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Table 1 shows output growth rates since 1975 in
the United States and seven other industrialized econ-
omies. With the exception of Japan, US. output
growth over the 1975.76 period was stronger than
output growth abroad. Yet, during that period, the
trade-weighted foreign exchange value of the dollar
rose.

Since late 1976, U.S. output growth has significantly
accelerated relative to that of Belgium, France, Ger-
many, Italy, and the United Kingdom. These five cases
are consistent with the hypothesis that accelerating
U.S. output growth relative to output growth abroad
has caused the depreciation of the dollar.

Two cases presented in Table T contradict the
argument that the foreign exchange value of the dol-
lar should decrease (increase) when the U.S. econ-
omy expands more (less) rapidly than foreign econ-

ciating cwrency. For example, suppose an autoenomous in-
crease in U.S. output results from a technological innovation
raising U.S. producthty Even if a trade deficit results from
this auntonomous increase in U.S. real income, capital inflows
would be induced by the now higher real rate of retizn on
investment in the United States, There is no clear indication
of the direction of change in the foreign exchange value of
the dollar. Therefore, higher real income growth in the United
States than abroad does not, by itself, produce a deprecia-
tion of the dollar.

omies. Although output growth in Japan since late
1976 has been substantially higher than in the United
States, the value of the dollar in terms of the ven
has fallen sharply and steadily. Further, although
the value of the dollar in terms of the Canadian dollar
has risen steadily since fourth quarter 1976, U.S. out-
put growth has been significantly faster than that in
Canada. In the cases of both Japan and Canada (the
United States’ major trading partners), the view that
recent movements in the foreign exchange value of
the dollar have been in response to relatively more
rapid economic growth in the United States than
abroad is inconsistent with experience.

Thus, the hypothesis that exchange rates adjust to
offset differences in economic growth is not clearly
supported by the data. One limiting factor of this
hypothesis is that it overlooks the importance of the
impact of price differentials on international trade.
For example, a U.S. resident might buy a new car
if his real income increases. However, the choice be-
tween a domestically or foreign produced car depends
upon, among other things, price differentials. The al-
ternative hypothesis which incorporates these price .
effects explains movements in the foreign exchange
value of the dollar over the 1975-78 period better than
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the one which relies solely on differential rates of
growth,

AN ALTERNATIVE VIEW OF
EXCHANGE BATE MOVEMENTS

Another explanation of the primary cause of changes
in the foreign exchange value of the dollar, which
takes account of the association between exchange
vates and Inflation differentials, views exchange rate
movements as essentally monetary phenomena, in-
fluenced strongly by such factors as momey stock
growth.® Real factors, such as output growth, also are
recognized as affecting exchange rate movements, but
through monetary channels.” When exchange rate
movements are viewed within a monetary framework,
changes in exchange rates reflect relative changes in
excess money stock growth.

Excess Money Stock Growth

When the U.3. money stock, for example, is greater
than the amount people desire to hold (given the
prevailing levels of real income, interest rates, prices,
and price expectations) an excess supply of money
exists in the United States. As people attempt to re-
duce their holdings of money to desired levels, spend-
ing will rise. The increase in spending will be dis-
tributed among goods and services, including both
real and financial assets. If the increased spending is
not accompanied by a similar rise in the supply of
goods and services, US. prices will rise. Although
price increases temporarily stimulate ocuiput growth,
the long-term pattern of output growth is limited by
resource growth. If the U5, money stock continues
to exceed the amount of money people are willing
to hold, total spending will continue rising, but only
in the form of rising prices, In this framework, excess
money stock growth is the primary cause of inflation,
and changes in excess money stock growth are mani-
fested by changes in the rate of inflation.

The dollar “price” of foreign currencies will also
rise — that is, the foreign exchange value of the dollar
will fail —if there is excess money growth in the
United States, but not abroad. The rise in spending re-

8See Harry G. Iohnson, “The Monetary Approach to Balance-
of-Payments Theory,” Further Essays in Monetary Feonomics
{Cambridge: Harvard University Press, 1973), pp. 22949,
and Jacob A. Frenkel, “A Monetary Approach to the Exchange
Bate: Doctrinal Aspects and Empirical Fvidence,” Scandi-
navian Journal of Economics, no. 2 (1978}, pp. 200-24,
T8ee Michael Mussa, “The Exchange Rate, the Balance of Pay-
ments and Monetary and Fiscal Policy Under a Regime of
Controlled Floating,” Segndinavien Journal of Economics, no.
2 (1676) pp. 237-38.
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sulting from an excess supply of money in the United
States will result in increased purchases of both do-
mestic and foreign goods, services, and financial as-
sets, If there is no excess money growth abread, for-
eign demand for U.S. goods, services and fnancial
assets will not rise immediately. Similarly, if excess
money stock growth exists both in the United States
and abroad, but that growth in the U.S. is more rapid
than abroad, then U.S. spending on foreign goods,
services and financial assets will rise relative to foreign
purchases in the United States. At the original ex-
change rate, the quantity of dollars which U8, resi-
dents will want to spend to purchase foreign goods
and services will be larger than the guantity of dol-
lars foreigners want to buy to make purchases in the
United States. As a result, the “prices” of foreign cur-
rencies in terms of the U.S. dollar will rise. In other
words, the value of the dollar in foreign exchange
markets will fall.

As this discussion indicates, exchange rate move-
ments are not caused by relative changes in money
stock growth rates, but by relative excesses of money
growth above the amount demanded in each country.
In attempting to determine if money growth has had
an impact upon exchange rate movements, changes
in the amount of money that people are willing to
hold {that is, the demand for money) are critical,
For example, the amount of money people are will-
ing to hold will increase if real income rises, if in-
terest rates fall, or if future inflation is expected to
decline. There is no reason to expect that the amount
of money that people are willing to hold will be the
same in all countries or that it changes at the same
rate in all countries.® Therefore, there is no reason
to expect relative money stock growth rates to egual
relative excess money stock growth rates.

As shown in Table II, money stock growth abroad
has been generally faster than that in the United
States since late 1976, For ecxample, between fourth
guarter 1976 and mid-1978. the money stock has
grown at a 12.1 percent annual rate in Germany and
a 9.3 percent rate in Switzerland. Over the same pe-
riod, the U.S. money stock increased at an 8.1 percent
rate. Yet between fourth quarter 19768 and second
quarter 1878, the value of the dollar in terms of the
CGerman mark and Swiss frane declined 18 and 275
percent, respectively. While changes in the demand
for money are difficalt to measure, the monetary in-

%8ee, for example, Michael J. Hamburger, “The Demand for
Money in an Open Economy: Germany and the United King-
dom,” Journal of Monetary Econowics {January 1977), pp.
25-40.
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terpretation of price determination implies that the
rate of inflation in each country can be used to indi-
cate the rate of excess money growth.®

Exchange Rates and Inflation Differenticls

As shown in Chart I, exchange rate movements
since the beginning of 1975 generally have been in
the appropriate direction to offset changes in relative
inflation rates.* QOver the 1575-76 period, U.S. infla-
tion, in general, decelerated relative to inflation abroad
and the foreign exchange value of the dollar generally
increased over this period. In the two cases where U.S.
inflation accelerated relative to that abroad, the for-
eign exchange value of the dollar behaved in the ex-

$For a discussion of the monetary interpretation of inflation,
see Denis S, Kamosky, “The Link Between Money and Prices
— 1971-78,” this Review {June 1978), pp. 17-23,

Changes in the demand for money explain why money
growth abroad can exceed U.S. money growth without pro-
ducing an appreciation of the dollar. Expectations can signif-
icantly influence exchange rates in the short run. Suppose
inflation is expected to accelerate in the United States but not
in Germany and Switzerland. This could cause a decline in
the demand for dollars and a corresponding increase in the
demand for marks and francs. I the supply of doflars on
foreign exchange markets is not sufficiently reduced, the dollar
will depreciate against the mark and franc.

10Fer another discussion of this point and a critical look at
the monetary approach see Stein, “The Mystery of the De-
clining Dollar,” pp. 3-5.

The relationship between inflation differentials and exchange
rates is not exact, especially in the short run. For example,
the existence of nontradable goods and services, transporta-
tion and brokerage costs, barriers to trade and capital Hows,
expectations, and government intervention in foreign ex-
change markets prevent changes in rates of relative inflation
from being perfectly reflected in changes in exchange rates.
Further, turning points in exchange rate movements and
changes in relative rates of inflation can be expected to differ
somewhat;, excess money growth affects inflation over time,
while exchange rates respond more quickly to monetary dis-
turbances, See Jacob A. Frenkel, “Purchasing Power Parity:
Doetrinal Perspective and Evidence from the 1920s,” Jour-
nal of International Economics (May 1978), pp. 181-88.

pected manner. U.S. inflation was accelerating rela-
tive to Swiss inflation over the 1875.76 period and
the value of the dollar in terms of the Swiss franc
declined. U.S. inflation also accelerated relative to
Canadian inflation between mid-1975 and mid-1976
and the U.S. dollar depreciated in terms of the Ca-
nadian dollar during this period.

There is a case, however, in which changes in the
foreign exchange value of the dollar and the rate of
U.S. inflation relative to inflation abroad do not ap-
pear to be in offsetting directions. Over the 1975-76
period, U.S. inflation accelerated relative to inflation
in the United Kingdom; however, the value of the
dollar in terms of the British pound did not decline.
In this case, the actions of national governments ap-
pear to have had a significant impact upon exchange
rate movernents over the 1975.76 period. During this
period, there were substantial sales of British pounds
by national governments, thereby contributing to sig-
nificant downward pressure on the foreign exchange
value of the British pound.

Since late 1976, however, U.S. inflation has in gen-
eral accelerated relative to inflation abroad and the
foreign exchange value of the dollar has, on balance,
declined since then. In the one case where U.S. infla-
tion has decelerated relative to inflation abroad, Can-
ada, the foreign exchange value of the U.S. doliar has
steadily risen.

The pattern of relative rates of inflation, in most
casges, showed a reversal around late 1976. The most
obvious cases are those involving the European coun-
tries. For example, consumer prices in the United

U fRcial sterling claims on the United Kingdom deckned
about 60 percent from 1974 to 1976. See International
Monetary Fund, Annuel Report 1878, p. B3,
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States increased at a 5.9 percent rate between first
guarter 1975 and fourth quarter 1976. The correspond-
ing rates of inflation for six Furopean countries were:
Belgivm (9.1 percent), France (8.6 percent), Ger-
many (4.7 percent}, Ttaly {15.7 percent), Nether-
lands (8.9 percent), Switzerland (2.1 percent), and
the United Kingdom (19.3 percent). Since fourth
quarter 1976, however, U.S. inflation has accelerated
to a 7.6 percent rate. In contrast, inflation in the Euro-
pean countries has decelerated: Belgium (5.3 percent),
France (2.2 percent), Germany (3.2 percent), Ttaly
{13.8 percent), Netherlands (5.0 percent), Switzer-
land (1.5 percent), and the United Kingdom (109
percent). In short, the monetary view of exchange rate
changes is consistent with the experience shown in
Chart 1.

SUMMARY

When exchange rate movements are viewed as
basically monetary phenomena, the declining foreign
exchange value of the dollar can be attributed to an
excessive growth of the money stock in the United
States relative to the monetary actions of other coun-
tries. Relative rates of economic growth, operating
through the demand for money, do have an impact on
the foreign exchange market. As real income grows,
the quantity of money demanded increases. If the
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quantity of money demanded in the United States
exceeds the amount supplied, all other factors con-
stant, the foreign exchange value of the dollar would
rise. Thus, a relatively rapid rate of U.S. economic
growth, if not resulting from monetary stimulus, con-
tributes to upward (rather than downward) pressure
on the foreign exchange value of the dollar.

However, other factors, such as expectations of
future aceelerations in the rate of inflation, can cause
a reduction in the quantity of money demanded. The
interaction of money stock growth and changes in
the demand for money is indicated by changes in the
rate of inflation. The decline in the foreign exchange
value of the dollar since late 1976 corresponds with
an acceleration in U.S. inflation relative to inflation
abroad.

The cause of both the relative acceleration in U.S.
inflation and the corresponding decline in the foreign
exchange value of the dollar are responses to relatively
more expansionary {or less resirictive} monetary pol-
icies in the United States than abroad. The future
course of the foreign exchange value of the dollar
depends fundamentally upon the success of U.S. mone-
tary policy in reducing the rate of inflation in the
United States relative to the future performance of
inflation in other countries.
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