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Monetary Approaches to the Balance
of Payments and Exchange Rates

For decades, the role of money suffered relative neglect in general
macroeconomics and especially in the areas of balances of payments and
exchange rates. Now, at last, the role of supplies of and demands for money
has again become the focus of scholarly attention.! This development is
surely welcome, and we shall illustrate the usefulness of the monetary ap-
proach for understanding current conditions and recent economic history.
Nevertheless, economists can best exploit the potentialities of the monetary
approach if they observe certain distinctions that are too easily neglected
and avoid certain errors that have become commonplace in the literature.

1 The Monetary Approach to the Balance of Payments

The monetary approach to the balance of payments (MABP) presupposes
fixed exchange rates. A version associated with Harry G. Johnson and his
followers became fashionable in the early and middle 1970s. We will call it
the “strong” version. It identifies a country’s balance-of-payments surplus
under fixed exchange rates with a process of satisfying a demand for do-
mestic money to hold in excess of actual holdings, and it identifies a pay-
ments deficit with a process of working off a supply of domestic money in
excess of desired holdings. Certainly, some such association between mon-
etary and payments disequilibria is common and perhaps even typical. But
many authors equate them strictly, and this is fallacious. Whether those
authors would stick to their statements under cross-examination is another
question. One purpose of this essay is to conduct such a cross-examination.

We begin with statements of the strong version. -According to Johnson
(1976, pp. 282-283),

The central point of the monetary approach to balance-of-payments policy the-
ory is that balance-of-payments deficits or surpluses reflect stock disequilibrium
between demand and supply in the market for money.

A version of this paper (Rabin and Yeager, 1979) was originally published in Economic
‘Perspectives. We thank Maurice B. Ballabon, the editor, and Harwood Academic Publishers
for giving-us permission to revise and reprint it.

! On the point that the monetary approach to exchange rates has been resurrected rather
than newly discovered, see, e.g., Humphrey (1978).
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Johnson and Frenkel (1976, pp. 21-22) elaborate:

Accordingly, surpluses in the trade account and the capital account respectively
represent excess flow supplies of goods and of securities, and a surplus in the
money account reflects an excess domestic flow demand for money. . . . Since
the money account is determined by the excess flow demand for money, it is
clear why the balance of payments is regarded as a monetary phenomenon and
this approach is referred to as “the monetary approach.”

Again, Johnson (1977, p. 7) says:

A balance-of-payments deficit or surplus represents a transient stock-adjust-
ment process evoked by an initial inequality between actual and desired money
stocks.

Other economists interpret the MABP in a similar way. See, for example,
Aghevli and Khan (1977), Connolly and Taylor (1976), Humphrey (1976),
Mussa (1976), and Whitman (1975).

The theory summarized in these passages contrasts with a weak version
of the MABP, which merely seeks illumination by paying explicit attention
to actual and desired quantities of money and to any discrepancy between
them. The distinction we are making between strong and weak approaches
resembles the distinction between a theory and a framework that Leiben-
stein (1976) draws, in a more general context, in Chapter 2 of his Beyond
Economic Man. The strong approach is a theory; it makes assertions, con-
ceivably falsifiable, about correspondences or interdependencies or cause-
and-effect relationships in the real world: The weak approach is a frame-
work; it merely focuses attention on particular aspects of reality in the hope
of developing warranted assertions. Approaches to understanding reality
that superficially seem quite different, such as the several approaches to
balance-of-payments analysis, may be compatible and indeed complemen-.
tary. Each may furnish distinctive views of reality.

The weak monetary approach is compatible with the elasticities and ab-
sorption approaches to balance-of-payments analysis.2 This looser approach
still pays attention to actual and desired quantities of money. It suggests
insights into such matters as why a balance-of-payments surplus or deficit
cannot persist indefinitely, even under fixed exchange rates, and how a
country can import inflation by way of monetary flows through balance-of-
payments surpluses. In short, the weak version of the MABP raises certain
questions about balances of payments under fixed exchange rates; it focuses

2 For a reconciliation of the three approaches, see Mundell (1968) and Yeager (1976). Yeager
left rather blurred the distinction between monetary theory and monetary framework, or
strong and weak versions. He dealt charitably with this blurred version, presenting what he
thought it should say rather than what so much of the literature actually does say. We now

recognize that this charity goes too far and that the error exposed-here is widespread and
needs to be met head-on.
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attention on certain aspects of reality. Instead of being a theory, however,
it is a framework for analysis.

Counterexamples to the Strong Version

One way to refute the identification of a payments surplus with an excess
demand for money and a deficit with an excess supply is to present counter-
examples. The familiar dilemma cases provide two.

First is the case of a country suffering both a depression at home and a
balance-of-payments deficit. The initiating disturbance might be a drop in
the foreign demand for the affected country’s goods that drains money out
of circulation through the payments deficit. Monetary theory suggests that
a.depression is associated with a deficient money supply, yet the strong
version of the MABP identifies the deficit with an excess supply of money.
The contradiction is obvious.

The second case involves both inflation at home and a balance-of-pay-
ments surplus. The initiating disturbance might be inflation abroad. (Im-
ported inflation is considered below in a historical context.) Inflation is usu-
ally caused by an excess supply of money, yet the strong version of the
MABP identifies the surplus with the process of satisfying an excess de-
mand for money. In these .two dilemma cases, monetary theory applied to
the domestic scene conflicts with the strong version of the MABP. More
counterexamples could easily be given.

The Basic Errors of the Strong Version

Here is a list of the basic errors of the strong version. A fuller discussion
of each point follows.
1. The strong version omits the market for -nontraded goods and services

* in its analysis of the balance of payments. Yet excess supply or demand
in that market can coexist with an excess demand for or supply of money,
and this possibility breaks the supposed link between imbalance in the
"“money market” and in the balance of payments.

. It is an error to assume that money actually acquired must also be de-
manded. Money balances can rise and fall unintentionally. Because the
medium of exchange is routinely used and accepted in all markets, changes
in money balances do not necessarlly correspond to changes in the de-
mand for money “to hold.” There is no “money market.”

. The strong version fails to distinguish clearly between an excess demand
for or supply of the home money on the foreign-exchange market and

- an excess demand for or supply of cash balances to hold.

. The strong version also fails to distinguish between the demand for as-

" sets denominated in a particular currency and the demand for holdings
of that currency as a medium of exchange. (This is not to deny that a

3




change in the demand for assets in a particular currency might influence
the desired level of transactions in that currency and hence the demand
~ for holdings of it.)

5. Holdings of cash in excess of desired holdings are the proximate cause
of the increased, spending that bids up nominal prices.® The strong ver-
sion disregards this mechanism in analyzing the international transmis-
sion of inflation. (This point is discussed in a separate section below.)

-The first error appears to derive from sliding into two notions with Wal-
ras’s Law in mind: (1) An excess demand for money must be matched by
an excess supply of something else, namely goods and services and securi-
ties in the aggregate, and this excess supply is expressed in a balance-of-
payments surplus. (2) Conversely, a balance-of-payments surplus, suppos-
edly reflecting an excess supply of goods and services and securities in the
"aggregate, must be matched by an excess demand for something else, namely
money. The strong version overlooks the distinction between goods, serv-
ices, and securities that are internationally traded and those that are purely
domestic and not traded, including factors of production. (Nontraded goods
must not, of course, be perfect substitutes for traded goods in production
or consumption.) An excess demand for or supply of money holdings need
not be matched by an opposite imbalance in the markets for internationally
traded goods, services, and securities. It can be matched by an opposite
imbalance in the markets for nontradables. In the depression-and-deficit
dilemma case, for example, an excess demand for money is matched not by
excess sales abroad of traded goods but by an excess supply of (or deficient
demand for) domestic goods and factors of production. (An Appendix to this
essay presents a model showing that a payments surplus can be accom-
panied by an excess supply of money—and a deficit by an excess demand
for money—when nontraded goods appear in the analysis.)

The second error is the assumption that whenever a country’s residents’

are building up or running down their money holdings they are doing so
because they consider their existing holdings too small or too large. This
error comes from sliding into a causal interpretation of a tautology. It is
tautologically true, given careful definitions, that a change in the net for-
eign assets of a country’s monetary system is equal to the change in the
residents” holdings of money minus the change in the system’s net domestic
assets. It does not necessarily follow, however, that a country’s balance-of-

3 See Wicksell (1936, pp. 40-41) for the effect of an excess supply of money on the prices of
goods and services. )

4 Consider the identity ANFA = AMS — ADA, where ANFA is the change in net foreign
assets of the monetary system, AMS is the change in the money supply, and ADA is the
change in domestic assets of the monetary system..If one comes to think of AMS as a desired
change (to rectify a disequilibrium between money demand and money supply), one is slipping
into a causal interpretation. The identity above is neither a behavioral equation nor an equi-
librium condition.




payments surplus is caused by growth in the demand for money that ex-
ceeds growth in the actual money stock generated by the monetary system’s
domestic operations.

It is necessary to distinguish sharply between different concepts of “de- -
mand for money,” particularly between supply of and demand for the home
currency on the foreign-exchange market and supply of and demand for
domestic money holdings. It is highly misleading to speak of the market for
domestic money holdings. There is no specific market on which the money
stock and the demand for money confront each other and are brought into
equilibrium. Nor is there any specific price that adjusts to achieve this
equilibrium. The medium of exchange, traded as it is on all markets, is
distinct from other goods in not having a market and price of its own. It
flows routinely through cash balances. People accept it and pay it out even
when not intending, except passively and temporarily, to build up or run
down their holdings. Money balances are pools into and out of which re-
ceipts and payments are made and so serve as buffers against short-term
fluctuations in the timing and sizes of receipts and payments.” Since the
fluctuations are unintended, the rise or fall in money balances can be un-
intended too.

When Americans fled from bank deposits into currency in 1932-33, they
were acting not to reduce their money holdings but rather to shift into what
they considered the safer form of money. Yet the unintended consequence
. was that total money holdings fell as bank reserves contracted. The situa-
tion could be similar in a country running a balance-of-payments deficit at
a fixed exchange rate. The money supply is shrinking, which means that
the country’s residents are necessarily running down their money holdings.
It could sometimes be true and may even typically be true that the deficit
and money-supply shrinkage are occurring because people are intentionally
reducing what they consider to be excessive money balances. But it is not
always true, as strong monetarism claims, because the money-stock shrink-
age can be quite undesired.

An instructive analogy can be made between exchange-rate pegging and
interest-rate or bond-price pegging in a closed economy (or one with a
floating exchange rate).. The central bank has committed itself to whatever
open-market operations are necessary to hold interest rates at a target level.
Now tastes change: people want to acquire more bonds by reducing current
consumption (thus freeing resources for real investment), but they do not
particularly want to change their money holdings. To keep interest rates
from falling below the target level, the central bank sells bonds, with the
result that money is removed from circulation. Or suppose an opposite
- change in tastes occurs that, again, does not directly affect desired money
holdings. To keep interest rates from rising, the central bank buys bonds,
incidentally creating money.




When transactors deal with the central bank, they do so because they
find the bond price attractive, not necessarily-because they want to change
their money holdings. (They may want to change the proportions of bonds
and other nonmoney assets in their portfolios.) Money is used to make or
receive payments for bonds because it is the medium of exchange that
routinely flows through their cash balances. More generally, people are not
deliberately trying to reduce or increase their money holdings whenever
they buy or sell something. They make the purchases and sales they find
attractive at the prices confronting them. If they happen to be dealing with
the central bank, the resulting changes in the total money supply and thus
in their money holdings can be quite unintended: '

Now suppose that the central bank revalues the home currency, cuttlng :
in half the pegged home-currency price of foreign exchange. In conse-
quence of all the related price changes, purchases of goods and services
and securities abroad become more attractive than sales abroad, the coun-
try runs a balance-of-payments deficit, and the home money supply shrinks,
with painful deflationary consequences. In brief, by making foreign ex-
change a bargain and selling it lavishly out of its reserves, the central bank
takes out of circulation the domestic money received in payment. Yet this
monetary contraction in no way represents an intentional rundown of pri-
vate money holdings.

Suppose instead that the central bank pegs the prices of foreign -curren-
cies too high. With the home currency undervalued, the balance of pay-
ments goes into surplus, and the money supply expands as the central bank
absorbs the excess private offers of foreign currency. In this case, the sur-
- plus is not due to an excess demand for money. On the contrary, once the
money has been acquired, it is in excess supply. [For further explanation
of how money may be acquired without being fully demanded and even
" while being in excess supply, see Yeager (1968). Although the discussion
there refers to a closed economy, it can readily be extended to an open
economy. ]

In summary, the strong version of the MABP misinterprets changes in
the money supply as representing deliberate and desired adjustments in
‘the money holdings of individual holders. This misinterpretation can be
traced to failure to take account of the functioning of money as the medium
of exchange. People will always accept money even when they do not want
to go on holding it. Yet new money does not automatically go out of cir-
culation just because people do not want to hold it; rather, it touches off
an expansionary or inflationary process that tends to make it desired after
all. Conversely, shrinkage of a country’s money supply does not necessarily
represent the deliberate and desired rundown of individual holdings. It
could be the unintended consequence of the routine use of money as the
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means of payment when domestic holders find purchases of foreign goods
and services and securities more attractive than sales abroad.

We are not denying the existence of a well-defined demand for money
to hold. Rather, we are concerned to clear up some misconceptions about
the way that the demand for money operates. Additional money can be
thrust onto a country without being demanded, because of money’s role as
a medium of exchange, the lack of a market for money, the buffer-stock
role of individual money holdings, and the process whereby the nominal
supply of money can create its own demand. This process is compatible
with, or even presupposes, a fairly definite demand-for-money function.
(Again, see Yeager, 1968.)

The third error, failure to distinguish clearly between an excess demand
for or supply of the home money on the foreign-exchange market and an
excess demand for or supply of cash balances, is illustrated in the following
statement by Cleveland and Brittain (1976, pp. 20-21):

‘ There is a measure of truth in singling out hedging or speculation against the
dollar as a source of world inflation. Such speculative flows did enlarge the
monetary base and the money supply in European countries, as well as in
Japar. In fact, inflows of dollars, partly speculative in character, were respon-
sible for much of the increase in other industrial countries’ monetary bases in
the years 1970-73. . . . But, it is a different question whether the inflows caused
the money supply and price inflation in these countries to be greater than they
otherwise would have been. Monetary theory suggests that this was probably
not the case. Inflation occurs when there is an excess of money supply over
the demand for money. The inflows of funds occurred in response to a new,

- speciilative demand for marks. Thus, it was the increase in demand for marks
that gave rise to the increase in the supply of marks; therefore, the inflows
could not have created or contributed to creating an excess of mark money
supply over demand. How, then, could they have raised German prices above
the level they otherwise would have reached?

Cleveland and Brittain imply that because Europeans and others were
acquiring European currencies, they must have had an excess demand for
holdings of them. This does not follow. For example, German firms that
had borrowed dollars abroad wanted to exchange those dollars for marks on
the foreign-exchange market. Only on that market were marks in excess
demand. Once the Bundesbank had created marks to satisfy the excess
demand for them there at the fixed exchange rate, domestic cash balances
were in excess supply at the old price level. The fact that Germans pre-
ferred to acquire marks rather than.dollars merely reflects the role of marks
as the medium of exchange in Germany. It does not mean that Germans
were demanding marks as permanent additions to their cash balances. The
expansion of the money supply brought about by the balance-of-payments
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surplus stimulated spending on goods and services and reinforced inflation-
ary tendencies in Germany.

The fourth error of the strong MABP, which also appears in the state-
ment by Cleveland and Brittain, is the failure to realize that there was a
speculative demand for assets denominated in marks rather than for the
German medium of exchange in particular. When U.S. and German resi-
dents were switching out of assets denominated in dollars into assets de-
nominated in marks, the demand for the domestic medium of exchange was
not necessarily changmg in either country, or not by an amount anywhere
near as large.

The Usefulness of the Weak Version

As already mentioned, the weak version of the MABP should be regarded
not as a theory but rather as a framework for analysis that can be reconciled
with two other major frameworks, the elasticities and the absorption ap-
proaches. These three frameworks for analysis are not causal theories but
ways of organizing discussion. Each raises certain questions and focuses
attention on certain aspects of reality. Each has its tautological aspects in
reference to ex post, realized changes (see footnote 4 above for the tauto-
logical core of the weak version of the MABP). Like the strong version, the
weak version pays explicit attention to money supply and money demand
in balance-of-payments disequilibrium and adjustment. For example, it helps
us to understand why a balance-of-payments surplus or deficit cannot go on
indefinitely in the absence of changes in the domestic assets of the mon-
etary system. Thus, by using the weak version we arrive in many cases at
an analysis similar to that of the strong version. But the weak version does
not make the error of always associating a surplus in the balance of pay-
ments with an excess demand for money and a deficit with an excess supply
of money. Moreover, it is totally compatible with the dilemma cases. Mun-
dell (1968, pp. 150-151) summarizes the usefulness of the weak version as
an approach: '

It is not meaningful to question the validity of the three approaches. The terms
can be defined so that they are correct and assert identical propositions, even
if capital movements are included. . . . The identity of the three approaches,
when they are properly interpreted, does not mean that each approach is not
in itself useful: [Each approach] provides additional checks on the logic of bal-
ance-of-payments policies.

In summary, we are not offering a rival theory by supporting the weak
version. Rather, we are warmng against exaggerations that can make the
MABP erroneous.




The International Transmission of Inflation under
Fixed Exchange Rates and the MABP

While the strong monetarist theory tends to breed confusion about the
international transmission of inflation, the weak version of the MABP can
be helpful. It is possible, for instance, for inflation to be generated by a
disequilibrium exchange rate. A country can import inflation even if infla-
tion is not being exported by another country. Suppose the authorities keep
the home currency artificially cheap on the foreign-exchange market and
meet the excess demand for it on that market by creating more. They
create an excess supply of money holdings, and spending and prices re-
spond. Furthermore, the translation of world-market prices into domestic
currency at the artificially high prices of foreign currencies makes a direct,
mechanical contribution to the rise of the home price level. ‘

This direct price linkage also operates when prices at home are linked at
a fixed exchange rate with prices undergoing inflation abroad. According to
strong monetarism, this direct price linkage is the overwhelmingly domi-
nant mechanism whereby inflation is transmitted. According to the weak
version, there are other explanations as well. We can imagine or recall cases
in which a country suffers inflation due less to direct price transmission
than to the monetary expansion imposed by an overall balance-of-payments
surplus corresponding to an interest-rate-motivated or a speculative inflow
" of capital. [Switzerland is an example of a country whose imported inflation
arose from surpluses on capital account (see Allen, 1977).] This monetary
aspect of the inflation process goes far toward explaining events of the early
1970s, when other countries were generally running more extreme money
and price inflations than the Umted States, from which they were sald to
be importing inflation.

More specifically, in 1971 the balance- of —payments deficit of the United
States amounted to an unprecedented $30 billion (official-settlements ba-
sis). Massive speculative capital outflows from the United States contrib-
uted to this deficit. In light of the huge surpluses experienced by other
countries, it is not surprising that those countries suffered rapid monetary
expansion in 1971. Nor is it surprising that they suffered from rapidly ac-
celerating inflation two years later. Some such lag of prices behind money
is quite typical and is illustrated in the accompanying table. The table also
illustrates the international pervasiveness and bunching in time of money
spurts followed by price spurts. It provides evidence for the international
transmission of inflation, a phenomenon that the strong MABP handles very
unsatisfactorily.

Three points should be emphasmed regarding the acceleration of world
inflation during 1973-74. First, the preceding massive U.S. balance-of-pay-




PERCENTAGE CHANGES IN MONEY SUPPLIES AND CONSUMER PRICES
IN 13 COUNTRIES, 1968-75

Country 1968 1969 1970 1971 1972 1973 1974 1975

Austria: “ . : .

Money supply 6.8 7.7 6.5 154 21.8 8.7 5.0 17.2

Consumer prices 2.9 3.0 4.4 4.7 63" 75 9.5 8.5
Belgium: o

Money supply 7.4 2.6 8.3 11.1 4.0 8.8 8.8 14.2

Consumer prices 2.8 3.7 4.0 4.3 55 70 12.7 12.7
Canada: .

Money supply -21 =35 52 130 117 9.0 0.3 18.0

Consumer prices 4.0 4.5 3.4 2.8 4.8 76 109 10.7
Denmark: . » » o

Money supply 13.9 12.8 1.3 78 136 11.7 4.7 30.3

Consumer prices 8.0 3.6 '6.5 5.8 66 - 93 15.2 9.6
France: ) .

Money supply - 80 -11 11.1 11.8 14.9 9.8 15.2 12.7

Consumer prices 4.6 6.1 5.9 5.5 5.9 7.3 14.0 11.8
Germany: )

Money supply 8.3 6.0 9.6 128 139 0.8 12.2 14.0

Consumer prices 1.5 1.9 3.4 53 5.5 6.9 7.0 6.0
Italy: - . o

Money supply 11.9 15.9 274 19.0 241 176 9.4 13.5

Consumer prices 1.3 2.7 4.9 4.8 57 10.8 19.1 17.0
Japan: '

‘Money supply 134 206 168 297 247 168 115 111

Consumer prices 5.5 5.7 7.2 6.3 4.8 118 227 12.1
Netherlands: '

Money supply 11.4 8.1 11.8 150 176 0.1 12.2 20.0

Consumer prices 3.8 7.3 3.6 7.5 7.8 8.0 9.7 10.2
Norway:

Money supply 15.2 8.1 12.6 1.5 163 15.5 11.9 16.8

Consumer prices 3.5" 3.1 10.6 63 71 7.5 94 11.7
Sweden: ' ’

Money supply -1.3 —-4.0 9.2 92 76 10.2 25.1 8.6

Consumer prices 2.2 2.2 7.5 7.0 6.5 7.0 9.0 9.8
Switzerland: '

Money supply 12.4 11.7 11.0 17.7 54 -02 -11 4.4

Consumer prices 2.3 2.6 3.6 6.6 6.7 8.7 9.8 6.7
United Kingdom: »

Money supply 4.1 0.3 9.3 15.1 14.2 5.1 10.8 18.7

Consumer prices 4.7 5.4 6.4 9.4 7.1 9.1 16 .0 24.3

NoTE: Important changes are italicized.
SOURCE: Calculated from International Financial Statistics, various issues.
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ments deficits did not correspond dollar for dollar to an excess supply of
money in the narrow sense. Rather, people were acting to move out of
dollar-denominated assets in general. To find willing holders of all those
assets, price changes, including exchange-rate changes, were required.
Second, at the time of the massive U.S. deficits, price inflation was not
greater in the United States than in the rest of the world. Third, it was the
last-ditch attempts by central banks to defend the Bretton Woods system
of pegged exchange rates that not only transmitted extreme inflation but
also generated it.5 Surpluses in foreign balances of payments helped create
internal disequilibrium by creating excess supplies of cash balances.

Strong monetarism emphasizes the direct-price-transmission mechanism
instead. It is direct price transmission that supposedly raises prices, rather
than the spending of excess money created by a payments surplus and
exchange-rate pegging. According to strong monetarism, directly transmit-
ted increases in prices shrink the purchasing power of the victim country’s
nominal money supply. Its residents then go about rebuilding their de-
ficient money holdings by running a balance-of-payments surplus, which
corresponds to their excess demand for money.

Swoboda (1977) even forces this interpretation onto inflation 1mported
through a surplus on capital account. Suppose that interest rates somehow
fall in the outside world. By direct linkage, given high capital mobility,
interest rates fall in the home country also. The quantity demanded of
home money increases, as portrayed by the Keynesian liquidity-preference
(demand for money) schedule. The resulting excess demand for money in
the home country is satisfied through a payments surplus, while expendi- -
tures and prices rise under the stimulus of reduced interest rates. To re-
peat, the rise in prices is not due to an excess supply of money imposed on
the victim country; on the contrary, money is created through the balance
of payments to satisfy an excess demand for it.

This view is implausible in the extreme. It rests on the already men-
tioned failure to understand that people can acquire additional money with-
out actually demanding it, intending to pass it along in exchange for what-
ever they do demand. Yet the aggregate of actual holdings can grow to
exceed the aggregate of desired holdings—until prices rise enough to make
the actual holdings desired after all. ‘

How would strong monetarism handle the case of inflation caused by gold
- discoveries? Would it really contend that price increases occur first in the

5 For comprehensive studies of the generation of the worldwide inflation, see Emminger
(1973) and Rabin (1977). These studies attribute the rapidly accelerating inflations primarily
to the money-supply consequences of efforts to stave off the breakdown of the Bretton Woods
system.
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gold fields and then are transmitted by direct linkage to other places, to
which gold money then flows to satisfy an excess demand for money gen-
erated by higher prices? It is more probable that the first holders of the
newly produced money try to dispose of it both locally and elsewhere,
bidding up prices everywhere as they diffuse the excess supply of money
farther and farther afield. :

Strong monetarism has overlooked an important channel for the trans-
mission of inflation primarily because it views a surplus as a response to an
excess demand for money. On this view, it is inconceivable that the surplus
produces an excess supply of money. Thus Cleveland and Brittain (1976)
dismiss the interpretation of the acceleration of world inflation advanced
here; Swoboda (1977) omits it from his study of the transmission and gen-
eration of worldwide inflation; and Brunner (1974, p. 194) states:

. . . The large accelerations [of prices] observed since the end of 1971 all over °
Europe cannot be attributed to imported inflation. Prices in the United States
decelerated over this period to an inflation rate less than half the average infla-
tion rate emerging in the summer of 1972 in Western Europe. Recent inflation
in Europe is essentially a domestic product fostered by rates of monetary ex-
pansion substantially above 10 percent a year.

Brunner fails to realize that an already accelerated price inflation in the
United States was not a necessary condition for the transmission of mon-
etary inflation and then of price inflation to other countries.

The weak version of the MABP is compatible with the analysis of the
international transmission and generation of inflation presented here. It
preserves the valid insights of the strong version while avoiding its confu-
sions.

Relative Prices

The strong version of the MABP assigns a minor role to relative prices. Yet
changes in relative prices do enter into balance-of-payments disequilibrium
and adjustment. Suppose that, as an experiment, a country devalues even
though its exchange rate is at an equilibrium level. The resulting increase
in the home-currency prices of internationally traded goods tends to retard
imports and promote exports. The higher prices of imported goods consti-
tute an arithmetical, mechanical shrinkage in the purchasing power of the’
home money supply that may even cause an excess demand for money
initially. It will be far outweighed, however, by the expansion of the money
supply through the balance-of-payments surplus and will give way to an
excess supply of money that puts upward pressure on the lagging prices of
nontraded goods. The rise in prices of nontraded goods has a dual function:
it restores relative prices to their equilibrium relationship, helping to ter-
- minate the payments surplus, and it further decreases the purchasing power
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of the home currency, so that the increased money supply becomes fully
demanded eventually. Until relative prices are restored to their equilib-
rium relationship, the payments imbalance continues.

The Imposition of Balance-of-Payments Disequilibrium
on a Country

Johnson and Frenkel (1976, p. 27) maintain that a balance-of-payments sur-
plus or deficit “must always in some sense represent a temporarily chosen
equilibrium position for the nation whose aggregate behaviour it repre-
sents.” According to them, the balance of payments is an equilibrating
mechanism that helps remove an excess demand for or supply of money.
However, they neglect the possibility that a surplus or deficit may be im-
posed on a country. For example, an increase in foreign demand for the
traded goods of a country previously in equilibrium may throw its balance
of payments into surplus. The monetary expansion that then results from
exchange-rate pegging produces an excess supply of money and inflationary
pressure. (Note that the surplus is not reflected by an excess supply of
traded goods but, rather, results in an excess supply of money and excess
demand for nontraded goods.) Germany’s experience with capital inflows,
particularly in 1971, and Switzerland’s more chronic experience, as Allen
(1977) showed, serve as reminders that the balance of payments is not al-
ways an equilibrating mechanism.

2 The Monetary Approach to Flexible Exchange Rates

The distinction between strong and weak versions of the monetary ap-

' proach to the balance of payments carries over to the analysis of the deter-
mination of flexible exchange rates. What we call the strong version of the
monetary approach to flexible exchange rates (MAXR) is analogous to the
strong version of the MABP. As Frenkel (1978, pp. vii-viii) says:

Basically, the asset-market approach to the analysis of exchange rates may be
viewed as the counterpart to the monetary approach to the balance of pay-
ments. These approaches emphasize the role of money and other assets in
determining the balance of payments when the exchange rate is pegged, and
in determining the exchange rate when it is flexible.

Kemp (1975, p. 21) provides the following statement of the strong version
of the MAXR (and the MABP):

Balance-of-.payments deficits and surpluses, or movements in freely floating
exchange rates, are viewed as being simultaneously both the result of a diver-
gence between actual and desired money balances and a mechanism by whlch
such a divergence is corrected.
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Humphrey (1977, p. 6) offers a similar interpretation:

. All variables affecting the exchange rate do so through monetary channels,
i.e., through the demand for or supply of money. In this sense, money demand
and supply may be said to constitute the proximate determinants of the ex-
change rate. The ultimate determinants, however, are the variables that un-
derlie and determine the monetary factors themselves, namely income, interest
rates, price expectations, money stocks and their growth rates, and other ex-
ogenous information.

Branson (1975), Fand (1975), Frenkel (1976), Mussa (1976), Swoboda (1976),
and Whitman (1975) offer comparable interpretations of the strong version
of the MAXR. The strong version unequivocally associates upward or down-
ward pressures on the foreign-exchange values of a particular currency with
an excess demand for or supply of cash balances in that currency. This is
wrong in the same way that the liquidity- preference theory of interest rates
is wrong in associating upward or downward pressures on interest rates
with excess demand for or supply of cash balances.

As before, the strong version is a theory and is contradicted by the
counterexamples offered below. The weak version that belongs in its place
is a framework for analysis that pays appropriate attention to money de-
mand and supply in the analysis of exchange-rate determination. For ex-
ample, it helps explain why the current account in the balance of payments
cannot continue to respond perversely to the depreciation of a floating cur-
rency. People cannot remain doggedly unresponsive as rising prices shrink
the purchasing power of their nominal incomes and money balances. They
must spend less eventually, and the balance of payments must improve.
The weak approach, however, does not look mistakenly for an excess supply
of money to explain every depreciation and an excess demand for money
to explain every appreciation.

Counterexamples to the Strong Version

The range of counterexamples to the MAXR seems to be narrower than the
range of counterexamples to the MABP. Two reasons come to mind. First,
under freely floating exchange rates dilemma cases are impossible, since
free floating precludes balance-of-payments surpluses and deficits. Second,
under free floating money supplies are not expanded or contracted through
the balance of payments, and the strong version is relieved of the need to
explain why buildups or rundowns of cash balances through that mechanism
reflect an excess demand for or supply of money to hold.

Nevertheless, there are counterexamples to the association of cash bal-
ances and exchange-market conditions that is central to the strong MAXR.
Suppose that an autonomous wage push or the enactment of a minimum-
wage law mechanically cranks up wage and price levels. (Events in France
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in 1936 and again in 1968 seem to be good examples.) As a matter of arith-
metic, the purchasing power of existing cash balances falls. People want
increased nominal cash balances for transactions purposes. If the nominal
money supply holds constant, money is in excess demand. What happens
on the foreign-exchange market? The strong MAXR suggests that the excess
demand for cash balances will cause an appreciation of the domestic cur-
rency. Yet considerations of purchasing-power parity point toward a de-
"preciation. So do expectational or speculative considerations. Seeing the
wage push and its transmission to prices as handwriting on the wall, people
might try to get out of assets. denominated in local currency. They are not
trying to get out of the medium of exchange in the narrow sense, for they
need more of the shrunken money units for transactions purposes, but out
~ of near-moneys and securities. People will offer the domestic currency on
the foreign-exchange market not to reduce their holdings of it but as an
intermediate step in shifting from assets denominated in domestic currency
to assets denominated in foreign currencies; they routinely use the medium
of exchange for this and all other transactions. In short, we can readily
imagine an event such as a wage push that causes both an excess demand
for money and depreciation of the currency. -

~ Monetarists might try to dispose of this counterexample by mvokmg other
responses, perhaps involving interest rates, that would create an excess
supply of money after all. Such responses are conceivable, but it is hard to
see why they are necessary. The function of a counterexample is to disprove
the necessity or universality of certain connections, not to establish the
necessity or universality of connections of the opposite kind.

For a second counterexample, suppose that innovations raise the yield
on investment in capital goods in the home country. To take advantage of
this new opportunity, residents act to repatriate funds invested abroad,
while foreigners also seek to transfer funds to the home country. Accord-
~ ingly, the home currency strengthens on the foreign-exchange market. At

_the same time, the increased yield on capital goods, along with the conse-
quent rise in the interest rate on bonds, constitutes an increased opportu-
nity cost of holding domestic cash balances, so people want to reduce their
holdings. Until other variables, including prices, adjust, money is in excess
supply. (To the extent that the exchange-rate appreciation caused by the
inward capital movements increases the purchasing power of domestic cash
" balances, the excess supply is enlarged.)

Monetarists. may reject this counterexample on the grounds that it pos-
tulates two separate disturbances, a desire to move capital inward and a
desire to run down cash balances. Two replies are available. First, so what?
Any consistent set of circumstances in which an excess supply of cash bal-
ances coexists with upward pressure on the exchange value of a currency
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will serve as a counterexample. Second, the two disturbances are not in-
dependent: they are parallel consequences of the single disturbance that
raised the yield on capital investment in the first place.

Monetarists might further maintain that the inward capital movement
and appreciation of the home currency improve the terms of trade and thus
raise the real income of the home country. (Foreigners become more eager
to exchange their goods for home-country goods in order to invest in the
home country.) The increase in real income strengthens the demand for
real cash balances and causes an excess demand for money to accompany
the exchange appreciation. The monetarist association envisaged by such
an argument is merely conceivable, however, not inevitable.

For a third counterexample, suppose that tastes change in the home
country: people become more thrifty, desiring less current consumption
(particularly, let us suppose, -of nontraded goods) and larger holdings of
both money and bonds. The strengthened demand for bonds shows up
partly at the water’s edge in a potential capital outflow, tending to weaken
the home currency on the exchange market even while an excess demand
for cash balances has developed. (The capital movements causing the home
currency to depreciate may not show up in the balance-of-payments statis-
tics. They will show. up if the exchange rate is officially supported and
remains unchanged. They will not show up if the exchange rate falls enough
to forestall all capital movements; the depreciation will occur because of
the potential for capital movements at the unchanged exchange rate.)

The hypothesized shift away from current consumption could cause a
reduced desire to buy foreign goods and an increased eagerness to sell
domestic goods abroad, and it would then tend to strengthen the home
currency. While this current-account tendency might outweigh the oppos-
ing capital-account tendency on the foreign-exchange market, the possibil-
ity described in the counterexample remains. That possibility is even a
-probability if portfolios can be adjusted more rapidly than the production
and consumption of goods and services; for a time the impact of capital
movements on the exchange rate will outweigh the opposing impact of goods-
and-services transactions. Again we see how an initial excess demand for
money might coexist with an exchange-rate depreciation.

A fourth counterexample involves “perverse elasticities,” as would a sim-
ilar counterexample to the MABP for fixed exchange rates. The conditions
in question are familiar from the theoretical literature of some three dec-
ades ago. Demands in international trade are so price-inelastic that the
current account reacts perversely to a change in a floating or adjustable
exchange rate (or to a change in relative national price levels under a fixed
exchange rate). But since. we have already made.the point that counter-
examples to the MABP and MAXR exist, we shall leave the working out of
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perverse-elasticities counterexamples to any reader whose interest in the
topic is not yet exhausted.

The Basic Errors of the Strong Version

A major source of error in the strong version of the MAXR, as of the MABP,
is the failure to distinguish between the foreign-exchange market for money
and the domestic (non)market for cash balances. Swoboda’s (1976, p. 308)
statement provides an example:

One would say, for instance, that there are more dollars demanded than offered
against pounds in “the foreign-exchange market.” What meaning can reason-
ably be attached to such a statement other than that, given the level of the -
exchange rate and all other relevant variables, there is an excess demand for
dollar-denominated cash and an excess supply of pound-denominated cash—
whether “in” the foreign-exchange market or in any other market. If so, we
are really talking about excess demand or supply of money and, presumably,
-portfolio equilibrium conditions and relative asset supplies should play a crucial
role in determining the exchange rate—among other variables.

Swoboda overlooks the fact that people may be exchanging one currency
for another not to adjust their cash balances but to carry out transactions.
He is ignoring the medium-of-exchange role of money and regarding the
foreign-exchange market as a place where people adjust their holdings of
money. :

A related error is the blurring of the necessary distinction between the
demand. for assets denominated in particular currencies and the demand
for actual balances of those currencies. Speculative or speculation-influ-
enced holdings of “currencies” are more likely to take the form of claims
denominated in those currencies than of the actual currencies, which are
held predominantly for transactions purposes. Speculative influences on ex-
change rates cannot receive the attention they deserve if we insist on the
implausible supposition that speculation works mainly through the buildup
or depletion of cash holdings.

Stocks and Flows in Foreign-Exchange Analysis

The literature portrays the strong version of the MAXR as a stock theory;
it maintains that the exchange rate is determined in the market for stocks.®
It is true, of course, that general equilibrium does not prevail unless stock
supply and total demanded holdings of each currency are equal. But this
obvious point does not clash with flow concepts of equilibrium and dis-
equilibrium. In general equilibrium, by definition, exchange rates are at

8 For statements indicating that the strong version of the MAXR is a “stock theory,” see,
once again, Branson'(1975), Fand (1975), Frenkel (1976), Mussa (1976), Swoboda (1976), and
Whitman (1975).
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levels where ‘balance-of-payments flows are in equilibrium and stocks of
national currencies are being willingly held. The two aspects of general
equilibrium are consistent.

In disequilibrium situations, however, an excessive emphasis on stocks
can cloud the analysis. It draws attention away from the ways in which a
disequilibrium exchange rate induces flows of transactions (or attempted
transactions) on the foreign-exchange market that in turn move the ex-
change rate toward an equilibrium level. This overemphasis on stocks in
exchange-rate theory is analogous to an excessively mechanistic view of the
quantity theory of money that would have the price level adjusting in some
sort of mechanical, spontaneous way to a changed quantity of money.” A
full-fledged quantity theory of money has to show how a changed money
supply—changed cash holdings—leads people to alter their flows of trans-
actions (or desired transactions) on various markets in such a way as to bring -
about a change in the price level. This is part of what we mean when we
say that flows are primary. A complete theory must consider the confron-
tations of desired flow transactions on the individual markets where prices
are actually set. The price level is not determined anywhere: the prices that
are averaged into the price level are the ones determined by flows of trans-
actions, desired as well as actual, and any stock theory has to accord with
a description of what happens to those flows. For the exchange rate, the
relevant flows are those on the foreign-exchange market.

In summary, stock disequilibrium makes itself operational through de-
sired and actual flows in the foreign-exchange market. If people are not
content with their stocks, they will attempt transactions, and there will be
flow disequilibrium. Moreover, since there is no difference between the
prices that give stock equilibrium and flow equilibrium, any fundamental
distinction between stock analysis and flow analysis is invalid.

The crucial distinction is not between stock and flow approaches but
rather between markets—the (non)market for. cash balances and the very
real foreign-exchange market where the currencies used to pay for inter-
nationally traded goods, services, and securities are traded. The strong ver-
sion of the MAXR focuses on the supply of and demand for money as the
most immediate determinant of the exchange rate. We do not disparage
attention to stocks of national moneys. Of course they are important to
exchange rates. They influence the direction and value of desired transac-
tions, international as well as domestic, not only through their effect on
price levels and interest rates but even more directly. We do insist, how-
ever, that exchange rates are determined directly in the foreign-exchange

7 Apparently, this was Hume’s error when he overlooked the direct cash-balance effect
operating on international transactions (see Humphrey, 1981, on Adam Smith).
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market. The exchange rate for a particular currency is in equilibrium if the
inward and outward flows of desired international transactions involving
that currency (including, of course, capital transactions) are equal.:

- - Disagreement about the relevant market for the determination of the
exchange rate is reminiscent of the old debate over liquidity-preference and
loanable-funds theories of the interest rate. General equilibrium does not
prevail, of course, unless the interest rate (along with all other variables) is
at a level where not only desired lending and borrowing but also desired

_ and actual stocks of money are equal. Outside of general equilibrium, how-
ever, it is not necessarily true that upward pressure on the interest rate
corresponds to an excess demand for money and downward pressure cor-
responds to an excess supply of money. As partial-equilibrium theories, the
liquidity-preference and loanable-funds theories of the interest rate are not
equivalent, and the latter is preferable. Lutz (1968, p. 184), among others,
has pointed out that “the immediate cause of a price change has to be
sought in changes of supply or demand in the market of the good in ques-
tion and not in other markets.” Similarly, the money-stock and exchange-
market theories of the exchange rate are not equivalent, and the latter is
preferable, even though money-stock conditions obviously have much to
do, directly and indirectly, with desired flows of transactions on the foreign-
exchange market. The exchange rate is determined directly in the foreign-
exchange market, just as the interest rate is determmed directly in the
bond or loan market.

3 Summary

The monetary approaches to the balance of payments and the exchange rate
afford valuable insights; their resurrection is welcome. But these insights
should not be clouded by strong monetary theories that incorrectly identify
payments disequilibria under fixed rates and pressures on floating rates
with imbalances between actual and desired holdings of money.® Those
associations are possible and probably even typical, but they are by no
“means necessary, as realistic counterexamples show. To avoid error, it is
important to keep in mind the distinction between demands for and sup-
plies of a currency on the foreign-exchange market and demands for and
supplies of cash balances of that currency.
_ The failure to make these distinctions can have serious consequences. It
leads, for example, to misinterpreting events in the final years of the Bret-
ton Woods system and the ensuing speedup of world inflation around

8 See also Fellner and Somers (1966).
9 We wish to acknowledge Miller’s (1976a, 1976b, 1976¢, 1978) mdependent perception of
error in what we have been calling the strong MABP.
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1973-74. We are thus in danger of missing the significance of valuable les-
sons for which the world has paid dearly. -

Although shifts in the demand for or supply of money to hold are not
necessarily the immediate cause of exchange-rate movements, they can be
and perhaps usually are. Not only present-day adherents of the monetary
approach but also Gustav Cassel decades ago have recognized that demands
for cash balances of a country’s currency, for assets denominated in that
currency, and for that currency on the foreign-exchange market respond to
expectations of future monetary expansion and to other speculative factors.
Properly formulated, the monetary approach can help explain the alternat-
ing weakness and strength of the dollar and the volatility of other exchange
rates under the current regime of “dirty” floating. It also points to rem-
edies, if only politicians would and could afford to shed their excessively
short-run preoccupations ‘and pay due attention to the long-run conse-
quences of their policies.
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APPENDIX

A MODEL SHOWING THAT A SURPLUS MAY BE
ACCOMPANIED BY AN EXCESS SUPPLY OF MONEY
(AND A DEFICIT BY AN EXCEsSs DEMAND FOR MONEY)!

Komiya (1969) attempts to prove that a surplus is always equal in value
to an excess demand for money. However, his analysis is incomplete be-
cause it ignores the market for nontraded goods. This Appendix demon-
strates that a surplus in the balance of payments (BOP) can be accompanied
by an excess supply of money, while a deficit can be accompanied by an
excess demand for money. We make use of the model depicted in the
accompanying figure, adapted from one used by Mundell (1976).

In the figure, Py is the average price of nontraded goods and P; is the
average price of traded goods. Py /Py is therefore the relative price of non-
traded goods. Py is assumed to be exogenously given by the world level of
traded-goods prices, since we assume a fixed exchange rate.

The line LL is the line along which the demand for money is equal to
the supply of money. Above and to the left of LL the supply of money is
greater than the demand, and below and to the right of LL the demand for
money is greater than the supply. The curve is upward-sloping because an

“increase in the money stock will be associated with an increase in Py so
that real balances may be maintained at an equilibrium level. (Remember,
Py is assumed to be given.) . _

The BB line expresses the locus of combinations of the price level and
the money supply that result in BOP equilibrium. Bonds and a capital
account are assumed away in the analysis; consequently, BB is also the line
along which the trade balance is zero. Points above and to the right of BB
represent a deficit in the BOP, while points below. and to the left of BB
represent a surplus. The slope of BB is negative because an increase in the
money supply will normally be associated with a deficit. To correct the:
deficit, the price of nontraded goods must be decreased to shift domestic
demand from foreign products to domestic goods. At the lower Py, /P (and
higher money supply), the balance of payments would again be in equilib-
rium.

Finally, the XX line is the locus of money and price levels along which
there is equilibrium in the market for nontraded goods. Points to the right

! This Appendix appeared in somewhat different form in Rabfn (1979).
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DISEQUILIBRIA WITH NONTRADED GOODS

XSM
BOP deficit

XSM
BOP deficit XSN
XDN :

XSM
BOP surplus
XDN

XDM
BOP deficit
XSN

Money

" XDM
BOP surplus
XSN

XDM
BOP surplus
XDN

Py/Pr

XSM = excess supply of money.
XDM = excess demand for money.

XSN = excess supply of nontraded goods.
XDN = excess demand for nontraded goods.

SOURCE: Adapted from Mundell (1976, p. 73).

of XX represent an excess supply of nontraded goods, while points to the
left represent an excess demand for them. This excess demand can be elim-
inated by an increase in the price of nontraded goods.

The figure illustrates the six possible zones. Note that there are two
zones in which the strong MABP is not valid. In zone 6 there is a BOP
surplus along with an excess supply of money, while in zone 3 there is a
BOP deficit along with an excess demand for money. Under what condi-
tions, then, will the strong MABP be valid? If one.assumes that the market
for nontraded goods always clears, the economy will always be on the XX
curve and the strong version will always be valid. By making this assump-
tion, the two zones where the strong version is invalid can be eliminated
from consideration.?

2 Zone 5 is somewhat of a paradox, for it rests on the assumption that people may have an
excess (inflationary) demand for nontraded goods that is not matched by an excess supply of -
money. If there is, in fact, an excess demand for nontraded goods and if the balance of pay-

ments is in surplus, it is more likely that money is in excess supply (zone 6). We are indebted
to James Cover for this point.
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We conclude that the direct link between the BOP and the excess de-
mand for money is broken if the market for nontraded goods is in disequi-
librium.? Moreover, the direct link can be broken by adding other markets
as well (for example, a bond market). Finally, although the money supply

- may not be controllable by the monetary authorities, it is incorrect to state
that the money supply is always “demand-determined.™

3 The link may also be broken in the following manner. Assume that the market for non-
traded goods always clears, that there is inflation in the outside world, and that the prices of
. traded and nontraded goods are rising together. It is conceivable for the domestic inflation to
be continually validated by a BOP surplus that increases the money supply. In that case,
money demand (which continually grows owing to the rise in prices of all goods) may contin-
uously equal money supply (which increases owing to the BOP-surplus). In other words,
money supply and money demand may be rising together so that they are equal at the same
time that the BOP is.in surplus. This appears to be a counterexample to the strong MABP,
and yet the market for nontraded goods is clearing. Monetarists may argue that there is a
potential or incipient excess demand for money. Yet the fact remains that a BOP surplus can
occur without the presence of an actual-excess demand for money. )

4 Dornbusch (1973) did distinguish between traded and nontraded goods: However, he
required the market for nontraded goods to clear instantaneously, thus avoiding the issues
raised here.
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