
AVOIDING MONETARY PROTECTIONISM:
THE ROLE OF POLICY COORDINATION
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By monetary protectionism, we refer to attempts to alter rea

exchange rates through a manipulation of monetary policy, with th~
hope of ultimately promoting a balance-of-payments objective. Ii
the case ofa deficit country, monetary protectionists call for an expan
sion of money growth. A monetary expansion, other things bein~



inflation could be applied to more productive uses under a policy of
price stability. Moreover, attempts to maintain nominal exchange
rates will not eliminate exchange rate uncertainty, since countries
inevitably will resort to periodic exchange rate realignments. Hedg-
ing exchange risk will remain an important aspect of international
commerce.



Exchange markets, like other asset markets, are highly efficient
processors of information. Forward-looking traders base spot and
forward quotations on all relevant, available information. Upon the
receipt of new, unanticipated information, traders revise their expec-
tations and their exchange rate quotations. The market pays substan-
tial rewards for investments in knowledge and provides few institu-



terms ol purchasing power parity. [ne problems associated wltfl
deriving purchasing power parity estimates of exchange rates are
well known. Accuracy assumes that an equilibrium base period is
chosen and that all subsequent shocks are monetary, in nature.
Because nonmonetary shocks can alter the equilibrium realexchange
rate over time, the original purchasing power parity estimate can
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assumed to be sticky, we would require a nonpriee mechanism to
accommodate the excess demand (see Stoekman 1988, 1990). Such
exchange rate adjustments promote mutually beneficial trades and
thereby enhance welfare.

The activist view, however, rejects floating rates because they
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cess. Inc mood also assumes tnat flat currencies are perlect substi-
tutes, but individuals typically hold portfolios of interest-earning
assets, not currencies. Evidence suggests that these assets are not
the perfect substitutes (see Hodrick 1987). The associated risk will
render exchange rates determinate.

Even if one accepts the indetermacy argument, it does not justify
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problem differently and, therefore, each has a separate prescription
for redressing it. West Germany, for example, regards the current~
account imbalances largely as a problem steming from U.S. fiscal
policies.

Another questionable aspect of international policy coordination
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current account was deteriorating rapidly, and evidence suggested
that the United States was becoming a debtor country for the first
time since World War I. U.S. manufacturers, facing increasingly stiff
competition worldwide, besieged Congress for trade legislation.
Most important, analysts increasingly linked the deterioration in
the external accounts with fiscal policies of the administration and



tflan any constituency tor price stability. Uonsequently, a polic’
that seems myopic from an economic perspective can be politicall’
farsighted.

Another seemingly attractive aspect of monetary protectionism i
that Congress and the administration canjustify it in terms ofbroade
macroeconomic considerations, such as exchange rate “misalign
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Countries interested in establishing exchange rate targets have a
strong incentive to collude in their efforts with foreign governments
(see Vaubel 1986). In the case where countries attempt to alter nomi-
nal exchange rates, such collusion provides tacit foreign approval of
these policies and limits the chances that a foreign government will
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Exchange rate movements can impart useful information for policy-
making, and exchange rate targets can sometimes be consistent with
a monetary policy of price stability.

As often as not, however, exchange rate policies conflict with price
stability. For example, U.S. intervention sales of dollars in 1989
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tion in the United States, which focuses monetary policy on achiev-
ing long-term price stability. This would do more to eliminate
exchange market uncertainty and to foster the efficient worldwide
use of real resources than any program to manipulate nominal
exchange rates.
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in the near term but not in the longer term. ‘[lie relative politica
demand for these two types of policies, therefore, will depend ii

part on whether the affected industries are perceived to face only
temporary or a longer-term competitiveness problem. In both cases
one should recognize that either policy achieves its intended distri
butional effects only by reducing total output and average rea



major changes in real interest rates and the real exchange rate were
primarily due to changes iii the taxation of capital income. In the
1985 Economic Report of the President, we wrote (p. 35):

It appears that the high level of real interest rates is in large part
attributable to the major change in [the taxation of business capital]
enacted in 1981, which raisedthe realafter-tax internal rateof return



and Razin (1986), and Bovenberg (1989). The more important ques-
tion here is whether the monetary authorities should try to offset
these effects of fiscal policy on real interest rates and the real
exchange rate. My answer, and surely that of Hoskinsand Humpage,
is “under no circumstances.” In the early 1980s, this would have
required a progressively large increase in monetary stimulus, which



rule, in summary, would stabilize the price level only by increasing
the variance of the output effects of unexpected changes in supply
conditions.

A central bank, I suggest, is better advised to follow a demand
rule. The bank, preferably with the endorsement of the political
authorities, would set a target path of total nominal demand for a



to resolveany remaining diH~rencesbetween those who favor a price
rule and those who favor a demand rule. I am pleased to report
that my conversations with members of the Federal Open Market
Committee suggest that they understand the advantages of an adap-
tive demand rule, although the public statements of several of the
members suggest that they favor a price rule. This is a technical



migratory marine life, and the few genuinely international pollution
sinks.

In most cases, our finance ministers and central bankers are not
the appropriate officials to send to meetings on these issues, In those
cases, they should stay home and put their own house in order.


