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1 Introduction

The phrase “optimum currency areas” was coined by Robert Mundell
in his classic paper by that title in 1961. However, the basic idea, that
the choice between fixed and flexible exchange rates should not be
independent of the economic characteristics of the countries or areas
in question, is contained in numerous earlier writings. As subsequent
literature expanded upon the list of important determinants of opti-
mum currency areas, the concept lost the simplicity with which it had
been endowed by Mundell, who defined it primarily in terms of areas
of factor mobility.! This loss in simplicity has been more than balanced
by the gain in insights into the multiple criteria that crucially influence
the relative desirability of fixed and flexible exchange rates and by
recognition of the need to weigh these criteria against one another.
Given the degree of complexity to which such investigations have ad-
vanced, it is perhaps inappropriate to refer to the theory of optimum
currency areas. Rather, current investigations might better be classi-
fied under the rubric of the “optimum-currency-area approach” to the
question of alternative exchange-rate systems. The distinguishing fea-
ture of this approach is that the analysis begins with recognition that
there are both costs and benefits involved in choosing either fixed or
flexible exchange rates and asks the question: For what types of coun-
tries or under what circumstances is one arrangement or the other more
likely to be better? In other words, this approach accepts that there is
merit in arguments that have been put forward for both genuinely
fixed and flexible exchange rates and asks: What is the optimum con-
figuration of currency domains, i.e., what areas or countries should
adopt genuinely fixed exchange rates among themselves, allowing vari-
ability of their exchange rates in unison vis-a-vis other currency blocs?*

1t is interesting to note, as Mundell pointed out, that this same criterion had
been put forward by a number of earlier writers as the major determinant of when
flexible exchange rates are not needed. As he noted, emphasis on factor mobility
as a chief requisite for full economic integration was common during the 1950s.
See, for instance, Meade (1957) and also the chapter entitled, “International Cur-
rency or Sentimental Internationalism” in Lerner (1951), especially the section
(pp. 258-260) entitled “Except where there is high mobility of population, ex-
change-rate fixing is unnecessary and dangerous,” which contains the explicit state-
ment (p. 259) that “the condition for a successful single currency area is that there
be a high degree of mobility of population within the area.”

2 For recent discussions of the question of monetary unification in the common
market see Corden (1972), Fleming (1971), Ingram (1973), Ishiyama (1975),
Magnifico (1973), Mintz (1971), and the exchange between Kasper, Mosconi, and
Morris in Halm (1970).
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The purpose of this paper is to develop a more comprehensive
framework than is currently available for identifying optimum (or at
least good) currency areas. In the process of developing this frame-
work, we critically review and attempt to integrate the existing litera-
ture (much of which does not deal explicitly with optimum currency
areas ). In the latter portion of this paper we examine in considerable
detail the stabilization criteria for judging the efficacy of fixed versus
flexible exchange rates and develop a more general rule for evaluation,
of which the previous ones proposed by Stein (1963), Giersch (1970),
and Kenen (1969a) are all special cases. We define “currency area” to
be identical with what Corden (1972) has characterized as the “com-
plete exchange-rate union” or “monetary integration.” Tt is “an area
within which exchange rates bear a permanently fixed relationship to
each other even though the rates may—in unison—vary relative to
nonunion currencies,” and one which is characterized by “the perma-
nent absence of all exchange controls, whether for current or capital
transactions, within the area.” As Sohmen (1971) has stressed, the
fixed exchange rates within such a currency area are very different
from rates fixed by imposing restrictions on convertibility. From the
standpoint of optimum currency areas, it can be argued that the latter
are nothing more than rather inefficient forms of variable exchange
rates.*

Throughout the paper, variable exchange rates may be taken to refer
to any type of effective exchange-rate flexibility, including the use of
administrative measures that vary the shadow price of foreign ex-
change and multiple exchange rates or tax-subsidy schemes that vary
the explicit price of foreign exchange. Flexible rates refer to either
freely floating exchange rates (which we sometimes refer to simply as
floating rates) or managed floating. Most of the literature on the opti-

3 Corden argues that maintenance of such an arrangement requires explicit
agreement on adjustment responsibilities among the members. Otherwise, there
is always the possibility that the finance ministers will not agree on how to appor-
tion the adjustment responsibility, so that the exchange rate may ultimately change
trom the solemnly agreed-upon level. The latter system he labels a “pseudo-
exchange-rate union.”

* An argument sometimes made for the adjustable-peg system is that it com-
bines the advantages of exchange-rate fixity in the short run and exchange-rate
flexibility in the long run. This view overlooks, however, that to obtain this long-
run flexibility requires a large, discrete adjustment in some short run. Thus, long-
run flexibility is obtained in a technically inefficient manner as judged by most
relevant criteria. The use of sliding parities would appear to be a much more
satisfactory way to combine the major characteristics of a substantial degree of
exchange-rate fixity in the short run and flexibility in the long run.
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mum currency area has addressed the question: Should a country
adopt freely floating exchange rates vis-a-vis the rest of the world. or
join a full-fledged currency area with some other country or countries?
A full treatment must consider an even broader question: Over what
domains of time and space should there be any effective exchange-rate
flexibility?® This encompasses the question of the desirability of the
various kinds of commercial policy—such as tariffs, quotas, and mul-
tiple exchange rates—which alter the effective exchange rate between
domestic and foreign goods. Such an approach makes currency-area
formation seem relatively less desirable than if freely floating rates
are the only alternative considered.

A full treatment of all the methods for creating effective variability
of exchange rates is beyond the scope of this paper. Thus some of our
analysis focuses on the criteria for fixed rates versus the general family
of methods of effective exchange-rate variability, while at other times
we consider the choice between currency-area formation and adoption
of floating exchange rates. Ideally, one would like to pick out from all
the possible configurations of currency areas for the world the one
that maximizes world welfare in some sense, but our goal is consid-
erably less ambitious. We limit our investigation to the major factors
that determine whether it is desirable for two countries to join together
in a currency area.’ o

We first explore the impact on the usefulness of money of joining a
currency area, the major benefit of currency-area formation stressed by
the early contributors to the literature on optimum currency areas (e.g,
Mundell, 1961, and McKinnon, 1963a; see also Kindleberger, 1972). We
show that joining a currency area will generally enhance t}.le usefulness
of money, but that the importance of this consideration will be great(?r
the smaller and more open is the economy in question. Moreover, this
is also true of effects on the efficiency of resource allocation and on
each of the various functions of money—its usefulness as a medium of
exchange, unit of account, store of value, and standard of deferred
payments.

We then examine the major cost of joining a currency area, namel'y
that, at least in the long run, the use of discretionary macroeconomic

i i i ti i i - flexibility has
5 The question of the optimumi time dimension of exchange-rate Y
been ad(?ressed recently by Grubel (1973b), Makin (1970, 1975), and Willett

d Tower (1971). ' - .
an“ A(;)r‘:ittedly, it is quite possible that a succession of bilateral decisions of this

type would not lead to a global optimum. This is an important question that war-
rants considerable further attention.
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policy to achieve internal balance must be sacrificed to some extent
because of the balance-of-payments constraint, which dictates that
wage and price trends must be adjusted in order to maintain external
balance. Next, we examine the constraints imposed by currency-area
membership on the use of particular policy instruments. This is fol-
lowed by discussion, first, of factors affecting the cost per unit of ad-
justment to each of various kinds of disturbances, and then of factors
influencing the amount of adjustment necessary, i.e., the size and
source of disturbances that are likely to arise. Thus, in our considera-
tion of the effects of alternative exchange-rate systems on macroeco-
nomic stabilization, we include not only the effects of constraints on
discretionary macroeconomic policy but also the effects of alternative
exchange-rate systems on automatic stabilization. This relates the dis-
cussion of optimum stabilization in the foreign-exchange market as
formulated by Stein, Laffer, and others to the theory of optimum cur-
rency areas, a consideration not sufficiently treated in the papers on
optimum currency areas and exchange-rate unification by Aliber, Cor-
den, Fleming, Grubel, and Ishiyama.?

We tie our discussion together with a series of graphs to illustrate
the trade-offs between the various costs and benefits of currency-area
formation. These graphs consider the effects of currency-area forma-
tion on (1) the usefulness of money as a medium of exchange, (2) the
freedom to select the optimum point on the inflation-unemployment
trade-off in the long run, and (3) the expected costs of adjusting to

7 It seems appropriate to compare our schema with those used by other recent
writers. Aliber (1972) considers the choice to be a trade-off between allocative
efficiency and resource utilization, while Corden (1972) treats it as a trade-off be-
tween the freedom to select the optimum point on the unemployment-inflation
curve under flexible rates and the increased price stability offered by fixed rates.
Fleming (1971) balances the problem of dealing with fundamental disequilibria
under fixed rates and the effect of exchange-rate union on specific aspects of eco-
nomic life, namely, trade in goods and capital, inflation, and the centralization of
government functions. Grubel (1973a) explicitly considers the trade-off between
the desirable properties of fixed exchange rates as automatic stabilizers and the
increased real income associated with a common currency versus the constraints
that fixed rates impose on stabilization policies, but he does not consider many of
the complexities explored here. Ishiyama (1975) contrasts the traditional approach
to the optimum currency area “which tries to single out a crucial economic char-
acteristic which supposedly indicates where the lines should be drawn” with an
alternative approach which “recognizes the shortcomings of theories based on a
single facet of the economy and tries to evaluate costs and benefits of participating
in a currency union from the point of view of the self-interest of a particular region
or country.” His benefits are the three uses of money, the elimination of speculative
capital flows, the savings on exchange reserves, risk pooling, and the acceleration
of fiscal integration; his costs are the loss of autonomy in monetary and fiscal pol-
icy, a possible worsening of the Phillips curve, and a possible deterioration of
regional economies.
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the random disturbances that are likely to occur (which may be nega-
tive as compared with flexible rates). Major components of the third
consideration are the effects of currency-area formation on the liquidity
value of money, the microeconomic efficiency of resource allocation,
and the characteristics of the inflation-unemployment trade-off.



2 The Usefulness of Money and
Allocational Efficiency in Open Economies

Advocates of variable exchange rates do not mean to imply that
each individual consumer or producer should have his own currency
which could fluctuate against others. Such an arrangement would’
amount to worldwide barter. The usefulness of money would be de-
stroyed, a factor not to be considered lightly. A common money serves
as a measure of value, a standard of deferred payments, a generally
accepted medium of exchange, and a store of value. As Johnson
.(1970b) has written, a common money “simplifies the profit-maximiz-
Ing computations of producers and traders, facilitates competition
among producers located in different parts of the country, and pro-
motes the integration of the economy into a connected series of mar-
kets, these markets including both the markets for products and the
markets for the factors of production (capital and labor).” This chapter
explores how openness reduces the usefulness of a domestic currency
for an economy that is not a member of a currency area, and how this
fact makes adjustment under flexible exchange rates more difficult and
resource allocation less eficient as the degree of openness increases.!

2.1 The Effect of Openness on the Usefulness of Money
as a Store of Value and Unit of Account

Clearly, the less well behaved is private speculation in the foreign-
exchange market, the less desirable is a move from a unified currency
to freely floating exchange rates.? There has, of course, been consid-
erable controversy about how to define “well behaved” in this context
and about the interpretation of historical evidence concerning the be-
havior of private speculation during periods of floating rates. (For
discussion and references to much of the literature on this controversy,

! Openness is a multidimensional concept. The most common measures of open-
ness in trade are the ratio of tradeable to nontradeable goods (see McKinnon
1963a, and Orcutt, 1955) and the marginal propensity to import (see McKinnor;
and Qates, 1966). For the purposes of this study, openness is represented by these
two factors. However, openness may also be thought of in terms of the interna-
tional mobility of labor and capital. On the latter definition, see Wallich (1969
pp- 286ff.), McKinnon and Oates (1966, p. 2), and Whitman ( 1969). '

21t does not necessarily follow that less-well-behaved speculation always re-
duces the case for moving from forms of limited exchange-rate flexibility to freely
ﬂoating et)icha(rilge? rzll)ttles. In;lefeld, greater volatility of speculative capital flows may
increase the desirability of foating rates co i i i
e o this o Wit Loe, g mpared with adjustable or crawling
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see Stern, 1973, pp. 77-89, 97-101, 104-105.) Attention has also been
focused on the manner in which the size and openness of an economy
may influence the volatility of its exchange rate.

It can be argued that small, open, undiversified economies adopting
freely floating exchange rates are likely to find that their exchange rates
vary a great deal and that the purchasing power of their currency over
all goods will tend to be unstable. There are a number of reasons for
this.* First, as Kenen (1969a, p. 49) notes, “From the standpoint of
external balance, taken by itself, economic diversification serves, ex
ante, to forestall the need for frequent changes in the terms of trade,
and therefore for frequent changes in exchange rates.” Second, as ar-
gued in section 4.6.1, there is reason to believe that the sum of the
elasticities of excess demand for imports and exports tends to be lower
in smaller, more open economies. This would imply that in such econo-
mies a greater exchange-rate change will be necessary to improve the
balance of trade by a given percentage of imports or exports. Third,
in such economies a larger fraction of domestic incomes will be spent
on foreign goods, so that a given exchange-rate change will have a
larger impact on the purchasing power of a unit of domestic currency.
In other words, adoption of freely floating exchange rates by a small,
open, undiversified economy will tend to reduce markedly the liquidity
of its domestic currency unit.* Another consideration leading to this
conclusion is that the exchange market for the currency of a small
country might be so thin that a small number of speculators could
affect the market price, increasing the potential for large fluctuations
in the external value of the currency. As Mundell (1961) pointed out,
a small number of speculators might be able to collude to influence the
exchange rate in order to reap monopoly profits, fostering exchange-
rate instability or at least not fully eliminating it. Furthermore, if there
is an independent random factor in the subjective probability distribu-
tion of each speculator, then the fewer speculators there are the less
these random factors cancel out, and the less stable the speculative
demand function for foreign exchange is likely to be.

As Mundell has noted, “The thesis of those who favor flexible ex-
change rates is that the community in question is not willing to accept
variations in its real income through adjustments in its money wage
rate or price level, but that it is willing to accept virtually the same

3 Several of these will be developed more fully in subsequent sections.

+ We use the term “liquidity” in the sense of the predictability and stability of
purchasing power. On this, see Klein (1974, p. 444), who argues that the reduc-
tion-of-information-costs characteristic of money depends on the predictability of

prices rather than their stability.
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changes in its real income through variations in the rate of exchange”
(1961, p. 663). In other words, because of money illusion or institu-
tional rigidities, exchange-rate flexibility can paftially substitute for
domestic wage and price flexibility.” However, in an—extremelv open
ecF)norny, wage negotiations might be more strongly influenced by
prices of foreign than of domestic goods, and as Orcutt (1955) has
noted, wage contracts might even be fixed in terms of foreign currency.
Such a low level of money (or, more properly, exchange-rate) illusion
with respect to the domestic currency increases the strength of cost-
push forces generated by exchange-rate depreciation, so that larger
exchange-rate changes are needed to effect a given change in the terms
of trade. This further reduces the liquidity of domestic currency and
the effectiveness of exchange-rate adjustments.

2.2 Allocative Efficiency and the Usefulness of Money

The usefulness of money as a medium of eXchange is an increasing
function of the size of the domain over which it is used. The greater
the number of currencies and the greater the volume of exchange
among currency areas, the greater will be the total transactions cost of
currency conversions. Hence, on the basis of the usefulness of money
as a medium of exchange, one should have a single world currency or
what would be essentially the same thing—all currencies rigidly and
immutably pegged to one another with perfect Convertibility'L—thereby
eliminating any possibility of exchange-rate change and assuring the
equality of spot and forward rates.

Ceteris paribus, a world currency would yield the greatest micro-
economic efficiency in the allocation of resources.” As Grubel (1970)
stressed, by eliminating exchange-rate uncertainty, fixed exchange
rates would permit the growth of larger, more efficient markets for
capital as well as goods and services, and would free the resources
previously absorbed in currency conversions, on both scores raising the
level of real income.

The difficulty is that one cannot legitimately assume for the question -

® The role of exchange-rate flexibility as a partial substitute for wage and price
Hexibility is the central theme of Yeager (1959). The greater the correspondence
between currency areas and regions (defined as areas of factor mobility ), the more
effective a substitute it will be, See, for instance, Flanders (1969) and McTeer
(1968, p. 114).

% Of course, in this case the costs of currency conversion would not be eliminated
but, as Sohmen (1971) argues, their quantitative importance is slight.

7 The distinction between what should be called microeconomic and what macro-
economic is not always clear-cut, but we hope that our meanings throughout this
paper will be clear to the reader. For a useful discussion of micro and macro
effects of exchange-rate flexibility, see Lanyi (1969).
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at hand that ceteris paribus conditions are maintained. Since members
of a currency area must give up the use of exchange-rate adjustments to
correct balance-of-payments disequilibria, the need to maintain pay-
ments balance must be a primary determinant of financial policy. And
this creates problems of its own (see, e.g., Caves, 1963; Friedman,
1953 and 1969; and Grubel, 1973a). Under fixed rates, the desire to
avoid the risk of capital losses imposed by balance-of-payments policies
may make the allocation of capital less responsive to its social marginal
product, so that resource allocation actually may be less efficient under
fixed rates. In other words, exchange fixity may reduce the liquidity of
stores of wealth, including money-fixed claims. Moreover, as Johnson
(1967, p. 10) has argued, when interest rates are adjusted to maintain
external balance, “The resulting pattern of international capital move-
ments obviously need not be anything like an efficient one, since there
is no reason to expect that the real return on investment in countries
with current account deficits is higher than that on investment in coun-
tries with current account surpluses; it may on the contrary involve a
serious distortion of the allocation of new investment resources, and
a consequent welfare loss for the countries concerned and the world
economy” (see also Mundell, 1968, Chap. 14; Ablin, 1966; Willett,
Katz, and Branson, 1970; Williamson, 1971; and Modigliani and Askari,
1973).

2.9.1 The costs of interest-rate versus exchange-rate variability. The
interest rate is the exchange rate between current and future consump-
tion, and a major determinant of the relative cost of using capital and
labor in production. Thus changes in the interest rate will have the
same sorts of effects on economic efficiency as changes in any other
relative price or exchange rate. Clearly then, the uncertainties and
other costs associated with the deflation or inflation of incomes and
prices that may be necessary to preserve external balance under fixed
rates may prove a greater barrier to trade and the efficient allocation
of investment than changes in exchange rates. This is more likely to be
true the more closed the economy.® In relatively closed economies, the
amount of international trade and investment tends to be small relative
to total production and investment, so that exchange-rate changes tend
to have a small impact on resource allocation as a fraction of gross na-
tional product (GNP) relative to their impact on the payments imbal-
ances that are likely to occur, while adjustments in interest rates will
have a larger impact on resource allocation relative to payments imbal-

8 Contrast this with Aliber (1972), who argues that exchange-rate flexibility will
always increase uncertainty and therefore reduce allocative efliciency.
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ances. Conversely, in very open economies the international sector will
be much larger relative to the investment sector, and interest-rate vari-
ability may be less costly to the efficiency of resource allocation than
exchange-rate variability.

The. same sort of argument applies when adjustments in public
spending or incentives for certain types of private spending are used
as t'he: equilibrating mechanism, because ( assuming that there is a
diminishing marginal utility associated with these types of spending)
fluctuations in the distribution of expenditure will necessarily reduce
the level of utility corresponding to any mean level of consumption.
In other words, the utility lost when consumption is below normal ex-
ceeds the utility gained when consumption is the same number of units
above normal. Hence, we see that fiscal policy, like monetary policy,
is not without its costs, so that one goal in choosing the optimal ex-’
cha'nge-rate system should be to minimize the need for variation in the
policy instruments used for stabilization. Thus, varying the monetary-
fiscal mix to attain internal and external balance simultaneously under
fixed exchange rates is not a panacea, and such variations are likely to

be more costly relative to exchange-rate changes the more closed is the
economy in question.’

2.2.2 The importance of the source of disturbance. We should also
note that the source of disturbance will profoundly influence whether
flexible exchange rates really do destabilize the terms of trade. Building
on Hause’s (1966) article, Johnson (1966) assessed the impact of
stabilizing the nominal exchange rate in the face of fluctuations in
relative price levels, assuming full employment to be continually main-
tained by a system of variable income taxes and subsidies. The Hause-
Johnson argument centers on the idea that, if diminishing marginal
utility is associated with consumption of the import, the additional
utility reaped during periods when imports are high will be less than
the utility lost when imports are low. Although they determined that
one country may gain from such fluctuations, they concluded that a
loss of world welfare must result.

Their work considered only monetary disturbances in fully employed
economies. Obvious extensions are to consider various types of real
disturbance, and to examine the effects of disturbances in both
Keynesian and fully employed economies and the role of various types
of policy responses in combating them. For example, suppose sudden
wars or investment booms occasionally draw upon an economy’s scarce

9 More detailed investigations of the conditions determining the relative desir-

f;)slggrc }?f these policies and their optimal mix should be a fruitful area for further
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resources. To analyze this problem, it may be important to relax the
assumption that stabilization policies work perfectly and to disaggre-
gate absorption to explore the effects of alternative adjustment mech-
anisms on consumers’ utility (i.e., real consumption) given fluctuations
in the level of real autonomous spending. In empirical studies it will be
important in determining real consumption to recognize both the lim-
ited substitutability between home goods and imports and the covari-
ance between consumption of the two. A further problem will be deal-
ing with imports that are intermediate rather than final products. Other
useful work would be the establishment of a formal calculus of the
welfare economics of the monetary-fiscal mix.

Moreover, from the standpoint of liquidity of the domestic currency
unit and the advantages derived from stability of the international
terms of trade, it is not clear that all countries should opt for fixed rates.
Even if there were perfect wage and price flexibility (no money illu-
sion), the world still might not constitute an optimum currency area.
Price movements would still influence the liquidity value of money and,
by McKinnon’s (1963a) criterion of maintaining a stable internal price
level, an economy might wish to adopt flexible exchange rates in order
to protect itself partially from inflationary or deflationary trends in the
rest of the world.!® (On this point, see Keynes, 1923, p. 114 of 1971 ed,,
and Corden, 1972.) Thus, a country particularly prudent in its finan-
cial policies may find that it can increase the liquidity value of its cur-
rency by adopting flexible exchange rates. In so doing, it can insulate
itself (at least partially) from inflation or monetary instability in its
neighbors rather than joining with them in a currency area in which it
would have only a partial say in the determination of the joint financial
policy for the group.

For all these reasons, one cannot conclude that a movement to
genuinely fixed exchange rates will necessarily increase microeconomic
efficiency.’* But it does appear that the collection of very open econo-

10 This would remain a second-best argument to desirable world monetary man-
agement, however.

11 Grubel’s (1970) discussion of this topic can be somewhat misleading. He
concluded that the fixing of exchange rates will necessarily increase the level of
real income through increased microeconomic efficiency, but noted that the stabil-
ity of income may be reduced and that members of a currency area may have to
adopt less than optimal employment and growth rates. He failed to recognize that
these latter effects may in turn tend to reduce average levels of real income, al-
though in his (1973a) piece he notes that movement to a fixed exchange rate has
an uncertain effect on price stability and that real income will be an increasing
function of price stability.

We should note that there can be micro-macro feedbacks.in the opposite direc-
tion also. For instance, as Lanyi (1969) has argued, it would be possible for a
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mies into larger currency areas will increase the usefulness of money
as a medium of exchange and enhance the microeconomic efficiency of
allocation until the consolidated currency areas reach some minimum
level of self-sufficiency.

2.3 Currency-Area Formation, the Need for External Reserves,
and Allocational and Adjustment Efficiency

Mundell (1973) has recently argued that currency-area formation
will reduce the demand for international reserves and thereby generate
a seignorage gain for the countries forming the currency area.** When
two currency areas join together to form a larger currency area with a
common pool of external reserves, the law of large numbers implies
that disturbances affecting each country’s payments balance will par-
tially cancel out, so that the new larger area will need fewer external
reserves than the sum of the reserves held by the two areas before they
joined together. Thus, the member countries can spend some of the
reserves no longer needed, with a consequent gain in welfare. It should
be emphasized, however, that this gain does not represent an increase
in world welfare unless the external reserves are in the form of com-
modity money, so that economizing on reserve holding really does free
resources in the aggregate. If the money has no commodity value,
economizing on it will only enable the newly formed currency area to
run a temporary trade deficit with respect to the rest of the world,
while the rest of the world inflates in an attempt to prevent its owner-
ship of real reserves from exceeding its target level. In such a case,
the net effect of currency-area extension would be a temporary world-
wide inflation accompanied by a transfer of resources from the rest of
the world to the newly formed currency area.

Along these lines, there is an additional potential benefit from reserve
pooling. Building on the literature on the optimum quantity of money,
Johnson (1970a), Tower and Willett (1972), Clark (1972), and Grubel
(1973b) have emphasized that there is an optimal rate of return on
international reserves, although, as Tower and Willett stress, the de-
termination of this optimum is complex because of the conflicting ele-
ments of an efficient international monetary system. If the interest rate
on external reserves is less than this optimum, countries will find it
advantageous to pool their external reserves while agreeing to set the

wildly fluctuating exchange rate to lead to an increase in overall unemployment
by generating a large amount of frictional unemployment. Empirically, this seems
much less likely to occur than the linkages discussed above.

12 For a discussion of the impact of European monetary integration on the need
for international reserves, see Salant (1973).
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optimal interest charge on accumulated claims on one another, and
this will enhance the efficiency of macroeconomic policy. Needless to
say, this argument for currency-area formation is second-best to the
payment of the optimal interest rate on reserves. '

To summarize, if there are costs associated with the holdings of
external reserves, either because they embody real resources or because
the return on them is set improperly, currency-area formation may in-
crease allocative efficiency and provide incentives for efficient eco-
nomic policy formation. These benefits of currency-area fqrmatlon
might alternatively be achieved by improvements in the efﬁcwjncy of
the world monetary system, i.e., by demonetizing gold and paying the
appropriate interest rate on reserves. Interestingly enough, these same
considerations also improve the case for adopting variable gxchange
rates, for they too enable a country to economize on international re-
serves.'* Thus, it is not clear that Mundell's contention or our related
one really is an argument for currency-area formation as opposed to
exchange-rate variability.

2.4 Summary

In this chapter we have argued that giving up membership in a cur-
rency area to adopt a variable exchange rate may affect the efﬁmency
of resource allocation and the usefulness of money either favorably
or unfavorably. Moreover, the more open the economy m question,
especially in relation to the proportion of interest-sensitive d?mes-
tic expenditure, the less favorable (or the more unfavorable) is the
net effect likely to be. Figure 1A illustrates this idea. U,; shows the net
benefit associated with switching from membership in a currency area
to a system of variable exchange rates from the stand‘point of the use-
fulness of money and the efficiency of resource allocation. To non.nahz'e
for size, this net benefit (like all other costs and benefits treated in this
paper) is expressed as a fraction of full-employment GNP, and open-

13 Actually, there is some controversy on this ppint. Machl}lp (1964, pp. 267-1270)t
cogently argued that a reduction in ofﬁcial. holdings pf foreign excha?ge fnayv l)e a
least partially offset by an increase in prwatg holdings, a.nd severa ﬂwratﬁrs utwe
even argued that official reserve holdings might not dec}ll}g u.nder eXI'bT rates.
The majority view appears to remain, however, that the initiation of flexible rate;
should lead to a reduction in the demand for reserves. ThaF this has 1{10t occurr;:
during the recent generalized float may be at least partially explamfzd‘by the
offsetting increases in the d;emand for reserves caused by the uncertainties gen-

g the increases in oil prices. 5
“ it“e%hl?eynet benefit may be tIl)mught of as being measm:ed in te?rms of the utility
of the effective decision makers of the countries in qu¢?st10n. Whlle sus:h a conceqt
obviously sidesteps a number of crucial aspegts of social demsmn-makmg and util-
ity functions, for the illustrative and qualitative purposes at hand it does not seem

unreasonable.
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A. Net benefit from the standpoint  B. Net benefit from the standpoint
of tAhg usefulness of money and the of the usefulness of money das a
efficiency of resource allocation. a medium of exchange.

. F1cure 1. Some net benefits associated with switching from membership
In a currency area to a system of variable exchange rates.

ness is defined as the ratio of imports or exports to GNP. Variable ex-
.change rates enhance resource allocation and the usefulness of money
in very closed economies, but they do more harm to the usefulness of
money and less good to the efficiency of resource allocation as openness
increases. Thus the curve is downward sloping, eventually becoming
negative. Of course, the slope and position of the curve will depend on
the type of exchange variability being contemplated. Figure 1B, which
deals with only one aspect of the usefulness of money, illustrates that
switching from membership in a currency area to a system of variable
exchange rates causes the usefulness of money as a medium of ex-
change to decline; this reduction in usefulness is close to zero in very
closed economies and increases with openness. Such a decline simply
reflects the fact that the transactions costs associated with currency
conversions in a system with multiple currencies will be closely related
to the volume of international trade.
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3 Constraints Imposed by Membership
in a Currency Area

In the previous chapter, our focus was on the major potential benefit
of a currency area—its effect on the usefulness of money. In this chap-
ter, we discuss what is commonly felt to be the major cost of a currency
area—the constraints imposed on macroeconomic policy by the need to
maintain a fixed parity. These constraints may reflect both the effective-
ness with which stabilization instruments can be used to achieve major
policy targets and the limitations on the attainable targets themselves.

The political costs of these limitations depend both on the economic
costs (or benefits) of giving up at least nominal sovereignty in these
areas and the extent to which governments give weight to the welfare
of their prospective partners in the currency area. The willingness to
think more in group rather than strictly national terms will be influ-
enced by such factors as cultural heritage, language, and political and
ideological similarities. The smaller the likely economic costs (or the
greater the likely benefits) and the greater the consideration given to
the welfare of the other members of the group, the greater would be
the willingness of the members to make the compromises necessary for
successful operation of the jointly determined macro and regional poli-
cies required for a well-functioning currency area. Just how much na-
tional sovereignty, in both the selection of targets and the use of partic-
ular policy tools, would have to be given up to form an effective
currency area has been the subject of considerable controversy.’

3.1 The Balance-of-Payments Constraint

Perhaps the most important condition for a successful currency area
is that there be a reasonable degree of compatibility between the mem-

1 Meade (1957) has been the major advocate of the position that a currency
area would require government centralization over a broad range of activities.
He argued: “The integration approach thus involves—in addition to the formation
of a common market for goods and for factors of production and the provision of
much greater international liquidity for European monetary authorities—a very
extensive range of powers for what would amount to a single European govern-
ment. Such a government would have to be able to control central-bank monetary
policy and governmental budgetary policy throughout Europe, to determine a
single European commercial and exchange-rate policy vis-d-vis third countries, and
to carry out an effective special-area policy for depressed regions in Europe”
(pp. 387-388). This conclusion became rather widely accepted in the subsequent
literature. Ingram (1962a, 1962b), on the other hand, is a leading advocate of
the position that such a high degree of centralization is unnecessary.
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ber countries’ attitudes toward inflation, growth, and unemployment
and their abilities to “trade off” between these objectives. Otherwise
the (?01]st1'aillts-in1posed on domestic macroeconomic policies by thé
requirement of long-run balance-of-payments equilibrium could be
enormous. The importance of these factors for the maintenance of fixed
exchange rates without controls has been stressed by many writers
(see, for instance, Emminger, 1967, and Haberler, 1966) and has been
specifically related to optimum currency areas by Claudio Sergré
(cited in Kindleberger, 1969), Grubel (1970), Whitman (1972), Wil-
lett and Tower (1970a and 1970b), Corden (1972), and Flémin
(1971). ’ i
A nation with a low tolerance for unemployment and strong wage-
push and price pressures from labor unions and concentrated industries
Yvould make a poor partner for a country with a low tolerance for
inflation and/or high productivity growth, which gives it a very favor-
able “Phillips curve.”? Likewise, the pace of technological advance
and the income elasticities of demand for exports and imports may
have an important impact upon countries’ balance-of-payments trends.
Where ther.e are significant differences in the resultants of these factors,
g}llfeﬁ Cfl(l)lrtr‘nanon of an effective currency area would prove extremely
In certain cases, however, a country’s freedom to-choose the optimal
point on its Phillips curve may be more illusory than real, and so the
costs of foregoing it are small. For a very open economy, flexible ex-
change rates may so reduce the liquidity value of the domestic cur-
rency unit that a foreign currency comes to replace the domestic cur-
rency as the unit of account and standard of deferred payment. If the
foreign currency also replaces the domestic one in the calculations of
participants in the labor market and in contracts between them. the
Phillips curve becomes a relationship between domestic unemployr’nent
and the rate of inflation measured in the foreign currency unit. In other

2 There is, of course, considerable theoretical controversy concerning the con-
cept of Phillips curves. The extent to which inflation is anticipated, for instance
may have an important eflect on concomitant changes in emp]oyni’ent. It is im:
portant to note in this context that Phelps (1967) has argued that even if past
rates of inflation are reflected fully in expectations of future inflation (caufihr
vertical shifts in the Phillips curve) the “optimal” rate of inflation will not en&-
erally be zero. It will depend on a number of different variables such as the grate
at .w'hich expectations of future inflation adjust to past rates ’the shape of the
Phillips curve, the relative costs of unemployment and inflation, and gle utilit
dls(?ount rate of the policymakers. Thus, even if the Phillips curve )is not stationar ,
desired rates of inflation may still differ between economies. Another reason fgl;

different optimal rates of antici i fon is gi
s pated inflation is given in the lit
welfare cost of inflationary finance. s crature on the

16

words, the existence of a Phillips curve relating unemploYment to in-
flation measured in domestic currency implies that domestic residents
are subject to “exchange-rate illusion” in their perception of domestic
money wages and prices. But the more open the economy, the less this
illusion is compatible with flexible exchange rates. Hence, the more
open the economy, the more any change in domestic prices will imme-
diately evoke corresponding changes in domestic wages and the ex-
change rate, and the smaller will be the effect on domestic employment
or other important real variables of a given alteration in the time path
of domestic-currency prices. It appears, then, that the increased scope
under flexible rates for manipulating the inflation rate to achieve real
gains is more illusory the more open the economy.

McKinnon (1971, p. 343) has defined “money illusion” as “the main-
tenance of stationary expectations regarding the existing price levels
by individuals in the face of aggregate price level movements,” but
we use it to mean that participants in the market act as if they are
unaware of the effect on real wages of changes in the price level. Sim-
ilarly, we define “exchange-rate illusion” to mean that participants act
as if they are unaware of the effect of exchange-rate change on the
purchasing power of domestic currency. While exchange-rate illusion
and money illusion are not the same thing, it should be noted that they
are related. When exchange-rate illusion declines and one gets into the
habit of calculating the impact on real variables of changes in the ex-
change rate, it is only a small further step to begin to consider the
impact on real variables of changes in the domestic price level. The
relationship between money and exchange illusion and its implications

‘for the extent to which exchange-rate adjustments are inflationary

have not yet been fully resolved in the literature. For recent contribu-
tions, see Fellner (1973) and Sweeney and Willett (1975).

It is important to recognize that these types of illusion may not be
irrational. Fellner (1973, p. 227) notes that “important as price changes
are for determining the level of real wages, these changes hit all in-
come recipients in the proportion of their money wages. Hence price
[or exchange-rate] changes have no noteworthy effect on the relative
‘real’ positions of the employed.” If, in each bargain, union officials are
concerned with achieving or maintaining a given relative real-wage
position, price (or exchange-rate) change need have no impact on
money wages. Similarly, if currency depreciation or price inflation
generally reflects an adverse shift in the productivity of home resources,
and the Phillips curve is the outcome of rational search in the face of
incomplete information, it may be rational for each participant to act
as if he is subject to money or exchange-rate illusion, particularly if
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each participant thinks that other participants act as if they are subject
to the same sort of illusion.

Despite these considerations, the basic point that openness reduces
the scope for achieving real gains by manipulating the inflation rate
under flexible exchange rates can be made by using a rather different
analytical framework. As we argue below and Corden (1972) has also
stressed, in the long run a current-account imbalance cannot be offset
by capital flows. This rules out reliance on the monetary-fiscal mix as
a long-run policy option, so that a payments imbalance can be elimi-
nated only through either expenditure-switching or expenditure-chang-
ing policies. For the former to be successful, it must be possible to
influence the differential between the prices paid for domestic and
foreign goods. But if domestic costs are strongly dependent on foreign
prices or the cost of imports, as would be the case in relatively open
economies, such differentials would be very difficult to set up, whether
through exchange-rate change or commercial policy. Thus, in highly
open economies, expenditure-changing policies become the only tool
for altering the balance of payments, which is to say that macro-
economic policy becomes subservient to the balance-of-payments
constraint.

Finally, as Alexander (1952) has pointed out, the balance of trade
can be improved only if real domestic expenditure declines relative to
real domestic output. To the extent that expenditure-switching policies
are not feasible, real domestic expenditure cannot be altered without
affecting domestic output, which again establishes that the more open
is the economy and the more dependent are domestic costs on import
prices, the less can the balance of payments be altered without affect-
ing domestic activity.

However, this argument does not mean that a crawling peg might
not be appropriate even in rather open economies. For with a crawling
peg and a very narrow band, wide swings in the exchange rate could
be eliminated and much more of the domestic-currency illusion could
be kept intact, with the tendency for the Phillips curve to remain a
relationship between the unemployment rate and inflation measured
in domestic currency remaining correspondingly greater (see McKin-
non, 1971). Still, even under a crawling peg domestic-currency illusion
could be maintained only if domestic financial policy is sufficiently
adept to keep the purchasing power of the domestic currency fairly
predictable relative to the foreign currency.

Our argument is summarized in Figure 2. Up reflects the value of the
additional freedom provided by flexible exchange rates for countries to
determine their own time path of the domestic price level without
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Ficure 2. Net benefit associated with switching from
membership in a currency area to a system of variable
exchange rates from the standpoint of the freedom to
choose the most desirable point on the Phillips curve.

regard to the balance-of-payments constraint. This curve is downward
sloping because of our argument that the value of such freedom de-
clines with openness and approaches zero in highly open economies.

3.2 The Importance of Independent Macroeconomic Policies
and the Choice between Alternative Currency Systems

In assessing the importance of freedom to follow independent macro-
economic policies, we must distinguish between longer-n’l’n secular
policies and those concerned with shorter-term “fine tuning, .

Arguments that the freedom to engage in short-term dlSCI.‘etIOI"lEfry
policy is unimportant are frequently based upon the unpredlctabll.lty
of the effects of discretionary policy, either because the effects of policy
changes are uncertain or because lags in the effects of policy are longer
than the period over which the economy can be accurately forecast.
Of course, as is stressed in the literature on the theory of economic pol-
icy under uncertainty, such uncertainties do in general reduce the opti-
mal amount of discretionary policy action, but not to zero.* Arguments

3For a recent summary of this literature, see Okun (1972). As Fischer and
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for limiting the degree of discretion in macroeconomic policy may also
rest on the belief that unconstrained government behavior will tend to
be perverse. The discipline argument for fixed rates comes under this
heading, although, as Haberler and others have argued, there is a
serious empirical question whether the loss of reserves under fixed rates
provides more discipline than a depreciation of the exchange rate un-
der floating rates.

Disagreements concerning desirable exchange-rate systems have at
times resulted from differences in explicit or implicit emphasis on short-
term versus long-term aspects of macroeconomic policy. Such differ-
ences are reflected, for instance, in the contrasting views of Aliber and
McKinnon on the relative desirability of wider bands and sliding
parities.

Aliber (1972) has argued that on stabilization grounds floating rates
are superior to either a wider band or a crawling peg, and that these in
turn are superior to a fixed exchange rate. His contention is that, to the
extent the exchange rate is pegged, capital will be mobile and will
frustrate discretionary monetary policy, thereby making stabilization
more difficult. Essentially, his argument focuses only on short-term
stabilization questions and ignores the longer-term problem of freedom
to set the general long-run trend of macroeconomic policies indepen-
dently of the balance-of-payments constraint. Certainly, considerable
macroeconomic costs would be attached to a wider band with a fixed
parity in the longer run, except when the longer-term requirements for
internal and external balance fortuitously coincide or when the long-
run inflation-unemployment trade-off is vertical.

In contrast to Aliber’s favorable evaluation on stabilization grounds
of the wider band relative to the crawling peg, McKinnon (1971, p. 34)
has taken the view that on these same grounds crawling pegs or sliding
parities are decidedly superior. McKinnon adopts the growing aca-
demic view “that authorities should strive for stability in rates of mon-
etary expansion and government budgeting and not attempt ‘finely
tuned’ changes in short-run policies” (p. 344). This elevates the im-
portance of retaining the efficient automatic stabilization provided by
the external expenditure leakages of a fixed rate.* He then goes on to
argue that “merely widening the band while keeping parities fixed, as
has been proposed by many commentators, gives up short-run stability
and does not provide for secular adjustment” (p. 351).

Cooper (1973) note, where long lags are known with certainty, they dictate a
more active stabilization policy than would be the case with short lags.
* For more on this argument, see section 5.2.
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We may conclude that for independence of secular macroeconomic
policies some form of exchange-rate flexibility will be required. As will
be discussed in later sections, the relative advantages of fixed versus
flexible exchange rates in terms of short-term stabilization policy are
less clear-cut and will depend both on the nature of the predominant
pattern of disturbances facing the country in question and on views of
the desirability of discretionary versus automatic stabilization policies.

3.3 The Efficacy of Monetary and Fiscal Policy and the Feasibility
of Independent Monetary Policies in a Currency Area

The exchange-rate system also imposes certain constraints on the
efficacy of monetary and fiscal policy. It is well known from the work
of Mundell (1961) and others that both interest-rate policy and fiscal
policy (holding the interest rate constant) are more effective under
floating than fixed rates, in the sense that a unit increase in government
expenditure or decrease in the interest rate will cause output to rise
by more under floating than fixed rates. However, in a world of some
interest sensitivity of capital flows, adoption of floating exchange rates
increases the potency of interest-rate policy relative to that of fiscal
policy.® This is because interest-rate reductions cause exchange depre-
ciation by their effect on the capital as well as on the current account.

While, according to Mundell's analysis, an increase in capital mobil-
ity enhances the potency of interest-rate policy under flexible rates, it
also makes the interest rate more difficult to control under fixed rates.
Because of the offsetting effects of international capital flows, a greater
change in the autonomous component of the domestic money stock
would be required to induce a given short-term change in interest
rates. In the extreme of infinite capital mobility, a change in the do-
mestic component of the monetary base would change neither the
interest rate nor the domestic money supply, its only lasting effect
being upon the level of external reserves.

For fiscal policy, capital mobility increases the leverage under fixed
rates, because it dampens the interest-rate changes that would be
brought about by government fiscal imbalances. As a result, the net
effects of government surpluses or deficits on aggregate demand will
be reduced less by off-setting changes in private consumption and
investment spending that is crowded out or stimulated by changes in
fiscal policy. In other words, in the absence of sterilization policies,
high capital mobility will “manufacture” money expansions to accom-

5 This literature assumes that reserves are ample enough that the balance-of-
payments constraint under fixed exchange rates is not binding.
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pany budget deficits, thus converting a discretionary fiscal expansion
into an expansionary monetary policy as well.

On the other hand, in the face of infinite capital mobility, a move to
floating rates will always enhance the strength of monetary policy and
completely emasculate fiscal policy. The condition for the strength of
fiscal policy to be enhanced by a move to floating rates is that the capi-
tal inflow induced by the interest-rate increase accompanying the
expansion of expenditures be less than the induced deterioration of
the current account.® Under fixed rates, an increase in capital mobility
will always increase the strength of fiscal policy and reduce the strength
of monetary policy, while under floating rates just the reverse will oc-
cur; regardless of the degree of capital mobility, a move to floating
rates will increase the comparative strength of monetary policy relative
to fiscal policy.” However, as Caves (1968) and others have empha-
sized,® where private speculation is strongly stabilizing floating rates
may generate little change in policy leverage as compared with fixed
rates. On the other hand, destabilizing speculation can further increase
the differences in policy leverages generated by a switch from fixed to
floating rates.

It is sometimes argued ( see, e.g., Sohmen, 1969a, p- 212) that, while
floating rates make monetary policy more effective, they also increase
the speed with which it operates. Effects of interest-rate changes on the
capital account are immediate, whereas effects on the level of invest-
ment are subject to a considerable lag. This argument may be over-
stated, however. In the scenario under consideration, aggregate de-
mand is influenced by changes in the current account, and the speeds
of adjustment here may well be as long or longer than the responses
to monetary and fiscal policies in a relatively closed economy. Indeed,
with low short-run trade elasticities the initial effects via the current
account could even be perverse, as Niehans (1975) has emphasized.

Finally, while most of the literature on the efficiency of monetary
and fiscal policy under fixed and flexible exchange rates has concen-
trated on the leverage of policy tools (i.e., the multiplier effect on

¢ Where income mobility of capital is present, the condition is that the sum of
interest- and income-sensitive funds attracted be less than the current-account
reduction.

" For a recent review of the literature on the effects of fixed versus flexible ex-
change rates on the efficiency of monetary and fiscal policy under different degrees
of capital mobility, see Willett (1975).

® See the formal models by Baguley in Caves and Reuber (1971) and Argy and
Porter (1972), which show rigorously that inelastic expectations reduce the quan-
titative degree of difference between the leverages of monetary and fiscal policy
under fixed and floating exchange rates, while elastic expectations increase these
differences.
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output of a unit change in a given policy tool), policymakers may be
more concerned by the certainty with which the effects can be pre-
dicted. Indeed, in the absence of costs to using policy instruments, only
the degree of certainty of effects, not strength, would be important.
One would just apply greater dosage to weaker instruments. If expecta-
tions of exchange-rate change depend capriciously on the state of
monetary and fiscal policy or if the time path of capital flows induced
by a change in the interest differential is unpredictable, the stabiliza-
tion authority may find its task considerably easier under a fixed rate.
On the other hand, if capital flows and responses of the trade balance
to changes in income and the exchange rate are more predictable than
the responsiveness of investment to interest-rate change, the monetary
authority may find its task easier when exchange rates are floating.

Much work remains to be done on the effects of fixed versus flexible
exchange rates on the effectiveness, broadly construed, of monetary
and fiscal policies. It is possible, however, to draw fairly strong con-
clusions about the constraints on monetary and fiscal policy imposed
by joining a currency area, even if questions remain about the oppor-
tunity costs of these constraints. :

Although some differences of opinion remain on the degree of policy
centralization necessary to maintain a currency area, there does appear
to be growing support for the intermediate view that while a full-
fledged central government is not necessary for a currency area, there
must be considerable limitation on the nominal sovereignty of member
countries to pursue independent monetary and fiscal policies.

There also seems to be agreement that there could be greater inde-
pendence of fiscal policy than of monetary policy. The high mobility
of financial capital to be expected within a currency area would limit
the range of possible independent interest-rate movements between
countries.” As was discussed above in the limiting case of perfect
capital mobility, independent interest-rate policy would be impossible
with a fixed exchange rate. From this standpoint, one determinant of
whether it would be desirable for a country to join a currency area may
be the country’s comparative efficiency in using monetary and fiscal

® Analogous circumstances would hold in the case of adoption of a crawling
peg, where exchange-rate movements would be highly predictable. The degree of
predictability of exchange rates is a major determinant of the degree of mobility
of financial capital, and fixed rates can be considered as just a special case of
completely predictable rates, where the expected rate of change is zero. On the
interest-rate constraint under alternative exchange-rate systems, see Willett (1970)
and Willett, Katz, and Branson (1970). It should be noted that even completely
predictable exchange rates are not sufficient to guarantee perfect capital mobility.
For reasons why capital arbitrage schedules may be less than perfectly elastic, see
Officer and Willett (1970).
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policy.’" A country that has relied primarily on interest-rate policy for
stabilization purposes, perhaps because of institutional constraints on
the flexible use of fiscal policy, should be more hesitant to give up the
independence of its monetary policy to join a currency area with
decentralized fiscal policies than should a country with more efficient
fiscal stabilization."

3.4 The Need to Coordinate the Creation of Money and Debt

Some collective control or influence over the rate of creation of gov-
ernment debt, be it high-powered money or securities, would be a
necessary postrequisite for the maintenance of a currency area, Other-
wise, as Smith (1965) pointed out, the currency-area arrangement
would imply that each central bank or government had, in effect,
unlimited credit lines with the central banks of the other participating
countries.'® The inflationary potential of such an arrangement is ob-
vious. Alternatively, rather strict agreement would have to be secured
on the adjustment responsibilities of surplus and deficit countries.®
Thus, to guarantee the maintenance of fixed rates without restrictions,
countries would have to tailor their macro policies to external bal-
ance.”* Of course, external balance would not have to be maintained
at every point in time, and so the link of monetary and fiscal policies
to external balance would not need to be rigid (see, e.g., Willett and
Forte, 1969). But it is in the nature of the International Monetary Fund
system, in which parities are not guaranteed, that the periods in which
short-term financing is needed the most are the ones in which guaran-
tees to maintain fixed rates and free convertibility are least credible,
so that private financing funds are no longer easily available. Thus, it
seems reasonable to conclude that monetary and debt-creating policies
must be closely coordinated in order to achieve the benefits of private
financing emphasized by the advocates of financial integration.

10 Efficiency would be a decreasing function of the lags involved and the extent
to which policies have undesirable sectoral or other side effects.

11 See Caves (1963, p. 127). Of course, the effectiveness of countries’ mouetary
policies will also vary.

12 Even if official asset creation were rigorously controlled, some scope would
still exist for manipulating output and the balance of trade through balanced-
budget fiscal policy.

3 We are not as optimistic as Ingram (1969) that Mundell’s suggestion of tailor-

- ing monetary policy to external balance and fiscal policy to internal balance is a
viable long-run policy (see Willett and Forte, 1969).

4 For a discussion of the adjustment responsibilities of surplus and deficit coun-

tries, see Officer and Willett ( 1969, part IIIB) and references cited there,
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3.5 The Feasibility of Independent Fiscal Policies

While some centralization of fiscal decision making is required in a
currency area, the need is much less than for monetary policy. The
allocational and distributional branches of government could retain
virtual autonomy. However, the stabilization actions of closely inte-
grated countries would have large spillovers, and the general conclu-
sion of those who have studied the question of the appropriate govern-

‘ment level for stabilization policy is that “the Stabilization Branch must

do its job primarily at the central government level” (Oates, 1968, p.
44).% As Oates points out, in the United States the bulk of the attack
on unemployment by state and local government has not been via debt
issue (i.e., orthodox fiscal policy), but rather via special inducements
to attract new industry to depressed areas. Such activities are largely
of a beggar-my-neighbor character, in which independent behavior is
likely to lead to suboptimal results. Thus, to achieve the advantages of
extending the domain of a currency area, some degree of traditionally
national control over the stabilization aspect of fiscal policy must be
given up.'®

Kenen (1969a) has pointed out that the treasury of a fiscal system
that spans a number of currency areas will face a host of problems,
such as in which currency to denominate tax rates and transfer pay-
ments, collect taxes, pay for goods and services, and issue its own debt.
On the technical level, these problems do not seem to be much greater
than those associated with transactions of any other type involving
currency conversion. Moreover, since each decision the government is
free to make is in effect a policy tool, some of the choices offered to a
single fiscal authority spanning a number of currency areas could be
used advantageously.

However, Kenen’s argument seems to be primarily a political one,
namely that there would be great political difficulties in making a
fiscal agreement that would account for exchange-rate change in a
fashion agrecable to all participants. In effect, he is arguing that adop-
tion of a common currency will facilitate the growth of a centralized
fiscal apparatus and make it possible to reap what may be important
economies of scale in government activities. Thus, while it is necessary
to give up some fiscal autonomy to form a currency area, Kenen’s

1% See also, Engerman (1968). The desirability of coordination becomes partic-
ularly strong when the objectives include growth as well as stabilization (see, for
instance, Cooper, 1968, p. 182).

'“For a recent discussion of the problem of policy coordination within a cur.
rency area see Arndt (1973).
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argument indicates that this would be easier to do in conjunction with
the formation of a currency area.

It is not necessary, however, that a currency area span the broadest
domain of least-cost governmental arrangements, The domains of var-
fous types of collective action may vary considerably, and different
levels of government may be appropriate for undertaking various activ-
ities. Collective actions are undertaken at local, state, national, and
supranational (NATO, for instance) levels, and even at the local level
several communities that are independent with respect to certain
activities may combine in school or sewerage districts or other specific
activities.'” There is no reason why the domain for least-cost defense
expenditures, for instance, should set the proper domain for a currency
area. If for each activity there is an optimum scale, it would seem that
there are greater gains to be reaped from combining many small cur-
rency areas into several large ones than from combining several large
areas into an even larger one. In other words, the advantage of political
integration through currency unification would seem to be subject to
diminishing returns. A

It has been argued in this chapter that to achieve the advantages of
extending the domain of a currency area, some degree of traditionally
national control over domestic economic policy must be given up.
The decision concerning the formation of a currency area involves
balancing the benefits of the former against the costs of the latter.
These costs will in turn depend upon the efficiency of the policy instru-
ments over which national control is being given up or loosened, the
efficiency of the adjustment mechanisms that remain, the likelihood
that conflicts will arise, and the size and nature of the disturbances to
which adjustment is required. Most of the literature on this subject
has concentrated on the national adjustment mechanisms that remain
operative within a currency area and their costs. It is to this question
that we now turn.

17 For discussions along this line, see Musgrayv 1969), Oates
Tallogy (198 I grave ( ), Oates (1968), and

26

4 Factors Affecting the Ease of Adjustment
under Fixed and Flexible Exchange Rates

4.1 Financial Capital Mobility and Adjustment
under Fixed Exchange Rates

The adjustment mechanisms available within a currency area are of
course the same as those which operate in interregional payments ad-
justment within a country. The apparent ease of interregional pay-
ments adjustment as compared with international adjustment has re-
ceived considerable attention.! Writers such as Ingram, Kindleberger,
and Scitovsky have emphasized the cushioning or financing role played
by the high mobility of private financial capital between regions.
When influenced primarily by interest rates and not by other regional
conditions, such highly mobile capital provides a ready source of fi-
nancing for areas in payments difficulties and will at least temporarily
prevent the multiple contraction of credit that would otherwise occur
under a fractional reserve banking system.

The mechanism of adjustment envisaged by Scitovsky (1969, Chaps.
8 and 9) under conditions of high capital mobility is the same as that
considered by McKinnon and Oates (1966) to prevail under fixed ex-
changes when capital is perfectly mobile: a prolonged payments im-
balance will draw down the wealth of the deficit region and increase
that of the surplus region. This process will tend to reduce spending in
the deficit region and increase it in the surplus region, and can even-
tually restore payments balance.

Scitovsky points out that, if capital is imperfectly mobile, the trans-
fer of assets from deficit to surplus regions will be accompanied by a
fall in the prices of assets previously held by residents of the deficit
region relative to those held by residents of the surplus region. He ar-
gues that these price changes are undesirable from two standpoints.
First, falling asset prices imply rising interest rates, and Scitovsky con-
siders that the sectoral impacts of such changes impose unnecessary
hardship. Second, such price changes hasten the adjustment process,
and he argues (1969, p. 113) that the “gentler and slower restrictive
pressures” when it is feasible to finance regional payments imbalances

1 As Pfister (1960) and Cooper (1967) have noted, at least a portion of the
apparent ease of interregional adjustment is due to a lack of perception facilitated
by the absence of regional balance-of-payments statistics.

2 See, for instance, Ingram (1960, 1962a, and 1962b) and Scitovsky (1967 and

1969).
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.a]low more scope for producers to respond actively to the fall in effec-

tive demand they face and so to bring about the same payments ad-
Justment with less change in income.” In addition, he aréues firms
wpu!d be more likely to respond aggressively to a loss of n;arkets
V\(/il”chm their national frontier than to a loss of foreign markets, so that
Eagz,sriﬁe:;’}:i:xzz? highly open regions tends to be easier than inter-‘

T}.le‘se are interesting hypotheses that seem plausible and worthy of
err.lplrlcal study, and one must agree with Scitovsky that the scope for
thlS. sort of adjustment via wealth changes is much greater in I;nter-
reglona}l than in international adjustment because of the high degree
of capital mobility required. However, Scitovsky seems to overs%ate
the case for high capital mobility. It should be remembered that in the
context of standard Keynesian analysis, the changes in absorpti;)n and
output necessary to effect a given reduction of imports do not depend
on whether a change in wealth or an adjustment of autonomoug ex-
penditures is the motivating force.

As‘Cooper (1968, p. 183) has noted, “even a small country can bor-
fow In a private international capital market for a prolonged period
only .1f the proceeds are used for investments which are sufficiently pro-
ductive, not only to pay interest on the debt but also to satisfy crediI:ors
that fuTther lending is appropriate.” Moreover, as has been emphasized
by Whltman (1967 and 1972), a fall in a region’s exports and in overall
business activity will often come from a common cause; the same

3 We should note a diffcult i i ’s distincti :
uld n y with Scitovsky’s distinction between the abilit
firms and individuals as national aggregates to respond actively to tlg)alalll(lre}io(f)f

‘l‘)etwee:n these two alternatives according to the preferences of its inhabitants:
the difference between an economy’s aggregate receipts and aggregate paym t‘
must equal the difference between its external receipts and external ga mI:: { ends
ex_terna] receipts are limited by the outside world’s effective deman(? A'}I/‘hisn . a‘;)
stlmul’at‘ed by price reduction, product variation, or advertisin bu't t l(;an he
sel]er‘s increased willingness to work and to prodl)lce.” e not by the
Scitovsky' ignores in this argument that it is only in a Keynesian world of
empkloyment and inﬂexi!)]e wages that an increase in individuals’ wilh’ngnessu?(;
wor and‘ to produce will have no effect on prices. In a Phillips-curve world\ the
Increase in aggregate supply engendered by increased willingness to proiiuce

. ) .
vould have a dampening effect on domestic price pressures, lowering domestic
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factor that causes deterioration in an area’s balance-of-payments posi-
tion may also lower the return on real investment, leading to worsen-
ing of the direct investment component of the area’s capital account
and impairing the ease with which extensive external financing may be
secured (see also Fleming, 1971, pp. 472-473). Furthermore, where
borrowing is significant enough to push up interest rates, the marginal
cost of borrowing may rise quite rapidly because of the increased cost
of refunding previous borrowings. In such a case, a country’s borrow-
ing could influence the level of interest rates in the entire community,
affecting growth and possibly inducing an investment recession and
unemployment in other countries. These considerations all limit the
extent to which financing is feasible in the long run.

Thus, high financial capital mobility is not a perfect substitute for
efficient adjustment mechanisms. High capital mobility may, however,
be of some limited use even in the long run,* and it reduces the cost of
adjustment both by making it unnecessary to adjust to temporary
reversible disturbances and by allowing needed longer-run adjustment
to be spread out over a longer period of time.®

4.2 Financial Capital Mobility and Adjustment
under Fixed and Floating Exchange Rates

There is less agreement concerning the effects of the degree of
financial capital mobility on the efficacy of the adjustment mechanism
under flexible exchange rates. Disagreements occur both because of
differing judgments as to how adjustment mechanisms would perform
and because of the use of different criteria for evaluation. Both Mun-
dell (1960) and McKinnon (1963a) have argued that it is desirable to
have low capital mobility under freely floating exchange rates, al-
though McKinnon notes that flexible exchange rates should them-
selves reduce the degree of capital mobility (hence, observed high
capital mobility under fixed rates would not necessarily rule out the
desirability of a movement to flexible rates). However, while Mundell
found high capital mobility to be conducive to adjustment under fixed

* One need not, however, identify financing solely as a short-run expedient. In a
world of growing economies with ever-expanding portfolios, if capital mobility is
sufficiently great one country can continually finance a trade deficit of limited size
without drawing down its per capita wealth or ever precipitating a crisis of any
sort. The problem is, as Willett and Forte (1969) have shown, that a higher
domestic interest rate increases net interest payments to foreigners, and, unless
domestic and foreign assets are fairly close substitutes in portfolios, this adverse
payments flow may well swamp the salutary impact of the interest-rate increase
on the capital account. ‘

5 This is discussed in more detail in section 4.4,

29



exchange rates, Caves and McKinnon see high mobility of portfolio
capital as frustrating monetary policy under fixed rates® and Caves
(1963) and Sohmen (1969a) point out that under floating rates mon-
etary policy still retains its potency even under perfect capital mobility
via its impact on the exchange rate and the trade balance. Moreover,
Sohmen stresses that adoption of floating exchange rates when capital
mobility is great will increase the speed with which monetary policy
affects economic activity, although, as discussed above, the strength
of this argument can be overstated.

The first formal treatment of this question was undertaken by Mun-
dell (1960). He constructed a fairly simple model of an open economy
in which the domestic price level was flexible, capital flows responde(i
to interest differentials, and the trade balance depended solely on the
terms of trade. After demonstrating that in response to an exogenous
disturbance the economy under either system might return to equi-
librium only after cycling, he showed that high capital mobility re-
duced the likelihood of cycling in the fixed-exchange-rate case but
increased it in the ﬂoating-exchange-rate case. He used these observa-
tions to conclude that “a flexible exchange rate system may not work
smoothly for an economy in which capital flows are highly sensitive
to interest rates, but may work better than a system of fixed exchange
rates if capital is immobile.”

® However, McKinnon argues that high capital mobility would be desirable
under fixed rates insofar as it helped the financing of trade imbalances, but un-
.desirable under flexible rates insofar as it forced trade fows to adjust t(; changes
in capital flows. Fear of high capital mobility is perfectly valid in cases where
capital outflows coincide with periods of what would be” domestic boom in the
ab'sence of capital mobility, or even where capital flows are large and uncorrelated
with important target variables, since capital volatility in these cases would aggra-
vate macroeconomic instability. However, the greater the correlation between cap-
ital inflows and what the level of domestic activity would have been in the ab-
sence of any capital volatility, the greater the macroeconomic stability fostered
by some capital volatility. Still, it may be that the most crucial implications of
capital flows under flexible rates are that speculative short-term capital movements
are likely to lend stability to the exchange rate, as they appear to have done in
Canada, and that interest-sensitive capital movements will strongly affect the
gperation of financial policy. (Note that throughout the paper we use the term
capital mobility” to cover two phenomena——sensitivity to interest-rate differ-
entials, and sensitivity to expectations about exchange rates; the reader must
determine the meaning in each case.) ’ ‘

The criterion being applied here is not the efficacy of the adjustment mechanism
but the degree of external restraint placed on the ability to follow an independent
monetary policy. In other words, it is not that interest-rate policy would not be an
effective tool to influence a country’s external accounts, but that its use would be
lgrgely disturbed by external developments. Recently, this has been a major con-
51d.er.ati0n in discussions of crawling-peg exchange-rate systems (see, for instance
Williamson, 1965, and Willett, Katz, and Branson, 1970). The insillatin effects
of flexible exchange rates will be considered in the next chapter. &
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Mundell subsequently explained that the above results are a conse-
quence of the “principle of effective market classification.” This prin-
ciple dictates that, for smooth functioning of the economic system, each
policy tool should be aimed at the target variable on which it exerts
relatively more influence. In this case, the two policy tools are the
interest rate and official purchases and sales of either goods and
services (under floating rates) or foreign exchange (under fixed rates).
The two target variables are the price level and either the exchange
rate (floating rates) or the balance of payments (fixed rates). Hence,
with low capital mobility interest-rate policy should be aimed at
equilibrating the domestic market, and with high capital mobility inter-
est-rate policy should be aimed at equilibrating the external market,
with the other instrument aimed at the other target in each case. Thus
Mundell’s conclusion about the impact of capital mobility on the viabil-
ity of floating exchange rates is misleading, because his analysis implies
that there would be no objection to floating exchange rates even with
high capital mobility, so long as interest-rate policy was assigned to
maintenance of a target exchange rate.

Mundell’s criterion for “smooth working” also seems artificial. As
Sohmen (1969b, p. 260) has noted, in the real world price levels adjust
more slowly to internal imbalance than do exchange rates to external
disequilibrium (see also the discussion by Caves, 1963). Hence, even
with Mundell’s pairing, it is likely that a cycling floating exchange rate
will bring the economy back to the neighborhood of equilibrium faster
than a “smoothly adjusting” fixed exchange rate.” If disequilibrium
exchange rates impose a welfare cost, as Hause (1966) and Johnson
(1966) indicate, or if the unemployment associated with internal dis-
equilibrium is undesirable, the floating exchange rate might well be
the superior regime even under high degrees of capital mobility.*

In summary, it is difficult to derive broad generalizations about the

7 This measure of the efficiency of adjustment under fixed exchange rates is, in.
fact, the one used by Cooper (1969).

8 Mundell ignores an additional mechanism that causes cycling tendencies under
fixed exchange rates. Recent empirical studies of freely fluctuating foreign-exchange
markets have shown that speculation tends to be stabilizing where there is a
strong belief in the permanence of foreign-exchange values (i.e., when the exchange
rate changes, speculators expect it to return to its former level). By contrast, other
studies have shown that changes in price levels and wage levels generate expecta-
tions of further changes in the same direction (see, e.g., Phelps et al, 1970).
Hence, price adjustment in foreign-exchange markets may proceed much more
smoothly than in domestic markets. In other words, price changes and wage
changes appear to generate much more momentum than do exchange-rate changes,
and this momentum may well cause overshooting with concomitant cycles. (Ad-
mittedly, such a difference rests on the sort of “money illusion” that Mundell

assumes away. )

31



effects of the degree of capital mobility on the desirability of fixed
versus floating exchange rates. One is probably not justified in apply-
ing the principle of equal ignorance to conclude that the effects of t}?e
degree of private capital mobility are completely neutral, but given
the substantial ability of government actions to influence p’rivat,e capi-
tal flows or substitute official flows in their stead, it appears that tlljle
degree of endogenous capital mobility is of only limited importance
compared with other considerations. b

. Probably the greatest practical consequence of high capital mobilit
is that it sharply reduces the viability of a compromise system of ad)-/
]ustfibly pegged exchange rates. The potential for large speculative
capital movements makes it more important to decide between gen-
uinely fixed rates and a system with considerable flexibility of exchagn e
rates. While such a conclusion is less clear-cut in connection with’ga
system of crawling pegs or sliding parities, -high capital mobility ap-
pa'rently also makes the operation of such a system more difﬁculty( sge
Willett, 1975). Thus it appears that the increased capital mobility of
recent years make the question of deciding between flexible and trul
fixed exchange rates more important without perhaps having a grea{

deal of effect on which system is more desirable for particular sets of
countries,

4.3 Labor Mobility

The importance of capital mobility as a device for buying time under
a fixed rate system is reinforced by the fact that labor mobility is con-
siderably higher in the long run than in the short run. Hence the
longer the time period over which adjustment can take place’ the
greater would be the outward movement of factors. Both the gr’eater
relative wage-price flexibility and the higher mobility of labor in the
long run would tend to reduce the sum of unemployment over time
necessary to accomplish a given amount of ad]'ustmént when capital
is highly mobile. : P

Factor mobility was, in fact, adopted by Mundell (1961) as the pri-
mary determinant of optimum currency areas. Recently, however, the
effect.iveness of labor mobility as an equilibrating mechanism has l’)een
questioned. Kenen (1969a) has pointed out that if labor intensities
differ markedly between regions, labor migration may fail to resolve
employment problems.” It seems, however, that Lanyi (1969) goes too
far In rejecting the importance of labor mobility in interregional ad-
Justment. Lanyi (p. 19) stresses that “the chief problem with labor

® Kenen’s treatment is brief, and the mechanism h i ind i
i e has in mind ici
spelled out (see also the discussions by Snider, 1967, and Larllr;i liQIé%t)eXPhCltly
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mobility arises from barriers to interindustrial rather than interre-
gional mobility.” He argues that, as a consequence, labor mobility is
not an effective adjustment mechanism in the short or medium run.*
But this does not seem a sufficient basis for Lanyi’s implication that
interregional labor mobility is of little relevance. Financial capital flows
are the primary component of well-functioning interregional payments
mechanisms in the short run, but this does not negate the longer-run’
role played by labor mobility in easing adjustment where payments
difficulties are not temporary.!!

This is clearly illustrated by Ingram’s (1962b) study of the Puerto
Rican experience. Ingram (p. 200) concluded that “The employed
labor force was slightly smaller in 1960 than in 1947, unemployment
was about the same, and a large net emigration had occurred in the
interim. Indeed, net emigration from 1947 to 1960 almost equaled the
employed labor force in 1960. These facts suggest that traditional
adjustments of price, income, wages and employment remain impor-
tant even in full financial integration.”*? It should also be noted that
complementary movements of labor and capital would help to reduce
difficulties in absorbing additional labor in the surplus region (see, e.g.,
Borts and Stein, 1964, and Whitman, 1967 ).

High labor mobility also facilitates adjustment by helping to arrest
the development of differential wage trends between regions. Scitovsky
(1969, p. 118) points out that labor mobility “sets limits to divergencies
of costs between regions. Management in a given region will not con-
cede and labor will not press too hard for wages that would push costs
beyond these limits, the former for fear of diminishing profits, the latter

10 Kenen (196%a, p. 44) and McKinnon (1963a) have also emphasized that
perfect interregional labor mobility requires perfect occupational mobility.

11 Of course, outmigration, by reducing aggregate demand, may itself stimulate
additional unemployment in the depressed region. However, Vanderkamp’s (1970)
empirical study of Canadian experience found that the process there was stable,
ie., outmigration stimulated a less than equivalent amount of additional unem-
ployment so that, on net, unemployment declined as outmigration occurred.

12 In some countries, movements of labor may also be a major short-run factor.
It is, of course, possible that emigration may have a negative impact on a country’s
balance of payments because of the capital emigrants take with them (see Sci-
tovsky, 1969, p. 93). But, on the other hand, repatriated earnings from emigrants
may be an important source of foreign exchange. Likewise, in the surplus country
the emigrant adds both to aggregate supply and to aggregate demand, so that the
net effect could go either way. It is also possible that the migration of workers and
professionals will hamper the adjustment process where, say because of differential
tax structures, relative real wages are significantly different from relative marginal
products. Generally, however, it appears that the movement of labor from areas of
payments deficit to those of payments surplus will tend to aid the adjustment
process (see, for instance, Needleman, 1968, pp. 14-15, and Mishan and Needle-

man, 1966).
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for fear of diminishing [its own] employment.” He also adds in this
context, “The pressure of such competition is the greater the more
the area depends on and competes with the outside world which is one
reason why such competition is so much more effective within an
Integrated economy than between different economies.”

When considering the role of factor mobility in the determination
of desirable CUrrency areas, one must recognize the additional compli-
cation that areas of high mobility of labor, entrepreneurial capital, and
financial capital need not coincide. In other words, the domains of
different factors of production may differ. Thus, even on the basis of
the factor-mobility criterion alone, we would have to weigh competing
considerations in determining currency-area groupings. We would sug-
gest, however, that where the domains of labor and financial-capital
mobility differ, greater weight should be placed on the domain of labor
mobility. It should be easier to compensate for an initial lack of capi-
tal mobility by direct official financing than to compensate for low
labor mobility by regional and/or manpower policies.!?

High internal labor or capital mobility makes structural change
easier with less change in relative prices and concomitant Schultze
demand-shift inflation, Higher factor mobility should also serve to in-
crease the elasticity of supply in each sector. Since most imports com-
pete to some extent with domestic production, factor mobility should
also serve to make excess demands more elastic, Thus, internal factor
mobility results in a better-behaved Phillips curve and higher foreign-
trade elasticities, which will facilitate adjustment under both exchange
Systems.

High labor mobility also improves adjustment under flexible ex-
change rates by reducing the real wage changes required to adjust to a
disturbance of a real nature (for example, a change in demand or
productivity ). But under fixed rates external labor migration acts as a
substitute for the deflation or inflation necessary to adjust to a change
in competitiveness in world markets, while under flexible rates {(assum-
ing away perverse capital flows) competitiveness is automatically
maintained without price, Wage, or employment changes. Thus, it
appears that high labor mobility helps adjustment more under fixed

'3 A second argument buttresses this conclusion. While most of the arguments
for the salutary effects of labor mobility on the adjustment process apply equally
to capital mobility, an area suffering from economic decline may experience an
outflow of real capital, which would further increase the reduction of the real

wage necessary to restore labor-market equilibrium. Insofar as this effect is im-
portant, capital mobility would be undesirable,
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than under flexible exchange rates. It increases the comparative as well
as the absolute efficiency of adjustment under fixed rates.

4.4 Relative Wage and Price Flexibility

The removal of a trade deficit through market forces under fixed
exchange rates generally requires that the money income of the‘ area
in question decline relative to that abroad. Unempl(')ym.ent will be
minimized if this fall in income takes place via a combination (.)f wage
and price reductions relative to foreign levels and outward migration
stimulated by the decline in money incomes in the area. Allowing con-
siderable time for full adjustment to take place may ease the cost.of
adjustment by increasing the degree both of re?ative' wage and price
flexibility and of factor mobility. Downward inflexibility of money
wages and prices is, of course, a major reason why exchange-‘rate flex-
ibility may be needed to allow adjustment to take place without an
unnecessary cost in terms of unemployment. But, as Haberler hz}s
pointed out, in a world that displays some inflationary 'trend, an a}'t?a s
wages and prices could fall relative to those abroad without requiring
an absolute decline. More generally, a country with a normally shaped
short-run Phillips curve which keeps its rate of increa§e of money
income 1 percentage point below normal for f.our years mxgh? face less
aggregate unemployment than if it were required to reducg its rate of
growth of money income by 4 per cent in one year.** Even if this were
not so, the welfare losses associated with unemployment are generally
considered to increase more than proportionally with unemploxment,
so that by spreading the adjustment out over a numb.er (?f per{ods a
clear welfare gain is achieved. Where adequate ﬁr}ancmg is avallab¥e,
adjustment can be stretched out over a long period of time and its
cost may be eased. '

It is important to distinguish between three dlﬁ.erent aspects of wage
and price flexibility. The most common measure is the extent to which
the Phillips curve is vertical. This is simply the degree to v‘vhlch wage
and price changes respond to changes in Outpl'lt, and it is the most
generally accepted measure of flexibility. For 1nstance,'tl?e class%ca%
system with perfectly flexible wages and prices w?tlld eXhlbl‘t a vertica
Phillips curve. Also important is the extent to WthhAtl:le Phillips curve
is bowed (measured by the absolute value of the curve’s second deriva-
tive). The extent to which the curve is bowed or kinked measures the
degree to which wages are less flexible downward than they are up-

14 This conclusion retains its validity for Phillips curves in which recent inflation
is reflected in expected future inflation.
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ward and thus the degree to which diminishing returns are reached in
using deflation as a tool to lower prices and wages without affecting
output, or in using reflationary policies to expand output without incur-
ring adverse effects on wages and prices. Systems in which formal
contracts or behavior patterns set a limit to downward wage flexibility
but no limit to upward flexibility would exhibit pronounced kinks.
A third measure of price flexibility is the rate at which expectations of
inflation adjust to past inflation rates, shifting the Phillips curve. This
is simply an inverse measure of how long it would take for the kind of
equilibrium emphasized by Milton Friedman to establish itself or, as
Keynes might have put it, the likelihood that we will be alive in the
long run (i.e., after the money illusion associated with some initial
equilibrium disappears).

Focusing solely on the first aspect, wage and price flexibility facili-
tates adjustment to all disturbances under fixed rates. Autonomous
shifts in demand and supply will disrupt the economy less the greater
the extent to which adjustments take place via price instead of quantity
changes. Moreover, as we have argued above, price flexibility within
individual sectors will favorably affect the aggregate Phillips curve.
To the extent that the Phillips curve is bowed, inept stabilization policy
or inefficient automatic stabilizers resulting in fluctuations in aggre-
gate demand will worsen the trade-off between average inflation and
average unemployment, although this worsening will be less important
the more vertical the curve is.* Thus, price flexibility in either of the
first two senses will substitute for efficient, flexible stabilization policy
and partially preclude the need for automatic stabilizers.

While short-run stabilization is facilitated by price flexibility in the
first two senses, flexibility in the third sense is likely to give rise to the
destabilizing Wicksell effect in the short run. If price changes stimulate
expectations of further price change, purchases will be postponed in
periods of deflation until prices have a chance to drop even further,
and purchases will be accelerated in periods of inflation, exacerbating
the problem by giving rise to greater instability of prices and perhaps
output. Thus flexibility in the third sense is not an efficient substitute
for efficient, flexible stabilizers, either discretionary or automatic. How-
ever, in the long run all three components of flexibility should signifi-
cantly ease the adjustment process within a currency area.’* To the

% On this, see the superbly clear discussion by Fleming (1971).

16 Thus adherents, like Parkin (1972), to the view that prices and wages are
highly flexible and differential inflation rates primarily reflect differential rates of
monetary expansion are more likely to support fixed rates than are those, like Hirsch
(1972), who believe in money illusion in the labor market.
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extent that prices are flexible in any of these senses, less welfare loss
results from adjusting the trend rate of price change to cgnform to the
exigencies of external balance, no matter how 'tl.lese r(.eql'nremén‘ts may
change, and this will markedly reduce the political fl'lCthn. arising 9ut _
of the need to settle on an appropriate rate of wage and price inflation
for the community as a whole.

As Corden (1972, p. 12) has recently stressed, one type .of wage
flexibility is essential for exchange-rate adjustment to be“effectlve. T.h1s
is real-wage flexibility, for if real wages are not flexible, “a devaluahon{
will be followed so quickly by an adjustment of wages and other factor
prices designed to maintain real values that the effects of.tI'u? de.valua-
tion will be quickly negated.” Of course, real wage ﬂex1b11'1ty is also
necessary to affect real adjustment under a ﬁxed-rate. regime. Real-
wage inflexibility simply makes adjustment under flexible rates more
like that under fixed rates. .

Of course, the exchange-rate system itself may be an important
determinant of the degree of wage and price flexibility and th? 'trade-
off between inflation and unemployment. The behavior of participants
in the labor market depends on expectations about the future path of
prices, and these will be different for a member of a currency area
whose exchange rate is immutably fixed than for a country under a flex-
ible exchange rate, where exchange-rate changes can r:?tlfy any change
in wages and prices. Also, Schultze-type demand-shift 1nﬂat19n may be
more of a problem under one system than the other, depending on the
source of disturbance. If volatile capital flows are the problem, a coun-
try under a flexible rate will experience exchange-rate fluctuations
which alter the price ratio between its importables a1.1d expo.rts.ill)l’es.
This will cause the country’s position on its productxon-possxblhtu?s
curve to vary and will worsen the Phillips curve. On the' other hand, if
changes in the home money wage are the source of dxstur.b.ance, b\'1t
the prices of tradeables are fixed by the dictates of competitiveness in
world markets, fixed rates will induce changes in the price of services
relative to tradeables that will worsen the Phillips curve, whereas un-
der flexible rates such disturbances would induce no changes in relative
prices. The exchange rate could fall by the increase in money wages,
leaving all relative prices unchanged. ' .

This possibility indicates that it is not necessa@ly Frue,_ as some writ-
ers have argued, that flexible exchange rates will yield less favorable.
inflation-unemployment trade-offs than will fixed rates. Arguments for
the advantages of fixed rates on this score usually point either to the

supposed operation of ratchet effects under ﬂoatlflg rates and down-
ward wage and price inflexibility, so that fluctuation of the exchange
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rate around a given mean will ratchet up the domestic price level, or to
the effects a trade deficit under fixed rates can have in dampening do-
mestic inflation during a boom. Depending upon the pattern of eco-
nomic disturbances and the structure of economies, it is easy, as was il-
lustrated above, to construct alternative scenarios under which flexible
rates yield more favorable inflation-unemployment trade-offs than fixed
rates. To address this question satisfactorily, a more comprehensive
analysis is needed in which a more complete taxonomy of possible
scenarios is blended with the available empirical evidence (for tenta-
tive steps in this direction, see Sweeney and Willett, 1974, 1975,
and 1976).

In developing a more comprehensive analysis, it will be important
to keep in mind that the choice of exchange-rate system may affect the
Phillips curve differently in the long and short runs. If labor bargains
in terms of real wages, the Phillips curve will be worse under a Axed
rate during periods when the domestic currency would be appreciated
under a flexible rate. But when the domestic currency would be depre-
ciated under a flexible rate, the transfer accomplished by the sale of
reserves under a fixed rate would result in a better-behaved curve,
Moreover, even if there is complete money illusion in the labor market,
the Phillips curve, viewed as the relationship between unemployment
and inflation of a price index which includes imports, will worsen
under flexible rates when the domestic currency is depreciating and
improve under flexible rates when the domestic currency is appreciat-
ing. If labor is not willing to take a cut in its real wage, so that a ratchet
operates, that system which stabilizes the terms of trade most effec-
tively will yield the best long-run Phillips curve, but one cannot tell on
a priori grounds which system will be better without knowing the
source of disturbance.

Finally, it must be noted that, in a multisectoral economy, exchange-
rate adjustments are only a partial substitute for wage and price flexi-
bility. Thus, an increase in wage and price flexibility would be expected
to reduce adjustment costs under flexible as well as under fixed ex-
change rates.’” However, it appears that the contribution of flexible
wages and prices is potentially greater under fixed than under flexible
exchange rates, since the absolute need for wage and price flexibility
would be greater under fixed rates. Hence, an increase in flexibility
would increase the comparative efficiency (or decrease the compara-
tive inefficiency) of fixed rates.

17 For a discussion of some of the difficulties wage and price rigidities can gen-

erate even when exchange-rate adjustments are possible, see Shields, Tower, and
Willett (1975).
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45 Elasticities in the Foreign-Exchange Market

As indicated earlier, high elasticities of excess demand for, am:l sup-
ply of, foreign exchange are likely to reduce'the exchange-rati c agfs
necessary to effect adjustment undc'ar' flexible exchange. rates,
thereby will tend to increase the liquidity value of domestic cu.rren(l:)y.
Under fixed exchange rates, they perfor'm an analogous se1rv1ce,H };
reducing the change in the domestic price 'level necessary to ; hec
adjustment and thereby enhancing the liquidity va‘lue of rflbo';l_ey. ;esr,
high elasticities are substitutes for wage and price flexi 1.1t1y url; o
fixed exchange rates, but in one sense th.ey are only pa'rtlla }slu S :
tutes. Under fixed rates, high elasticities will tend to multl};l) y the reatl
consequences of monetary disturbances (due, .for exanllg e, to1 cos:
push pressures), whereas flexible wages and prices woul Sl}[;lp y er;
able the system to return to its previous equilibrium position. (:iwev.e )
high elasticities also preclude much of the need for wage an ffl))n:}el
flexibility. Higher elasticities will reduce the monoPoly pc.mlfer of bo b
Jabor and management, which is a major cause of dl_ﬁerentla wage arll1
price trends, and will help to transmit impulses rapidly through(:lut t (;
whole currency area, thereby spreading more even.ly the bsur entl(])
adjustment to exogenous disturbances or policy mls.take.s. 1n}(ie a:
marginal cost of adjustment tends to be upward sloping in eac mt "
ket, such spreading will also tend to reduce the total cost associate

i required adjustment.

Wllt\fllotr}:)veg in pract]ice there may be lit.tle need t? .c.hoose.betwe:E
greater wage and price flexibility and higher elast'101t1e5. First, thh

high elasticities the wages and prices set by the private sector on the
basis of self-interest will tend to diverge less fr.om the levels -thit main-
tain full employment in the region, and the. private sector .wﬂl e motr:
prone to adjust wages and prices automatically Fo changing comlt))et.

tive pressures. Second, when domestic and foreign goods are su s;i
tutes, bottlenecks will be less likely to appear. Both these factorsi wi

tend to imply a more favorable Phillips curve with a lower natural rate

ent.

o Igiiﬁﬁiﬁﬁr&g case of infinite elasticities, all cguntries will suffer from
the same pressures at once. For two reasons, this §hould refd'u.ce potetll-
tial conflict within a currency area. Since very high elal.st1c1t1e}f nn;l) y
that price levels will be very close to equilibrl'um at all tunes(i t e}lfl at }s]o
mean that the partners in a currency area will n‘ot' be face 1-W}t . e
problem of deciding who should bear the respons.lblhty for e 1m1r;€:1t.1ng1
divergences between current and equilibrium prices. Instea.d, I;O i ;ca.f
energies can be directed to determining how rapidly the price level o
the community as a whole should change.
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Moreover, to the extent that high elasticities dictate that the same
price level must prevail throughout the whole currency area at any
point in time, with high elasticities all members of the currency area
will come to share the same past experience of price and wage change.
This shared experience should be reflected in similar inflation-unem-
ployment trade-offs's and similar attitudes toward the optimal inflation-
unemployment trade-off,* which should foster agreement about opti-
mal macroeconomic policy.

Of course, high elasticities constrain each member of the community
to allow its price and wage level to follow the time path determined
by group policies at all times, and this would be a potential source of
increased conflict unless all members of the area feel the same com-
mitment to macroeconomic stability.

All in all, it seems likely that high elasticities will improve adjust-
ment under both fixed and flexible exchange rates but will probably
increase the comparative advantage (or reduce the comparative dis-
advantage) of fixed rates. For relatively closed econormies, higher elas-
ticities are needed to achieve the degree of interdependence that
destroys monopoly power, makes wages and prices flexible, and facili-
tates adjustment under fixed rates.

4.6 Openness

Another important factor influencing the amount of inflation or defla-
tion necessary to correct a given payments imbalance is the openness
of the area in question. The higher an area’s marginal propensity to
import (or its elasticities of excess demand and supply), the smaller
is the change in internal aggregate demand and domestic output re-
quired to correct a trade imbalance equal to a given proportion of
domestic output (see McKinnon and Oates, 1966). The relative open-
ness and high elasticities of excess demand and supply of regions are
listed by Whitman (1967, p- 24) as major reasons for the apparent
relative smoothness of longer-run interregional adjustment within the
United States. On the other hand, low marginal propensities to import
or low elasticities of excess demand mean that considerable domestic
deflation would be required to bring about a relatively small change
- in imports.

Furthermore, a high degree of openness of an economy may mean

'# This is because a major determinant of the inflation-unemployment trade-off
is the expected change of prices, and probably the most important determinant of
this expected change is past experience with wage and price inflation.

11t is frequently argued that Germany’s aversion to inflation is a product of its
past experience with hyperinflation.
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that a given degree of financial relaxation will tend 'to have Iess. irr?pgct
on employment. In a very open economy, excessive domestlf: infla-
tionary pressure tends to spill over directly into increased 1mp(l)lr'ts
rather than onto prices (see, e.g., Triffin and Qrubel, 1962, and Whit-
man, 1969. Also see Bear, 1966). This is the s1tua‘t‘10n Machlup (1?6‘6,
pp- 40-41) and the Group of Ten have termed “the simple case” in
which the maxim that balance-of-payments cures should .be .tallored to
the cause of the disequilibrium is correct. But the case is sxmpl.e only
so long as excessive domestic expansion .has led to overspendmg on
foreign goods but has not yet led to an increase in wages or prices.
Tighter financial policy can then reduce aggregate demand and remove
the balance-of-payments deficit without increasing unemployment. In
other words, this is a genuine nondilemma case or, .as F le'lne.r (1966,
pp- 20-33) puts it, a pure case of nonfunfiame‘njcal dlsequl,hbrlum. .

As Machlup goes on to argue (p. 41), “The ‘simple case’ stops being
simple as soon as the increase in demand leads to an increase in wage
rates.” At that point, demand can be deﬂated. qt.uckly ?nly at’the cost
of unemployment. Of course, if productivity is mcrea'smg, 'pnces may
fall even though wages do not, but the scope for raf'nd ad]}lstment in
such a manner is very limited. Whether or not a mistake in ,demand
management becomes irreversibly incorporated into a country’s wage-
price structure will depend in large measure on the openness of' th'e
economy. Given the same mistakes in demand management, the inci-
dence of dilemma relative to nondilemma cases will be greater the
more closed the economy in question. The more open the economy
in question, the less costly is the use of demand management to correct
payments imbalances. 1 al

- Of course, high elasticities of excess demand a_nd supply will also
reduce the impact on wages and prices of most dlstur.banf:ci:s. In fa}ct,
it is very clear that many of the arguments for the desirability .of }?L'gh
elasticities under fixed rates apply in equal measure to the des'lrabl%lty
of openness to facilitate adjustment within a currency area. Like hlg.h
elasticities, openness serves to reduce monopo.ly, power and to transr_mt
disturbances promptly, thereby preventing dlvergent wage and price
trends from developing, forestalling some: potential political conflict,
and enhancing the believability of the currency-area arrangement.
Thus, high elasticities and openness are partial substltute:s. .

However, as mentioned in Chapter 2, openness (unlike high el.as-
ticities) has adverse effects on the usefulness of money under'ﬂoatmgf
exchange rates. Hence, openness increases tl'le absolute efﬁmer'lcy o
adjustment under fixed exchange rates and raises the cost of maintain-
ing a freely floating rate—but not necessarily a crawling peg or any
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other system where the exchange authority retains the power to buy
and sell foreign exchange to mitigate swings in the exchange rate.

46.1 Currency depreciation versus deflation as a tool for improving
the foreign balance. Kreinin and Heller (1974) have recently compared
the cost in real income of using deflationary policy under a fixed rate
with using exchange-rate adjustment with full employment to elimi-
nate an incipient payments deficit. They show that the former cost is
less than the latter if and only if 4, + 9. — 1 < m, where 7 and 5, are
the elasticities of demand for imports and exports and m is the marginal
propensity to import. They conclude that countries should join with
other countries in larger currency areas if and only if this inequality is
satisfied. But this conclusion does not follow from their calculation of
adjustment costs. Suppose that their autonomous disturbance had been
an improvement rather than a deterioration in their incipient pay-
ments balance. Then they would have discovered that countries should
join currency areas only if the inequality is not satisfied! In fact, the
inequality appears in the literature on immizerating growth as the
condition necessary for economic growth to lower a country’s real
income ( e.g., Caves and Jones, 1973, p- 58). In the Kreinin-Heller
framework, the first-best policy for any country facing an imperfectly
elastic foreign offer curve, regardless of whether the inequality is satis-
fied, is to impose the optimum tariff, float the exchange rate, and
maintain full employment.? If tariffs are excluded as a tool of economic
policy, a second-best optimum could be achieved by deflating the

- economy and appreciating the currency until the inequality becomes
an equality, at which point price and income adjustments will become
indifferent to one another. While Alexander (1951) concluded that
import restrictions are superior to exchange depreciation as a tool for
improving the balance of payments whenever the tariff rate is below
the optimum level, Kreinin and Heller's criterion indicates when ex-
penditure-changing policy will be preferred to exchange depreciation

for a country facing an incipient payments deficit and forswearing the
use of import controls,

4.6.2 Openness and the foreign-trade elasticities. Orcutt (1955),
McKinnon (1963b), and Armmington (1970) have all presented evi-
dence that the relationship between openness and the foreign-trade
elasticities is such that adjustment to a given percentage change in
demand for domestic exports requires a larger exchange-rate change
in relatively open, undiversified economies,

20 Of course, the optimum tariff as a device for achieving a transfer of real in-
come between countries is itself second best to an explicit transfer,
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important, but often overlooked, paper that anticipated much
e di lcjussion’ in the optimum-currency-area literature, Orcutt
o g}; S}llSOWed that a given devaluation would improve the trade
l()(}t?ance by a larger percentage if the devaluing areas werelsmzﬁall',t 'hol:)l;
ing constant the level of self-sufficiency (openness) and e asticities
S]g (;nd and supply by individual economic units, because in this case
t}?:l foreign excess demands for and supplies of tl('ildialsle g:eol?_ss uzgie
likely to be more. elastic. By contrast, he ebselye tha ast sell sulf
ciency decreases (openness increases), holding size constari , b do
mestic and foreign excess supplies and de.mands becomelfessfﬁe. C,
hich reduces the efficiency of devaluation.?! Since self-su : c1e1;l y
’::,nds to increase with area size, there is no necessary presulﬁptlor; that
devaluation by large blocs will be less efﬁc1ent than by sma1 (gle .that
In fact, in the empirical portion of his paper, Orcutt conc uhes 2
in general, exchange-rate adjustment between large b-locsﬁsu:. asthan
dollar area and the rest of the world would be more .e ecdl\t/fl ban
would exchange-rate adjustment between a small country and the ©
of the world. While Weisbrod’s (1956) commen't p}'OVld(.ES convlme g
evidence that Orcutt’s empirical work does not justify th1s' cone usu::z
it does not provide any evidence that the contrary conclusion is nec
Sal;fl’xlzczrnut(lay, however, Armington (1970) has used a somewhzjtt déﬂelrl(:?:
model to provide evidence that can be used to 'sup];)o(it rei s
hypothesis. He has derived estimates for the elastlcltle's o Hen1a;lmed
exports and imports for fifteen major develeped countries. He aSOductS
the elasticity of demand for imports and 1mp01't-compet}ing g(ri ocuets
taken together to be unity in each country,'and made the a . 1d jonal
assumption that imports and import-com[.)e'tmg goods were ab ciffer.
entiated products, with the common elasticity of subst-ltutllor:i e o
them equal to 2. Using data on market shares. and a foxm-u'a efrlvebsti_
Armington (1969), it is easy to show that, with t'he elasticity of su -
tution in excess of the demand elasticity, relatively open eim;())m o
(with imports commanding a large share of the domestic 1rlnar e V\fes
have low demand elasticities for imports. However, such economi

21 The essence of Orcutt’s mathematics is the fc;]lowiilhg. Het lil%setuézfiteasng;e
implicitly postulates the existe -
i f two tradeable goods and implici y ce of '
?:e:ilt::bcli: Othe price of which remains constant in eaeh country. Asi‘ummgl 1de‘;1:‘1/(:;l
consumption patterns, and elasticities of the underlying demar.xd arlx sulppt‘y‘(t:i ves,
Orcutt l;)hows that in more open (less diversiﬁed)c1 ecoi)lomlesnt he ehes }:c;eguces
i tradeables tend to be smaller, whic
excess demands and supplies for the s smaller, Which reuces
F i a was articulated by Mc
the effectiveness of devaluation. The same ide ‘ B LY McKinnon
“ larger the total foreign trade sector,
(1963b, p. 382), who wrote, The. b " foreig ‘o smaller
i ’ i i or imports compare
ill be the total effective elasticity of emand fc mpar
xeighted sum of the elasticities of demand for individual commodities.
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will tend to be small, supplying a relatively small portion of foreign
demand for tradeable goods, so that the elasticity of demand for their
exports will tend to be relatively high. Thus, on a priori grounds, it is
not clear which consideration will dominate. However, Armington’s em-
pirical estimates yielded sums of these two elasticities that varied from
3.52 in the relatively closed United States down to 3.04 in relatively
open BeIgium-Luxembourg.» While these statistics support Orcutt’s
hypothesis, the support is weak, for the sums of elasticities in both
countries are surprisingly close. A rather casual survey of other pub-
lished econometric literature likewise failed to yield evidence of an
clear strong relationship. Thus, we very tentatively conclude that while
there may be truth to Orcutt’s contention that (on the basis of elastici-
ties) exchange-rate adjustment (or adjustment in relative prices) be-
tween two large blocs is likely to be more effective than adjustment
between one very large bloc and one very small one, it appears that the
quantitative importance of this relationship may be slight.

4.6.3 Openness and the terms-of-trade effect. Another argument con-
cerning openness and the effectiveness of exchange-rate adjustments
is that devaluation will shift upward the expenditure function, mea-

mies, exchange depreciation is likely to create inflationa
which partially nullify the impact on the balance of payments of the
initial exchange-rate change. Several reasons may be offered.

In VEry open economies, domestic wealth measured in units of do-

bundle, it is clear on both grounds that the mor
the greater is likely to be the variability of the real purchasing power
of its currency. This encourages the risk averter to maintain large do-
mestic holdings of assets denominated in foreign currency, which would
appreciate in domestic-currency value as the result of a devaluation.
Since highly open economies are likely to be the least diversified in
production, in such economies the risk-averse investor is likely to
invest a larger share of his wealth in foreign industry, and devaluation
is also likely to cause the domestic-currency value of investment in
foreign industry to appreciate.

Even if these diversification arguments are ignored, however, much
of the domestically employed capital stock may be imported in very
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omies and thus will appreciate in domestic-m.lrrency valu.e
o eclclm domestic currency depreciates, again causing domestllc
NN eb tied to the exchange rate in the same way. Given that this
e eis most important in relatively open economies. and. that
depeﬂd'enc-e depends positively on wealth (measuring both in units of
expend'ltui:irregcy) we would expect currency depreciat.ior} in rela-
?i?/?l?fst:;en economi,es to stimulate expenditure increases via its impact
. wealit}ll';nore as Laursen and Metzler (1950) have argued, if the
veft?cfatl ?nterce’pt of the consumption function is ﬁxed in regtl terfcrixcsj
iati of the domestic currency, by causing the omes

dep.r eCIatlorI;Ces of imported goods to rise, will cause the domes.tlc-cur-
S;ZICQ;HSZIEe of that intercept to increase bfy an amoutr.lt prop;grtlx(;)irtlii et;)
the average propensity to import out of consump 1ondex T ores.

i i ity i itively related to openness, devalu
Surf(fr;h(l);)e{: og::i)rrlls(izylsisplci)ligly tc); cause a grealt)er inc%'ease'a in’,gominal
:onsumption, induced by absence .of.“exchange-rellte 1llu(s:(;ir;<.el o be

Finally, in the short run domestlc? mves‘tmentlp ans alrhan ° Syin o
rigid, and the rate of invest(r;lent wxl'l .bel mus;;i)lrttlw:eio Bcisc}lgﬁ s

i i tment goods (for empirical s S .
II)fr 1;‘]3;50;5 T}:’: Scase, dipreciation of the domestic': currency wfllilmcacl)lli(sa
money investment to rise by more the larger the 1mpgltanc:3. C0 o (I:ndi_
in the investment bundle, another reason why th? omes 1f l-elft endt
ture schedule drifts upward by more when the currencies o 3

conomies depreciate.?? ‘
OPS:; fear(,) we have fgcused primarily'on the demand1 su:?g, l:;ltd m:;l:‘):i (;)i
these arguments are equally 12;ppropr1ate dti(z] ::i ;;1([1)[; 2;0;10 re; an “E,)ﬂl fde
iti ns why small, open, un

ifjﬁgsrglz}r;f: S.:djustm}elznt ineffective. If wages are related to the cost

Yy i ion” Yy i y i i y € CLS, for, on the

22 oreover i mone 11]11810n ma remforce an mﬂa(l(ma) ”e ts !

baSiSI\:I)f U.S ’data Branson a; d ori k ( 6 ) ece:! y conc. Uded h , W1 ]
e B N 1 Klev T1C 1969 Y nt N l that th

i i onsumer price
real wealth and real income constant, a 1 per cent increase in the c p

index would cause an increase of almost half a per cent ( ().4%1 ) in reath(g:ls]\;mé)ot;(l)S:
" (§f course, currency depreciation should Shlft]thel?){)P'f'?' 1tlére srcnizated down-
’ de reciating country has liabilities den
ward to the extent that the dep
eig;; '%lrre:rc};ment is symmetric for currency appreciatipns. In (til:ltat Cafier;cttil:;s:
rr])eechagnisms operate to shift downward the domestl(.: expen Iu}r:; Funet thé

:ﬁ::bv reducing the negative impact a currency %Pprec.latlon”can“deﬂationarvn

balance of payments. It should be emphasized that “inflationary” or Y

e rion relers o bc(i)th P'rilce an(tlhlen?gnzinigstcr:;nt savings) schedule, which
24 have also focused mainly on ' ‘ hic

is rea\g)iall)al]eeif the monetary authority pegs the mterestt ra]ie)A SFC’?lre ;ufé)n;sé)(z;lowegr
iscussi LM (liquidity preference = money stoc e,

((hlsg’?gs)m:ngf I\t/Ihc%I‘eer ((19(6138, fn}f gO). We have couched our analysis in terms of
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of living, either directly through escalator clauses or indirectly through
bargaining and market processes, wages will rise when the domestic
currency falls in external value. (For a formal model incorporating this
mechanism, see Almonacid and Guitian, 1973.) Similarly, the value of
the imported component of the domestically employed capital stock
will also rise when the domestic currency depreciates, thereby raising
the user cost of a unit of physical capital. In a relatively open economy,
where a large fraction of both consumer goods and the capital stock is
imported, the rise in these two costs of production is likely to be partic-
ularly large and therefore to produce a huge boost in the prices of
domestically produced goods.

This in itself will cause a further upward shift in the expenditure
schedules in nominal terms and a need for an even larger exchange-rate
change to overcome the initial trade imbalance. To conclude, in very
open economies the dependence of expenditure and the domestic price

level on the terms of trade is likely to be pronounced, so that exchange-
rate changes are likely to be ineffective.

47 Government Transfer and Structural Policies

We have considered factor mobility, the degree of relative wage and
price flexibility, elasticities in the foreign-exchange market, and open-
ness as the primary market factors affecting the ease of adjustment
within a currency area. As was previously indicated, the willingness
and ability of the members of a currency area to adopt government
policies to facilitate adjustment or reduce the need for it may also be
important factors.

Both temporary financing of deficits and longer-run adjustment can
be facilitated by policies which promote competition, make financial
markets more efficient, and remove barriers to factor mobility (both
institutional and due to custom and lack of knowledge) and by general
manpower training and relocation programs (see, e.g., Ingram, 1962a,
P- 190, and McKinnon, 1963b). Liberal unemployment compensation
would lessen the social costs of depressed conditions, and direct inter-
governmental official financing of deficits could supplement private
financing if financial capital mobility were inadequate. In addition,
specific regional development policies can and have been undertaken
within countries to help ease the burden of depressed areas. Such

-

shifts of the nominal expenditure schedule and ignored the role of cash balances,
whose nominal value is fixed. However, there is no inconsistency with the monetary

46

licies may be of two types: either work opportunities may bekex-
I)aned in the depressed area by bringing investment to the worker,
E;. workers in the depressed area may be induced to move to more

roSperous areas. o . . e
' The optimal design of such policies is a difficult question on

much further research is needed. Static economic efficiency Cforiﬁmg:
would generally call for aiding movements of factorls ?ut o » eSUCh
ressed region, but where strong local ‘and c‘ultura ties exist, .
Policies may create considerable social difficulties. It seems likely that
Sn optimal strategy would contain elements of both p.rogrtam;;)rTi}l)l(::
economic returns from inducing a young worker to emlzgra ;T o
stance, would be much greater than for an _older worker. 1m1inﬂl)li-,
expected technological and demand trends might have a strong
ence on an optimal regional strategy.? .
While such government policies may reduce the cost.s o} af]u pment
under fixed exchange rates, they are 1.10t a full subs'tl.tutf: ort e
mobility and/or wage and price flexibility. Wht'an m9b111ty is eg tre thz
low, the costs of such programs could be quite high, (:;(cee l11ng he
degree to which the rest of the currency area W(?Uld e.ﬁw1 n:/%m-
subsidize the depressed region or regions. Thus, while sp.;:.m cfgfo o
ment policies may facilitate adjustment, the.natural rnob1d ltX ob.la.ltc "
of production remains an important determinant of the desirability
joini urrency area. .
]Ol’rIl‘;ani% caorclclusionyalso stands with respect to the role Rlayeid by mteg
regional transfers of federal funds in response to regiona paym};a:d-
imbalances. Noting the consistently inverse relationship among -
eral Reserve districts in the United States b§tween Treasuryftrafls e
(net flows of public capital) and transit clearings (net fiowlsgcg ()I))n}:?\,e
capital), some writers (e.g., Hartland, 194%9, 1?50; Fels, 0) have
placed heavy emphasis on automati_c equlll})ratlng governmgr'l rans
fers to explain the apparent ease of 1nterreg1(?nal' pa}/ments adju fment
within the United States. However, the quantl.tatlve importance 01 ;59)
automatic stabilizers has been strongly questioned by Ingram (

i 1967), among others. ‘
anlgu\lz‘\t]ﬁ:rrrnni?ef in t}ze shortgrun central-government tE‘lX rTcelpts :I?t(:
transfer payments could either lessen. or worsen {‘eglci)na paym s
imbalances. Where there is a high positive correlation between in

25 For a discussion and descriptions of policies that have beeré4us<(3§ in ;h)e
United States and Europe, see, for instanct)e, B(:irts famd Stel;lit é 38:11 Ehes;aa,.orkst
1968, Chap. 7), Needleman (196§ » and references :
g(o)x(') pdirscs.lssion of tlf)e welfare effects of migration on the areas ?(f (eilgt)g% )amli( :::;;
see also Adams (1968), Wonnacott (1968), Yeager and Tuerc s
(1971), and the references given in these sources.

47



nal recessions and external deficits (such as in the model of inter-

r(?glonal payments advanced by Kenen, 1969a, where the initial
disturbance is a change in demand for the 1'eg)ion’s exports), such
government flows would reduce payments difficulties. But wl’lere a
payments deficit is caused by an import surplus generated by an inte;-
nal boom (the “nondilemma” case), automatic changes in gg)/vernment
taxes and transfers would add to the payments deficit. This is discussed
by Balassa. (1962, pp- 254-255) and Whitman (1967 p 22) )
It seems likely, however, that such central-governr;lent tra.nsfers will
hav_e a net stabilizing effect. They would be “destabilizing” for a deficit
region when that region is experiencing a boom induced by an increas1
in domestic spending, but, in this case, private ﬁnanciné should bZ
easy to attract. Moreover, by dampening the boom they reduce th
ll.keh}?ood of the wage and price increases that would cau>s,e a dilem .
situation. The case of internal depression coupled with external deﬁmf:
is the one most likely to persist for long periods of time, makin l"ivact1
financing difficult to secure, and this is a case in V\,/hich algltI())mat'e
government transfers would be stabilizing. *
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5 The Effects of the Source,
Type, and Strength of Disturbances
on Adjustment and Stabilization Policies

In the preceding chapters, we discussed adjustment mechanisms in
terms of the costs of adjustment to given imbalances, i.e., the cost per-
unit of adjustment. However, the total costs of adjustment will also
depend upon the sources and magnitudes of the payments imbalances,
and it is the comparison of anticipated total costs of adjustment that
is relevant to the decision whether or not to join a currency area. Thus,
expectations that countries have concerning the sources and magni-
tudes of the payments imbalances they are likely to face may also in-
fluence the choice of exchange-rate system.

A considerable body of literature has developed relating the influ-
ence of cyclical and microeconomic disturbances to the desirability of
fixed versus flexible exchange rates, usually with respect to stabilization
policy. Much of this literature focuses on the question of fixed versus
flexible rates from a single-country rather than a global point of view
(see, e.g., the comments by Kenen, 1969a, pp. 53-54, and 1969b, p.
363). However, these discussions can be extended to take into account
any likely systematic covariances among the movements in employ-
ment and the balance of payments of prospective members of a cur-
rency area and between prospective members and the rest of the world.
For instance, on stabilization grounds, countries which would tend to
be cyclically out of phase in the absence of currency unification might
be better candidates for union than those which tend to boom and
slump together.! Even in its present form, this literature is directly
relevant to the discussion of the desirable characteristics of currency
areas, because two arguments that have been put forward with respect
to the nature of balance-of-payments disturbances run counter to the
conclusion that the case for fixed rates increases as the openness of an
economy increases.

5.1 Kenen’s Diversification Argument and the Need
for Adjustment in Open Economies
One of these arguments is Kenen’s (1969a) view that highly diversi-
fied economies make the best candidates for currency areas. ( The other

1 For discussions of the factors that tend to cause synchronization or divergence
of cycles between countries, see Matthews (1959, Chap. 11) and Morgenstern

(1959).
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will be explored in detail in the next chapter.) Because of the insurance
principle of risk spreading, the independent microeconomic disturb-
ances influencing each sector will tend to have canceling effects on the
aggregate trade balance.? In a highly diversified economy, fluctuations
in the total trade balance would be much less than the sum of the
fluctuations in its constituent parts. Thus, “From the standpoint of
external balance, taken by itself, economic diversification, reflected in
export diversification, serves, ex ante, to forestall the need for frequent
changes in the terms of trade and, therefore, for frequent changes in
national exchange rates” ( p- 49).2 ‘

While the logic of this argument is incontrovertible, some empirical
information sheds doubt on how quantitatively important export di-
versification is in reducing export instability.* It is true, however, that
less diversified economies will also tend to be those which are smallest
and most open, because diversification is costly in the presence of scale
economies, and a diversified consumption bundle in an economy with
an undiversified production bundle requires a relatively large de-
pendence on imports. Thus, Kenen’s result implies that some degree of
exchange-rate flexibility is most important for relatively open, small,
undiversified economies.

However, our analysis in earlier chapters of the effect of openness

2 This point has also been stressed by others, for instance, Orcutt (1955, p7)
and Cohen (1966).

8 From his arguments that “a well-diversified national economy will not have to
undergo changes in its terms of trade as often as a single product national econ-
omy,” and that “when, in fact, it does confront a drop in the demand for its
principal exports, unemployment will not rise as sharply as it would in a less.
diversified national economy,” Kenen also concludes (p- 49) that “the links be-
tween external and domestic demand, especially the link between exports and
investment, will be weaker in diversified national economies, so that variations in
domestic employment ‘imported’ from abroad will not be greatly aggravated by
corresponding variations in capital formation.”

* See, MacBean (1966, Chap. 2) and the references cited there to the studies
by Coppock, Massell, and Michaely. Not only does MacBean find little association
between export Instability and the degree of export diversification (in terms of
product types and geographic destinations ), but he also concludes (p. 339) that
“In most cases fluctuations in income do not appear to be at all closely related to
fluctuations in export earnings,” and “Instability of investment seems, at most,
very weakly related to fluctuations in the importing power of exports.” We do not
wish to make too much of these findings, because the critical review of MacBean’s
book by Maizels (1968) has shed serious doubt on some of MacBean’s conclusions.
Also, Massell (1970) has published further results of regression analysis used to
explain export instability which lead to the conclusion that the extent of export
concentration by commodity classification ig significantly positive at the 1 per cent
level, but that the extent of geographical concentration of the destination of exports
lacked significance altogether, A great deal of empirical work remains to be done
before these questions can be considered settled, although for the time being we
find Massell’s evidence more convincing than MacBean’s.
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on the usefulness of money, the cost of adjustment, and the extent tfo
hich exchange variability enables a country to escape the balance-of-
v ents constraint suggests that competing considerations may well
Fea\z/erlr']se this conclusion (particularly when a free‘ly floating exchange
rate is taken as the alternative to membe.rshlp in a .currencyﬂare.z}a;l).
Furthermore, Kenen also concludes from his hypothesm- that'ﬁa dex1 e
exchange rate would tend to fluctuate less for a more (illxvermbel. ec;oil(;
omy than for a less diversified one, an argument whic vl;fe eliev ©
be correct and which contributes to the importance of these compe

ing considerations.

5.2 The Source of Disturbances, and Insulation
through Floating Exchange Rates

Another argument concerns the source of disturbances. I’c1 isﬂ ratl'1er
widely accepted that a country has the stl'pngest case for freely Oitln'g
exchange rates when the disturbances to its balance of payme}:xts }lllpl-
cally come from outside its borders and the weakest case when they

inside. .
Cor(r)lr(:efrr(;rt?onale for this view is that the effects of disturbances in ?)ne
country in a currency area tend to be spread out over other mer(win er
countries, while, under floating exchange ratfas, they are bqttle up
to a greater degree within the country of origin. Hence,.ﬂoatm'g rates
tend to insulate a country from disturbances abr.oad but make it b}??r
more fully the effects of disturbances that origmate at home, gbl e
fixed rates make a country more susceptible to disturbances abroa 1'1t
also give it greater scope to pass along to others the ef’fect§ of dornestl'c
disturbances. From this argument it follows that countries jchat typi-
cally suffer from external disturbances should adopt floating rates,
while countries that are victims of internal disturbances should join

areas.
Cu;fﬁ: Cc};se that a country has the strongest need for flexible exchange
rates when disturbances originate abroad may 3159 be ma}de from
another point of view—the requirements for domestic ﬁnancm}ll or ex(i
penditure policy to secure both internal and external balance. T e neet
for an additional policy instrument, such as exchange'-rate ad]ustmel? ,
arises when there is a conflict between the two requlremen.ts, that is,
when a dilemma case exists. As Yeager (1966, p. 93) nott?s, in general,
“. .. when a disturbance originates abroad, or in the foreign t'rad.e sec-
tor, the internal and external requirements clash.”® Hence, this line of

5 Yeager is careful to point out that “even when internal and exterflal1 p(ﬁlcy
requirements coincide in direction, they may clash in degr‘efz. More Eremste yE t})}z};
may coincide in direction until policy has changed conditions to the exten
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argument again leads us to the conclusion that ceferis paribus the case
for exchange-rate adjustments is stronger the more h'kely are most dis-
turbances to occur abroad or in the foreign—trade sector.

5.2.1 Insulation and capital flows. This conclusion of greater insula-
tion under flexible rates is rather widely accepted, and we believe it
to be generally correct, although, as McTeer ( 1968) notes in his excel-
lent survey of this topic, the discussion has not always been at as high
a level as one might like, frequently taking place in ferms of models in
which capital flows are entirely absent. In a world of capital mobility,
the issue becomes more complicated. In this case, trade imbalances
may occur even under floating exchange rates. Assuming that capital
flows are stabilizing (tending to dampen movements of the exchange
rate), a system of ﬂoating exchange rates tends to act more like a
system of fixed rates. Moreover, disturbances to capital flows, no matter
whether they originate internally or externally, will profoundly in-
fluence the domestic economy under floating rates when exchange-
market intervention is not allowed, whereas under fixed rates or systems
of managed flexibility they can be more completely neutralized by
official policy.® Thus, the presence of capital flows makes clear-cut
conclusions difficult to draw.

Indeed, in their recent analysis of the insulation problem, Modigliani
and Askari (1973) have argued that the propagation of disturbances
will be greater under flexible than under fixed exchange rates. Their
reversal of the standard analysis rests upon two key ingredients. The
first is the assumption of high capital mobility. The second is their
exclusive focus on the Keynesian transmission mechanism,

Consider an autonomous boom in domestic investment. While under ‘

fixed rates the trade balance will move into deficit, tending to cushion
the impact on GNP of the initial disturbance, the capital account is
likely to move into surplus. Traditional analysis has tended to focus
only on the trade account, but it is essential that the capital account

the requirements then clash even in direc.tion” (p. 92). As we argued above, the
more closed an economy, the more likely it is that excessive internal demand pres-
sures will become incorporated into wages and prices, thus changing the amount
of restrictive financial policy required for either internal or external balance.

® I the major disturbances are private exchanges of foreign currency for domes-

from entering the foreign~exchange market, which hampers its ability to deal with
this type of disturbance.

For a recent treatment of the effect of capital mobility on fixed and flexible
exchange rates as automatic stabilizers, see Turnovsky (1976).
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also be considered. In the absence of capital flows, movements in the
exchange rate would maintain trade balance. and eliminate the. aut.o-
matic stabilizing impact of trade imbalances mdu-ced by domfast1c dis-
turbances. With capital mobility, however, incentlve.s for capital flows
would normally be such that, even with a freel)f ﬂoatmg exc‘hange r_ate,
the trade balance would be likely to fluctuate in the direction desired
on stabilization grounds. Thus, as a number of authors have noted
(e.g., Friedman, 1953, and Haberler and Willett, 1968, pp. 70-71), the
existence of capital mobility reduces the difference between fixed and
floating rates on this score. ‘

Modigliani and Askari (1973) go ful‘thel: 'and consider the case
where capital mobility is so high that the initial effect of a domestic
disturbance on capital lows exceeds the change in the trade balance.
Thus, when autonomous domestic investment falls, the balance of pay-
ments of the originating country would deteriorate under .ﬁxed rates
and its currency would depreciate under floating rates. In this case, the
country would secure a greater improvement in its trade b.alance
under a floating rate than under a fixed rate. Under tlllese circum-
stances, adoption of flexible exchange rates makes the mterr'latlonal
sector a more potent automatic stabilizer and increases the interna-
tional propagation of disturbances. . o

Capital mobility will be high enough to transmit fluctuations in do-
mestic expenditure to a greater extent under flexible than fixed rates
if and only if a switch from fixed to floating exchanges decreases the
strength of fiscal policy, i.e., if and only if the capital flows generated l?y
a change in aggregate demand exceed the demand-induced change in
the current account. The available evidence suggests that across coun-
tries or time the sensitivity of international capital flows to changes in
income and interest rates does not strongly tend to be greater than or
less than this critical value.” Furthermore, in many countries the state
of the domestic cycle is not systematically related to the. ov.erall state
of the balance of payments under fixed rates. Th}xs, while 1f:' a'ppears
likely that fixed rates still give greater Keynesian transmlssmfl on
average, the outcome may vary from country to country and episode
to episode. . o .

Modigliani and Askari focus on the Keynesian transmission mech-
anism that operates on spending directly through chzfnges in 'the current
account. Perhaps more important, however, for the international trans-

is s j i Canada, see

7 Fleming (1975) makes this same judgment. For evidence on ,
Cavesearlnnlngéuber (1971) and, on the United States, see Farrell ( 1975). Also,
Tower and Courtney (1974) found deviations from trend of the official settlements
balance and economic activity to be positively correlated in only 12 out of 28 cases.
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mission of disturbances is the monetary transmission mechanism that
operates on spending through changes in money supplies induced by
central banks’ intervention to stabilize a fixed exchange rate, Similarly,
the wealth-transmission mechanism that causes the wealth of a region
in current-account deficit to be transferred to regions in surplus, with
a resulting fall of expenditure in the former region and rise in the latter,
could be important under fixed rates,

Thus, Modigliani and Askari’s unambiguous conclusion that, with
high capital mobility, floating rates will be a stronger transmission
mechanism necessarily holds only if the Keynesian mechanism swamps
the others.® Their failure to focus on the effects of transmission through
the monetary mechanism may have stemmed from their assumption
that countries gear their total macroeconomic policies toward external
balance.’ In the extreme, such macroeconomic behavior would neu-
tralize the monetary transmission mechanism under fixed as well as
floating rates. Under these assumptions, the operation of the monetary
mechanism is ruled out and the Keynesian transmission mechanism
would clearly dominate.

We may question, however, the reasonableness of this assumption.
One of the traditional functions of international reserves is to finance
temporary or cyclical imbalances under fixed rates; external balance
is a long-run rather than a short-run requirement. It would seem then
that it is more relevant to compare the effects of payments imbalances
and reserve flows under fixed rates with exchange-rate changes under
floating rates than to assume the absence of payments imbalances un-
der both systems, as Modigliani and Askari do.

5.2.2 Nominal versus real insulation and terms-of-trade effects.
Another reason why flexible rates may not insulate perfectly is that, as
Laursen and Metzler ( 1950) have argued, even when all disturbances
originate in the foreign-trade sector and the exchange rate always ad-
justs to maintain equilibrium in the trade balance, exchange-rate

® For models of the effect of fscal policy in a large open economy under fixed
exchange rates, see Mundell (1964) and Kemp (1966). The conclusions of the
two models differ slightly because Kemp, unlike Mundell, assumes that each

Thus, for Kemp, the marginal propensity to import out of investment may be
different than for other types of expenditure.

9 In general, it would make a considerable difference for the transmission mech-

Askari paper, these are the same country. Their conclusions will generalize, how-
ever, only if it is the country of origin that must always adjust, a rule which would
be most difficult to make operational.
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changes cause shifts in domestic expenditure schedules which reduce
the amount of insulation available, .

This argument can easily be presented: 90n51der a two-country
world, with the two economies linked by a .ﬂex1ble e.xchar.lge ra.te, and
suppose the price of each country’s output is stable in units of its own
currency. The home-expenditure function can be written as

A®* =cY* 4+ b, ‘ (1)

where A* and Y* are real absorption and real income, respectively,
and c is the marginal propensity to spend, with 1 > ¢ > 0. From the
Slutsky equation, when nominal income Y and tlme price p (?f some
good both change, the change in real income Y can be written as
dY® = dY — Qdp, where one unit of real income is defined eqflal to
one unit of nominal income in the initial equi]ibrium. and Q is the
amount of the good consumed initially. The equation is clearly plau-
sible, for only if dY = Qdp will the consumer be barely able to. afford
his previous consumption bundle and experience no change in real
income. Rewriting the relationship in terms of percentage changes
yields

dY®/Y® = dY/Y — (Qp/Y) dp/p . (2)

Similarly, the relationship between real and nominal magnitudes in an
open economy is given by

dA*[A® = dA/A + ndr|r (3)
and
dY*®/Y® = dY/Y + ndr/r (4)

where A and Y are absorption and income measured in units of dorr'les-
tic output (defined in such a way that one real unit al;ld one nor.nlnal
unit are equal in the initial equilibrium, i.e., A* = A; Y = Y),nis th‘e
average propensity to spend on imports (out of absor.ptlon), and r is
the foreign-currency price of the domestic currency unit ( th('e exchange
rate ). Combining (3) and (4) with the differential of (1) yields

dAJ/A = cdY/A — [1 — ¢(Y*/A*)] ndr/r , (5)
which is to say that an appreciation of the domestic currency causes a

downward shift in the domestic expenditure schedule, measured in

units of domestic output. . '

Assuming away capital flows, the flexible exchange rate dictates
equality between imports and exports, so that the national income
identity implies the equality between income and expenditure:
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A=Y. (6)
Finally, combining the differential of (6) with (5) implies
dY!Y = —ndr/r, (7)

and from it follows Laursen and Metzler's paradoxical conclusion that
an autonomous increase in foreign spending (which appreciates the
domestic currency) causes a fall in domestic output and employment.
Here we see yet another reason why insulation under flexible rates
may be imperfect, and much has been made of it. Perhaps, in fact,
too much, for when (7) is combined with (4), it is clear that

dy: — 0 . (8)

In this model, domestic nominal income depends on the state of foreign
economic activity, but domestic real income does not.** Thus we have
shown that, when the domestic expenditure schedule is fixed in real
terms and employment is variable, domestic real income is insulated
from disturbances originating abroad,'* which is analogous to the well-
known result that the same proposition holds for nominal income when
the expenditure schedule is fixed in nominal terms.

In a sense then, insulation under a flexible rate is actually more com-
plete with the terms-of-trade effect than without it. An appealing as-
pect of this finding is that it makes the original Laursen-Metzler result
easier to explain: with the trade balance always in equilibrium, income
must equal expenditure whether they are measured in real or nominal
terms. If the expenditure schedule relates real expenditure solely to
real income, and the marginal propensity to spend is less than unity,
then real income is uniquely determined without reference to the
terms of trade. Since any improvement in the terms of trade means that
less physical domestic output will purchase the same basket of goods
as before, that is, amounts to the same real income, an improvement in
the terms of trade due to a disturbance in the foreign economy must
be accompanied by a fall in domestic employment.

Tower (1973) has argued that, when the effects of the terms of trade
on investment are taken into consideration and consumption is homoge-
neous of the first degree in income and wealth, the terms-of-trade effect
becomes less important and may even reverse its sign. Thus, a foreign
boom translates into domestic boom under flexible rates, even in the

10 Laursen and Metzler (1950, p. 291) are wrong when they write, “The effect
on real income of the change in terms of trade is thus opposite to the effect of the
change in output, and the net effect of the two changes together remains
indeterminate.”

11 Qur analysis also implies that, under a flexible exchange rate, domestic real
income is unaffected by foreign tariff policy.
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absence of capital mobility. Finally, when the money stock rather than
the interest rate is held constant, Tower (1975) shows that the LM
schedule may depend either positively or negatively on the terms of
trade, so that again on this ground a foreign boom may either expand
or contract the domestic economy. However, this effect is probably
not very important unless intermediate goods are imported or wages
depend negatively on the terms of trade, so that currency depreciation
substantially raises the prices of domestically produced goods. Cur-
rency depreciation, in this circumstance, would raise the demand for
nominal balances at full-employment output, and this would be
deflationary. ’ /

Of course, Friedman (1953) has emphasized that, even without cap-
ital movements, a flexible exchange rate cannot completely insulate an
economy from “real,” as opposed to monetary, developments abroad.
But, even in the case of real disturbances, it may ease the adjustment
of resources to the change in situation because of the higher effective
price flexibility it makes possible.

The most important contribution a flexible rate can make to a coun-
try desiring to insulate itself as much as possible from events abroad
is probably not the automatic insulation that it provides, but rather the
freedom it gives to policy makers to set domestic policies as they see fit
without need for explicit concern over the balance of payments. As
McTeer concludes in his survey:

The insulation problem is thus seen as dependent on domestic economic
policy rather than a purely automatic mechanism. Flexib!e exch_ange rates
may provide some degree of automatic insulation even with a hlg}‘l degree
of capital mobility. However, it is more likely that any greater indepen-
dence or freedom for domestic policy-makers under flexible  exchanges
would derive less from automatic insulation and more from the broader
range of policy alternatives brought about by the elimination of an official
commitment to peg the price of gold or foreign exchange (p. 129).12

5.3 Global Stability and the Transmission of Disturbances
under Fixed and Floating Exchange Rates

Looking at the problem from a global standpoint, Laffer (1973)
recently argued that, on balance, fixed exchange rates are likely to have

12 Logically, however, the polar cases of fixed and freely floating exchange rates
are symmetrical. In both cases, the government loses a degree of fr(?edom. In Fhe
former, it must enter the foreign-exchange market to keep the price of foreign
exchange constant. In the latter, it is not permitted to enter the market at all.
Which constraint is more onerous is not clear on a priori grounds. But our own
judgment, based on historical evidence, is that in the presence of re.asonable
interest-rate policies, at least for relatively closed economies, prlvate. capital flows
will largely preclude the need for official flows if the exchange rate is set free.
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more to contribute to worldwide stability than floating exchange rates.
He notes (p. 31), “Insofar as some countries have internal shocks that
are inflationary by nature and other countries have shocks that are
deflationary by nature, there will be some netting out of adverse effects
under a fixed exchange rate system where disturbances are more read-
ily transmitted to other countries.”** However, as Haberler (1973)
and Balassa (1973) have emphasized, this argument assumes that the
disturbances are so small, or are neutralized so rapidly, that they never
alter price levels and affect the equilibrium exchange rate. It is only
when price levels change that the restoration of equilibrium under a
fixed rate is far more costly than under a flexible one. It therefore
seems to us that Laffer’s argument for exchange stability applies in the
short run and that Haberler's and Balassa’s argument for exchange
flexibility applies over a longer time horizon.

As indicated in the previous section, however, it must also be recog-
nized that changes in the current-account position are not the only
international transmission mechanism. It is possible, for instance, that
efforts to constrain exchange rates in the short run that prove stabiliz-
ing in terms of Keynesian trade-balance effects would be destabilizing
in terms of the monetary transmission mechanism. Thus, in the face of
high capital mobility and widespread skepticism in the private market
concerning the appropriateness of a country’s target exchange rate, it
would prove desirable on balance to sacrifice some of the possible
stabilizing trade imbalance effects of maintaining a fixed parjty in
order to avoid the destabilizing influence of large speculative capital
flows and the monetary effects of the concomitant overall payments
imbalance.

5.4 Disturbances and the Gain from Exchange Flexibility

In section 5.2, we investigated the cost of adjustment to internal and
external disturbances. However, most countries can expect to suffer
from a mix of these disturbances, and we now proceed to develop a
rule relating the optimal choice of exchange system to the pattern of
disturbances. As we shall see, the rules relating to the optimal choice
between fixed and flexible exchange rates developed by Stein (1963),
Kenen (1969a), Whitman (1967), and Giersch (1970) are special
cases of our more general one. Throughout, we assume that the stabili-
zation authorities are passive and wish to find the exchange system that

' Mathieson and McKinnon (1972) found for a sample of underdeveloped
countries that those which were more open tended to be more stable. Since most
of the countries in their sample had fixed rates over the period in question, this
lends empirical support to Laffer’s contention.
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serves best as an automatic stabilizer of output. This passivity could be
due to some sort of lag in perception or action, some sort of political
constraint, or perhaps explicit recognition of the welfare costs asso-
ciated with using the stabilization tools they have at their disposal.

As a first step, we illustrate the ideas of section 5.2 more forrrllally,
using a very simple model. This model will form some of the basis for
some of the discussion in the next section and Chapter 6. Admittedly
it is simple, for capital flows have been assumed away and either the
interest rate is assumed constant or the model is sufficiently short run
that investment does not respond to changes in the interest rate. Also,
we have assumed that the economy in question is small, so that foreign
repercussions can be ignored, and we have assumed that nominal. ex-
penditure depends on nominal income, thereby ignoring the various
terms-of-trade effects of section 4.6.3. Still, it is a convenient starting
point, as we are able to use it to derive conclusions that go well beyond
the current literature.

The standard identity

Y=A4+X—M (9)

must always hold, where Y is output, A is absorption; and X — M is
the trade balance. For the change in absorption, we can write

dA = cdY + iF (10)
where ¢ is the marginal propensity to spend and iF is a disturbance
term representing a shift in the expenditure schedule equal to a frac-
tion i of full-employment GNP (i standing for internal disturbance and
F standing for full-employment GNP). Under flexible exchange ratf:s
when capital flows are absent, the trade balance must always be in
equilibrium, so X = M and Y = A. This means, from equation (10},
that

dY, = iF/(1 —¢) , - (11)
where dY, is the change in output under the flexible exchange rate,
and for stability 1 — ¢ > 0. Under fixed exchange rates, the trade bal-
ance can be written as

d(X — M) = eF — mdA, (12)

where m is the marginal propensity to import out of absorption and eF
is a disturbance term representing a shift in the demand for exports
(our prototype external disturbance) equal to a fraction e of F. Com-
bining (12) with (9) and (10) yields

Ay, = [e + (1 — m)i] F/D,
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where D = 1 — ¢(1 — m) and dY, is the change in output under the
fixed exchange rate. Note that e does not even appear in (11). This is
the basis of the proposition that a flexible exchange rate insulates an
economy from external disturbances. Also, the coefficient of {F in (11)
is larger than the corresponding coefficient in (13), which means that
a flexible rate bottles up internal disturbances more than a fixed rate
does.

The correlation between internal and external disturbances is as-
sumed to be given by p, and so we can use equations (11) and (13)
to write the variances of output as fractions of tull-employment GNP
under the two systems as

var(Y,/F) = [var(e) + (1 — m)® var(i)
+ 2(1 — m) cov(e,i)]/D?
= {var(e) + (1 — m)? var(i)

+ 20(1 — m)[var(e) var(i) ]}/ D (14)

and
var(Y,/F) = var(i)/(1 — c)*. (15)

Thus, the variance of output (as a fraction of full-employment GNP)
under fixed exchange rates minus that under floating (in a sense the
cost of adopting a fixed rate) is

A =var(Y,/F) — var(Y,/F) = {var(e) — z var(i)
+ 2p(1 —m)[var(e) var(i)]%}/D?, (186)

where z = D*/(1 — ¢)* — (1 — m)? > 0 and clearly d(z/D?)/dm
> 0and d[(1 — m)/D?]/dm < 0. Kenen (1969a, p- 94) has argued
that “diversification serves to average out external shocks and, inciden-
tally, to stabilize domestic capital formation.” Given that the variance
of fluctuations in the domestic expenditure function does not decrease
strongly with increased diversification, the more diversified the econ-
omy, the smaller is the variance of e relative to the variance of i. If p
is not negative, equation (16) implies Kenen’s (p. 54) conclusion that
“Fixed rates . . . are most appropriate—or least inappropriate—to well-
diversified national economies.”

However, equation (16) also points up that, for several reasons, this
conclusion is not always valid. Consider the case where internal dis-
turbances tend to be large and have a strong negative correlation with
external disturbances, so that under fixed rates the dampening effect
of depressed exports tends to coincide with the expansionary effect of
increased domestic demand. Under these circumstances, a reduced
degree of diversification that is reflected in a higher variance for the
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external disturbance may actually improve the case for retaining
membership in a currency area, if floating rates are consid.ered to be
the only alternative to fixed rates.!* Differentiating (16) with respect
to var(e), we see that this is the case if and only if p < —[var
(e)/var(i)]%/(1 — m), a condition unlikely to be satisfied in the real
world. Moreover, Kenen quite clearly believes this is not the case,
because he postulates that fluctuations in domestic investment are
highly correlated with exports. This implies a tendency for upward
shifts in the domestic expenditure schedule to be positively correlated
with increased demand for exports, and, if p is positive, equation (16)
implies that an increase in the proneness to suffer from external dis-
turbances a fortiori improves the case for floating rates.

Even more important, a diversified economy is more likely to be
closed. In a very closed economy, m — 0, so (16) becomes

A = {var(e) + 2p [var(i)var(e)]#}/(1 — c)?, (17)
and, in a very open one, m — 1 and (16) becomes
A = var(e) — var(i)/(1 — ¢)?. (18)

Thus, the more open the economy, the greater are the potentigl bene-
fits to be reaped from the leakages of a fixed-rate system when internal
disturbances do occur, as emphasized in section 4.6, and this effect
may outweigh Kenen’s consideration. However, with respect to external
disturbances, we now show that the opposite conclusion holds when
it is assumed that the standard deviation of external disturbances is
proportional to the volume of trade. Assuming balanced. t'rac_le i.nitially
and equality between the average and marginal propensities tO.lmp(?l't,
initial imports equal mF. Letting ¢ be the constant of proportionality,
eF = emF, so var(e) = var(em) = m?var(e). Thus, letting m — 0,
(17) becomes

A=0 (19)
and, letting m — 1, (17) becomes
A = var(e) — var(i)/ (1 — ¢)*. (20)

Clearly, then, if we assume that the standard deviation of external dis-
turbances is proportional to the size of the foreign-trade sector, ex-
ternal disturbances can significantly disrupt the domestic economy
under fixed rates only in relatively open economies, but it is openness
which enables the leakage of a fixed-rate system to soothe an economy

14 Kenen (1969a) does not specify the form of the variable-exchange-rate sys-
tem that he considers as an alternative to membership in a currency area.
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suffering from internal disturbances, Thus, the choice of exchange-rate
system on automatic stabilization grounds makes much more differ-
ence to relatively open economies.

Finally, to the extent that the disturbances are macroeconomic rather
than microeconomic in nature and consist of random shifts in the will-
ingness to save by each household, we would expect that for a small
open economy the disturbances originating at home would cancel out
less than would the disturbances originating abroad, while as the econ-
omy becomes larger, there is more canceling out of random shifts in
the propensities to save of foreign households, so that on this ground
var(i) is likely to fall relative to var(e), and flexible rates become more
appropriate.

Rather than focusing on the source of disturbances, some authors,
notably Stein, have couched the question of which exchange-rate Sys-
tem is appropriate in terms of the covariance between output and the
state of the balance of payments under fixed exchange rates. Stein’s
(1963) rule prescribes a floating rate for any Keynesian economy in
which the covariance is positive, because the currencies of such econo-
mies under ﬂoating rates would tend to appreciate in times of domestic
boom and depreciate in times of recession, thereby acting as an auto-
matic stabilizer. Let us now follow this approach to determine the
extent to which exchange rates should respond to payments imbalances
(for commentary on Stein, see Cheng, 1965, and Willett and Tower,
1971).

Output under flexible exchange rates, Y, is the sum of output when
the exchange rate is held constant, Y,, plus the impact on output of the
exchange-rate change included by B, which is the excess demand for
domestic currency in the foreign-exchange market at the initial ex-
change rate, Thus, we can write

YI:Y.v-_aB, (21)

where a > 0 is the multiplier showing the reduction in output under
flexible exchange rates due to the appreciation of the domestic currency
induced by a unitary increase in the excess demand for domestic cur
rency in the foreign—exchange market.17

Finally, we assume that a fraction k of changes in the balance of
payments induced by exchange-rate change is accounted for by ex-
change-rate-sensitive capital flows, where k| < 1 and k is positive if

15 We can express the multiplier as a = —(dY/dr)/(dr/dB), where dY/dr is
the multiplier effect of a unit appreciation of the domestic currency on output,

and dr/dB is the appreciation of the domestic currency necessary to eliminate
a unitary balance-of-payments disturbance.
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capital flows are stabilizing and negative if they are destabilizing.

Therefore,
a=(1—k)/(1l—c).

Thus the multiplier is smaller the greater the exchange-rate sensitivity

of the capital account relative to that of the balance of payments as a

whole. . '
From equation (21) the variance of output under flexible rates can

be written as

(22)

var(Y;) = var(Y,) — 2a cov(Y, ,B) + a?var(B) , (23)
so that
var(Y;) — var(Y,) = —2a cov(Y, ,B) + a*var(B) . (24)

Movement to a floating exchange rate reduces the variance 'of output
if and only if var(Y,) < var(Y,), so this expression is negative. Since
a is positive, the right-hand side of (24) can be rearran.ged to ShO\.N
that adopting floating rates will make output more st?ble 1f and only if
a < 2 cov(Y, ,B)/var(B). Clearly, a positive covariance is necessary
for this to happen but not sufficient to assure that it will. Thus, the
smaller the multiplier @, the more likely is a floating exchange rate to
reduce macroeconomic instability.

5.5 The Optimal Degree of Exchange-Rate Flexibility
for Stabilization Purposes

From the standpoint of maximizing economic stability, there will
always be an optimal intervention strategy under perfect knowle(.ige
by the intervening authorities, and the polar cases of fixed and floating
exchange rates are both second-best solutions. Interpreted correctly,
Laffer’s (1973) analysis of the stabilizing benefits of fixed e>.<c‘har?ge
rates does mot show that fixed rates are first-best on stz.lblhzatlon
grounds. Rather, it shows that the costs of foregoing the option of fol-
lowing optimal exchange-stabilization policies in favor of ﬁxe'd exi
change rates may not be large and will be less than under a policy o

16 This expression is derived in Tower apd 'Courtney (1974()1 fandl is shown\uts(_)
hold for a large country where traille is fnot 1n1tlaHy balatrrl;ed and foreign reperc
i i account as well as for a small country.
Slog\fv:‘,lérc;et;k?rié?g; uses a two-country model to argue that t}llle rest.i(lti otg ett
shock to one country’s goods market will depend crucially on t 1e:atrl’ﬂal els Sl;\f
are simultaneously shocked, as implied by the fact that the sum 0l he stt1 ucla !
the excess demands must equal zero. He concludes that, even if tl.e ust}l]a l@( 1(})10g
is to one country’s aggregate demand,, the locus of the accompanying shock has
crucial implications for both countries’ views on exchange-rate regimes.
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complete abstinence from intervention in the foreign-exchange mar-
ket, Laffer’s analysis, like Stein’s, treats only the relative efficacy of
fixed versus freely floating exchanges as systems of automatic stabiliz-
ers. While both fixed and freely floating rates rule out discretionary
intervention in the foreign-exchange market for stabilization purposes,
floating rates allow countries to retain greater freedom of discretionary
domestic macroeconomic policies. Thus, even if the choice were lim-
ited to fixed versus freely floating exchange rates and fixed rates were
found to be the superior automatic stabilizer for a particular country,
it would not necessarily follow that fixed rates were more desirable on
overall stabilization grounds. The greater automatic stabilization would
have to be balanced against the lesser freedom for discretionary do-
mestic macroeconomic policy under fixed rates.

Flexible rates also enable countries to vary the amount of their
discretionary intervention in the foreign-exchange market to a consid-
erable degree without changing the basic character of the exchange-
rate system, whereas this would be impossible under fixed rates within
a currency area. A switch back from fixed rates within a currency area
toward exchange-rate flexibility would be certain to undermine confi-
dence in any subsequently determined parities, whereas under flexible
rates authorities can vary the amount of their intervention without
violating a basic commitment. This greater freedom for policy changes
under flexible rates suggests that risk-averse governments will max-
imize expected utility by tending to choose flexible over fixed rates
unless the case in favor of fixed rates is clear-cut.

Where discretionary intervention in the foreign-exchange market is
permissible, a can be treated as a tool of economic policy. If stabilizing
official capital flows are permitted and the government automatically
neutralizes a fraction w of the excess supply of or demand for foreign
exchange by compensatory official capital flows (by buying w units
of foreign exchange per unit of unanticipated payments deficit), the
resulting payments imbalance drops to a fraction 1 — w of its former
size, reducing a by the same proportion. Thus, a becomes (1 — w)
(1 — k)/(1 — ¢) and can be thought of as a tool of official policy.
Moreover, given the pattern of disturbances, there is a value for a that
maximizes the stability of output under flexible rates. To find this opti-
mum a, (24) is differentiated with respect to a, and the result is set
equal to zero. This yields

0 = —2cov(Y, ,B) + 2a var(B) . (25)

Thus the multiplier associated with the optimal responsiveness of the
exchange rate to balance-of-payments pressures is given by
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a® = cov(Y, ,B)/var(B) . (26)

When a® is positive, some responsiveness in the direction dictated by
market forces is desirable. However, when a® is negative, fixed ex-
change rates are superior to any degree of responsiveness in this direc-
tion. When a® is negative, on stabilization grounds the government
should intervene sufficiently strongly to move the exchange rate in the
opposite direction from that dictated by market forces. Only when
a® = 0 [i.e., where cov(Y, ,B) = 0] does a passive fixed-rate policy
yield optimal stabilization results. Thus, although Stein’s criterion that
floating rates are superior if and only if cov(Y, ,B) > 0 may lead one
to conclude incorrectly that a given degree of exchange-rate respon-
siveness is better than none at all, it is the correct criterion for deciding
whether some automatic responsiveness of the exchange rate to bal-
ance-of-payments pressures is superior to fixed rates. Of course, in
actual decisions on exchange-market intervention, a broader range of
considerations and more intervention strategies than discussed here
should be taken into account.

5.6 Openness and the Source of Disturbance

The argument that the case for floating exchange rates is greater
the more likely are disturbances to originate abroad hgs been coupled
by Giersch (1970 and 1973) with the proposition that the smaller and
more open the economy, the more likely it is to face cyclical disturb-
ances from abroad. From this he concluded that small, open economies
should have a particular interest in exchange-rate flexibility. Whitman
(1967) provides a complementary argument that in a very open econ-
omy disturbances originating in the foreign-trade sector are particu-
larly likely. She notes that in such economies a positive covariance
between balance-of-payments surpluses and inflationary pressure is to
be expected and is much more likely to occur than in a relatively closed
economy.'” The combination of these propositions is another possible

17 Her reasoning is that, in relatively open interdependent economies, goods and
factors are more likely to be highly mobile across regional boundarle.s, thereby
preventing the development of significant differentials in wage anfi price trends,
which she believes to be the major explanation for negative covariances between
the balance-of-payments surplus and inflationary pressure. Her second argument
appears to be that the same percentage shift in the demgnd for exports (via both
multiplier effects and accelerator effects on investment) will cause a greater change
in inflationary pressure in a highly open economy. Kenen (1969a.) has argued th'at
“when [a well-diversified economy] . . . does confront a drop' in demar_ld for its
principal exports, unemployment will not rise as sharply as it W?uld in a less-
diversified national economy.” In fact, this is similar to Whitmaryxs point, for‘as
Flanders (1969, p. 104) has noted (and Kenen has agreed), Kenen's demonstration
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argument against the conclusion that the case for flexible exchange
rates increases as the openness of an economy decreases, although, as
argued in section 5.4, there is reason to believe that, in a highly open
economy, macro disturbances may be more likely to arise at home
than abroad.

However, even assuming that more open economies tend to exhibit
larger positive correlations between output and the supply of foreign
exchange, it seems likely that in the presence of capital flows the vari-
ance of the balance of payments (under fixed rates) relative to the
variance of output would be much larger for highly open economies.
Referring back to equations (24) and (26), the latter consideration
may outweigh the former. If this is true, adoption of a floating exchange
rate would generate greater burdens or smaller benefits for the stabili-
zation authority the more open the economy. This would mean that
a®, the optimal degree of exchange responsiveness, is smaller the more
open the economy in question.

Tower and Courtney (1974), using essentially the same model as
developed in this study, recently tested the Giersch-Whitman hypoth-
esis for fourteen developed countries. They used annual data consisting
of deviations from trend of the series for output and payments imbal-
ances, as their study was designed to reflect considerations of short-
term stabilization policy. Their tests were admittedly primitive, and
their conclusions are very tentative. The basic problem is determining
what transactions occurring under the fixed rate would also have taken
place under flexible rates, especially whether the capital flows observed
under fixed rates would also have taken place under flexible rates. To
the extent that this correspondence does not hold, the amount of offi-
cial settlements imbalance under fixed rates may not correspond to the
ex ante excess demand or supply that would have existed in the foreign-
exchange market under a floating-rate system.!*

Because of these major conceptual difficulties in identifying ob-
servable payments imbalances with the state of private excess demand
or supply in the foreign-exchange market, the Tower-Courtney paper
used several alternative measures. If one believes either that short-term
capital flows and errors and omissions under fixed rates reflect pressures
that would not be present under floating rates or that they would be

of his proposition really relies on contrasting economies with different degrees of
openness, rather than with different degrees of diversification.

18 Official demands for foreign exchange and government control of private
foreign—exchange positions in some countries are further reasons why measured
official settlements imbalances may not correspond to the economist’s concepts of
private excess demand or supply in the foreign-exchange market,
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neutralized under a variable-exchange-rate system by official interven-
tion in the exchange market,® then:

1. The more open the economy,

(a) the more likely it is that cov(Y, ,B) > 0, so that giving up a
fixed exchange rate to adopt a small degree of exchange flex-
ibility will enhance macroeconomic stability, and

(b) the higher a®, the optimal degree of flexibility, tends to be.

2. Given a range of plausible values for the effect on output of an
exogenous balance-of-payments disturbance, more open econo-
mies appear to gain more or lose less from floating their exchange
rates,

But if one believes that short-term capital flows and errors and omis-
sions reflect pressures that also would be present under flexible rates
and that they would not be neutralized by official intervention, then:

1. There is no significant relationship between openness and the
probability that a small degree of exchange flexibility will be de-
sirable, and the optimal degree of exchange flexibility is not posi-
tively related to openness.

2. Moreover, again using plausible multiplier values for the effects of
exogenous balance-of-payments disturbances on output, more
open economies appear to lose more or gain less from adopting
floating exchange rates. This runs counter to the Whitman-Giersch
argument that, from the standpoint of macroeconomic stability,
relatively open economies make better candidates for flexible ex-
change rates.

We lean toward the view that, with the exception of occasional large
speculative flows, the disturbances to short-term capital flows and er-
rors and omissions observed under fixed exchange rates would tend to
be present under flexible rates. Thus, the existence of short-term capi-
tal flows and errors and omissions causes us to doubt the empirical
correctness of the Giersch-Whitman hypothesis, or at least to conclude
that it is probably not of overriding empirical importance.

These studies of the relationship between sources of disturbance
and optimal adjustment mechanisms have provided important insights,
which amount to a collection of conclusions about special cases. Most
analyses have assumed fixed prices (e.g., Modigliani-Askari, 1973;
Laursen-Metzler, 1950; and some chapters of Mundell, 1968) or else

19 Changes in errors and omissions are generally assumed to reflect in large part
unrecorded capital flows, so it seemed reasonable to lump them with short-term

capital flows.
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fixed outputs (e.g., Hause, 1966; Johnson, 1966; and other chapters of
M}lndell, 1968), and for the most part they have looked at only one
criterion, for example, the stability of prices, absorption, or output.
In general both prices and outputs vary. Also, stability in all three of
these series is usually desirable, and the policy that stabilizes one may
destabilize another. A case in point is section 5.2.2's analysis of how
Fhe terms-of-trade effect can decrease the stability of output while
Increasing the stability of real absorption under flexible exchange rates.
In our view, the Hause-Johnson approach to evaluating welfare costs
needs to be integrated with judgments about the sources and covari-
ances of disturbances and various assumptions about the character of

the adjustment mechanism in order to yield policy prescriptions that
we can hold with greater confidence.
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6 Synthesis

6.1 Graphic Summary

In this chapter we present a graphic synthesis of the major elements
of our framework for determining the desirability of joining two inde-
pendent currencies into a currency area. We also use this analysis to
consider alternative forms of limited exchange-rate flexibility.

"Figures 3 and 4 examine the efficacy of adjustment to both internal
and external disturbances under fixed and flexible exchange rates. Our
prototype external disturbance is a shift in demand for exports equal to
1 per cent of full-employment GNP, and our prototype internal dis-
turbance is a shift in domestic expenditure equal to that same fraction
of full-employment GNP. As argued in Chapter 2 and sections 4.4 and
4.6, adjustment to a disturbance is for a variety of reasons most effective
or least costly when the multiplier effect of that disturbance on output
or the price level is small or when the change in official expenditure
necessary to offset its impact on domestic employment is small.

Under fixed exchange rates, the larger the marginal propensity to
import, the smaller will be the effect on domestic output of shifts in the
foreign demand for exports. This is because a larger fraction of induced
changes in domestic spending leaks out into the international sector in
relatively more open economies. Thus, to a member of a currency area
the cost of adjustment to an external disturbance is a decreasing func-
tion of openness, as shown in Figure 3A.*

Under flexible exchange rates, if we assume away capital flows and
postulate that the expenditure schedule is fixed in nominal terms, so
that we can ignore the considerations raised in section 4.6.3, it is clear
from equation (11) in section 5.4 that domestic output will be unaf-
fected by external disturbances. However, in relatively open economies
the sum of the elasticities of demand for imports and exports is smaller
(see section 4.6.1), so on this ground larger variations in the purchasing
power of domestic currency accompany adjustment. According to the
logic relating to the terms-of-trade effect considered in section 4.6.3,
this means that a given external disturbance will have a larger effect

1 We are excluding from the cost of adjustment to disturbances the costs asso-
ciated with the disturbances themselves. For example, even if (a) wages and
prices were completely flexible, (b) sectoral imbalances could be assumed away,
and (c) policy makers were indifferent to changes in the price level, a loss of real
income would still accompany a shift of foreign demand away from exports, but
the cost of adjustment per se to such a disturbance would be zero.
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on income the more open the economy. We assume, therefore, that the
cost of adjustment to external disturbances under flexible ;zxchange
rates is upward sloping, as shown in Figure 3B.?

It was argued in Chapters 2 and 3 that in very open economies ex-
change illusion disappears, so that, in the limiting case of 100 per cent
openness, adjustment under both systems is identical, except for the
detrlmen’tal effects of disturbances on the stability of the domestic
currency’s purchasing power under floating rates. Thus, the absolute
advantage of floating rates in adjusting to external disturbances de-
creases with openness and becomes negative in very open economies
This finding is reflected in Figure 3C. |

Figure 4A shows the cost of adjusting to an autonomous change in
doraestic demand (an internal disturbance) in a currency area to be
an inverse function of openness, dropping close to zero as the marginal
propensity to import approaches one. This primarily reflects the fact
that the more open the economy, the less will changes in domestic
expenditure fall on domestic suppliers and affect wages and prices.

Figure 4B shows this same curve for floating exchange rates. When
the expenditure schedule is fixed in nominal terms, the change in out-
put does not depend on openness. However, when the expenditure
schedule is fixed in real terms or other considerations of section 4.6.3
are reckoned with, the effect of an internal disturbance on domestic
output increases with openness. This relationship will be strengthened
to the extent that the sum of the foreign-trade elasticities decreases
with openness, for that also causes the response of the exchange rate to
internal disturbances to increase with openness. Thus, since changes
in purchasing power and output are assumed to be undesirable, the
cost of adjusting to internal disturbances under flexible exchange ;'ates
will increase with openness. However, after some very high degree of
openness is reached, exchange illusion begins to decline significantly
and when 100 per cent openness is reached, this illusion disappear;
entirely. In such a highly open economy, adjustment under floating
rates and within a currency area will be very similar.® However, dis-

2 To derive this conclusion rigorously, recognize that under a flexible exchanpe
rate with no capital flows the trade balance is always in equilibrium, X = Z%l
Consequently, Y = A, Then modify (12) to permit exchange«rat,e change:.
d(X — M).: el — mdA — (nm + ms — 1)Mdr/r. Combining these relationships
w%th (7) yields dY/Y = —e/{[(nm + 2= — 1)/n] — m}. Since [nm - 7.] falls
with openness and n and m rise with it, |dY/Y|/e will vary directly with openness

3 We. assume that, even in very open economies, factors continue to be paid ir;
dorpestlc money, so that the domestic currency continues to be used for trans-
actions purposes even after losing its usefulness as a unit of account or its desirabil-
ity as a store of value. If domestic money ceased to be used at all in very open
economies, there would be no difference between joining a currency arg/a Egd
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turbances under floating rates will still adversely affect the stability of
the purchasing power of domestic currency, and in a very open econ-
omy there will be a considerable cost attached to this. Thus, Figure 4B
shows the adjustment cost under floating rates to rise with openness
throughout the entire range and to lie above the curve in 4A for highly
open economics. :

As openness approaches zero, the multiplier effects of internal dis-
turbances become identical under flexible rates and in a currency area.
However, to the extent that internal disturbances affect price levels,
adjustment will be more expensive within a currency area, because of
the Hause-Johnson welfare cost of disequilibrium exchange rates dis-
cussed in Chapter 2 and the costs associated with the need to set
macroeconomic policy in order to reverse continually induced changes
in the price level for the sake of long-run balance-of-payments equi-
librium. For all these reasons, Figure 4C shows that flexible rates have
an advantage for adjusting to internal disturbances in relatively closed
economies. This advantage is assumed to wane as openness increases,
and for sufficiently open economies fixed rates have the advantage.

Figure 5 shows Figures 3C and 4C superimposed and inverted. It
indicates that the advantage of fixed rates over floating rates is greater
(or the disadvantage is less) for adjustment to an internal disturbance
than for adjustment to an external disturbance, and that the advantage
for dealing with both types of disturbance increases with openness.

6.2 Freely Floating Exchange Rates versus Membership
in a Currency Area

We now complete our graphic system to illustrate how the ideas
developed eatlier tie in with one another to affect the choice between
a floating rate and membership in a currency area.

In Figure 6, weighted averages of the frequency and size of both
types of disturbance are assumed to be increasing functions of open-
ness. This is because open economies tend to be smaller and less diver-
sified and, as a result of the insurance principle of risk bearing, suffer
from larger and more frequent disturbances. The frequency and mag-
nitude of external disturbances relative to internal disturbances is an
increasing function of openness, as Whitman, Giersch, and Kenen

argued.*

adopting a flexible exchange rate except to the extent that, when a foreign cur-
rency is the medium of exchange, the domestic economy loses the seignorage that
might be divided up between participating economies with a common currency.

%In Figure 6, the curves need not intersect. The assumption is merely that the
slope of II is less than that of EE over the entire range.
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minus that under fixed exchange rates.

E
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100%

Ficure 5. Cost of adjustment to a unitary external (EE)
or internal (II) disturbance under flexible exchange rates

Openness

100 %

. FI1CURE 6. Weighted averages of the frequency and mag-
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In Figure 7, U, is the benefit derived from the improvement in the
adjustment process generated by entry into a currency area. It is ob-
tained by adding the product of the heights of II in Figures 5 and 6
to the product of the heights of EE in the same two figures. This is the
sum of the cost reduction per unit of each type of adjustment multi-

Us

0 100%
Openness

Ficure 7. Improvement in total adjustment efficiency
associated with entry into a currency area. .

plied by the need for each type of adjustment. U, is negative in very
closed economies, becoming positive in very open economies. It would
be an increasing function of openness throughout its entire range and
intersect the horizontal axis only once if the Giersch-Whitman-Kenen
argument were weak, but that argument causes the curve to be flatter
than it would otherwise be and means that the curve need not have
a positive slope throughout its entire range.

Figure 8 describes the other net benefits (Up) associated with ex-
change-rate flexibility. It reflects the fact that transactions cost under
a system of floating rates rises with openness, as shown in Figure 1B,
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Openness

Ficure 8. The “other” net benefits of flexible exchange
rates.

and that the utility associated with the increased freedom to select the
optimum trade-off between inflation and unemployment declines with
openness, as shown in Figure 2. The shapes of both curves imply that
Ug will be downward sloping, falling from positive values for very
closed economies to negative ones for very open ones.®

According to Figure 9A, where both U, and Uy are shown, the bene-
fit of giving up exchange flexibility to join a currency area exceeds the
cost if and only if the economy is more open than O". Assuming that the
slope of U, is always greater than the slope of Up (which seems rea-
sonable but not necessarily valid), the gain from joining a currency
area is greater the more open the economy. On the other hand, Kenen

5 Thus Figure 8 is essentially the vertical summation of Figures 1B and 2. Figure
7 takes into account the effects of disturbances on the usefulness of money and the
efficiency of resource allocation. As a result, many of the considerations underlying
the construction of Figure 1A also underlie Figure 7.
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has argued that relatively more open economies make better candidates
foT currency areas. If one accepts the Giersch-Kenen-Whitman hypoth-
esis, U, might have the shape shown in Figure 9B. In that case, if a
freely floating rate is the only alternative to membership in a cur;ency
f:trea, Kenen’s view may well be appropriate in a local sense but not
in a global one according to the judgments we have built into our
analysis.

Figure 9B shows three crossovers between the two curves. According
to this figure, for economies with openness less than O; or between O,
and Oj, floating exchange rates are preferable to membership in a cur-
rency area, but for economies with openness between O; and O, or
greater than O3, membership in a currency area is preferable to freely
floating exchange rates. Thus, within a certain range increasing open-
ness improves the case for flexibility. Still, the fact remains that, given
what we believe to be sensible assumptions about the end points, of our
curves, very open economies (greater than Oj) should join currency

areas, and very closed economies (between 0 and O;) would do better
to float their currencies.

6.3 Applications of the Model

A few applications.of this graphic model will illustrate some of the
conclusions worked out in earlier sections. Suppose that the foreign
economy is particularly disturbance prone, or that the foreign authori-
ties are particularly unwilling or unable to stabilize their economy.
This shifts EE in Figure 6 upward and U, downward. These disturb-
ances should also cause the purchasing power of the foreign currency
to be unstable. This low liquidity of the foreign money means that
adopting a floating rate will be more likely to improve the liquidity of
the domestic currency and increase domestic-money illusion. With do-
mestic residents less likely to use the foreign money as a standard of
deferred payments in explicit and implicit contracts, the Phillips curve
is more likely to remain a relationship between unemployment and
inflation denominated in the domestic currency, even under a flexible
exchange rate. As a result, adopting a floating rate is more likely to
result in a real increase in autonomy for domestic policy makers. Thus
Up shifts upward, and the shifts in both U, and Uy increase the desiraz
bility of floating rates.

Now suppose that for some reason discretionary fiscal policy is in-
effective, so that the interest rate is the only policy tool available to the
stabilization authority. If capital mobility is high within a currency
area, adopting floating exchange rates will increase the efficacy of mon-
etary policy and greatly enhance the ability to adjust to all disturb-
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ances. This will shift U, downward and increase the gain from adopt-
ing floating exchange rates.

High labor mobility between regions facilitates adjustment by re-
ducing disequilibrating differential wage trends between regions, and
enables a region to adjust to a change in the equilibrium terms of trade
with less change in real per capita incomes or unemployment. While
labor mobility improves adjustment under both systems, it confers a
greater improvement upon a country under fixed rates. Thus it causes
U, to rise. It should also increase the liquidity of domestic money
under both systems, but more under fixed rates, resulting in a down-
ward shift of Up; on both counts it makes membership in a currency
area seem more advantageous. As indicated in Chapter 4, an increase
in internal labor mobility, price flexibility, or elasticities in the foreign-
exchange market would bave these same effects, as would an increase
in government transfers and structural policies designed to facilitate
adjustment or reduce the need for it. Thus, while openness is the
variable on the horizontal axis in each of our graphs, we do not mean
to imply that it is the only determinant of the choice of an optimal
exchange-rate system. Quite the contrary: each of the factors we have
considered causes the configuration of these curves to be altered, and
it may well be that certain relatively open economies should opt for
variable exchange rates while other economies that are considerably
less open should join currency areas.

6.4 Managed Flexibility versus Membership in a Currency Area

Now let us consider the effect of managed flexibility. First, we con-
sider adopting a predictable crawling peg with a very narrow band
and a very slow rate of crawl. U, in Figure 9C shows that the cost of
adjustment under a crawling peg minus that for a member of a cur-
rency area is negative throughout the entire range, because under a
crawling peg money illusion could be maintained even in very open
economies. Us4 would be very close to zero, however, falling only
slightly below the horizontal axis, since adjustment under a pre-
dictable crawling peg and within a currency area would be similar.
The advantage of a crawling peg is that it makes possible the selection
of the most desirable point on a Phillips curve without much sacrifice
in the usefulness of money. Thus, as shown in Figure 9C, Up for a
crawling peg versus a currency area would have the same basic shape
as for a freely floating rate versus a currency area, positive for low
openness and negative for very open economies. It would lie above the
Uy of Figures 9A and 9B to the extent that a crawling peg does not
reduce the usefulness of money and money illusion by as much as it
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would under a regime of market flexibility. However, U would lie
below the U, of Figures 94 and 9B 4 ¢, extent that crawling peg
does not permit the same freedom g4 market flexibility to choose
ngroeconorr}ic targets and use certaip, policy tools for internal balance.
ﬁxedncfler a w1df3r band, Where the I'imits of permissible fluctuations are
or eternity, a sufficiently wide band will cause adjustment to
resemble that under freely floating exchange rates except where a
strong trend 1's' present. This is also true of the costs associated with the
'lisz of d‘Or.n‘eSth money. However, the major benefit offered by unlim-
ite flex1b1]1ty but not by a wider band alone is the freedom to select
tbe time path of the price level entirely on the basis of domestic con-
siderations. As the band width becomes smaller, adjustment under
fixed rates and the wider band becomes more simi’lar- just as with the
crav‘fhng peg, Uy shifts closer to the axis from its posit;on when a freely
ﬂoatlng rate is being considered as the alternative to membership in a
currency area. Uy (as for the Crawling peg) may shift either up or
down, because a wide band may entail more domestic-currency illusion
t.han freely floating rates but it destroys the power to choose the op-
timal point on the Phillips curve without regard to the balance-of-
Payments constraint.

Of course, this series of graphs does not prove anything, because
any change in the circumstances facing a country is likely’to cause
many of these curves to shift to some extent, often in conflicting direc-
thIlS‘. However, it does provide a framework, albeit imperfect, for
dealing with the choice between fixed and flexible exchange ratés. It
forces. us to consider the effects of any change in parameters on the
most important aspects of the system within a more general framework
than has previously been available, Therefore, it may at a minimum
help prevent us from jumping to premature or erroneous conclusions
based upon more partial analysis.
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7 Concluding Remarks: The Need for Merging
Empirical Research with Theoretical Constructs

To maximize the usefulness of money, there should probably be a
single world currency.* This would not require a full-fledged world
government, and the high capital mobility fostered by a world cur-
rency would greatly ease the financing of deficits. The institution of
a world currency would not be without costs, however. At a minimum,
constraints would have to be placed on the freedom of each country to
create money as it desired, and countries would forfeit the ability to
use external measures such as exchange-rate adjustments to escape
domestic deflation in the face of payments deficits. High capital mobil-
ity would not eliminate the need for explicit adjustment policies under
all circumstances, as is indicated by the problems of depressed regions
within countries. For many countries, the costs of relying for interna-
tional adjustment upon existing mechanisms for interregional adjust-
ment and financing within a country would be too great to be out-
weighed by the benefits of a world currency. Thus the world is not,
at least at present, an optimum currency area.

The literature on optimum currency areas focuses upon the factors
which make countries better or worse candidates for joining together
to form a currency area. These include both systematic tendencies in
the size, nature, and source of the disturbances countries face and the
factors influencing the ease of adjustment to imbalances, such as the
degree of wage and price flexibility, labor and capital mobility, open-
ness, and the size of the economy.

To consider these factors, we have attempted in this paper to present
a more general framework than is currently available in the literature.
However, as has been indicated in our critical review of the literature,
there is no general agreement on the relative quantitative importance
of many of these factors. It is rather widely accepted that the United
States should not be divided into smaller currency areas and that
“banana republics” are too small to adopt freely floating exchange
rates, but there is still considerable disagreement over the best ex-
change-rate system for most intermediate countries, even those as
large as Canada and Germany.

Nor can we be satisfied with the theoretical treatment of all the
issues raised in this study. Among the topics that need considerably

1 Possible exceptions to this conclusion are discussed in Chapter 2.
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more treatment are the effects of alternative exchange-rate systems on
inflation-unemployment trade-offs under different types of disturbances
and the effects of alternative exchange-rate systems on a broader range
of macroeconomic objectives, including trade-offs between employ-
ment and optimal patterns of consumption and investment. Our theo-
retical understanding of many of the most important trade-offs affect-

. ing the desirability of joining a currency area and our qualitative

analysis of the major relevant factors far exceed our empirical know!-
edge of the key parameters.

In part, this is because of the difficulty of obtaining such knowledge.
In part, it is due to a failure to undertake feasible empirical investiga-
tions of the key determinants of optimal or desirable exchange-rate
arrangements for different types of economies. We hope that the frame-
work of analysis laid out in this paper, far from definitive as it is, may
prove useful in focusing studies on these questions. ’

Careful case studies may be particularly useful in this regard to
build up data points for comparisons across countries of different size
and structure.? Likewise, it would be useful to extend Cooper’s recent
analysis of the inflationary impact of currency devaluation in a number
of developing countries (1971a and 1971b) to attempt to ascertain
how strongly openness affects the impact of exchange-rate changes on
domestic price levels. Several recent studies of the international trans-
mission of inflation and the inflationary impact of exchange-rate adjust-
ment have yielded some useful information on this subject. For a
review of recent studies, see Sweeney and Willett (1975).

Study of questions related to the theory of optimum currency areas
may contribute to our understanding of the pure theory of money and
the relative importance of the functions money performs (e.g., see
Klein, 1974). For instance, how large are the economies of scale,of a
currency domain? Are they so substantial that one national currency
will eventually dominate the entire world, as some foresee, or would
the economies of further extension become so slight after some point
that many independent currencies would continue to exist, even
though one currency might dominate international transactions? Or
as Grassman’s (1973) work suggests, have many theorists tended to
overestimate the tendency for a single currency to dominate even in

2 See, for instance, Maynard’s (1970) study of the likely effective scope for
monetary independence in Liberia (he concluded that there was little) and Dunn’s
(1970) study of the effects of flexible exchange rates on internal prices in Canada
Dunn found that there was little, and on this count Canada would appear to b(;
relatively closed. However, the relatively small range of fluctuation in Canada’s
exchange rate may account for this lack of effect. ‘
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international transactions? Grassman found that while the dollar
tended to be the most dominant third currency used in the financing
of trade, the bulk of trade for the countries in his sample was denomi-
nated in the currency of either the exporter or importer. Such evidence
would support the view that individual national currencies have con-
siderable durability and that the tendencies toward the development
of a single world currency are considerably weaker than has been
implied in many discussions of the benefits of international money.
Another important question is the relative importance of size and of
various measures of openness in determining the usefulness of domes-
tic currency. The evolution of the use of composite currency units may
provide useful information on some of these questions. For instance,
various composite currency units such as the Eurco (a weighted aver-
age of nine European currencies) and the basket SDR (a weighted
average of sixteen major currencies including the dollar) should be
superior to national currencies as a standard of deferred payments, but
they should at least initially carry greater transactions costs. Likewise,
within the realm of composite currency units, standardization of units
would reduce transactions costs, while a multiplicity of units would
provide individual transactors with stores of value and standards of
deferred value that more closely fit their individual needs. Careful
study of developing patterns in the use of composite currency units
may thus offer valuable information on the relative importance of some
of the functions performed by international “monies” (see, e.g., Asch-
heim and Park, 1976).

How is the relative importance of the unit-of-account and store-of-
wealth functions of a currency affected by alternative varieties of
increased exchange-rate flexibility, both directly and indirectly via the
effects of different systems on financial policies (e.g., greater or lesser
disciplinary effects)? For example, switching from an adjustable to
a crawling peg might substantially increase the liquidity of a currency,
especially if it were combined with generous official financing of short-
term fluctuations in the balance of payments. Furthermore, to the ex-
tent that exchange-rate movements are the result of differing rates of
inflation, there would be a tendency for interest differentials to adjust
in a manner that would stabilize the external purchasing power of do-
mestic interest-bearing assets.

Such considerations suggest that it would be fruitful to extend the
optimum-currency-area approach to consider optimal arrangements for
limited exchange-rate flexibility between different types of economies,
both in the long run and during transition periods, and, in paraphrase
of Grubel (1973b) and Makin (1975), to consider the “optimum time
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dimension of fixed exchange rates.” Indeed, as is particularly evident
from the sections of this paper on macroeconomic stabilization, when
pushed to any extent the question of optimum currency areas (’luickly
becomes the more general question of optimum exchange-rate arrange-
ments, for whether the formation of a currency area is desirable or not

may depend crucially in many instances on what type of exchange-rate

system will be used if the currency area is not formed. For instance
it is not difficult to conceive of circumstances under which the forma:
tion of a full-fledged currency area would be more desirable than
maintenance of an adjustable-peg system but inferior to a system of
sliding parities or perhaps even floating rates.

The theory of optimum currency areas provides theoretical insights
that can be applied directly to such questions and forces researchers to
attack the issues not in the abstract all-or-none terms of much of the
debate over fixed versus floating rates, but rather in terms of the search
f9r the major factors that influence the relative desirability of alterna-
tive exchange-rate systems. In this way, the concept of optimum cur-
rency areas has made a powerful contribution to the mode of scientific

?nquiry into some of the major theoretical and policy questions of
international finance.
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