™ isagain about 0.50 and serid correlation is much diminished because of
thehighly negativeeffect of thedollar exchangerateontheU.S. pricelevel.

Indeed, Table 3 showsthat aone percent appreciation o the dollar even-
tudly (after 12 quarters) reducesinflationin U.S. tradeablegoods (asmea:
sured by the WPI) by 1.07 percentage points, and reducesinflation in the
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FIGURE3
US EffectiveExchangeRateand WPI
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GNPdeflator by about 0.34 percentagepoints. Theseare big numbersif one
remembersthet it isnot unusud for thedollar to changeten or 20 percent in
thecoursed ayear.

Fgure 3 givesamore preciseidead the (negative) lagged effect of the
dollar exchangerate on the WPI which reaches a maximum five quarters
later. Thesolid linerepresenting changesin the dollar exchangerateissim-
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ply displacedfivequartersto theright. Onecan seethat the negetivecorrea-
tion between the WPI and the dollar exchangerate five quartersearlier is
very strong. The lower panel of Figure 3, based on fivequarter moving
averages of both variables, showsthis negative corrdation rather vividly.
One gets similar negative correlations between the U.S. GNP deflator and
dollar exchangerate after about an eightquarter lag.

Impliat ver susexplicit monetary coor dination
with other countries: A condudingnote

- Clearly, theU.S. Federa ReserveSystem should takea moreopen-econ-

omy gpproach to the problem of stabilizing the U.S. price levd;. But it
would be a mistake to completely jettison monetarist rules governing
domestic money growth: people still need forward assurance of what the
monetary authority planstodo. A moread hoc monetary Srategy, evenone
where the dollar exchange rate was given some (indeterminate) weight,
could add to uncertainty about the future and makethe current demand for
dollar asssts—induding money —more voldtile.

Consider the following simple rules which could be unilaterally
announced by theU.S. monetary authorities

(D) The Federd Reserve would continue for the year ahead to project
""norma"" noninflationary growth in themgor U.S. monetary aggregates—
sy, four to six percent growthin M1.

'(2) However, if thedollar was unusudly strong in theforeign exchange
markets, U.S. money growth would increase beyond its norm until thedol-
lar camedown-and viceversa

If it hed followed such a procedure, the Federd Reserve could have
greatly meliorated-perhapslargely avoided-hetwo grest inflations of
1973-74and 1979-80hy contractingin 1971-72and again in 1978-79. Simi-
larly, by expanding morein late 1981 and early 1982, the Federal Reserve
could have avoided the unusudly rapid deflationof 1982-83.

Most recently, by failing to respond to the sharp run-up of thedoallar in
1984 by monetary ease, the Federa Reserveimposed undue deflation on
U.S. tradeablegoodsindustriesand adowdownin red grownthin theU S
economy in 1985. The Federa Reserve has certainly eased in 1985, as
shownin Figure4, but abit |ategiven that theexchangeratesignal occurred
much earlier.

Under Equation (2) above, the Federa Reservecould goonestepfurther.
Exchangeratetargetsagaingt hard foreign moneyscould bemade morepre-
cise through some purchasing power parity calculation. Elsewhere, | and
others(McKinnon, 1984, and Williamson, 1983) havesuggested " soft" tar-
get zoness—for example, amingtokeep thedollar within 2.1t0 2.3 narks,
and between 200to 220 yenin 1985.
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Oncethedollar moved outs dethesezones, the Federd Reservewould be
obligated to ater its monetary stance. If the Federal Reserve clearly
announced its new gtrategy, private expectationswould then more reedily
codesce around the exchange rate target —making the rate naturaly more
stable. Protectionist pressurein the U.S. economy would abate once the
"red" priceof dollarsin termsaf foreign currencieswas confined to anar-
row band which properly digned the U.S. priceleve with those prevailing
in other industria countries.

Although! believethat having the Federd Reserveunilaterdly key on the
dollar exchange rate would better stabilize the U.S. price level (and the
world economy more generaly), this hypothesis does rest on the assump-
tion thet implicit monetary cooperation by other central bankswill continue.
That is, when thedollarisunusudly strong, other industrial countrieswould
dow their money growth to smooth their exchangerale—eand then speed up
when thedollar became weak - asFigure 2 indicates they have donein the
past.

However, suppose now the Federal Reserve officially adopts our new
monetary strategy of keying on thedollar exchangeratewithout any explicit
agreement on internationa monetary coordination. Although not necessar-
ily likely, other central banks might now relax and not take symmetrical
action to smooth their dollar exchangerates. Let the Federa Reservedoit!

For example, if in 1984 the Federd Reserve had embarked on a major
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monetary expansion in response to the strong dollar, other central banks
might have expanded in pardld — at least not contracted asthey actualy
did (Figure2). Then, not only would the dollar not have comedownin the
foreign exchange market, but there could have been too much monetary
expanson overal —leading to worldwideinflationin 1985-86.

Toded withthisdilemma, the Federal Reservecouldinformally monitor
what other central banksaredoing. If they (unexpectedly)expandedin para
llel with the Federa Reserve when the dollar was strong, the Federa
Reservewould beforcedtolay off somewhat and givetheexchangerateless
weight.

Far better to securean explicit agreement among the Federd Reserve, the
Bank of Japan, and the Bundeshank (representing the European bloc) to
react symmetricaly to pressure on the dollar exchange rate (seeMcKinnon
1934, Chapter 5.)* Under such an agreement, only the Federd Reserve
would be forced to substantialy revise its operating procedures from an
"insular'* to an open-economy mode. And, internationd dtruism aside,
having the Federd Reservekey on thedollar exchangerate would be very
much in the United States own best interests.
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