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Editors’ Preface

Foreword

We met together in Florence - the cradle of the Renaissance civilization 
- for two main reasons: to honour the memory of Mr. Alberto Carmi, and 
to discuss, informally and without prejudice, the issues related to the 
Dollar.
Alberto Carmi was an entrepreneur able to combine the engagement in 
the industry arena and the civil commitment, with cleverness and the 
proper balance. 
We all agreed that the meeting purpose was met and that was then use-
ful to circulate through a larger audience the research documents pre-
sented and discussed at the Florence workshop. Although some papers 
were of a high quality, we asked the authors to allow us to publish them 
in their working paper version. Without any pretence of propose them 
as “refereed journal” contributions, we are sure that behind each paper 
there is a solid knowledge of the research issue, both on the theoretical 
and the practical grounds.
We do consider this meeting a great success since we were able to cal-
mly discuss the various aspects of the international currency issue. 
Mostly of the merit for achieving the goal of the meeting goes to Prof. 
Cristiano Zazzara, who was a patient plotter of the research program, 
and to Mrs. Monica Degl’Innocenti, who took care of the organization 
work outstandingly, adding to it the more sophisticated features of the 
Florence culture. 
We also express our gratitude to the Banca CR Firenze. Particularly, we 
thank the Chairman Mr. Aureliano Benedetti, who hosted the conferen-
ce in the historical headquarters in Via Bufalini, giving us an extremely 
refined hospitality and to Edoardo Speranza, Chairman of Ente Cassa 
di Risparmio di Firenze, for the support to the Conference.

Associazione Guido Carli
Fondazione Cesifin Alberto Predieri

Editors of the Journal of Financial Stability
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8 GIUSEPPE MORBIDELLI

I would like to thank everyone for being here on the Saturday of a bank 
holiday weekend. There can be a government crisis, an economic crisis 
or a moral crisis but there are no changes: such days are scrupulously 
treated as holidays. This is not just a mere habit but an established 
institution which is part of our material constitution.

The warm presence of so many participants is further evidence of the 
affectio which Alberto Carmi aroused in all those who were fortunate 
enough to have truly known him. I will confine myself to a pre-introduc-
tion because other speakers will commemorate him and will therefore 
describe his work and him as a human being. Other speakers will re-
mind us all of Alberto through some doctrinal reflections. In particular, 
however, I would like to thank Professor Paolo Savona because he has 
conceived and organised what is an important international Conferen-
ce from a scientific point of view. The theme of the Conference sounds 
technical: exchange lists and related subjects. Nonetheless, it is clear 
that behind exchange rates as institutions, the relationship between the 
dollar and the euro and the whole issue of exchange rates there lies an 
infinite number of ever changing economic and political problems. But 
there are also military and social problems which you can all apprecia-
te. The speakers will deal with all the various aspects of these issues. 

As far as I am concerned, I would just like to remind you that the 
quantitative monetary theory is now obsolete. This theory was ba-
sed on the quantity of the mass and the speed of circulation. It was 
somewhat like the theory which was commonly followed and applied 
in the ‘small Italy’ of autarchy when the Quota 90 was treated like a 
myth. The close interaction between money and production has long 
been known. Behind money and its value, in fact, there lie the country, 
the community, its points of reference, its production. Basically mo-
ney can be compared to blood because it runs through a country. Like 
blood, its pressure cannot be too high or too low because this would 
cause internal and external imbalances. Hence the belief by those 
who are known as ‘monetarists’ of the superiority of the monetary po-

Giuseppe Morbidelli
Chairman, Cesifin Alberto Predieri Foundation
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Ringrazio tutti della presenza, anche perché oggi è un giorno di ponte, 
il che anche se c’è crisi di governo, crisi economica, crisi morale, etc. non 
conosce flessioni, nel senso che è scrupolosamente osservato come festivo: 
costituisce infatti non un mero costume ma un istituto consolidato che fa 
parte della nostra costituzione materiale. 

D’altra parte la Vostra presenza così calorosa e numerosa non è altro che 
l’ennesima riprova dell’affectio che Alberto Carmi suscitava in tutti quelli 
che avevano la fortuna di conoscerlo davvero. Mi limiterò solo a una pre-
introduzione, perché altri hanno il compito commemorativo, cioè quello di 
tratteggiare la figura e l’opera di Alberto, e altri ancora hanno il compito 
scientifico, cioè di ricordarlo attraverso riflessioni di dottrina. Tengo tut-
tavia a ringraziare in particolare il Professor Paolo Savona, che ha idea-
to, impostato, organizzato dal punto di vista scientifico questo importante 
Convegno internazionale. L’oggetto del Convegno attiene ad un tema che 
potrebbe sembrare del tutto tecnico, che riguarda - come dire - i listini di 
cambio e connessi, ma in realtà dietro al cambio come istituto e al rapporto 
dollaro/euro e a tutta la tematica dei cambi stanno - come è evidente - tutto 
un tessuto infinito e in continuo evolversi e dispiegarsi di problemi econo-
mici e politici, ma anche militari e sociali che potete bene immaginare. I 
vari relatori  si diffonderanno da par loro su tutti i vari aspetti coinvolti.

Mi è sufficiente ricordare che è ormai acquisito, a differenza di quello che si 
riteneva un tempo, il superamento della teoria quantitativa della moneta, 
la quale si basava sulla quantità della massa e sulla velocità di circolazio-
ne, un po’ quella teoria che nella coscienza comune era seguita e praticata 
nell’”Italietta” dell’autarchia, quando si mitizzava la quota “novanta”. Or-
mai da tantissimo tempo si sa bene della stretta iterazione tra la moneta e 
la struttura produttiva, di modo che dietro la moneta e dietro il suo valore, 
stanno il Paese, la comunità, i suoi punti di riferimento, la sua struttura 
produttiva. Sostanzialmente la moneta è come il sangue che circola nel 
tessuto del Paese, e così come il sangue deve avere una pressione né troppo 
alta né troppo bassa, perché ciò arrecherebbe disequilibrio sia all’interno 
che all’esterno. Di qui il credo dei c.d. “monetaristi” circa la superiorità del-

Giuseppe Morbidelli
Presidente Fondazione Cesifin Alberto Predieri
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licy over other instruments of economic policy. Moreover, the policies 
followed by countries are behind the value of money, its repercussions 
on exchange rates and the income of these countries. But what poli-
cies are we talking about? Economic policies? Or other policies? And 
above all, with reference to the euro, the currency of a number of 
States, who has the sovereignty? The European Central Bank? The 
European Commission? Other European bodies? Or is sovereignty 
derived from the sovereignty of the States? But what is meant by 
sovereignty of member States given that monetary policy has become 
European and that, in turn, this policy has to be co-ordinated with 
other European policies and those policies for which member States 
are still responsible? 

The problem we are facing, and not only with reference to monetary 
policy, is the fragmentation of sovereignty. Not only does this make all 
policies more difficult but it also makes them imbalanced. Therefore, 
these policies always entail side effects, retaliations and contradic-
tions because there is no single sovereignty. No country is now supe-
riorem non recognoscens. In these times of Europeisation (with formal 
bonds too) and globalisation (with factual and formal bonds such as 
all the international agreements), talking about independent policies 
is not possible. In other words, the fact that States have lost their 
‘seigneury’ over exchange rates is only part of the debasement of tra-
ditional sovereignty. Behind the theme we are dealing with there are 
also problems relating to the overall industriousness, ingeniousness 
and dedication of the country. 

According to the title of the classic study by Adam Smith, the weal-
th of nations is behind money. In particular, however, this dialectic 
between economy and society which transpires in corpore vili throu-
gh monetary issues is a very important subject in itself. Let me say 
that this is also an issue which matches in particular the underlying 
objective of today’s programme: our tribute to Alberto Carmi as well 
as the tribute by the institutions we represent and by related scienti-
fic and business communities. Perhaps, or rather definitely, tributes, 
even though they are customary, are not quite right because the act 
of paying tribute is like a compulsory performance whereas this is 
certainly an extremely felt homage paid without any imposition wha-
tsoever. 
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la politica monetaria riguardo agli altri strumenti di politica economica. 
Peraltro sta sempre il fatto che dietro il valore della moneta e con esso die-
tro le conseguenze sul piano degli scambi e quindi del reddito dei relativi 
Paesi stanno le politiche di Paesi stessi. Ma quali politiche? Quelle econo-
miche o altre ancora? E soprattutto, con riguardo all’euro che è moneta di 
più Stati, qual è la sovranità che vi sovrintende? E’ la sovranità della ban-
ca centrale? E’ la sovranità della Commissione europea? E’ la sovranità di 
altri organi europei? O è il derivato della sovranità degli Stati? Ma qual è 
la sovranità degli Stati membri atteso che la politica monetaria è europeiz-
zata, e che a sua volta tale politica va coordinata sia con le altre politiche 
europee, sia con le politiche ancora di competenza degli Stati membri.

Il problema che ci troviamo davanti, e non solo in tema di politica mo-
netaria, è invero quello della frantumazione della sovranità, la quale 
finisce per rendere non solo più difficili, ma anche disiquilibrate tutte le 
politiche, le quali hanno continuamente una serie di controindicazioni, 
di contrappassi, di contraddizioni per l’assenza di un riferimento uni-
tario di sovranità. Nessun Paese è ormai superiorem non recognoscens. 
In tempo di europeizzazione (con vincoli anche formali) e comunque di 
globalizzazione (con vincoli fattuali ma anche formali: si pensi a tutta la 
rete di accordi internazionali), non è possibile neanche parlare di poli-
tiche autonome. In altri termini il fatto che gli Stati abbiano perduto la 
“signoria” dei cambi, è solo una parte del fenomeno di svilimento della 
sovranità tradizionale. Fatto sta che dietro il tema che affrontiamo stan-
no anche problemi attinenti all’operosità del Paese, all’ingegno del Paese, 
alla dedizione del Paese in tutte le sue componenti. 

Dietro alla moneta sta la ricchezza delle nazioni secondo anche il titolo 
del classicissimo studio di Adam Smith. In particolare però questa dia-
lettica tra l’economia e la società che traspare in corpore vili attraverso le 
tematiche monetarie è un tema di grande rilievo di per sé, ma è un tema 
che si adatta in particolare a quello che, mi sia consentito, è l’obiettivo di 
fondo anzi scolpito nel programma odierno: un tributo ad Alberto Carmi 
da parte nostra nonché delle istituzioni che esprimiamo, nonché ancora 
delle comunità scientifiche e imprenditoriali sottese. Forse, anzi sicura-
mente, il termine tributo, anche se di rito, non è esatto, perché tributo 
significa una prestazione coattiva, mentre invece questo è sicuramente 
un atto di omaggio sentitissimo, senza nemmeno un minimo di imposi-
zione.
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Alberto - and others will outline this better than me - saw the relation-
ships between society, finance, business, labour and credit very clearly. 
We are dealing with a single issue which cannot be split into waterti-
ght compartments. In fact, sectorial or special techniques or discipli-
nes, such as the ones which underlie monetary theories, must begin 
from a general vision of society as well as its development, economy 
and needs. Just think about what Keynes’ theories meant last century 
in terms of a strong economic development and satisfaction of needs. 
Alberto saw businesses as the engine of our society and therefore its 
wealth. In turn, this enabled re-distribution and therefore the econo-
mic and civic progress of society. He did not see businesses just in ter-
ms of profits and as entities closed in on themselves. He saw them as 
capable of re-balancing progress and society. In my opinion, this vision 
of Alberto made him a true follower of the Enlightenment, or rather, 
a physiocratic follower of the Enlightenment because he believed in 
fundamental values which were linked to fundamental communities, 
particularly the family and the local communities and interests. The 
historical expressions, symbols and, at the same time, the drivers of 
progress of these values are interwoven with the values themselves. 
No-one better than him could have understood, followed and interpre-
ted banks’ foundations which were linked to the economy and social 
and cultural development, that is to say the overall development of 
society. Society can never be seen in quantitative terms but must have 
cultural wealth which, in turn, is a production factor (just think about 
the virtuous effects of scientific research and the dissemination of 
knowledge). There is a parallel between studying money and remem-
bering Alberto. Just as money is the meeting point between wisdom, 
talent and commitment by nations, so Alberto’s activities were always 
a sort of meeting place between entrepreneurial development and the 
social and cultural development of society which he always understood 
in terms of underlying values. These values are not directly economic 
but are generators and factors of economic results, that is to say of 
wealth as an asset which is distributed in a balanced manner within 
society. 

Let me now make a personal remark which, however, gives meaning to 
- and describes better than many words - Alberto’s activities and per-
sonality. As you can imagine, foundations are not just meeting points 
for cultural and historical values. They are also the meeting points for 
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Alberto – e altri lo illustreranno molto meglio di me - aveva comunque 
ben chiari i rapporti tra la società, la finanza, l’impresa, il lavoro, il 
credito. Siamo di fronte ad un fenomeno unitario, che non si può divi-
dere per compartimenti stagni. Ed infatti tecniche o discipline quanto 
mai specialistiche e settoriali come quelle che esprimono le teorie mo-
netarie non possono non partire da una visione generale della società, 
del suo sviluppo, della sua economia, dei suoi bisogni. Basta pensare 
a tutto quello che hanno significato nel secolo appena passato ai fini di 
un forte sviluppo economico e di una soddisfazione dei bisogni, le teorie 
di Keynes. Alberto vedeva nell’impresa il motore della nostra società, e 
dunque la sua ricchezza, che a sua volta consentiva la ridistribuzione e 
dunque il progresso economico e civile della società. Non vedeva l’impre-
sa come un risultato quantistico di utili chiusa in se stessa, ma la vedeva 
appunto nella sua funzione di riequilibrio sociale e di progresso. A mio 
avviso Alberto in questa sua visione era proprio un illuminista, anzi un 
illuminista fisiocratico, perché credeva in valori di fondo che erano quelli 
connessi alla comunità di base, in particolare alla famiglia, alla comuni-
tà locale, agli interessi radicati nel territorio e, imbricate a questi valori, 
anche tutte quelle che ne erano le espressioni storiche e i simboli, e nel 
contempo i fattori del progresso. Nessuno meglio di lui avrebbe potuto 
comprendere, seguire, interpretare il percorso delle fondazioni bancarie: 
legate ad un tempo e all’economia e allo sviluppo sociale e culturale, e 
cioè allo sviluppo a tutto tondo della società la quale non può mai essere 
chiusa in una cornice meramente quantistica, ma deve avere una ric-
chezza nel senso culturale, che a sua volta è fattore di produzione (basti 
pensare agli effetti virtuosi della ricerca scientifica e della diffusione del 
sapere). In fondo c’è un parallelo tra lo studio della moneta e il ricordo di  
Alberto Carmi. Così come la moneta è il punto di incontro tra l’economia, 
la saggezza, l’ingegno e l’impegno delle nazioni, così anche l’attività di 
Alberto è stata sempre una sorta di luogo geometrico d’incontro di questi 
due profili: lo sviluppo imprenditoriale e nello stesso tempo lo sviluppo 
sociale e culturale della società che lui ha sempre inteso tenendo presente 
i valori di fondo che di necessità non sono direttamente economici, sem-
mai fucine e fattori dei risultati economici, cioè della ricchezza intesa 
come bene che si diffonde in maniera equilibrata nella società. 

Una piccola notazione personale che però dà il significato e scolpisce 
meglio di tanti altri discorsi l’attività e la personalità di Alberto: come 
potete immaginare le fondazioni non sono solo il luogo geometrico di 
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many people who go there to discuss the problems of their institutions, 
the public and private organizations they manage, their cultural, chari-
table and promotional initiatives, etc. Alberto used to receive and listen 
to them all. He would get them to talk, he would ask them questions 
which were relevant and based on good, old-fashioned common sense. 
He was not someone who would say ‘yes, definitely’ or ‘take it easy’ or 
‘there are no problems’ as politicians (and others) often say. He was 
extremely firm but kind in saying ‘no’ whenever he thought that for 
one reason or another the pre-requisites to satisfy the demand were not 
there. However, those, and I mean all of them, who left Alberto’s office 
would leave smiling. I am not saying satisfied but convinced because 
behind Alberto’s arguments there was always - and I was not talking 
about the Enlightenment by chance - the power of reason and commit-
ment. It is this power that pushes all of us to carry on with his work 
both at scientific and operational levels.

Goodbye Alberto, we will miss you even more as time goes by. However, 
Your ideas, Your resolve, Your way of thinking and solving problems, 
Your way of talking and consulting with others, Your bird’s eye view of 
every situation will spur us to try even harder to extract that ‘virtuosity’ 
which will continue to hand down Your memory and help us carrying on 
with Your mission, particularly in favour of Ente Cassa di Risparmio 
into which you tirelessly poured an enormous amount of energy until 
the very last.
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incontro di valori culturali e storici ma sono anche il luogo di incontro 
di molte persone che vengono a far presenti i problemi delle loro istitu-
zioni, degli enti pubblici e privati che amministrano, delle loro inizia-
tive culturali, benefiche, promozionali etc. Alberto riceveva tutti e tutti 
sentiva, li faceva parlare, faceva domande pertinenti e ispirate al buon 
senso antico. Non era un uomo il quale diceva “sicuramente sì”, oppure 
“stai tranquillo” oppure “non ci sono problemi” come fanno molte volte i 
politici (e altri ancora), era invece oltremodo deciso (quanto cortese) nel 
rispondere in senso negativo quanto riteneva che per un motivo o per l’al-
tro non ci fossero i presupposti per soddisfare le richiesta. Però tutti, dico 
tutti, quelli che uscivano dalla stanza di Alberto, ne uscivano con un sor-
riso, non dico soddisfatti, ma comunque convinti, perché dietro ad ogni 
argomento di Alberto c’era sempre, non a caso parlavo di illuminismo, la 
forza della ragione e dell’impegno consapevole ed è quella appunto che 
induce tutti noi a proseguire il suo lavoro, sia a livello scientifico, sia a 
livello operativo. 

Addio Alberto, ci mancherai sempre di più, ma nel contempo sempre di 
più cercheremo di cogliere dalle Tue idee, dai Tuoi proponimenti, dal Tuo 
modo di ragionare e di risolvere i problemi, dal Tuo modo di interloquire 
e di consultare gli altri, dalla Tua visione a tutto tondo di ogni circo-
stanza e di ogni vicenda, quel “precipitato virtuoso” che contribuirà sia a 
tramandare la Tua memoria sia ad aiutarci nell’impresa di continuare 
la Tua missione, soprattutto in favore dell’Ente Cassa di Risparmio, per 
cui con grande dispendio di energia e di salute Ti sei sacrificato sino 
all’ultimo.
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Edoardo Speranza   
Chairman, Ente Cassa di Risparmio di Firenze

Pia Teresa, Donatella, Simonetta,
Ladies and Gentlemen,

Alberto Carmi would be very happy to be here with us at this collo-
quium on the dollar and the international monetary policy which has 
been organised in his honour, not only because we are publicly paying 
tribute to him but, most importantly, because he would have found the-
se issues riveting and of great interest. 

In the last years of his life, I had the chance to be close to him and to 
attend conferences, debates, meetings of boards of directors and advi-
sory committees with him on an almost daily basis. However, and most 
importantly, I had the possibility to exchange views with him. 

He had many interests, his life was characterised by numerous com-
mitments and lot of achievements at a national, regional and local 
level. 
But finance was his most heartfelt and genuine interest. He used to 
talk to me about monetary matters, financial markets, his real estate 
investments, stock markets, the results achieved thanks to his fore-
sight, which, especially in one case in Florence, enabled him to make 
considerable capital gain. His smiling face and his bright eyes were 
always expressing joy. He closely followed events in the Italian and 
international world of finance and, almost every day, he met or spoke 
on the phone with his personal consultants and with the ones of Ente 
Cassa di Risparmio. Yes, I truly believe that this meeting is the best 
way to remember him.  His great interest in finance was probably due 
to his father, a competent stockbroker from Genoa who was forced to 
leave his job during the racial persecution of the Jews and move to 
Tuscany.  After attending the Barnabites’ High School in Genoa, young 
Alberto left his hometown and moved with his father in the “Serre” 
estate near Siena. 

However, I am convinced that in his heart he felt nostalgic for his fa-
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Pia Teresa, Donatella, Simonetta,
Signore e Signori,

Alberto Carmi sarebbe molto felice, se fosse fra noi a questo colloquio 
sul dollaro e sulla politica monetaria internazionale, promosso in Suo 
onore. Non soltanto per il tributo che gli viene pubblicamente dato, ma 
soprattutto per il tema che, per certo, sarebbe stato da lui profondamente 
sentito e lo avrebbe avvinto.

Negli ultimi anni ho avuto la fortuna di essergli vicino e di partecipare 
quasi ogni giorno, con lui, ad incontri, discussioni, consigli di ammi-
nistrazione, commissioni consultive; ma soprattutto di avere personali 
scambi di opinione, fra noi due.

Era uomo di molti interessi, che ha vissuto una vita ricca di tanti impe-
gni e di molte soddisfazioni, sul piano nazionale, regionale e locale.
Ma il suo interesse più sentito e vivo era per la finanza. Mi parlava di 
problemi monetari, del mercato finanziario, dei suoi investimenti mobi-
liari, della situazione di borsa, dei successi ottenuti con la sua preveggen-
za che, soprattutto in una occasione fiorentina, gli consentì di realizzare 
una enorme plusvalenza. La sua faccia era ridente, i suoi occhi mostra-
vano la sua gioia. Seguiva gli avvenimenti della finanza internazionale 
e italiana con enorme attenzione e non trascurava, quasi ogni giorno, 
colloqui, magari telefonici, con consulenti personali e con quelli dell’Ente 
Cassa di Risparmio: si, è vero, questo incontro è proprio su misura; per 
ricordarlo nel modo migliore. A tale vero interesse per la finanza era sta-
to probabilmente orientato dalla esperienza del padre, ottimo agente di 
cambio nella sua Genova, che fu costretto ad abbandonare la professione 
durante la persecuzione razziale degli ebrei, e a trasferirsi in Toscana. Il 
giovanissimo Alberto, che aveva frequentato a Genova il liceo classico dei 
Barnabiti, lasciò anch’egli la sua città e venne con il padre nella tenuta 
agricola delle Serre, in provincia di Siena.

Nel suo cuore, però, rimase – ne sono convinto – la nostalgia per la pro-

Edoardo Speranza
Presidente Ente Cassa di Risparmio di Firenze
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ther’s profession and for the world of finance, whose importance he was 
already able to grasp as a child. 

At 17 Alberto started his career as an entrepreneur in the agricultural 
sector: he soon acquired the “San Gimignanello” estate and merged it 
with “Serre”, the family’s estate. He passionately and successfully devo-
ted himself to agriculture, something which he loved for his entire life. 
Perhaps, he loved it even more than his work in the industrial sector, in 
which he displayed his gifts of foresight, leadership and management 
too. Alberto Carmi had also inherited from his father the passion for the 
production and sale of travertine. After moving to Tuscany, in fact, his 
father had acquired the “Becagli SpA” company, to which Alberto later 
added the “SATT” company, thus creating one of the most important 
European groups in the sector.  

By virtue of his strong personality he was asked by farmers’ and 
industrialists’ associations to carry out important tasks. He repre-
sented the Confederation of Italian Agriculture in the Italian Fede-
ration of Consortia; he was President of the Italian Marble Indu-
stry, the European Federation of Marble Industry, the Association 
of Florentine Industrialists and Tuscany’s Regional Federation of 
Industrialists. 

I believe that he particularly enjoyed his time with Confindustria 
(Confederation of Italian Industry), when he was Member of the 
Executive Board during Giovanni Agnelli’s presidency. The presi-
dent that followed, Guido Carli, a good friend of his, appointed Al-
berto Carmi as Member of the Council and President of the Commit-
tee for Internal Relations, the national body which coordinates all 
local activities. 

Alberto Carmi was also member of the boards of several companies and 
organisations, for example the insurance company “La Fondiaria”, of 
which he was one of the most important Florentine shareholders.  

Alberto was highly regarded in every field, also by politicians, even 
if he never held any particular political office. He firmly believed in 
liberalism and was impartial in his judgements, even though he had 
clear ideas on the major Italian issues. Thanks to the high regard he 
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fessione paterna e per quel mondo finanziario del quale fino da bambino 
aveva avvertito l’importanza.

A 17 anni Alberto iniziò l’attività imprenditiva: anzitutto in campo agri-
colo, dove ben presto fece sua anche l’azienda di San Gimignanello, così 
integrando la fattoria di famiglia delle Serre e dedicandosi con passione 
e successo alla vita attiva dei campi, che egli ha amato fino al termine 
della sua vita; forse più dell’attività industriale, nella quale pure si ma-
nifestarono le sue grandi doti di previsione, guida e gestione. Alberto 
Carmi, infatti, aveva ereditato dal padre anche l’impegno imprendito-
riale nel settore della produzione e vendita del travertino, con l’acquisi-
zione dopo il trasferimento in Toscana, della Becagli SpA, alla quale poi 
Alberto aggiunse la SATT, realizzando un complesso di livello europeo, 
nell’ambito specifico.

La sua forte personalità indusse le categorie degli agricoltori e de-
gli industriali a offrirgli incarichi molto importanti. Rappresentò la 
Confagricoltura nella Federconsorzi; è stato Presidente Nazionale del-
l’Industria Marmifera Italiana e della Federazione dell’Industria Mar-
mifera della Comunità Europea; ha presieduto la Associazione degli 
Industriali fiorentini e successivamente la Federazione Regionale degli 
Industriali Toscani.

Credo che la sua esperienza più bella sia stata, in quel campo, durante 
la presidenza Agnelli quale membro del Consiglio Direttivo di Confindu-
stria, ma soprattutto nel periodo di presidenza del grande Guido Carli, 
con il quale aveva un forte rapporto di amicizia, che volle Alberto Car-
mi nella Giunta di Confindustria e lo fece nominare Presidente della 
Commissione per i rapporti interni, centro di regia nazionale delle realtà 
locali.

Alberto Carmi fu presente in moltissimi consigli di amministrazione, di 
enti e società, ad esempio, in quello de “La Fondiaria”, della quale è stato 
per anni uno dei più significativi azionisti fiorentini.

Alberto era molto stimato in ogni ambiente, anche nel mondo della politi-
ca, dove pure non ha mai avuto posizioni particolari e incarichi. Era un 
liberale nel profondo dell’animo ed era equanime nei giudizi, pur avendo 
opinioni molto precise e chiare sui grandi temi della vita nazionale. La 
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was held, he was named President of the Chamber of Commerce of 
Florence. He was responsive to the needs of all groups and he truly 
took every opinion, proposal and suggestion from all stakeholders into 
account. He was President of the Chamber of Commerce of Florence 
until February 1999 and we still miss him. 

He led the Ente Cassa di Risparmio from January 1993 to his death at 
the end of last year. His presidency coincided with the consolidation 
of an institution which, after creating a separate and independent 
company, i.e. Banca Cassa di Risparmio di Firenze had to be reshaped, 
redefined and given its own structure, new social aims and an 
effective management system. Alberto thus had to confront internal, 
consolidated traditions, but most of all the state institutions which 
planned and implemented inconsistent and contradictory legislative 
and administrative measures for a decade. These state interventions 
determined a long period of legal uncertainty and instability for the 
Foundations which, like the Ente Cassa di Risparmio, emanated from 
the banking system. 

We are not here to discuss such an absurd and difficult process, but 
I decided to mention that decade of hardships for Foundations in 
order to further highlight Alberto Carmi’s achievements. Indeed, he 
maintained the associative and private nature of the organization, 
he strongly opposed any interference from national and public 
institutions and, together with A.C.R.I. (the Italian Association of 
Savings Banks), he led the decisive legal battle which ended with 
the favourable judgement by the Constitutional Court in September 
2003. Alongside Giuseppe Guzzetti, Alberto Carmi plaid a decisive 
role as Vice President of A.C.R.I.  During that delicate period of time, 
he also carried out the difficult task of rebuilding, modernizing and 
innovating an organisation which was founded more than 170 years 
ago as a private, anonymous, non-profit organization. When Ente Cassa 
di Risparmio was first set up, its aims and structure were definitely 
innovative, but they had long become outdated and needed to be 
adapted to the current situation. The organization had been created 
in 1829 to provide social security through the collection of savings 
and it had later become an atypical bank. After its bank functions 
were assigned to a separate public limited company, Banca Cassa di 
Risparmio di Firenze, the Ente Cassa di Risparmio became one of its 
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stima nei suoi confronti lo portò ad essere nominato Presidente della 
Camera di Commercio di Firenze senza passare attraverso valutazioni 
di parte. Fu un presidente attento alle esigenze di tutte le categorie eco-
nomiche e seppe veramente ascoltare, come lui era solito fare, le opinioni, 
le proposte, i suggerimenti che gli venivano dagli ambienti interessati e 
dalla società civile. E’ stato Presidente della Camera di Commercio fio-
rentina fino al febbraio del 1999: ancora c’è nostalgia di lui.

Dal gennaio 1993 era stato chiamato a guidare l’Ente Cassa di Rispar-
mio di Firenze. La sua presidenza, che si è conclusa con la sua scom-
parsa, alla fine dell’anno decorso, ha coinciso con l’affermazione di una 
istituzione che, dopo aver dato alla luce una distinta entità avente na-
tura societaria, cioè la Banca Cassa di Risparmio di Firenze, doveva 
prendere nuova forma e darsi una precisa configurazione, scopi sociali 
definiti, una propria struttura e un metodo di gestione efficace. Doveva 
perciò confrontarsi con realtà interne e tradizioni consolidate, ma so-
prattutto con le istituzioni statuali, che per un decennio avrebbero pro-
gettato e realizzato, sul piano legislativo e amministrativo, una serie di 
interventi senza logica unitaria e perseguendo obiettivi contraddittori, 
così determinando un lungo periodo di incertezza del diritto in materia 
e instabilità nel sistema delle fondazioni che avevano, come l’Ente Cassa 
di Risparmio, origine bancaria.

Non è questa l’occasione per rievocare un processo tanto assurdo e diffi-
cile; se ho fatto riferimento al decennio di turbolenza che hanno vissuto 
le Fondazioni è per mettere oggi in luce l’opera che Alberto Carmi ha 
svolto per orientare l’Ente, per garantirgli il permanere della natura as-
sociativa e privata, per combattere sul piano nazionale le forti tentazioni 
di dirigismo, e anche di occupazione pubblica, e infine per giocare con
l’A.C.R.I. la battaglia decisiva che ha poi portato alla sentenza “liberato-
ria” della Corte Costituzionale del settembre 2003. Come Vice Presidente 
dell’A.C.R.I., al fianco di Giuseppe Guzzetti, Alberto Carmi, ha avuto un 
ruolo decisivo. In quel turbinoso periodo, ha contemporaneamente porta-
to avanti l’opera difficilissima di ricostruzione, restauro, innovazione di 
un Ente che era nato come privata società anonima, senza fini di lucro, 
oltre centosettanta anni orsono, con scopi e struttura allora innovativi, 
ma da tempo superati per gli eventi della storia: si trattava di adeguare 
alla contemporaneità e di far sviluppare un organismo nato nel 1829 
con finalità previdenziali attraverso la raccolta del risparmio, che poi 
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shareholders and established its new aims: to protect and promote 
local identity, sponsor cultural events, protect the environment, 
promote scientific research, provide support to disadvantaged people 
and foster civic progress. 

Alberto Carmi worked silently and tirelessly. He introduced new and 
effective guidelines and rules into the organization and made it truly 
independent and self-sufficient. Under his guidance the Ente became 
a driving force, not just by granting money, but by promoting projects 
shared by the community or often initiated by the Foundation itself. He 
always wanted to maintain a close link with Banca Cassa di Risparmio 
di Firenze and even when new legislation forced the Foundation to re-
linquish control over the bank, he always wanted the Ente to own more 
than 35% of the shares of the Bank. In 1999, he signed an agreement 
with two industrial partners, rather than just one, in order to allow 
the Foundation to maintain considerable influence over the bank’s de-
cisions. 

I have now reached the end of the tribute to Alberto Carmi as a public 
figure. However, I would like to add a more personal and heartfelt note: 
Alberto was an extraordinary man for the economic world and society, 
but, most of all, he was an exceptional “pater familias”.

He was a patriarch. In his heart he felt an ancestral sense of commit-
ment to his loved ones. 

The Family was his most treasured and cherished asset. I want to re-
member him as the ambassador of such fundamental value which can-
not possibly be dismissed by our community.
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era divenuto banca, sia pure atipica, e che dopo il conferimento della 
funzione bancaria, a una distinta società per azioni, era divenuto azio-
nista di quest’ultima e si era dato come scopo sociale quello di recupera-
re e valorizzare l’identità locale, nel perseguimento di finalità culturali, 
di valorizzazione del paesaggio, di ricerca scientifica, di salvaguardia e 
cura degli emarginati, di progresso civile.

Alberto Carmi ha lavorato in silenzio, ha dato una linea strategica al-
l’Ente, ha fatto approvare uno statuto esemplare, ha voluto una entità 
veramente indipendente, autonoma, autosufficiente, che sapesse costrui-
re non “erogando” ma sostenendo progetti condivisi e spesso ideati dalla 
fondazione. Ha sempre voluto che il legame con la figlia Cassa di Ri-
sparmio di Firenze fosse forte ed anche quando disposizioni legislative 
hanno imposto la rinuncia al controllo, ha voluto che la partecipazione 
dell’Ente nella banca rimanesse sempre superiore al 35% del capitale 
azionario e che anche il patto sociale stipulato nel ’99 non con un solo, 
ma – non a caso – con due soci industriali, assicurasse un ruolo, non di 
gestione o di controllo, ma certamente di influenza non minimale all’En-
te da lui presieduto.

Avrei qui terminato il ricordo del personaggio pubblico, ma lasciatemi 
ripetere una testimonianza che sento nel cuore: Alberto è stato un grande 
uomo nel mondo dell’economia e della vita civile, ma soprattutto è stato 
un ineffabile pater familias.

Era un patriarca, aveva nel suo spirito una esigenza ancestrale che lo 
legava ai suoi cari in modo totalizzante.

La Famiglia era il suo bene, la sua più sentita ricchezza. Così lo ricordo, 
portatore di un valore che ancor oggi, dobbiamo riconoscerlo, non può 
essere dismesso dalla nostra comunità civile.
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Dear Pia, Donatella and Simonetta, 
Dear friends,
Good morning. 

In my capacity as host, as Chairman of the Cassa di Risparmio I would 
like to welcome you all. Giuseppe Morbidelli and Edoardo Speranza have 
already talked at length about Alberto Carmi, so much so that they have 
left me no room to describe Alberto adequately. Therefore, I will speak 
very briefly about my relationship with him, in particular for the benefit 
of those friends who are not from Florence and who are not Italian. 

I would like to start by highlighting the fact that he was born in Genoa, 
a harsh and selective city. Even though he later became Tuscan, Siene-
se and Florentine, this was the imprinting left on his character: being 
selective and strict - with himself to start with. Although he had a clas-
sical education, as has already been stated, his general knowledge was 
vast, particularly in the fields of finance and agriculture. I do not want 
to dwell upon these subjects because they have already been dealt with 
much better than I could. Nonetheless, I do want to remind you of his 
low key approach in dealing with problems, an approach which bordered 
on modesty. He was also well aware that he had a strong personality as 
well as an exceptional ability, thanks to his enormous intelligence, to 
analyse problems and, at times, to get to the point immediately. This was 
the launch pad of his personal success. Even at a time – and I mean the 
last 50 years - when there were important personalities in Italy, with his 
reservedness he managed to build up a national cursus honorum, parti-
cularly in consideration of his appointments in Florence and Tuscany. 

He was appointed Chairman of the Ente Cassa di Risparmio di Firenze. 
This appointment, as many must have thought, is made after a lifetime 
of work and experience to recognise someone for his social merits. In 
short it is an honorary appointment. However, he was appointed Presi-
dent of the Ente Cassa in a particularly difficult moment: the 90s and 
the first years of the new millennium. During this time he was able to 
provide strong leadership to the Foundation. 

Aureliano Benedetti
Chairman, Banca CR Firenze S.p.A.
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Care Pia, Donatella e Simonetta,
cari amici buongiorno.

Vi saluto come ospite, come Presidente della Cassa di Risparmio. Giusep-
pe Morbidelli ed Edoardo Speranza, nel ricordare Alberto Carmi, hanno 
già detto tanto, mi hanno tolto tutto lo spazio possibile per poter anch’io 
illustrare adeguatamente la figura di Alberto e quindi molto brevemente, 
specialmente per gli amici non fiorentini, non italiani, vi parlerò soltanto 
del mio rapporto con Alberto Carmi. 

Vorrei premettere, insistere sul fatto che lui, nato a Genova, città dura e 
selettiva, aveva nel suo carattere questa impronta, anche se poi era dive-
nuto toscano, senese e fiorentino, questa impronta della selezione e della 
severità prima di tutto con se stesso. Un uomo di cultura classica, come 
è stato detto, ma di cultura vasta, specialmente nel campo della finanza 
e dell’agricoltura; non mi voglio soffermare su questi argomenti perché 
sono stati toccati molto meglio di come io potrei; voglio però ricordare che 
aveva un atteggiamento schivo nell’affrontare i problemi da rasentare 
quasi la modestia, ben consapevole peraltro di avere una forte persona-
lità e una capacità inconsueta, dovuta alla sua grande intelligenza, di 
analisi dei problemi e talvolta di immediata sintesi. Da questo scaturì il 
suo successo personale, anche in una Italia che in questo ultimo mezzo 
secolo ha visto personalità rilevanti, lui con la sua riservatezza in realtà 
ha avuto un cursus honorum di portata nazionale, specialmente per gli 
incarichi che ha avuto in Firenze e in Toscana. 

Fu nominato Presidente dell’Ente Cassa di Risparmio di Firenze, un in-
carico che, molti avranno pensato, si riceve dopo una vita di azione e di 
esperienze, come riconoscimento per meriti sociali, insomma un incarico 
onorifico; ed invece l’incarico di Presidente dell’Ente Cassa gli fu affidato 
in un momento assai difficile per le Fondazioni quale è stato quello di 
tutti gli anni novanta e i primi anni duemila e lui è riuscito a tenere 
saldo il timone delle sorti della Fondazione. 

Aureliano Benedetti
Presidente Banca CR Firenze S.p.A.
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I have to be honest with you: while I was listening to Mr. Morbidelli and 
Mr. Speranza commemorating Alberto, all the diuturnal conversations 
I had with him came back to me and it now seems unthinkable that he 
has left us. Because the greatness of Alberto Carmi was, until the very 
last moment, to have contributed his wisdom and experience without 
burdening others with the physical difficulties he experienced during 
his last days. He was always helpful and consulting him was always 
easy. He was very generous in this respect. I first met Alberto Carmi at 
the end of the 70s for professional reasons but for a while we only met oc-
casionally. Then, from the beginning of the 90s I was practically in daily 
contact with him. At the time we were dealing with huge issues: the new 
legislation for the Savings Banks, the problem of the Foundation which 
had cut itself off the bank, the restructuring of the bank, our ambition to 
have an independent bank characterised by a strong development and 
therefore a strong mutual commitment. I am talking about the two of 
us, but around us there were the Board of Directors of the Foundation 
– and Edoardo Speranza was Deputy Chairman of the Foundation – and 
the Board of Directors of the Bank – of which Giuseppe Morbidelli was, 
and still is, an authoritative member. Amongst other things, Giuseppe 
Morbidelli was Alberto Carmi’s legal consultant. It was a particularly 
difficult venture which at times wore us out physically because, I hasten 
to add, historical decisions had to be made. 

Those who have to make choices at a time when historical events 
affect the social structures are overwhelmed by their irrevocable na-
ture. Yet, he was able to do so with an incredible ability, that of paring 
problems down. I don’t know whether I have expressed myself clearly 
enough, but there are people who, when they have to face new pro-
blems relating to the life of their businesses, end up being overwhel-
med by them and are no longer able to solve them or solve them badly. 
With his snobbish modesty, yet conscious of his ability, Alberto was 
always able to decongest problems and, whilst doing this, he would 
apply a high level of consistency. I must admit that, sometimes, I did 
clash with him. I cannot say they were violent clashes, but we spent 
whole days arguing strongly and outlining our points of view whilst 
trying to deal with problems that were gripping us. I must say that 
I always saw in him a unique intellectual honesty and peerless no-
bleness of soul. I found this comforting because, as Chairman of the 
Bank, I was on the front line and I could not disappoint the Founda-
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Vi devo dire francamente che ora, mentre sentivo commemorare Alberto 
da Morbidelli e da Speranza, ricordando le mie diuturne conversazioni 
con lui di poco tempo fa mi sembra inimmaginabile che sia scomparso. 
Perché la grandezza di Alberto Carmi è stata anche quella di avere dato, 
fino all’ultimo momento, il suo contributo di saggezza e di esperienza 
senza mai far pesare il suo stato di difficoltà fisica degli ultimi tempi. Per 
noi era sempre disponibile, c’era sempre la possibilità di consultarsi con 
lui, in questo era molto generoso. Vi devo dire che ho conosciuto Alberto 
Carmi alla fine degli anni settanta per ragioni professionali ma era-
no rapporti molto saltuari. Poi invece dall’inizio degli anni novanta ho 
avuto con lui una vicissitudine di vita praticamente quotidiana e abbia-
mo appunto affrontato insieme problemi immani: c’era una legislazione 
nuova nei confronti delle Casse di Risparmio, il problema della Fonda-
zione che aveva espunto da sé l’azienda bancaria, il ricollocamento del-
l’azienda bancaria, l’ambizione nostra di volere la Banca autonoma e in 
forte sviluppo e quindi un impegno reciproco fortissimo; io sto parlando 
di lui e di me, ma intorno a noi c’erano anche i Consigli di Amministra-
zione della Fondazione, Edoardo Speranza ne era Vice Presidente, e c’era 
il Consiglio di Amministrazione della Banca di cui Giuseppe Morbidelli 
era, è, un consigliere autorevole, fra l’altro era anche consigliere giuridi-
co di Alberto Carmi. Ecco abbiamo vissuto un’avventura particolarmen-
te difficile che ci ha anche talvolta logorato fisicamente perché c’era da 
prendere decisioni, posso ben dire, di portata storica.

Scelte che, quando sorgono eventi epocali che incidono sull’assetto socia-
le, chi deve prenderle è sopraffatto dalla loro irrevocabile portata. Eppu-
re lui ci riusciva con una capacità incredibile: la capacità di impoverire 
i problemi, non so se mi sono spiegato, ma c’è chi, quando deve affrontare 
problemi nuovi della vita delle imprese, finisce per esserne travolto e non 
riuscire più o talvolta riuscire male a risolverli; lui con il suo stile snob-
bisticamente dimesso, ma consapevole invece della sua capacità, riusciva 
sempre a decongestionare i problemi, ed in questo metteva una sua gran-
de coerenza. Devo riconoscere che ho avuto con lui talvolta degli scontri, 
non posso adoperare la parola violenti, ma siamo stati giornate intere 
insieme confrontandoci con fortissima dialettica a cercare di affrontare 
i problemi che ci attanagliavano e buttavamo sul tavolo i nostri punti di 
vista e devo dire che in lui ho sempre riscontrato una onestà intellettuale, 
una nobiltà d’animo assolutamente inconsuete. E questo anche per me 
era motivo di conforto, perché, come Presidente della Banca, ero in prima 
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tion. He knew that the future of the Foundation was linked to the 
future of the Bank. 

Alberto Carmi had an extremely good life. He showed style even when 
he was about to die. Fortunately he did not have to go through a long 
and humiliating agony as is often the case. Perhaps it was the sudden-
ness of his death which has left a void we feel even more strongly. To 
this end, let me tell you something about the relationship he had with 
his family, about which Edoardo has said everything. Edoardo, you have 
said everything about this and very well too and, I repeat, you have 
not left any room for me! Apart from the cult of the family that Al-
berto felt as a patriarch, Pia Teresa played a fundamental role. Beside 
every great man there’s a great woman. Pia Teresa was his guardian 
angel, his source of inspiration, his enchantment. I very much envied 
the relationship that Alberto and Pia had. You, Pia, will find consolation 
and comfort in this great and beautiful value. Not to mention Donatella 
and Simonetta who are two exceptional women and all the family, the 
sons-in-law, the granddaughters, the grandsons. In a way all of you are 
to be envied because of the heritage of spiritual values who connect 
you to your husband and your father. I am going to stop here because 
everything else I could say and what Giuseppe Morbidelli and Edoardo 
Speranza have said is still very little. Finally, and knowing Alberto, I 
believe that he is probably smiling ironically right now and saying that 
we have been dwelling upon these subjects for too long and wishes us a 
successful meeting.
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linea e non potevo deludere la Fondazione e lui sapeva che il futuro della 
Fondazione era legato al futuro della Banca. 

Possiamo dire che l’esperienza di vita di Alberto Carmi è stata bellissi-
ma, che è anche deceduto con grande stile, che ha avuto la fortuna di non 
doversi umiliare in una lunga odissea, come purtroppo spesso capita, e 
forse anche questo suo distacco così improvviso ci ha lasciato un senso di 
vuoto che ancora avvertiamo. Vorrei anche dirvi a proposito del rapporto 
con la famiglia di cui ha già detto molto bene Edoardo – Edoardo tu hai 
già detto tutto molto bene e, ripeto, non mi hai lasciato spazio - che al di 
là del culto della famiglia che Alberto aveva da patriarca, Pia Teresa 
ha avuto un ruolo fondamentale: infatti a fianco di un grand’uomo c’è 
sempre una grande donna. Pia Teresa è stata l’angelo protettivo, la sua 
ispiratrice, il suo incantamento. Io ho invidiato molto il rapporto tra 
Alberto e Pia e tu Pia devi avere la consolazione e il conforto di questo va-
lore immenso e bellissimo, per non parlare poi di Donatella e Simonetta 
che sono due donne eccezionali e di tutta la famiglia, i generi, le nipoti, 
i nipoti che in un certo qual modo ancora oggi siete tutti invidiabili per 
il patrimonio di valori spirituali che vi legano al tuo sposo e a vostro 
padre. Io mi fermo qui perché tutto quello che potrei dire ancora e quello 
che hanno detto Giuseppe Morbidelli e Edoardo Speranza è sempre poco. 
Infine penso, conoscendo Alberto, che ora probabilmente lui sorride con 
quel suo sorriso ironico, dice che ci siamo soffermati troppo su questi 
argomenti e ci augura buon lavoro.
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I. Introduction

The foreign exchange value of the U.S. dollar has undergone a long 
swing of depreciation in the 2000s that was only recently interrupted. 
Figure 1 displays the path of the dollar from 2000 to the present. The 
top two figures show the dollar/euro and yen/dollar exchange rates and 
the two lower figures display the nominal and real dollar index against 
the major currencies. All four figures tell much the same story: dollar 
depreciation since the end of 2001. The early depreciation of the euro 
following its birth in 1999 is well documented, although causal reasons 
are still being debated.1 However, by late 2000, the dollar/euro exchange 
rate began to oscillate before embarking on a steady path of dollar 
depreciation. The experience of the yen/dollar exchange rate is broadly 
the same—a run of dollar appreciation until the beginning of 2002, 
after which the dollar begins a run of depreciation against the yen. As 
seen in the bottom part of Figure 1, the same pattern is also observed 
for indexes of the major currencies against the dollar. Note the close 
correspondence between the nominal and real exchange rate indexes. 
Real exchange rate changes have been driven by nominal exchange rate 
changes rather than prices of goods and services.

How do we explain the recent decline of the dollar? Is there a 
reason to expect more dollar depreciation ahead? These are questions 
examined in this paper. The evidence on fundamentals asserted to play 

*The request to prepare a non-technical paper for a general audience is an opportunity and 
freedom that is rare for those who focus on publications in scholarly journals. I thank the 
conference organizers and sponsors for their invitation and am solely responsible for all 
opinions expressed.
1 See Gomez and Melvin (2004) for a review of the early euro experience and an empirical 
analysis of the role of market learning about ECB policy as a causal factor in early euro 
depreciation.
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an important role in determining exchange rates is reviewed in the 
context of the current global economic environment. It will be argued 
that the key risk factor facing the foreign exchange market right now 
is the U.S. current account imbalance, a variable which has attracted 
much academic and practitioner attention.

II. The U.S. Current Account

The U.S. current account has recently reached unprecedented 
levels. Figure 2 illustrates the current account as a fraction of U.S. GDP. 
It is seen that in late 2004, the deficit/GDP ratio reached 6%. Table 1 
shows the current account balances of the U.S. and world for 2004. It is 
seen that the magnitude of the U.S. current account deficit overwhelms 
the balances in the rest of the world. Of course, balance of payments 
accounting implies that the U.S. deficit must be matched by a rest-
of-world surplus, but if one compares the surplus in the region with 
the greatest surplus current account of Asia of $312 billion, it is less 
than half of the U.S. deficit of $696 billion for 2004. The picture of rapid 
growth in the U.S. deficit, shown in Figure 2, along with the staggering 
magnitude of the deficit, shown in Table 1, has provoked much concern 
among policymakers. Let us first consider the reasons for concern and 
then review some of the relevant evidence on the subject.

II.A. Recent Theoretical Analyses

International finance scholars typically approach current 
accounts from the perspective of the intertemporal approach to the 
current account or the portfolio balance model of an open economy. In 
these frameworks, changes in relative financial asset holdings across 
countries are associated with changes in exchange rates. Recent papers 
that have applied variants of these models to the current issue of the 
large U.S. current account include Blanchard, Giavazzi, and Sa (2005), 
henceforth referred to as BGS, and Obstfeld and Rogoff (2004), referred 
to as OR. Gourinchas and Rey (2005), referred to as GR, take a related 
approach but with a different emphasis and conclusion.

OR have warned of an impending U.S. current account correction 
since 2000. Their recent working paper presents a 2 sector general 
equilibrium model of the current account where the magnitude of relative 
price and demand shifts required to eliminate the U.S. imbalance depend 
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upon the elasticities of substitution between tradable and non-tradable 
goods and between domestic and foreign tradables. The greater these 
elasticities, the smaller the real exchange rate adjustment required. 
They estimate that balancing the U.S. current account will require a real 
depreciation of the trade-weighted dollar in the range of 20-40 percent. 
The actual exchange rate change required will also be affected by the 
degree of pass-through of exchange rate changes to prices (the less pass-
through, the larger the exchange rate change); changes in productivity 
in the tradables sector in the U.S. (the greater the increase in U.S. 
tradables productivity, the smaller the change in the exchange rate; and 
changes in foreign productivity in the non-tradables sector (the greater 
foreign productivity in non-tradables, the smaller the exchange rate 
change). OR also warn that the longer the U.S. current account deficit is 
supported by foreign intervention, the larger the ultimate correction in 
asset flows, relative prices, and exchange rates.

BGS calibrate a portfolio balance model to infer that correcting a 
U.S. deficit equal to 6 percent of GDP will require a real dollar depreciation 
of between 40 and 90 percent. The large range of possible values is due 
to differing scenarios with regard to valuation effects on U.S. foreign 
asset positions, U.S. and foreign GDP growth rates, and the duration of 
intervention and foreign purchases of U.S. assets aimed at forestalling 
dollar depreciation and current account adjustment. The latter effect is 
particularly relevant for Asian countries that have amassed huge stocks 
of dollar reserves associated with intervention in support of targets for 
exchange rates. BGS argue that the continuation of such intervention 
may result in periods of dollar appreciation, but the longer the current 
account adjustment is delayed, the larger the ultimate correction must 
be in terms of asset flows, relative price changes and exchange rate 
movements.

GR emphasize valuation effects of exchange rate changes on net 
foreign asset positions. Since U.S. foreign liabilities are overwhelmingly 
denominated in U.S. dollars but U.S. foreign assets are largely 
denominated in foreign currencies, dollar depreciation transfers wealth 
from the rest-of-the-world to the United States. GR calculate that a 10 
percent dollar depreciation may generate a transfer equal to about 5 
percent of U.S. GDP. They argue that the more traditional emphasis on 
international trade adjustment, where a current account adjustment 
requires a country to run trade surpluses for a while, is partially offset 
by the valuation adjustments on net foreign assets they emphasize, so 
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that trade surpluses may be smaller and take longer to be realized. 
Based on historical U.S. experience, GR find that about 31 percent of 
U.S. international adjustment occurs through valuation effects. More 
importantly for understanding exchange rate changes, GR suggest that 
the budget constraint of their model, linking current external imbalances 
to future exports and foreign asset returns, implies a predictive ability 
of current imbalances for future exchange rate changes. They estimate 
a model of an exchange rate index (with weights determined by either 
foreign direct investment shares or trade weights) to be explained by 
their estimate of deviations from trend of net exports to net foreign 
assets. Using quarterly data from 1973-2004, they find that a negative 
deviation from trend of the net exports/net foreign assets ratio is 
associated with dollar depreciation in the next quarter. Experimentation 
with the lag structure of the model suggests predictive ability increases 
with each quarter added out to 3 years. From the practitioner’s point of 
view, GR provide both a useful framework for analysis as well as a sense 
of the timing of events. If recent changes in the U.S. current account has 
net exports relative to net foreign assets falling further below trend, one 
may infer from the GR analysis that the dollar will depreciate over the 
next two to three years, other things equal.

BGS and OR are representative of much thinking in the scholarly 
community regarding the likely course of events to come, where the U.S. 
current account deficit is viewed as unsustainable. The problem with 
these models from the practitioner’s perspective is that they offer no 
guidance in terms of the timing of events. These models are consistent 
with an adjustment that is dramatic, with large moves in exchange rates 
and asset flows in a short time, or an adjustment that is drawn out over 
time with much more deliberate changes observed. To have a sense of 
timing, it is helpful to review the experience of earlier current account 
adjustments and the lessons that may be drawn from recent history.

II.B. Historical Evidence on Current Account Reversals

Two new papers offer excellent overviews of the evidence regarding 
the path of key variables associated with current account adjustments. 
Debelle and Galati (2005), henceforth denoted as DG, review the record 
of 21 industrial countries that experienced current account adjustments 
between 1974 and 2003. Their sample of countries was based upon the 
following criteria:
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 • A current account deficit of at least 2% of GDP
 • The average deficit falls by at least 2% of GDP over 3 years
 • The current account deficit should fall by at least 1/3
 • The largest current account deficit after the peak must be less 

than the smallest deficit during 3 years before the peak (for a 
sustained current account reduction).

Figure 3 summarizes the Debelle/Galati findings. Note that Figure 3 
contains two lines. The solid line represents the patterns experienced 
on average by all countries undergoing current account reversals. The 
dashed line represents the experience of the United States during the 
1987 U.S. current account reversal. Year 0 marks the trough of the 
current account.

The top-left part of Figure 3 suggests that current account 
adjustments typically begin when the current account/GDP ratio 
reaches a range of 4-5 percent. The 1987 U.S. experience was a reversal 
that began at a much lower than average deficit/GDP ratio. The current 
account deficit shrinks for about 4 years after the reversal begins to 
ultimately reach balance.

The bottom-left of Figure 3 indicates that current account 
adjustments are associated with exchange rate depreciation that begins 
two years before the peak of the deficit and continues for a year after 
the peak. This is consistent with J-curve effects in the early stages of 
the adjustment to exchange rate change (where dollar depreciation is 
first associated with a worsening of the current account deficit before 
improving). The 1987 U.S. current account reversal was associated with 
a much deeper domestic currency depreciation than experienced by 
other countries.

The top-right of Figure 3 shows that, while the average net 
international investment position improves starting when the trough of 
the deficit is reached, the U.S. net international investment position fell 
throughout the period of current account deficit shrinkage. Finally, the 
bottom-right of Figure 3 shows that for the average country experience, GDP 
growth falls for two years around the current account reversal. The U.S. in 
1987 experienced faster GDP growth than other countries both before and 
during the current account reversal until 4 years after the trough.

DG’s analysis suggests that the U.S. experience, associated with 
the 1987 U.S. current account reversal from a peak of 3.5 percent of 
GDP, is somewhat different from that of other countries. The dollar 
depreciated by 35 percent in nominal terms and 27 percent in real 
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effective terms between 1985-1987. This followed a long run of dollar 
appreciation (sounds familiar today?) and was a larger exchange rate 
change than that experienced by other countries undergoing current 
account correction. It appears that the exchange rate played a much 
more important role than a contraction of domestic demand in reducing 
the U.S. deficit. A major feature of the 1987 U.S. reversal was a fall 
in the foreign official holdings of U.S. dollar assets. Given the unique 
position of the United States as the world’s dominant financial market, 
it is not surprising that this is a feature of the U.S. current account 
reversal that is strikingly different from that of other countries. Figure 
4 is drawn from DG and illustrates the sources of financing for the U.S. 
current account deficit. There is a rapid increase in dollar assets held 
as official reserves in the two years leading to the peak of the deficit. 
So, as in today’s case, foreign institutions financed a large share of the 
current account deficit. Note the rapid decline in official holdings of 
dollars associated with the current account reversal. It remains to be 
seen whether this scenario repeats itself this time.

The second new study of recent current account reversals is by 
Croke, Kamin, and Leduc (2005), referred to as CKL. They study 23 
industrial countries that experienced adjustments between 1980 and 
1999. Their criteria for inclusion is:
 • A current account deficit greater than 2% of GDP
 • The deficit is reduced by at least 2% of GDP and by at least 1/3 

over 3 years
 • The maximum deficit in the 5 years after the adjustment begins 

is less than the maximum in the 3 years before the adjustment.
They find that exchange rate adjustment plays a major role in 
determining which countries had large decreases in GDP growth. The 
larger the real exchange rate depreciation, the faster GDP grows during 
the adjustment period. Those countries where GDP contracted had the 
real exchange rate unchanged so domestic demand fell in order to lower 
imports and this bore the brunt of the adjustment. In these countries, 
there was some nominal exchange rate depreciation, but it was offset 
by higher inflation. CKL also focus special attention on the U.S. current 
account reversal of 1987 and find that the U.S. is the only case where 
GDP growth exceeded 2.5 percent before, during, and after the reversal. 
Their review of the historical experience leads them to conclude that one 
should not expect the next U.S. current account reversal to be associated 
with disruptive changes in financial asset prices and asset flows.
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II.C. The 1987 U.S. Reversal as a Baseline Case for Current 
Conjecture

If past current account reversals serve as an indicator of what is 
to come, what can one take away from the historical experience when 
forming expectations of the likely course of the next U.S. reversal? One 
interpretation is the following: the U.S. reversal may be coming soon. 
The dollar depreciation of recent years, following on the heels of a prior 
long swing of appreciation, is consistent with the pattern of adjustment 
that occurs prior to the peak of a current account deficit. Furthermore, 
the U.S. current account/GDP ratio is larger today than the 3.5 percent 
reached in 1987. But this is, by no means the largest current account 
relative to GDP in recent experience. Larger ratios of deficits to GDP 
were attained by Ireland (13 percent) in 1981, Portugal in 1982 (11.5 
percent), Greece in 1985 (9.3 percent), and New Zealand in 1984 (8.4 
percent). Since these countries did not enjoy the reserve currency status 
of the United States, it is possible that we could have some time to 
go still before the U.S. adjustment occurs. This is, in part, due to the 
continued purchases of U.S. assets by Asian official institutions.

Considering the magnitude of the dollar exchange rate change 
experienced so far, how much more might the dollar fall if the current 
account reversal is soon upon us? The average experience of countries 
undergoing reversals with expanding GDP suggests that the reversal 
occurs after about a 10 percent nominal depreciation of the currency. 
The dollar has already well surpassed this amount of depreciation. But, 
as stated earlier, the 1987 U.S. current account reversal was marked 
by a more substantial domestic currency depreciation than that 
experienced by other countries. This is, in part, due to the position of the 
dollar as a reserve currency and the massive sales of dollar assets that 
accompanied the last U.S. current account adjustment. Based on the 
timing and magnitude of changes associated with the 1987 U.S. current 
account reversal, one can use that as a benchmark for conjecture as to 
what a similar adjustment would imply for the current global economy.

II.C.1. A dollar/euro thought experiment

Consider first a scenario for the dollar/euro exchange rate: 
 • The current account adjustment begins after a 57 percent fall in 

the dollar value against the euro (this is implied by the change 
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relative to the synthetic euro in the 1987 baseline case) from the 
dollar peak value during the period of current account increases. 
The peak of the dollar occurred in the third quarter of 2001 with 
a value of 0.8463 dollars per euro. From this peak, a 57 percent 
dollar depreciation is reached in the first quarter of 2005. This 
implies that the current account reversal should begin around 
the time this paper was written.

 • The dollar then falls by a further 13 percent following the start of 
the current account reversal. This would imply a dollar value of 
the euro of about 1.50 by the fourth quarter of 2005.

Of course, there are many additional factors that can contribute to changes 
in the dollar/euro exchange rate that can prolong or even reverse the 
downward trend in the dollar. Recently, for instance, the Federal Reserve 
FOMC meeting of late March sent a signal of concern over inflationary 
pressures in the U.S. that led to revision of the pace of Fed tightening 
expected in the future and contributed to a brief dollar rally. This was 
closely followed by news that the EU would allow exceptions to the 
Stability and Growth Pact rule of 3 percent of GDP budget deficits. The 
euro fell upon this news that opened the door for greater budget deficits 
in euroland. As news is received by the market, there will likely be other 
periods of brief dollar appreciation or periods when the dollar trades in 
a narrow range, but the longer-run effects of the current account deficit 
should provide ongoing pressure for dollar depreciation.

II.D.2. A yen/dollar thought experiment

Based upon the 1987 experience for the yen/dollar, the scenario 
would be even more dramatic that that of the euro as follows:
 • The current account adjustment begins after a 72 percent 

depreciation of the dollar against the yen. Starting from the 
dollar peak reached in the second quarter of 2002 of 133.46, this 
would imply the yen reaching a value of about 77 yen per dollar 
before the current account reversal. Based on this scenario, the 
dollar would need to depreciate substantially more from the level 
observed at the time this paper was written before the current 
account reversal is initiated.

 • Then, after the start of the current account reversal, the yen would 
fall an additional 21 percent over the following two quarters to 
peak at about 64 yen per dollar.
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If the earlier experience is used as a baseline calibration for the current 
situation, the dramatic change in the yen/dollar exchange rate that 
accompanied the 1987 reversal implies a startling change in the yen 
price of the dollar today that most would argue is quite implausible. 
The 1987 experience was marked by a large decrease in official dollar 
holdings. It is well known that some Asian central banks, Japan 
included, currently hold very large stocks of dollars. It would take a 
large sale of dollar assets by the Bank of Japan and other Asian central 
banks to create an environment where the baseline 1987 changes are 
possible today. This scenario is certainly not impossible, especially if the 
revaluation of the Chinese renminbi is associated with a diversification 
of Chinese official reserves away from dollars. More will be said about 
the likelihood of this event below.

III. Renminbi Revaluation and Asian Dollar Reserve Holdings

Since 1995, China has maintained a pegged exchange rate 
against the dollar at Rmb8.3 per dollar. The maintenance of this peg 
has required large-scale intervention in the foreign exchange market 
and the accumulation of massive amounts of dollar reserves by the 
People’s Bank of China. Many observers claim that the reduction of the 
U.S. current account deficit will, ultimately, be associated with renminbi 
revaluation and a contemporaneous fall in Chinese dollar reserves. The 
effect of renminbi revaluation need not be causally related to the drop 
in Chinese holdings of dollars. The revaluation can be accomplished 
by reducing or eliminating ongoing intervention so that the growth of 
dollar reserves held by China levels off. It is not necessary that dollars 
actually be sold by the People’s Bank.

There is little doubt that the renminbi will eventually be revalued. 
Recently, Chinese authorities have hinted that we should expect such an 
event. On March 14, following the close of the annual legislative session 
in China, Chinese Premier Wen Jiabao stated concerns about the effect 
of revaluation upon the Chinese economy and neighboring countries. 
However, he also said that “Work related to exchange rate reform is in 
progress” and that “As for timing and what measures will be adopted, 
maybe they will come out unexpectedly.” Since the statement was made 
by the Premier rather than the finance ministry, it was interpreted as 
a signal that revaluation may not be too far off. The warning that the 
exchange rate shift could come as a surprise served to underscore the 
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fact that there would be no advance warning.
Additional pressure for revaluation comes from the massive build 

up of foreign reserves that has been associated with the maintenance 
of the dollar peg in the face of large capital inflows. In 2004, Chinese 
international reserves rose by $207 billion to $610 billion. The People’s 
Bank revealed that it spent $195 billion buying foreign currency in 
2004. This indicates that almost all of the reserve growth is associated 
with foreign exchange market intervention. This reserve growth, other 
things equal, contributes to faster money supply growth and greater 
inflation in China. The People’s Bank has sterilized much of the reserve 
growth via sales of Chinese bonds domestically to offset the effect of 
reserve growth on the money supply. However, recent increases in the 
Chinese inflation rate suggest that not all of the reserve inflow is being 
sterilized via sales of domestic bonds in China. In 2004, the People’s Bank 
sterilized less than half of the intervention. If inflation continues to rise, 
it is reasonable to expect a greater urgency to revalue the renminbi due 
to the increasing pressure to restrain money growth.

This all suggests that the continued financing of the U.S. current 
account deficit by Asian institutions may be soon coming to an end. Any 
indication that the People’s Bank or other Asian central banks are selling 
dollars will be associated with rapid and deep dollar depreciation. In late 
February 2005, the Bank of Korea announced that it was reducing the 
share of its reserves taken by dollars. The implication was that the euro 
and yen would rise in proportion to the drop in the dollar as a fraction 
of Korean reserves. The dollar depreciated upon this news from Korea 
and prompted the Bank of Korea to clarify that it had no intention of 
selling any dollar reserves, but would seek to diversify future increases 
to reserve holdings. The dollar had earlier depreciated in late 2004 
when the Bank for International Settlements announced that some 
Middle East central banks had reduced the fraction of reserves taken 
by dollars from about 75 percent to around 60 percent over the past 3 
years. The sensitivity of the market to announcements of changes in 
dollar holdings of official institutions should lead to great concern over 
any future statements or policy changes in this direction.

Putting the potential magnitude of flows in focus, Table 1 shows 
that in 2004, Asian international reserves increased by over $200 billion 
more than the Asian current account surplus. Roubini and Setser 
(2005) suggest that Asian central banks are providing the function of 
an intermediary between those demanding Asian assets and the U.S. 
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demand for current account deficit financing. Global investors increase 
their holdings of Asian financial assets and Asian central banks increase 
their financial claims on the United States. If this intermediation stops 
and Asian central banks are no longer willing to accumulate dollars, 
the pressure for dollar depreciation will be strong and deep as the 
demand for dollars drops by official institutions. As mentioned earlier, 
any signals of official shifts away from dollars will likely be associated 
with massive private repositioning against the dollar that accelerates 
the dollar’s fall.

IV. Conclusion

This paper has offered an overview of the role of the U.S. current 
account deficit as a major risk factor in the outlook for the dollar exchange 
rate. Economic theory, in terms of the portfolio balance model of the 
exchange rate and the intertemporal approach to the current account, 
suggests that the massive size of the U.S. current account deficit will, 
ultimately, lead to substantial depreciation of the dollar. While timing is 
uncertain, if one appeals to the experience of the last major U.S. current 
account reversal occurring in 1987, the current account reversal could 
be underway soon. Once the reversal occurs, the dollar may depreciate 
further to around $1.50 per euro. The potential for yen depreciation is 
even greater. If the 1987 episode were transferred to today, one would 
eventually see an exchange rate of less than ¥70 per dollar. While 
economics rarely provides examples of history repeating itself in a 
systematic way, we are well-advised to remember the extreme events of 
the past as more extreme events are surely ahead.

An exchange rate risk factor present today that was not present 
in 1987 is the presence of massive dollar reserve holdings in Asia 
outside of Japan. In 1987, Japanese dollar reserves were reduced as 
the U.S. current account deficit was unwound. Today, while Japan is 
again holding massive quantities of dollars, so are China and South 
Korea (and to a lesser extent other Asian central banks). The eventual 
diversification away from dollars will accelerate the fall of the dollar 
and present a significant risk factor missing in 1987.

One can certainly see factors that support a stronger dollar today. 
The U.S. has faster economic growth than Japan and Europe which, other 
things equal, would contribute to a stronger dollar. Interest differentials 
also are supportive of dollar strength. However, the large overhang of 
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outstanding dollar holdings outside the United States, fueled by the U.S. 
current account deficit and exchange rate management by, particularly, 
Asian central banks ranks as the number one risk factor in the current 
foreign exchange environment.
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Figure 1:

Figure 2: U.S. Current Account Deficit/GDP
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Figure 3:

Source: Debelle and Galati, 2005, p. 23.



47Michael Melvin

Figure 4:

Source: Debelle and Galati, 2005, p. 27.
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Table 1: The Global Current Account and the U.S. Deficit

Source: Roubini and Setser (2005), p. 17.



Introduction and Acknowledgements

First, let me thank the Associazione Guido Carli, the Foundazio-
ne Cesifin Alberto Predieri, and the other sponsors for holding this 3rd 
Florence Colloquium on “The Dollar and the Quest for a New Interna-
tional Monetary Coordination- a Tribute to Alberto Carmi.”

Thank you for inviting me to participate in this meeting which 
honors the career and contributions of Alberto Carmi.  I did not know 
Alberto Carmi, but based on what I have read and heard, he was truly 
a great man.

My task today is to offer comments and observations on the excel-
lent expository paper presented by Professor Michael Melvin.  Let me 
start by noting that Professor Melvin has chosen an excellent topic to 
start this colloquium.  The paper focuses on the declining exchange va-
lue of the U.S. dollar and that the U.S. current account imbalance.  This 
is a topic that is receiving increasing attention in academic and policy 
circles and in the popular press—the latter often containing very dire 
predictions or overtones.

The reason for this increased attention is fairly obvious: at about 
6 percent of U.S GDP, the U.S. current account deficit is larger than it 
has ever been in U.S. history.  The implication drawn from this circum-
stance by many analysts is that it confirms or at least foretells the fact 
that the U.S. is losing its competitiveness and that jobs and incomes in 
the U.S. will suffer as a result.  More importantly, the larger the current 
account deficit becomes, the greater the consensus among economists 
and analysts that a significant correction will have to take place.  The-
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se expectations undoubtedly have contributed to the slide in the dollar 
versus other currencies (particularly the Euro and the Japanese Yen) 
over the past few years.

The Consensus View and Events Triggering an Adjustment 

Professor Melvin reviews several studies that tend to support the 
view that the current trajectory of the U.S. current account deficit is 
unsustainable.  As referenced in Professor Melvin’s paper, these studies 
include those by Blanchard et al (2005), Obstfeld and Rogoff (2004), and 
Gourinchas and Rey (2005), among others.  The consensus regarding 
the unsustainable level of the deficit reflects the simple logic that the 
deficit is causing the net indebtedness of the U.S. economy to rise faster 
than U. S. income.  Stated differently, eventually the cost of servicing 
the negative net international investment position will rise to an into-
lerable level. Obviously, the current account deficit will have to adjust 
to ensure that excessive debt burdens are not maintained. As Professor 
Melvin discusses in his paper, while nearly everybody agrees that an 
adjustment of the U.S. current account deficit is inevitable, few agree on 
when the big adjustment will occur and what will precipitate or trigger 
the adjustment.  In this regard, Professor Melvin offers some intere-
sting thought experiments on the magnitude and probable timing of 
the impending current account adjustment using the 1987 U.S. case as 
a benchmark.  He specifically focuses on the dollar/Euro and Japanese 
Yen/dollar exchange rates.  Based on this comparison, Professor Melvin 
conjectures that the depreciation of the dollar versus the Euro puts the 
dollar/Euro exchange rate at $1.50 by the fourth quarter of 2005.  Given 
developments to this point in time, this seems like a plausible estimate.  
With respect to the Yen/dollar exchange rate it is estimated to be 64 Yen 
per dollar close to the time of this conference.  This seems much less 
plausible as Professor Melvin admits in his paper.

Professor Melvin also speculates on what event(s) might trig-
ger the big depreciation in the exchange value of the dollar.  He notes 
that the triggering event could well be the revaluation of the Chinese 
Renminbi and a contemporaneous fall in the level of Chinese dollar re-
serves.  Alternatively, he also notes that a movement by Asian central 
banks away from overweighting their reserve portfolios with dollars 
(presumably towards the Euro) could also be a triggering event.



51William C. Hunter

I find both of these conjectures very compelling, especially given 
the ongoing pressure being exerted by the U.S. Congress and admini-
stration for China to revalue and the recent comments made by the 
Chinese Premier regarding the revaluation of the RMB (i.e., that it will 
happen but the timing will be a surprise to everyone).  My belief that 
changes in Asian central bank behavior could well be one of the trigge-
ring events is reinforced by the fact that the bulk of the world offset to 
the record U.S. current account deficit—that is the surpluses that are 
mandated by national income accounting—have come from developing 
countries mostly domiciled in Asia.  These developing countries collec-
tively moved from a deficit of about $90 billion in 1996 to a surplus of 
about $326 billion in 2004.  Over the same time period, the U.S. current 
account deficit increased by about $548 billion.  This implies that only 
about $106 billion of the U.S. deficit was offset by industrialized coun-
tries.

Challenges to Forecasting Exchange Rate Adjustments

As noted above, Professor Melvin also speculates on the size of 
the dollar depreciation and the timing of the adjustment for the dollar/
Euro and Japanese Yen/dollar exchange rates.  As a first pass, Professor 
Melvin’s calibration exercise seems like a reasonable rough and ready 
approximation.  However, even if we take the triggering event(s) as gi-
ven, it seems to me that there are too many unknown factors that are 
at play both domestically (in the U.S. economy) and internationally to 
give one a very high level of confidence in the numbers produced by the 
calibration. First of all, as we know from history, exchange rates are 
notoriously difficult to forecast. I still believe that at least in the short 
run, exchange rates processes are martingales.  And even in the longer 
run, exchange rates are difficult to predict using standard determinants 
such as: interest rate differentials, inflation rate differentials, and diffe-
rential growth rates, among others.  As is well known, purchasing power 
parity seems to hold only in the very long run.

On a more practical level, a host of factors are known to determi-
ne the magnitude and timing of exchange rate adjustments.  The uncer-
tainty surrounding these factors make exercises like that conducted in 
Professor Melvin’s paper very rough guesses at best.  The uncertainty 
when the current account deficit adjustment will take place and by how 
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much the dollar will depreciate is influenced by factors like: the size and 
timing of central bank interventions; changes in investor expectations 
about rates of return in their home countries and abroad; changes in 
savings rates perhaps driven by changes in asset valuations (i.e., equi-
ties, real property, etc.); fiscal deficits; changes in productivity and hence 
equilibrium real rates of return (think about the U.S. economy in recent 
years); changes in the tendency of investors to prefer to invest domesti-
cally, the so-called home country bias which, when weakened, results in 
additional investments going abroad to finance the U.S. current account 
deficit; weak domestic demand in foreign countries resulting in their 
recycling their savings to the U.S. (further supporting the value of the 
dollar); increased capacity of global financial markets to channel saving 
to the U.S. markets where investors are protected through strong tran-
sparency and disclosure regulations, a robust system of property rights 
and other investor protections; the apparent change in developing coun-
tries where surpluses are becoming the norm versus deficits perhaps 
as a result of fallout from the Asian financial crises or the policies of 
multilateral agencies like the IMF; political issues and surprises that 
may impact central bank monetary policy; and the special nature of the 
U.S. dollar as a world reserve currency.  

A tangible example of the uncertainty associated with predic-
ting exchange rate moves was illustrated in the financial press just a 
few days ago when the larger than expected U.S. trade deficit number 
was released.  Until very recently, such a figure would have blasted the 
Euro/dollar exchange rate back towards it January high, but instead 
the dollar actually rallied against the Euro.  So it seems now that every 
piece on news is being read through Euro negative eyeglasses.  I would 
suspect that some of this negative sentiment is due to the negative ove-
rhang in Europe regarding the possible vetoing of the European Con-
stitution by the French on May 29.  And some analysts are forecasting 
an EU meltdown in the form of a collapse of the growth and stability 
pact.  This probably will not happen but does seem to be a new factor 
at work.  Clearly, a change in market sentiment and the growing sense 
that a no vote by the French would have an outsized impact on the 
exchange value of the Euro and European interest rates is not a positive 
development.  On a broader note, and reflecting the views of one camp 
of analysts, the combination of an implosion of the growth and stability 
pact and the rejection of the European Constitutional Treaty in a core 
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state bolsters a developing sentiment that this currency union is far 
from optimal.  Another example is the dollar rallying in the face of the 
rising tensions between China and Japan.

Clearly, the size of the U.S. current account deficit is the result 
of numerous factors: low savings rates, slow foreign demand, high U.S. 
rates of productivity and high real rates of return, efficient capital 
markets, the U.S. fiscal imbalance, lower correlations between natio-
nal investment and national savings (the decline in home country bias), 
among the many others noted above.  In my view the number of factors 
and the various possible combinations of these factors impending on the 
economies of the world make it extremely difficult to predict the size 
and timing of currency adjustments.

Conclusion

With that said, again I think that Professor Melvin should be 
commended for giving us a methodology that allows us to make quick 
calculations of the type presented in his paper and to approximate the 
probable bounds of the adjustment process and its probable timing.  His 
paper has provided a great start to this colloquium.

It is a well known fact that that exchange rates are difficult to fo-
recast.  Another well known fact is that once an exchange rate starts to 
move, ceteris paribus, it is much easier to predict the direction of further 
moves.  I close by noting that in the face of the ongoing changes in the 
global economy even this latter fact may be less certain.
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General Comments and Summary

- Professor Melvin’s paper raises some very important issues and pro-
vides a useful and interesting framework to examine them. 

- I see three objectives.

- Very clear survey of some relevant recent literature on exchange 
rate dynamics.

- A discussion of three recent theoretical models (see below). However, 
these models fall short of providing a  clear direction as to the dyna-
mic pattern of adjustment. 

- Solution: Uses the 1987 adjustment as a plausible indicator and 
makes predictions based on the closeness of the pattern.

- Uses historic parallels to do thought experiments for the three cur-
rencies, euro, yen, and RMB.

The Importance and Timeliness of  This Topic

- Unprecedented US current account deficit.
 • The deficit/GDP ratio reached 6% in 2004.
 • $696 billion dollars deficit.

- Massive Dollar Reserves by Asian Central Banks
 • The central banks in  China, Taiwan, Japan and India have a to-

tal of 2000 billion dollars US reserves, compared  the 203 billion 
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dollars US reserves in European central banks.
 • In 2004, the US reserves in developing countries have increased 

378 billion dollars, and China has accounted for about 61%. 

Concern:

- The method that will be applied to reverse the deficit might cause a 
financial crisis and global recession.

The Models

- Blanchard, Giavazzi, and Sa (2005)

- Obstfeld and Rogoff (2004)

- Gourinchas and Rey (2005)

- Balancing the US current account will require a real depreciation of 
the trade-weighted dollar.

- Models offer no guidance in terms of timing of events.
 Two scenarios:
 • Dramatic adjustment with large moves in exchange rates and 

asset flows in a short time
 • Equilibrium adjustment drawn out over time with more delibera-

te changes.

The Central Issue

- Disorderly Correction: Sharp decline in the US$ with a run on the 
US bond and stock markets causing serious downside risk to US 
growth and World growth

- Equilibrium adjustment that is more orderly?
  Croke, Kamin, Leduc (2005)

Strategy of the Melvin Paper

- The 1987 US Reversal as a baseline case
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- What implications for the next US reversal?
 • the US reversal may be coming soon;
 • EURO: The current account reversal should begin after a 57 per-

cent fall in the dollar value against the euro, which has been rea-
ched in the first quarter of 2005.

 
- The dollar then falls by a further 13 percent following the start of the 

current account reversal. 1.5 dollars to euro by the fourth quarter of 
2005.

- YEN: The current account reversal should begin after 72 percent 
depreciation of the dollar against the yen. The dollar then falls by 
additional 21 percent to 64 yen per dollar.

How Similar  is 2003 to 1987?

1987 2003

The Deficit -170 -435

Asian 54% 48%

Japan 37% 13%

China 2% 25%

Euro Area 13.60% 19.70%

Germany 10.10% 7.90%

Financing

US dollar reserves 400 3000

East Asian na 2000

Japan 90 826.57

China Less than 0.7 403.3

* Numbers are estimated and in billion US dollars
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New Factors

- How meaningful are those predictions by using the patterns from 
what happened in 1987? It will depend on whether or not there are 
important new factors in the present.

- Need to pay more attention to new factors, such as:
 • East Asia have 2000 billion US reserves, comparing the 203 bil-

lion US reserves in European central banks. 
 • The increase of US dollar interests and the depreciation of US 

dollars will have significant impact on those Asian countries. 
 • What reactions those countries will apply to reduce losses and 

how will the reactions impact the effectiveness of the reversal.
 • What will happen to global economic development?

Important New Factors

- Degree of Globalization
 • Has altered the economic frameworks of both advanced and deve-

loping countries in unprecedented ways.
 • Largely unregulated markets move smoothly from equilibrium to 

equilibrium.

- Deregulation, increased innovation, lower barriers to trade and in-
vestment has led to cross-border trade to increase at a higher pace 
than GDP. Rigors of international competition and comparative 
advantage.

 • China, India
 • Downward pressure on prices
 • Lower inflation and economic volatility

- Information and communication technologies

Additional Considerations

- Globalization, Innovation, and Flexibility
 A more innovative way rather than depreciating US dollars needs 

efforts from both politicians and economists.
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- But before such a method is figured out to make everyone happy, as 
suggested by Greenspan, US must reverse its current account deficit 
but it is better to do it in a gradual way.

- RMB appreciation won’t help decrease the US current account de-
ficit, if one recalls what happened between Japan and US since the 
“Plaza Agreement” in 1985.

Conclusions

- Can market forces incrementally defuse gradually current account 
deficit and  net external debt before a crisis does so abruptly?

- The greater the degree of international flexibility, the less the risk of 
a crisis.

- Two recent studies of large current account adjustments in develo-
ped countries:

 • Croke, Kamin, Leduc (2005)
 • Freund (2000)

- Suggest restoration (through market forces) of a sustainable current 
account balance without substantial disruption.





Abstract.

The purpose of this paper is to put the future of the US dollar into a 
logical framework which comprises the global development mechani-
sm. Two models of growth collide: the US «locomotive», based on the 
international use of the dollar, and which requires exogenous pushes 
coming  permanently from the foreign deficit and periodically from the 
public deficit,  and the «endogenous», or «autopoietic». The engine of 
autopoietic growth is the process of globalization, alimented by foreign 
investments and the emerging economies’ domestic demand, which in 
turn require the establishment of an international monetary standard. 
In absence of a real international cooperation, the conflict of the two mo-
dels might bring a global currency crisis and a fall in the global growth 
rate, with a possible negative impact in foreign relations and policies at 
the global level.

 
1. Introduction.

The world is puzzled by the future of the US dollar. Many scholars, 
predicting that an adjustment of the current account of the US balance 
of payments is necessary, are estimating the extent of the necessary, 
further devaluation of the dollar1. On a purely logical basis, we could 

1 See for example Obstfeld and Rogoff (2004) or Roubini and Setser (2004, 2005). For a 
survey, see Menville (2005).
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say that the dollar, starting from the current, depreciated levels, could 
furtherly depreciate or even appreciate. However, instead of giving a 
forecast of its value in the next future, this paper will try to provide a 
logical framework for giving a reply to the puzzle.

The starting point of the analysis, in our opinion, should be the 
global development models. On the one hand, the US expansionary po-
licies helped  the development of the western countries after the second 
world war, giving birth to the so-called “American locomotive” model. 
This model, based on the US current account deficit financed by larger 
and larger capital inflows, uses the dollar as the international curren-
cy, but has no formal or informal agreement to regulate that. On the 
other hand, the entrance on the market of about three billions of new 
potential consumers and a growing number of new potential producers, 
potentially doubling the people participating in the economic activity 
on the planet (with consequences still largely unknown) creates a new 
model of development, which does not need the American locomotive 
and has an endogenous (or “autopoietic”) capacity of growth. Needless 
to say, this kind of model does not need either the dollar as the interna-
tional currency. 

If the first goal of this paper is to evaluate the relevance of  a sub-
stitution of the locomotive model with the autopoietic model, the second 
goal is therefore to understand whether the current co-existence of the 
two models can cause problems to the international monetary system 
centered on the dollar and, through this, to the world development.

The third goal of this paper is to verify the relations between 
the current international monetary order and competition in the global 
market. If the cost of dollar devaluations is different among traded (i.e. 
exposed to competition) and non-traded (i.e. non-exposed) sectors, and 
in fact the burden of it is only on traded sectors, which are price-takers, 
the rents are strengthened with respect to the profits, penalizing the 
trend of the real growth.

2. Two models of economic development and the international 
monetary regime.

The development of the modern industrial economies, starting 
from the second half of the 20th century, is based on the tow of the 
«American locomotive» and on the use of the dollar as the international 
currency. This well-known mechanism needs a permanent current ac-
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count deficit of the US, i.e. it needs that the US absorb a growing share 
of the world savings to live above their resources. It also needs a transi-
tory public (federal) deficit, i.e. an exogenous push of domestic demand, 
creating the well-known «twin deficits».

In the last part of the 20th century, a new pattern of growth star-
ted to emerge, following the entrance of new consumers and producers 
after the fall of the iron curtain, the associated wave of liberalizations 
and the growth in foreign direct investments and domestic demand in 
emerging countries. This new mechanism, which we call «endogenous» 
or «autopoietic2» (Varela, 1992), does not require the twin deficits becau-
se it is based on an endogenous demand which renders the exogenous 
pushes unnecessary. Given these characters, the locomotive model could 
become anachronistic and dangerous (Savona, 2004).

Before August 1971, when the Bretton Woods Agreement was still 
in operation, the rest of the world had the possibility to control excessive 
foreign deficits of the US by converting dollars in gold at a fixed price. 
There was therefore an instrument which allowed the control at margin 
of the international money supply denominated in dollar.

After August 1971, the US unilaterally decided to break this mo-
netary bound to their growth, forcing the other countries to take auto-
nomous decisions to react or not to the floating of the external value of 
the dollar. Under this new international monetary regime, the only way 
to protect the exchange rate of any country from the flooding of dollars 
is buying them as official reserves, creating domestic base money. If this 
creates an excess supply of domestic money, the monetary authorities 
are forced to sterilize this excess. 

Under this regime, therefore, non-US monetary policies are not 
targeted to domestic goals anymore, but to the course of the dollar. This 
of course could imply a choice between development and sovereignty. If 
an economy is dependent on exports, and wants to have an exchange 
rate stability, it has to give up its monetary sovereignty because mone-
tary policy is subjected to the volatility of the dollar exchange rate.

Given these premises, it is correct to say, as originally stated by 

2 «Autopoiesis» and «autopoietic» are concepts identified by biologists Humberto Maturana 
and Francisco Varela. “An autopoietic system is organized (defined as unity) as a network 
of processes of production (synthesis and destruction) of components such that these 
components: (i) continuously regenerate and realize the network that produces them, and 
(ii) constitute the system as a distinguishable unity in the domain in which they exist.” 
(Varela 1992).
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former US Treasury secretary Connolly and recently restated by Trea-
sury secretary Snow, that «the dollar is our currency, but your problem,» 
where «your» means the rest of the world. However cynical, this state-
ment correctly recognizes that the dollar is a problem, but transfers it 
from economic to foreign policy.

Given that the dollar, in this system, has become the world’s fiat 
money, we argue that the US should agree - at least in principle - on the 
necessity of a cooperative policy on exchange rates, to obtain a monetary 
standard governed by some rules. The absence of an international mo-
netary standard created through an agreement transfers the burden of 
the adjustment from the US to the other countries or, worse yet, assigns 
the government of the exchange rates exclusively to the market. Both 
of these solutions could have very serious consequences, from the econo-
mic and political points of view.

If the «locomotive» model were the relevant one for the global 
growth mechanism, the current international monetary order could still 
be accepted, albeit with some institutional changes. If, instead, the «en-
dogenous» model becomes relevant in dimension and dominant in im-
pact on global growth, the current monetary order is not useful and the-
refore cannot be accepted anymore. Leaving the currency regime as it 
is, the subjection to an heavily floating dollar can be reduced by paying 
a price in terms of real growth. By using flexible exchange rates for the 
euro, the Eurozone achieved such a goal. But, given the perverse effects 
on EU exports due to their high elasticity to price, the result of the floa-
ting regime of the euro with respect to the dollar is that monetary and 
financial disequilibria have been transferred to the real sector.

This is the main reason why China has adopted a peg on the 
dollar instead: history of post-WWII development teaches us that fixed 
exchange rates can be a relevant instrument of development and of 
exports and domestic growth rate. The catch here, of course, is that the 
real sector is isolated from external monetary shocks; but these shocks 
risk of being transferred, sooner or later, to the domestic monetary 
sector through the monetary base created by the pegging of the yuan to 
avoid its revaluation.

As we see, negative effects are not limited to the countries which 
adopt fixed exchange rates, but are relevant for any country, given the 
current levels in the of dollar supply coming from the US or from the 
foreign central banks reserves.

There is a widespread consensus on the interpretation of the 
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«American locomotive» model. As an example, we can cite the relation-
ship between export and growth in Italy3. Starting from 1960s, Italy has 
experienced strong growth rates depending mostly on products by some 
industrial sectors, generally denominated “made in Italy” sectors. The 
elasticity of growth to these exports is still very relevant, on average 
0.30% according to some our recent estimates4. Before joining the EMU, 
therefore, one of the possible policies to stimulate growth was the com-
petitive devaluation of the lira: after the EMU, these policies were not 
possible anymore, and the loss of exchange rate sovereignty has become 
a problem for Italy when the US started the current depreciation phase 
of the dollar.

We must say that Keynes was right in seeing a close relationship 
between fixed exchange rates (but multilaterally adjustable) and econo-
mic development, at least in the «western» area. However, he added, for 
this scheme to work, some limitations in short-term capital movements 
are necessary, at least as substitutes of an adequate control in domestic 
monetary creation. This means that domestic monetary disequilibria 
had to be contained within the national boundaries and, should structu-
ral differences in inflation rates arise, they should have been treated by 
international cooperation within the International Monetary Fund.

The other precondition that Keynes proposed, and which was not 
accepted either in the Bretton Woods Agreement or in the Rio Agree-
ment in 1968, was the creation of an international monetary standard 
for every country including the US, that he called bancor, to state that it 
should have been managed to be good as gold. Those proposing the term 
«special drawing rights» surely were less imaginative than Keynes!

Under the pressure of the American interests, effectively suppor-
ted by liberist economists, the Bretton Woods international monetary re-
gime was abandoned with an unilateral decision by the US, switching to 
a flexible exchange rates regime, encouraging and supporting a growing 
liberalization in short-term international capital flows, and igniting a 
system in which all the countries except one had to try to accumulate 
current account surpluses in order to obtain dollars. In the growing cur-
rency confusion that followed, a number of financial innovations were 
born, generally known as «derivatives».

With the introduction of derivatives, the fundamental rule of mo-

3 See Graziani (1992).
4 Viviani (2005).
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netary creation, i.e. that the market was not able to determine the opti-
mal quantity of money and that this task had to be allocated to an inde-
pendent authority, was twisted in favor of the market (Savona, Maccario 
and Oldani, 2000) with different reactions country by country. 

In South America there was a series of failed trials of dirty floa-
ting, and a case of dollarization, in Argentina, ended in a default and 
heavy losses to bond holders throughout the world.  We must add that 
dollarization experiments leave open the question of the political le-
gitimacy of surrendering the monetary sovereignty to another Gover-
nment, which in turn is neither interested nor disposed to discuss its 
monetary policy.

In Europe, a system with the maximum possible rigidity of 
exchange rates, the one corresponding to a monetary union with a com-
mon currency, was established, with 12 of the 25 countries of the EU 
joining it and the 10 new entrants irrevocably committed to do the same 
within a relatively short period of time. The external value of the Euro 
was left floating.

In Japan a form of dirty floating was adopted, sometimes coming 
very close to a fixed exchange rates regime. In China, and in other East 
Asian countries with export-oriented economies, fixed exchange rates 
were adopted, although successfully only for China (if we are authorized 
to judge that!), while for other countries like Indonesia and Thailand 
the mismanagement of short-term credit and derivative contracts gene-
rated perverse and disastrous effects.

The expectation on the stabilizing virtues of floating exchange 
rates regime was not fulfilled: the US foreign deficits have grown to a 
disturbing share of American GDP, and it seems that larger and larger 
devaluations are required to adjust the imbalances. As we said, public 
deficits in the US have been the preferred instrument to support dome-
stic demand, while being short of domestic savings. This confirms the 
close relationship between the characters of the international monetary 
regime and the American policy of leaving American citizens live above 
their means, i.e. above the domestic real supply.

On the other hand, the process of globalization, pushed by seve-
ral tendencies which one of the authors of this paper (Savona, 1988) 
synthesized in the «LISCA effect» (Liberalization, Internationalization, 
Securitization, Computerization and Apoliticization), has the merit of 
exploiting in economic terms the end of the political blocks following the 
fall of the iron curtain.
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Globalization also has the merit of starting a new development 
model, which substitutes foreign demand with domestic demand. This 
happens through the impulse of foreign direct investments (FDI), which 
provide less developed countries with an initial endowment of advanced 
technology, and a growing autonomous purchasing power.

The start of the exponential growth in FDI coincides with the fall 
of USSR and the consequential end of the division of the world in two 
political blocs. Between 1990 and 2003, the stock of incoming FDI per 
capita has grown from $395 to $1310 in the world; in East Asian deve-
loping countries from $127 to $394, in Eastern Europe and in the CIS 
from $4 to $3855.

The main effect of FDI on these developing countries was, as pre-
dicted by economic theory, the technology transfer, and subsequentially 
higher rates of growth, of course also ignited by liberalizations and an 
opening to market economy. As a result, some developing economies star-
ted by producing goods which required low skills and low salaries, attrac-
ting therefore vertical FDI; but the technology transfers contributed to 
render them competitive in the production of higher-skilled and higher 
value-added goods, while salaries growed, but remained lower than in 
western developed countries. This started an endogenous mechanism of  
growth, which doesn’t necessarily need FDI for development, or attracts 
more horizontal FDI, that is FDI oriented to satisfy the internal demand. 
China, as an example, is switching more and more from traditional to in-
novative sectors, directly competing with more developed countries, and 
on the other hand sees a very strong growth in internal demand.

This kind of model, of course, does not need the American loco-
motive anymore, because it does not depend on American (or European) 
demand to grow. At the same time, the dominance of the dollar is no 
longer justified.

3. The future of the dollar and the need for a political perspective.

We can now turn to the original question: the value of the dollar 
in the next future. Will it stay at the current levels or will it depreciate 
furtherly? Given the current status of the international monetary regi-
me, we argue that the exchange rate of the dollar will remain weak. In 
the best-scenario case, it will remain around the current levels, waiting 

5 Source: UNCTAD (2005).
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for the US monetary and fiscal policy restrictions already adopted to 
have their effects on the current account of the balance of payments.

However, if the ECB will adopt a more restrictive monetary policy 
stance, given the recent relaxing in European fiscal policy rules (the so 
called “Stability or Amsterdam Pact”), the effect could be a neutraliza-
tion of American decisions, strenghtening the external value of the euro 
and keeping the dollar weak or even weaker.

Following a simple, traditional «absorption approach», if the «soft 
landing» of domestic demand pursued by the Chinese authorities should 
evolve in a search for external demand, the raise in export could increa-
se the probability of further currency disturbances, which could lead to 
a change in the yuan exchange rate regime or, more simply, to a negotia-
ted change in the pegged value of the yuan towards the dollar.

In any case, we expect the American foreign deficit to remain close 
to the current (high) levels, because it depends mainly on the American 
domestic demand that no government, be it Republican or Democratic, 
can afford to curb beyond a given limit by using fiscal policy instru-
ments. This is confirmed by Bernanke (2005), who in an official speech 
downplays the role of the federal deficit in the current account, although 
he still believes that «reducing the federal budget is a good idea.»

Judging by Bernanke words, the view of the Federal Reserve 
Board – or at least the view of one of its most authoritative members – is 
that the American current account deficit essentially depends on cau-
ses external to the US, namely – among the others – the global (exclu-
ding the US) savings glut, and therefore that no strong internal action 
should be taken to curb the foreign deficit. In his view, the US economy 
still presents interesting investment opportunities, thereby attracting 
large capital flows from the rest of the world. This implies, however, at-
tracting capital from the «younger», developing economies, and «for the 
developing world to be lending large sums on net to the mature indu-
strial economies is quite undesirable as a long-run proposition (ibid.)»

On the other hand, «the large current account deficit of the US 
[...] requires substantial flows of foreign financing. [...] the situation will 
eventually begin to improve, altough a return to approximate balance 
may take some time. Fundamentally, I see no reason why the whole 
process should not proceed smoothly.» (ibid.)

Although omitted by Bernanke, the exchange rate of the dollar is 
often viewed as a suitable instrument for reducing the current account 
deficit, as predicted by economic theory. 
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The problem, however, is that the level of the current account 
deficit is such that it cannot be adjusted by means of an «ordinary» 
exchange rate devaluation. Among other things, we must consider the 
low value of the American imports elasticity to the exchange rate, even 
if politicians can try to let American voters believe that the exchange 
rate can be effective in reducing the deficit. Estimates, such as the one 
produced by Obstfeld and Rogoff (2004), that a 20-40% depreciation in 
the real trade-weighted value of the dollar is necessary to adjust the 
American current account, seem to confirm the failure of the dollar de-
valuation mechanism to adjust the current account, and are therefore a 
proof of the inadequacy of this regime.

American citizens are indifferent to the external value of the dol-
lar because it is their own currency. However, they cannot be indifferent 
to their external debt, which grows at $1.8 billions a day, and to the 
interest paid on it, that reduces their actual purchasing power6. At the 
same time, they cannot be indifferent to the growth of their public debt7, 
which is largely – more than 40% according to estimates8 – in the hands 
of the central banks of China and Japan. 

These banks and the other Asian central banks are growingly 
nervous with the value of their reserves, and could indeed decide to mo-
dify their composition, which could lead to a dollar sell-off and a further, 
catastrophic depreciation (at least for the European interests) of the 
dollar. As Roubini and Sestser (2004) say, «no doubt the dollar’s position 
as the world’s reserve currency and the depth of U.S.  financial markets 
creates an intrinsic source of demand for both dollars and dollar  de-
nominated assets.  However, this could prove to be mixed blessing. The 
dollar’s  privileged position could increase the risk that the world will 
finance large U.S. trade  deficits for too long, leading to excessive U.S. 
debt accumulation.  This will let U.S.  delay needed adjustment, but in-
crease the cost of the adjustment when it finally happens.»

In the long term, therefore, independently from national econo-
mic policies, the dollar will remain structurally weak. And even if this 
weakness is manageable, the risk of a crisis will remain high. This crisis 

6 See for example Bank of England (2005) for a discussion of this point.
7 As of 31 march 2005, according to the data published by the U.S. Bureau of the Public 
Debt, the total public debt of the USA was $7.78 trillions including intragovermental hol-
dings, or $4.57 trillions only considering the debt held by the public. Between 31 march 
2004 and 31 march 2005 the growth of the total public debt was 9.06%.
8 Department of the Treasury and others (2004).
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would involve politics, perhaps more than economics: it would be then 
advisable to treat it, or much better to anticipate it, by activating some 
foreign policy instruments. An international agreement involving the 
G8 and China could establish an international monetary standard and 
fix new rules to manage and to avoid international currency crises.

This has two meanings: the first is that the countries participa-
ting in the globalization process under the WTO rules must recover their 
monetary sovereignty, wrongly left in the hands of financial markets, 
which today fix both the quantity of money and the interest rates.

The second meaning involves the costs and benefits of coopera-
tion, in economic policy as much as in foreign policy. We believe that any 
State has its own set of preferences and interests and that its behavior 
is guided by these preferences and interests. It would be therefore mi-
sleading to think that any State should cooperate on exchange rates 
– or on any foreign policy issue – purely on the basis of a superior and 
abstract common interest. But it would be equally misleading to ignore 
the benefits that can arise from a cooperative behavior, as game theory 
teaches us. As the history of European integration shows, cooperation 
can be successful if it is based on a common interest, and not successful 
when it proves to be too strong a limit (as in the case of the Stability and 
Growth Pact) for the preferences and interests of the governments.

It becomes therefore relevant to understand how to convince the 
governments of the US, of European countries, of China and Japan that 
cooperation in exchange rate management is beneficial for all. Inter-
national political economy theories could give us some interesting in-
sight. 

The realist perspective, in particular, shows us that cooperative 
behaviors arise between states only when non-cooperation determines 
some kind of vulnerability. The existence of asimmetric vulnerabilities 
implies the existence of issue areas, not necessarily interconnected, on 
which the governments confront their preferences and positions. The 
ability (or of course the inability) of one government to link issue areas 
between them is crucial to obtain a cooperative behavior from another. 
But, before that, it is necessary that a government understands the exi-
stence of an exchange rate issue. What we mean here is that, in absence 
of a common position of the European governments, at the Council level, 
on exchange rate, there is no policy position on this issue but the one 
of the American Treasury. The first step of action required is therefore 
that E(M)U governments understand the relevance of the issue, find 
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an agreement, and start talking to the US on the basis of a concerted 
effort.

Until now the behavior and the exchange rate strategy of US go-
vernments has been purely guided by a narrowly defined  national inte-
rest. But we believe that an heavy international currency crises would 
damage also American interests. Therefore, it should be in the American 
interest to cooperate in order to anticipate and avoid it.

4. The effects of the current international monetary order on 
global competition.

Monetary and currency disturbances can hamper fair competi-
tion in any market. A stable monetary standard is a necessary require-
ment for any market to work, and therefore any policy curbing inflation 
is a policy that helps to establish a fair competition.

While there may be different interpretations on the causes of in-
flation and on the instruments to anticipate and reduce it, there is a 
complete agreement on the fact that money supply and inflation must 
be managed by an independent public authority.

This agreement has solid economic foundations, but also politi-
cal ones. The «no taxation without representation» principle involves 
inflation as much as traditional fiscal instruments, because inflation is 
a hidden tax and therefore an income redistribution instrument. If not 
managed, inflation violates the above said principle of democracy.

However, the same agreement reached on the necessity of fighting 
inflation has not been reached in the case of an inflation deriving from 
exchange rates devaluations. On the one hand, it can also be said that 
inflation is a cause of devaluations. On the other hand, the idea, expres-
sed by Piero Sraffa (1920), that internal monetary stability cannot be 
achieved without external monetary stability, has never been logically 
deepened and empirically tested.

This dispute has been solved in the European Monetary Union to 
promote a common market with fair competition: it  adopted one money. 
To promote a common global market with fair competition we should 
have one global money. If we think that this global money can be the 
dollar with floating exchange rates, we implicitedly admit that we do not 
want a global market with a fair competition, but only a process of eco-
nomic integration called globalization without a proper monetary stan-
dard and without an independent institution which manages its offer.
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It must be remembered that in the European Monetary Union 
the problem of the external value of the euro has not been solved. The 
treaties say that the Council has the political responsibility and the 
power to sign international agreements regarding the euro. Apart from 
this institutional framework, however, the managing of the exchange 
rate lays in the hands of the ECB, because the Council has never shown 
any interest in doing that. Apart from ordinary management, this is 
equivalent not to have any exchange rate policy at all, or better said 
to adopt the currency policy of the US, because the ECB only targets 
the inflation rate, subjecting any other target to this one. While this is 
correct from the institutional point of view, it is less acceptable from the 
political point of view, because the exchange rate responsibility cannot 
be delegated to another government.

If, instead of admitting that we have no policy, we say that the 
only thing that matters are purchasing power parities, and that therefo-
re the euro exchange rate should be determined purely by the markets, 
our behavior risks to be hypocritical and to put at risk the fundamentals 
of European and American relations, also rendering empty the frequent 
invocations of the «rules of the market» done by governments to encou-
rage the acceptance of reforms regarding pensions, the welfare state or 
competition.

The alternative solution to the European one has been to stabili-
ze more or less rigidly the external value of the currency, accumulating 
both dollar-denominated reserves and domestic and external tensions of 
the kind we already described.

There are other dangerous effects of market-managed exchan-
ge rate variations, especially regarding the different behavior of tra-
ded and non-traded sectors. As we said before, an appreciation of the 
exchange rate can harm traded sectors while leaving indifferent non-
traded sectors. 

Be it for any reason, ranging from historical tradition to political 
influence, any economy has traded and non-traded sectors. We can rou-
ghly say that primary and tertiary sectors are on average price-makers, 
working shielded from external competition and with limits to internal 
competition too, while the industrial sector generally is a price-taker. 
The weight of traded and non-traded sectors is difficult to precisely esti-
mate for each country: but we can say that it usually ranges respecti-
vely between 30 and 40% for the former and 60-70% for the latter. 

Given their nature, traded sectors are greatly influenced by 
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exchange rates: in the case of inflation caused by a depreciation, they 
cannot transfer to the consumer the increase in prices. On the other 
hand, in case of an appreciation, they cannot recover the lost margins, 
because they do not make the price. If exchange rates variations depend 
upon differences in inflation rates, and these differences depend in turn 
upon the different relative weights of traded and non-traded sectors, the 
logical consequence is that price-maker sectors (or non-traded) determi-
ne inflation, while traded sectors endure it. If the exchange rate depre-
ciates, the non-traded sectors transfer on prices the imported inflation, 
while perpetuating the circle between inflation and depreciation. On 
the other hand, traded sectors can adjust prices only if their foreign 
competitors do it.

The case of Italy before the euro is a clear textbook example (Sa-
vona, 1993) of the damages suffered by traded sectors and advantages 
of non-traded ones due to exchange rates variations.

The logical conclusion is that – independently from their causes 
– exchange rates variations harm traded sectors and benefit non-traded 
ones. The consequences are market failures and a bad performance of 
the economy. Finally, the social organization itself is harmed due to the 
strenghtening of rent sectors and the weakening of profit ones, i.e. the 
protectionism will prevail on the innovations.

5. Conclusions: the dollar is the American currency, but a pro-
blem for all countries.

A dollar reflecting the American policy choices, which can be syn-
thesized in an extraordinarily high foreign deficit (around 6% of US 
GDP), and a relevant (5 to 4%) public budget deficit, harms the econo-
mies of the rest of the world, especially those which growth is of export-
led type. 

In the Eurozone exports are certainly relevant. Our problems are 
both quantitative, because growth and employment are harmed by the 
euro appreciation, and qualitative, because rent sectors are being be-
nefited and profit sectors harmed. This result produces a worse social 
order. Directly, because less growth means less taxes and therefore less 
welfare; and indirectly, because benefiting non-traded sectors means di-
scouraging the emergence of the benefits of competition. Our society 
becomes less meritocratic and more parassitary.

If China adopted flexible exchange rates and accepted the outco-
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me of the market, or accepted a negotiated revaluation of the yuan, its 
growth rate would be reduced, adding new unemployment to the set of 
unresolved problems of this country. This could deteriorate political re-
lations with the US, in an area where international relations are alrea-
dy exposed to the unresolved Taiwanese problem. Even in the case of a 
successful «soft landing» of the Chinese economy, the tendency to ap-
preciate the yuan will be strengthened by the substitution of domestic 
demand with exports and the system will strenghten its vicious circle.

The consequence is that the market is giving its own answer to 
the foreign currency disequilibria created by the US and by the cur-
rency policies in the rest of the world, but it is not able to manage the 
conflict between the American-led (exogenous) and the autopoietic-led 
(endogenous) growth models. The market is neither able to manage the 
potential foreign policy effects of this conflict, particularly evident in 
East Asia, as it cannot pursue political or social goals, but only goals 
related to the rational use of the scarcity of resources. In our opinion, 
the laissez-faire has definitely come to an end, eighty years after Keynes 
(1926) declared it. The «market capitalism» needs today more politics, 
or better said  more geopolitics, than it needed before the globalization 
process started.

We cannot exclude either logically or practically that the dollar-
denominated official reserves owned by the Chinese authorities will be 
sold on the market to gain a foreign policy advantage, or to regain inter-
nal political control in case it is lost by the Chinese Communist Party. 
We should not forget that, at the height of the oil crisis in the seventies 
of the last century, Saudi Arabia defined their dollar reserves as mone-
tary weapons (war instruments), which could have put the US and other 
governments in serious difficulties.

We must also consider the effects on the dollar reserves of oil 
exporting countries, which announced they are considering a diversi-
fication of their reserves, pushing an appreciation of the euro vis-à-vis 
the dollar and strengthening the vicious circle in the international mo-
netary system.

In the US, as stated by Bernanke (2005), capital inflows are 
attracted mostly by non-traded sectors, thereby making traded (and 
exporters) sectors less profitable. In the long run, this makes more diffi-
cult to pay the external debt.

While all countries look at economic variables on a global basis, 
they pay less attention to the relationship between economic policy and 
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foreign policy. The US appear moderately interested in this perspecti-
ve, while European governments are concentrated on talks regarding 
internal stability and infraeuropean cooperation. It is highly probable, 
instead, that the Chinese government is interested, given the traditio-
nal long-term approach of their culture. They could however be forced to 
react quickly to real and currency disequilibria coming from outside or 
to political problems coming from inside.

The world does not show at the moment the “vision”  needed by 
the situation. However, all governments have an interest in the exchan-
ge rate issue, provided that they see it. The time has come therefore 
to switch from pure economic policy to geopolitical economy, also con-
sidering the geopolitical effects of the deep modifications in the global 
development model, including the demand for democracy and social 
welfare. 

Popular wisdom says we cannot eat the cake and have it too, mea-
ning we cannot passively let the two models of development co-exist 
without a cooperative effort to minimize the potential dangers. If we let 
this happen, it could be the model driven by the stronger to prevail, whi-
ch is not necessarily the better. In this case, we could continue to face, as 
it happened many times in the past, an international monetary regime 
deeply inadequate to the needs of world development and peace.
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It is a pleasure to have the opportunity to discuss this paper by Pro-
fessors Savona and Viviani, just as it was a pleasure to read the paper. 
In some ways, though, I feel like a Christian brought to the Coliseum. 
I am associated with a U.S. monetary-policy institution and the paper’s 
discussion partly is a complaint about how U.S. exchange-rate policy is 
conducted, and a suggestion for improving it.

Among other things, they object to the statement by late Treasury Se-
cretary Connolly and Treasury Secretary Snow that

“The dollar is our currency, but your problem.”

When I took a position at the Federal Reserve Bank of Atlanta eight 
years ago, I struck a deal. I do not speak for the Treasury Secretary, the 
Chairman of the Federal Reserve or others in the Federal Reserve; and 
they don’t speak for me. So I don’t have to agree with this quote. While 
I can understand the thought underlying this quote, I can be a little 
embarrassed discussing it in Florence with a substantially European 
audience, and besides, I don’t really agree with it.

I don’t agree with it because I think that United States’ citizens are bet-
ter off if the dollar is an international reserve currency, and I think that 
the dollar being a reserve currency is quite consistent with excellent 
domestic monetary policy.

Comments and Observations* on the Paper
by Paolo Savona and Carlo Viviani The Impact on 
the U.S. Dollar of the Conflict between the American 
Locomotive’s Model and the Emerging Economies’ 
Autopoietic Growth

Gerald P. Dwyer, Jr.
Federal Reserve Bank of Atlanta
President of the Society for Nonlinear Dynamics and Econometrics

* I am grateful to Cesifin for inviting me to the conference at which this paper was presented. 
The views expressed here are the author’s and not necessarily those of the Federal Reserve 
Bank of Atlanta or the Federal Reserve System. Any errors are the author’s responsability.
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Actually, I don’t really think that the attitude in this quote exemplifies 
U.S. policy concerning exchange rates. I do think that the U.S. policy 
concerning exchange rates is one of doubt that there is a great deal that 
can be done about exchange rates beyond running sound monetary and 
fiscal policies as long as exchange rates are floating, and I am sympa-
thetic to that view.

The major point of this paper by Professors Savona and Viviani is to 
suggest that coordination between the U.S. and Europe would be useful 
for lessening exchange rate swings.

The role of a discussant is to be critical, suggesting caveats or less than 
obvious aspects of a paper, and I will do that.

Suggested Change in the Operation of the World Economy

Part of the paper elaborates a view that the basis for economic growth 
in the world is different now than it was after World War II. The paper 
suggests that, for some time after the end of World War II, the United 
States was a “locomotive” pulling the rest of the world along. Today, eco-
nomies outside the United States are more nearly growing because of 
internal developments.

I am doubtful that such a sharp difference in behavior really exists. 
First, consider the European economies after World War II. Why did 
they grow? It is not hard to cite internal developments that contributed 
to that growth. Italy grew because of increases in both physical and 
human capital; in fact the increase in education after World War II is 
remarkable. 

Even leaving aside such internal developments conducive to long-run 
growth, I am dubious that the economic growth in Europe or the rest of 
the world would have been much different if there had been no exports 
to the United States. The precise words “export led” are not used in the 
paper, but I think that the basic idea is that economic growth in Europe 
was supported by, or led by, exports to the United States. I can think of 
other reasons for European economic growth, which may well be more 
important. Internal developments such as the increase in education in 
Italy after World War II were important. For Italy, Germany, Japan and 
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some other countries, recovery from the destruction after the war was a 
major contributor to growth from the low levels of output after the war. 
For some countries such as Britain, part of economic growth since World 
War II is due to the end of growth-destroying economic polices.

By autopoietic growth, I gather that Professors Savona and Viviani 
mean that economies now are growing on their own, as opposed to being 
export led. I think that this interpretation of today’s growth is correct. 
Perhaps most notably, it is hardly surprising that China is growing re-
latively rapidly given the economic policies in place since World War II. 
Their economic policies held things down before, and now the economy 
is approaching a level that might have been reached long ago with dif-
ferent economic policies.

Motivation for article

There is no doubt in my mind that a major reason for this article being 
written is a question that is simple to state, “Why has the dollar fallen 
in value relative to the euro?” As will I, Professors Savona and Viviani 
do not pretend to answer that question. I don’t know the answer to this 
question, and I don’t think that anyone else does.

It is possible to make some observations that may be helpful for thinking 
about the answer to this question even though they don’t answer the 
question. They lead one to give more credence to the policy suggestion 
in the paper.

Rather than ask why the dollar has fallen in value, one could as well 
ask “Why did the dollar rise in value relative to the euro to an exchange 
rate of $.83 per euro in October 2000?” This was the period when the 
European Central Bank was relatively new, and it seems plausible to 
attribute at least part of that low value of the euro to uncertainty about 
the European Central Bank’s monetary policy.

Even ignoring the possible effect of the relatively new European Cen-
tral Bank, arguably the actions of the central banks of China and other 
countries have at least as much to do with the size of the recent rise 
than anything that has happened in the U.S. and the euro area. I find it 
plausible that these countries’ essentially fixed rates have pushed adju-
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stment onto other exchange rates, and the euro-dollar exchange rate 
has borne much of that adjustment. This could be true. I don’t really 
know any evidence that it is correct, but it is not obviously wrong.

While it may seem that such large swings in exchange rates hardly could 
be due to such small changes, flexible exchange rates arguably can have 
large swings in response to seemingly small changes. As Neil Wallace poin-
ted out in 1979 and in later papers, fiat monies are interchangeable for 
many purposes: they are perfect substitutes in the limit. He argues that 
fiat monies’ exchange rates are largely indeterminate, a view consistent 
with the line of argument pursued by Professors Savona and Viviani.

New Bretton Woods

One interpretation of current events surprisingly not evident at this 
conference is that foreign central banks are acquiring U.S. government 
debt because they want to do so. This view has been argued in a series 
of provocative and well-thought-out articles by Michael P. Dooley, David 
Folkerts-Landau and Peter Garber. Essentially, their argument is that 
foreign central banks in the developing world find it helpful to keep 
relatively fixed exchange rates relative to the United States, thereby 
supporting their export-led growth (Dooley, Folkerts-Landau and Gar-
ber 2003.)  They suggest that this policy is likely to continue for the next 
ten or twenty years.

There are reasons to be dubious about this argument. Even on the sur-
face, an obvious difference between current arrangements and Bretton 
Woods is the existence of a formal agreement after World War II. Even 
if the promotion of exports is the key reason for the policy, trade links 
with other countries exist and perhaps the link to the dollar will not be 
so important for so long.

If Dooley, Folkerts-Landau and Garber are wrong, there is some reason 
for concern. The current state of affairs in which the United States runs 
substantial current account deficits and finances them by exporting debt 
to China and some other developing countries is not likely to persist for 
long. Substantial adjustments may come fairly soon. It must be said, 
though, that substantial adjustment is likely to come sooner or later. It is 
only a question of when, not whether, substantial adjustment will occur.
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Conclusion

When everything is said and done, I agree with Professors Savona and 
Viviani that there is an adjustment problem. I also think that coope-
ration in resolving this issue might be helpful. On the other hand, it 
is important to realize that it will take more than the United States 
government and the European Union to resolve the problem. And in 
fairness to the Treasury, I do have to point out that the United States 
government has been pushing the Chinese government to revalue their 
currency.
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Key Points of the Paper

- The future of the U.S. Dollar exchange rates and the level of current 
deficit?

- Two models to provide a general forecast:
 • The “American locomotive model”
  - The U.S. trade and public deficits as exogenous growth engi-

nes for the rest of the world

 • The “autopoietic model”
  - The endogenous growth in global demand of over 3 billion po-

tential consumers and producers in recent years

- Given the growth in endogenous international demand, the U.S. tra-
de deficit puts global real growth at risk

 • The U.S. should realize that exchange rate is not merely a part of 
foreign policy but should be a part of global, geopolitical policy

 • The absence of an international monetary standard transfers the 
burden from the U.S. to the rest of the world

- The two models cannot co-exist without international monetary coo-
perative policies on exchange rates

- Given the current status of the international monetary regime, the 
exchange rate of the dollar will remain weak or depreciate further

 • Potential dollar sell-off in China and other Asian central banks, 
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creating market panic and global financial melt-down

- The U.S. current deficit will remain at its high levels
 • Depends on the high American domestic demand for foreign imports

- Further excessive U.S. debt accumulation

The solution:
 • An international agreement involving the G8 and China
 • Promotion of a common global market with fair competition

Relevant Literature

- Many papers regarding the sustainability of the U.S. current account 
deficit and its impact on international economies (see, for a recent 
review : Mann C. L., Journal of Economic Perspectives, 2002)

- There is usually a consensus regarding:
 • Global investors will reach a point where they are no longer wil-

ling to increase the share of U.S. assets they hold in their por-
tfolios, which will cause a further decline in the exchange value 
of the U.S. dollar (Cooper, R. N., Brookings Papers on Economic 
Activity, 2001)

 • An adjustment in the current U.S. account balance can be made 
possible with:

  - More robust U.S. household savings
  - More liberalized domestic and global markets
  - More deeply integrated Euro financial markets
  - International cooperation and monetary reforms

Key Contribution of the Paper

- Provides scenarios outlining the future evolution of the U.S. net interna-
tional investment position if the U.S. dollar remains at its low  levels

- Evaluates the relevance of the exogenous “locomotive” U.S. deficit growth 
model with the autopoietic global growth endogenous model, and the po-
tential problems the co-existence of these two models can create
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- Verifies the relations between the current, dollar-based, internatio-
nal monetary order and competition in the global market

- Promotes a geopolitical economic solution

- Bold, Open, Passionate Debate on Important Economic Problem of  
the day and the authors are innovative, unconventional, and genui-
ne  in bringing forward their points

- The argues that the Current Currency Problem/Instability has a foreign 
policy component along with the economic underpinning component.

A Different Point of View

- The paper gives a perception of being to strong against unfettered 
flexible exchange rates in favor of fixed exchange rates. In particular, 
the paper argues heavily against the dollar and the underlying eco-
nomic policies conducted by the U.S. (A dollar harms the economies 
of the rest of the world ...” P-12

- Also it argues that if e.g. China adopted a system of flexible exchange 
rates, she will suffer in terms of growth and prosperity (P-13). It is 
not obvious whether these pionts are consistent with economic fun-
damentals. On other hand the paper does say openly that we should 
not rely on economis explanations alone.

- Empirical Analysis on the Effects of Exchange Rate Volatility on 
Trade Flows and Growth may not agree with some of the conclusions 
of this paper. One of the puzzles in international macroeconomics 
is, firstly, the underlying determinants of the observed high (short-
term) volatility of nominal and real exchange rates and secondly, 
why the observed volatility has such (short-term) effects on trade 
flows as well as on economic activity and growth.

- Perhaps it is true that financial market shocks are responsible for 
the high observed volatility of exchange rates, but are we to conclude 
from this that fixed exchange rates or highly coordinated exchan-
ge rate policies is the approach to managing the (possible adverse) 
effects of these shocks? To me, most of the volatility of the exchan-
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ge rates is from the policy point of view inconsequential, something 
typical of asset price fluctuations. We know from the literature e.g. 
on asset prices and inflation that the correlation structure between 
the two is not stable over the time which suggests that not too much 
weight in policy making should be given to asset price fluctuations 
when designing feedback rules feedback rules to sustain stable price 
level or low inflation.

- The relationship between government budget deficit and external 
deficit may not be as straight forward as implied. It is difficult to pin 
down empirically the exact contribution of public sector deficits on 
trade and current account deficits. Theoretically, in the context of a 
typical intertemporal optimization model, prevailing external defici-
ts in the US could be indicative of a strong growth potential of the 
US economy of the future. Secondly, in the context of the traditional 
IS-LM model, expansionary fiscal policy in the US should give rise 
to a strong dollar. The underlying driver is, of course, the interest 
rate effects of expansionary fiscal policy in the IS-LM model. The 
latter point brings a question? Why are International Investors still 
Willing to Finance US Current Deficit? Economic Intuition suggest 
that the risk-return mix or margin is still favorable to investing in 
US bonds?

What I Would Like to See?

- Concentrate more on an economic analysis of the “locomotive” and 
“autopoietic” model of growth and there implications. Check page 4.

- “But, given the perverse effects on exports due to their high elastici-
ty to price, the result of the floating regime of the euro with respect 
to the dollar si what monetary and financial disequilibria have been 
transferred to the real sector”.

- It is not entirely certain that exports are highly exchange rate ela-
stic. In fact Rogoff (1993) analysis of the PPP puzzle brings us to 
an entirely different conclusion: persistent deviation from PPP norm 
may actually reflect that international goods markets are not as in-
tegrated as economists typically think.



89Iftekhar Hasan

- On the contrary, these market appear to be segmented, which may 
be the root cause for large real exchange movements, which are ne-
cessary for convergence to an equilibrium. Rogoff ’s analysis is very 
well in line with e.g. the analysis of Rebelo et al. of why inflation is 
so slow after large devaluation: large distribution sector contributes 
to increasing the effective size of the non-tradable sector in the eco-
nomy.

Concluding remarks

- Instead of concluding that markets fail, I would say we need policy 
decision and measures and efficient regulatory environment to sup-
port market in their task of allocating scarce economic resources.

- A sharp adjustment to correct the U.S. current account imbalance 
and the associated moves in asset prices might cause severe damage 
to the global economy, not just the U.S. economy.

- However, the longer the adjustment is delayed, the more costly it 
will be.

- If large trade deficits continue for much longer, sharp adjustment 
will be impossible to avoid.

- The necessary adjustment cannot happen smoothly without a degree 
of tacit coordination between the U.S. and other major economies.





Abstract.

This paper examines empirically the interaction between monetary po-
licy and exchange rates focusing on the Federal Reserve. In the last 
two decades the U.S. central bank has (officially) been averse to even 
wide-band target zone. But there exists evidence, based on estimated 
Taylor-type interest rate rules, that it has historically placed at least 
some weight on stabilizing exchange rates.
We show that the systematic significant response of monetary policy to 
exchange rate movements found in the literature reflects an omitted 
variable problem. When usually omitted variables, related to financial 
stability motives, are included in the interest rate rule the influence of 
exchange rates on short-term interest rates setting disappears. Thus 
according to our findings the Fed is not exchange rate targeter.
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1. Introduction1

This paper explores empirically the nexus between an interest rate rule 
for monetary policy and exchange rates, focusing in particular on the 
case of the Federal Reserve.

1 We are grateful to Giovanna Paladino for useful discussions on the subject. Alessanda Balbo 
and Raffaele Lillo provided excellent research assistance. Opinions expressed are those of the 
authors and do not involve the institutions they are affiliated with.
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Recent empirical evidence has witnessed the adoption of some kind of 
systematic monetary policy behaviour by the major central banks. As 
shown by Clarida et al. (1998) and (2000), central banks follow the so-
called “Taylor rule”, where the nominal interest rate reacts to deviations 
of inflation and output from their targets. On the other hand, one of the 
things that central banks look at is the exchange rate, as it is well docu-
mented by central banks’ monthly reports.
It is then natural to ask what is the role played by exchange rates in the 
process of interest rate setting followed by central banks. In particular, 
a key issue is whether the exchange rate affects the interest rate as an 
indicator for future inflation and output or as a target of monetary po-
licy, with exchange rate targeting implying that central banks attempt 
to stabilize exchange rates in much the same way as they stabilize in-
flation or output.
Interest rate rules have been studied in terms of welfare properties and 
dynamic equilibrium for open economies by Svensson (2000), Begnino 
and Benigno (2001), Clarida et al. (2001) and (2002), Kollmann (2002) 
and Benigno (2004) among others. These studies take usually into ac-
count Taylor-type rules without any additional international variable. 
Clarida et al. (2001),(2002) show that under particular circumstances 
international optimal monetary policy implies interest rate rules which 
are isomorphic to the closed economy case.
Moreover, as discussed for instance in Clarida (2000), the major central 
banks have always refused to embrace exchange rate targeting, intepre-
ted as a wide-band target zone, formally. There are two main reasons for 
this reluctance. First, even if commitment to a wide-band target zone 
could be made credible, the reduction of intraband exchange rate vo-
latility would be relatively small given the width of the band that poli-
cymakers would accept. Second, like for any other asset price, defining 
the equilibrium level of exchange rates is complex and controversial, 
reducing remarkably central banks’ ability to detect asset price misali-
gnments. This implies that in practice monetary policy may respond to 
exchange rates disequilibria only at times when they are easily recogni-
zable as large misalignements.
Nevertheless, there is evidence that some central banks have historical-
ly placed at least some weight on stabilizing exchange rates.
By means of VAR modeling, Eichenbaum and Evans (1995) have provi-
ded evidence supporting the existence of a link between US monetary 
policy and exchange rates. They show that a contractionary shock to US 
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2 For further empirical evidence on Germany see Engel and West (2004), while Japan has re-
cently been re-examined by Chadha et al. (2004). Both works support the exchange rate as an 
argument in an augmented interest rate rule.

monetary policy leads to a persistent and significant appreciation in 
nominal and real exchange rates. However, as argued by Clarida (2001), 
in order to test whether central banks are exchange rate targeters the 
Clarida et al. (2000) approach (hereinafter, CGG) is better suited as it 
estimates explicitly the systematic component of monetary policy. Whe-
re this latter approach consists in estimating a forward-looking Taylor 
rule by means of the Generalized Method of Moments (GMM).
The empirical literature following the CGG approach has provided some 
evidence in favor of exchange rate targeting. Clarida et al. (1998) have 
found that the real exchange rate entered an interest rate rules for Ger-
many and Japan with a coefficient that is statistically significant, albeit 
small.2 Chadha et al. (2004) have found significant parameter estimates 
for United States and United Kingdom too. For the United States they 
argue that, although the explanatory power of exchange rates is not key 
for systematic monetary policy, their presence in the interest rate rule 
may induce a response when large exchange rate misalignments occur.
Our study makes the following contribution. We assess the importance 
for US monetary policy of the response to exchange rates, showing that 
the significant response found by Chadha et al. (2004) reflects an omit-
ted variable problem.
Following the same econometric approach as Clarida et al. (2000), we 
first estimate an augmented interest rate rule with the exchange rate 
in addition to inflation and output gap. Here we find a significant syste-
matic response of monetary policy to exchange rate movements. Second, 
following Diffill et al. (2005), who have provided a comprehensive analy-
sis of usually omitted variables related to financial stability motives, 
we estimate an augmented interest rate rule including also the stock 
index, the credit spread and the eurodollar futures rate. Here, contrary 
to the previous case, we find an insignificant reaction of monetary policy 
to exchange rate movements implying that the Fed is not exchange rate 
targeter.
The paper is organized as follows. Section 2 reviews the debate on the 
inclusion of asset prices, among which there are also exchange rates, in 
the central bank’s policy rule. Section 3 introduces the empirical analy-
sis. Sections 3.1 and 3.2 measure the response to exchange rates of the 
Fed’s monetary policy, while section 4 concludes.
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2. Monetary policy and asset prices

In this section we review the debate on the inclusion of asset prices, 
among which there are also exchange rates, in the central bank’s policy 
rule.
The link between monetary policy and asset price movements has been 
of perennial interest to policy makers and academic researchers. The 
literature tends to focus on three main areas of interest: inflation mea-
surement; inflation forecasting; macroeconomic stabilization.3 The first 
area is related to the issue of whether monetary authorities should be 
concerned about asset prices in order to construct broader price indexes 
(Alchian and Klein 1973). According to this view, price indexes such as 
the CPI or the GDP deflator are partial measure of the cost of living, as 
they lack any information about changes in the prices of goods that will 
be consumed in the future and not just today. A typical example is an 
increase in the price of houses, which leaves the CPI unaffected.
The second area of interest focuses on the issue whether asset prices 
may play an important role in forecasting inflation.4 However, the em-
pirical evidence on this issue is mixed. For instance, according to Stock 
and Watson (1999), (2003) some asset prices – e.g. stock prices and 
exchange rates – seem to have predictive power in forecasting inflation, 
but it is lower than that associated with measures of real economic acti-
vity. Moreover, good forecasting performance by one asset price seems to 
be unrelated to whether it is a useful predictor in a subsequent period.
The third area of research focuses on the view that asset prices may 
affect real activity. The channels of the transmission mechanism from 
asset prices to economic activity are mainly three: households’ wealth 
effect on consumption expenditure (Modigliani 1971); Tobin’s Q effect 
on investment (Tobin 1969); financial accelerator effect on investment 
(Bernanke and Gertler 1989).
These three channels are undoubtedly important in affecting both ou-
tput and inflation, but it is less clear whether they provide a strong ar-
gument for basing monetary policy on asset prices movements. In fact, it 
has been argued that the gain of including asset prices in monetary po-
licy rules in practice adds little to stabilizing output and inflation.5 This 

3 For a review of the literature see for instance Cecchetti et al. (2000), Gilchrist and Leahy 
(2002) and Rotondi and Vaciago (2003).
4 See Goodhart and Hofmann (2000) for a recent work that supports the view that movements 
in asset prices are useful in forecasting inflation.
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5 In the literature this point has been particularly stressed by Bernanke and Gertler (1999), 
(2001) and Gilchrist and Leahy (2002).
6 See Cecchetti et al. (2000) for an analysis of the major economic episodes of asset price misa-
lignments.

is due to the fact that asset channels are similar to aggregate demand 
channels, as they tend to increase both output and inflation. Thus infla-
tion targeting yields most of the gains of adopting asset price targeting 
without the drawbacks of the appearance of interfering in the working 
of financial markets.
On the other hand, asset prices seem to display exogenous movements 
unrelated to the underlying state variables. There exist several histo-
rical examples that show that extreme movements in asset prices have 
coincided with prolonged macroeconomic instability.6 This raises the 
question of what can central banks do in order to minimize the like-
lihood of asset price misalignments. However, even if one accepts the 
role of asset prices in the propagation of shocks, asset price misalign-
ments are difficult to detect. The problem is that asset prices are too 
volatile and too unrelated to real activity, as argued for instance by Ger-
tler et al. (1998).
The above concern about the ability to detect asset price misalignments 
by central banks calls for caution and does not imply that we should 
ignore them. As Cecchetti et al. (2000) observe, the difficulties associa-
ted with measuring asset price misalignments are not substantially 
different from those related to potential GDP or the equilibrium real 
interest rate. Actually Borio and Lowe (2002) argue that what really 
matters for monetary policy is not to respond to asset price bubbles per 
se, but rather to reduce the risk of financial distress resulting from the 
occurrence of financial imbalances. In particular, they show that iden-
tifying ex ante financial imbalances is difficult but not impossible. By 
using data from 34 countries they obtained empirical evidence showing 
that the simultaneous surge in both credit and asset prices provides a 
relatively reliable warning of financial imbalances ahead.
Moreover, by using the theoretical framework of Bernanke and Gertler 
(1999), Cecchetti et al. (2000) show that reacting to asset price move-
ments in the “normal” course of monetary policy may reduce the like-
lihood of bubbles forming or getting out of hand. However, this finding 
has been questioned. Mishkin (2001, p. 20), for instance, observes that: 
[they]“find favorable results in their simulations when the central bank 
conducts policy to prick asset price bubbles because they assume that 
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the central bank knows the bubble is in progress. This assumption is hi-
ghly dubious because it is hard to believe that the central bank has this 
kind of informational advantage over private markets. Indeed, the view 
that government officials know better than the markets has been proved 
wrong time and time again”.7
Bernanke (2002) argues that this “leaning-against-the-bubble” strategy, 
as advocated by Cecchetti et al. (2000) among others, implies taking out 
a little insurance against the formation of an asset price bubble. Howe-
ver, for the insurance argument to be effective against perceived bub-
bles, a small increase in the interest rate should imply a corresponding 
smooth reduction in the likelihood or size of a bubble. Unfortunately 
the existing empirical and theoretical evidence does not support such a 
smooth link. He concludes (Bernanke 2002, p. 6): “All we can conclude 
with much confidence is that the rate hike will tend to weaken the ma-
croeconomic fundamentals through the usual channels, while the asset 
bubble, if there is one, may well proceed unchecked”. This conclusion has 
led Bernanke and Gertler among others to support the view that mone-
tary policy should react to asset price movements only to the extent that 
these affect expected inflation.

3. Measuring the response to exchange rates

The following sections offer an empirical analysis of the Federal Re-
serve’s response to movements in exchange rates when it sets interest 
rates. Following Chadha et al. (2004), we assume that purchasing power 
parity (PPP) holds in the long run. This assumption allows us to intro-
duce in the central bank’s interest rate rule the deviations of the real 
exchange rate from PPP, where the real exchange rate is defined as the 
domestic price of foreign currency. In this framework the real exchan-
ge rate equilibrium level can be captured by the constant term in the 
estimated interest rate rule augmented with the real exchange rate. 
The augmented rule so defined now includes the “leaning against the 
wind” channel through which the central bank may adjust the interest 
rate in order to avoid large misalignments of the exchange rate from the 
given target level. This exchange rate stabilization motive implies that 
the estimated coefficient determining the response of monetary policy 

7 Also Bernanke and Gertler (2001) observe that the findings of Cecchetti et al. (2000) are based 
on the implausible assumption that the policy maker knows with certainty when the exogenous 
bubble is going to burst.
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8 The econometric approach used relies on the assumption that, within our short sample, short 
term interest rates, inflation and output gap are I(0). However, standard Dickey-Fuller test of 
the null that the above series are I(1) is not rejected for the US. Nevertheless, as argued for 
instance by Clarida et al. (1998), standard Dickey-Fuller test has lower power against the alter-
native of stationarity for short samples. For this reason the assumption of stationary series is 
standard in the empirical literature of interest rate rules, as this literature is in general based 
on short samples with a stable monetary regime like in our case.
9 Data on the Fed funds rate, output gap and inflation are taken from FRED II, of the Federal 
Reserve Bank of St. Louis. The real effective exchange rate for US is taken from IMF’s Interna-
tional Financial Statistics database.

to exchange rates movements must be positive. Hence, an appreciation 
(depreciation) of the real exchange rate will require a reduction (increa-
se) of the interest rate.

3.1 Baseline interest rate rule

The baseline interest rate rule assumes the target rate       depends on 

the output gap        , expected inflation               , and the lagged exchange 

rate          and that the actual interest rate       adjusts gradually towards 
the target. It may be represented as:

 (1)

Where constants are omitted for simplicity and        is a white noise 
disturbance. The estimation approach used is the same as that of Clari-
da et al. (2000) for the case of the Federal Reserve.8 The data used are 
the Federal funds interest rate, defined as the average effective Federal 
funds rate over the quarter, the output gap, defined as percent deviation 
of actual real GDP from the potential output estimated by the Congres-
sional Budget Office, inflation, measured as four-quarter change in the 
GDP deflator, and the exchange rate, defined as the log-real effective 
exchange rate.9 Following Chadha et al. (2004), the real exchange rate 
enters lagged in the policy rule in order to avoid simultaneity bias.
GMM has been used for the estimation. We have used a correction for 
heteroskedasticity and autocorrelation of unknown form with a Newey-
West fixed bandwidth, and chosen Bartlett weights to ensure positive 
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definiteness of the estimated variance-covariance matrix.10 The instru-
ment set includes four lags of output gap, inflation, the federal funds 
rate and exchange rate.11

Following Clarida et al. (2000), we consider also the following second-
order partial adjustment

 (2)

where the operative target         is the same of (1).
Moreover, English et al. (2003) have reformulated the baseline rule (1), 
by the addition of a serially correlated error term:

 (3)

 (4)

Where      is a white noise disturbance. In expression (3) the parameter

     reflects monetary inertia (i.e. interest rate smoothing), while      re-

flects the presence of serially correlated omitted variables.
English et al. (2003) found both parameters significant, and thus argued 
that both factors are valid and important in explaining the behavior of 
the central bank. In this they take issue with Rudebusch (2002), who 
argued that monetary inertia is an illusion.
The GMM estimates obtained from (1), (2) and (3) are reported in table 
1 for the case when the exchange rate is excluded from the interest rate 
rule and in table 2 for the case when it is included. In both tables, the 
estimates of both      and      are highly significant, suggesting that both 
partial adjustment and serially correlated errors are present. Allowing 
for serially correlated errors reduces the estimated degree of partial 
adjustment to some extent, but the effect is relatively small.
The parameter      falls from 0.83 to 0.71 in the estimated rules without 
the exchange rate and from 0.76 to 0.72 in those including the exchange 
rate. As it is possible to see from table 2, the estimated coefficient deter-
mining the Fed’s response to exchange rate movements is statistically 

10 The optimal weighting matrix is obtained from first-step Two-Stage Least Squares (2SLS) 
parameter estimates.
11 The J-test reported in the tables is the test for the validity of the instruments used. The 
associated statistic is distributed as a       .
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12 Rotondi and Vaciago (2005) examine also the inclusion of a new variable, termed as ‘Fed model’ 
spread, intended to capture the importance of the relationship between the stock market and the 
bond market for the assessment of the presence of bubbles in the stock market. They find some 
evidence supporting the presence of this variable in the Fed’s interest rate rule, but they show 
also that the response to the 1990s bubble was non-linear. Thus, given our aim of measuring the 
response to futures market movements, we excluded for simplicity this variable from the present 
empirical analysis. Anyway our sample includes a relatively long post-bubble period.
13 The first empirical analysis that addresses explicitly the issue of the response of the Fed to 
stock market movements is that of Bernanke and Gertler (1999). By using monthly data, they 
estimate a forward-looking policy rule where the federal funds rate reacts to expected inflation 
and output gap as well as to the current and lagged changes in stock prices. Their findings show 
an insignificant reaction of monetary policy to stock market movements. However, Rigobon and 
Sack (2003) argue that Bernanke and Gertler’s result may be affected by the presence of a si-
multaneity bias due to the endogenous reaction of stock market prices to the interest rate.

significant and of the expected sign. The dimension of the estimated 
coefficient is close to what Chadha et al. (2004) have obtained for US.

3.2 Augmented interest rate rule

Here we take up the argument made by Rudebusch (2002), the effect that 
the presence of serially correlated errors in the interest rate rule may 
reflect the omission of some additional persistent, serially correlated 
variable or linear combination of variables. In line with the theoretical 
arguments made above, we add a number of variables that may reflect 
the effect of concerns about financial stability on interest rate setting. 
The variables in question are an index of the level of stock market pri-
ces, a measure of the spread between returns on US Treasury bonds 
and corporate bonds, and the excess of the interest rate in euro-dollar 
interest rate futures contracts.
The inclusion of the stock market index is widely supported in the litera-
ture. It may reflect the central bank’s desire to offset the expected effect 
of stock market shocks on aggregate demand (Rigobon and Sack 2003). 
In addition, as Cecchetti et al. (2000) have argued, reacting to asset pri-
ce movements in the “normal” course of monetary policy may reduce the 
likelihood of bubbles forming or getting out of hand. Following Rotondi 
and Vaciago (2005) we use the Wilshire 5000, instead of the Standard & 
Poor’s 500 or the Dow Jones, which is a broader stock market index.12 As 
in Chadha et al. (2004) and Rotondi and Vaciago (2005) the stock market 
index enters lagged in the policy rule in order to avoid the arising of the 
simultaneity bias identified by Rigobon and Sack (2003).13

Castelnuovo (2003) and Gerlach-Kristen (2004) have argued in favour 
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of including the credit spread in the Federal Reserve’s interest rate rule. 
These authors use the current value of the spread.
Using the Hausman test, Gerlach-Kristen argues that the simultaneity 
problem is negligible. However, following Driffill et al. (2005), we use the 
lagged value like for the other type of asset prices.
Finally, we have added the change of the spread between the futures rate 
settled in the previous quarter and the current quarterly average of the 
Fed funds rate. This term is related to a particular notion of basis risk 
relevant for hedging strategies of financial institutions, as discussed for 
instance by Sack (2004). The notion of basis risk considered is the excess 
expected return of the three-month Eurodollar deposit over the Federal 
funds rate. From a financial stability perspective this notion of basis risk 
is key and may affect the Fed’s setting of interest rates.14 As argued by 
Driffill et al. (2005) the Federal Reserve might stabilize this kind of basis 
risk by reducing the volatility of the spread between the futures rate quo-
ted in the previous period and the realized Fed funds rate.
Thus we have estimated the following augmented interest rate rule:

 (5)

where        is the log of the quarterly average of the Wilshire 5000 index;

                     is the lagged end-of-quarter credit spread, namely the 

spread between the Moody’s BAA corporate index yield and the 10 yea 

US treasury note yield;        is the rate on a eurodollar futures contract 

that settles 3 months ahead.15 In this case, the instrument set used for 
the GMM estimation includes four lags of output gap, inflation, the Fed 
funds rate, the stock index, the credit spread, the futures rate and the
exchange rate.

14 For a discussion of this issue and the related moral hazard problem for financial institutions 
see Driffill et al. (2005).
15 The source of Moody’s BAA corporate index yield, 10 year government yield and Wilshire 
5000 index is DATASTREAM. The data on the futures rate are the same as those used in Rude-
busch (2002). In this latter case quarters are defined to start at the eurodollar futures contract 
settlement dates which occur about two weeks before the start dates of the usual quarters. This 
choice is due to the desire to capture true one-quarter-ahead expectations. We thank Glenn 
Rudebusch for having kindly provided the data. Since his data end in 2000 Q2, by means of 
ECONWIN we have updated them to 2004 Q2.
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Before estimating (5) with GMM we need to collect terms involving re-
spect to the short-term interest rate. Simple manipulation yields the 
following expression

 (6)

with

 (7)

The GMM estimates obtained from (6) are reported in table 1 for the 
case when the exchange rate is excluded from the interest rate rule and 
in table 2 for the case when it is included. Allowing for these additional 
variables reduces the estimated degree of partial adjustment very sli-
ghtly. As can be seen from tables 1 and 2, the estimated coefficients are 
significant and their sign and dimension are consistent with previous 
estimates found in the literature. In particular, the change in futures 
prices is highly significant and of the expected sign, confirming the pre-
vious findings of Driffill et al. (2005). More importantly in table 2, oppo-
site to the case of the baseline rule, we find an insignificant reaction of 
monetary policy to exchange rate movements implying that that the Fed 
is not exchange rate targeter. This implies that the significant response 
found by Chadha et al. (2004) reflects an omitted variable problem.
On a comparison of goodness of fit, the additional variables considered 
seem to do a good job in explaining the serially correlated shocks consi-
dered in specification (3). This finding is consistent with the view that 
indicators of financial stress are among the persistent, serially corre-
lated, omitted variables. These findings also suggest a role for futures 
market movements, and in particular of the stabilization of basis risk, 
in the monetary policy of the Fed.
However, as argued in Driffill et al. (2005), caution is needed in the in-
terpretation of these results.
While the inclusion of these additional variables is prompted by consi-
derations of financial stability, their empirical significance is open to al-
ternative interpretations. Although lagged values of the variables have 
been used, all three, the stock market index, the yield on long bonds, 



102 IS THE FEDERAL RESERVE EXCHANGE RATE TARGETER?

and the interest rate futures variable are forward-looking variables, 
and reflect the expectations of market participants on the future path 
of interest rates, among other things. A rise in the stock market may 
result from market beliefs about stronger future earnings growth, whi-
ch subsequently induces the Federal Reserve to raise interest rate to 
contain inflation. The effect of higher yields on Treasury bonds relative 
to commercial bonds may be there because the bond markets anticipate 
that interest rates are about to rise. The effect of a higher rate on inte-
rest rate futures contracts in the preceding period may reflect market 
anticipations of higher interest rates this period. In the absence of a 
complete structural model, using only a single equation, there are many 
possible causal connections among these variables, among which it is 
not possible to distinguish. Consequently the findings here have to be 
viewed as being suggestive only, and not conclusive.

4. Conclusions

This paper examines empirically the interaction between monetary po-
licy and exchange rates focusing on the Federal Reserve. In the last two 
decades the U.S. central bank has (officially) been averse to even wide-
band target zone. However, by estimating a Taylor-type interest rate 
rule, Chadha et al. (2004) have found evidence supporting the view that 
the Fed has historically placed some weight on stabilizing exchange ra-
tes, although relatively small. A possible implication of this finding is 
that the Fed may have not adopted an explicit exchange rate targeting 
framework, since there may be gains from secrecy.
In the present analysis, after replicating the findings of Chadha et al. 
(2004), we show that the systematic significant response of monetary 
policy to exchange rate movements found reflects an omitted variable 
problem. When usually omitted variables, related to financial stability 
motives, are introduced in the interest rate rule the influence of exchan-
ge rates on short-term interest rates setting disappears. Thus according 
to our findings the Fed is not exchange rate targeter.
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Table 1 - GMM estimation of alternative forward-looking Taylor 
rules without the exchange rate

Notes: Newey-West robust standard errors in parentheses. J-test is the test for overidentifying 
restrictions. For this test only p-values are reported. Sample period for estimation is 1987 Q4 
– 2003 Q2. To be consistent across policy rules estimated in levels and differences, all R2 sta-
tistics are reported for the level of the Fed funds rate. The earlier end date for the sample is 
required for the forward-looking specification. Constants omitted for brevity.
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Table 2 - GMM estimation of alternative forward-looking Taylor 
rules including the exchange rate

Notes: Newey-West robust standard errors in parentheses. J-test is the test for overidentifying 
restrictions. For this test only p-values are reported. Sample period for estimation is 1987 Q4 
– 2003 Q2. To be consistent across policy rules estimated in levels and differences, all R2 sta-
tistics are reported for the level of the Fed funds rate. The earlier end date for the sample is 
required for the forward-looking specification. Constants omitted for brevity.
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This is a very interesting and thought-provoking paper on an important 
and timely topic. I have a few suggestions and comments that I think 
will improve the paper.  They mainly have to do with the framing of the 
papers as well as a couple suggestions on the empirical methods used.

The argument

Past research finds some evidence that the Fed takes exchange rates 
into consideration when managing interest rates, despite claims to the 
contrary.  The authors — when controlling for variables not usually in-
cluded in past research — to the contrary find no evidence that exchan-
ge rates are integral in the interest rate decision.

Framing

However, this “yes or no” question, if followed to the logical extreme, 
would lead one to ask “If we want to know whether the Fed targets 
exchange rates as part of their decision making, why don’t we just ask 
them?”  This could be done by interviewing former Federal Reserve offi-
cials or by looking at the published speeches of those officials.  Likewise, 
one could perform a content analysis of the minutes of Fed meetings.  
(Of course, “actions speak louder than words;” perhaps we cannot trust 
what officials actually say for a variety of reasons.)

Thus, it seems to me that the research question does not match up 
exactly with the methods used to analyze the question.  I would classify 
this as an issue of “framing.” In fact, what we are really interested in 
is the normative question, “Should central banks manage interest ra-
tes taking exchange rates into consideration?” Or, “how important are 
exchange rates relative to other factors (domestic inflation, unemploy-
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ment, etc.) in a central bank’s decision processes?” To analyze these que-
stions, we look at a successful central bank and see whether exchange 
rate fluctuations (in some broad sense) are associated with interest rate 
changes.  This does not rely on what any particular actor says that they 
do or do not do, but if we find that exchange rates are unimportant here, 
then at least we have the apparent logical argument that exchange rate 
targeting is not absolutely necessary for a central bank’s success.  Thus 
we move from a purely empirical observation to some empirical eviden-
ce that supports government policies.

Omitted variables

Much of the discussion hinges on an analysis of omitted variables, i.e., 
as stated above that if we include previously excluded variables, the 
prior association of exchange rates with central bank interest rate deci-
sions goes away.  This is a credible argument.  However, let us analyze 
how this argument is implemented in practice.  First, how do we know 
the original works cited suffer from omitted variable bias?  The answer, 
truthfully, is that we cannot know for certain, because econometric spe-
cifications should be based on logic.  All we have is the force of logic that 
says one variable ought to be in the model for theoretical reasons but 
was left off for convenience or for some other reason.  However, if we 
observe systematic serial correlation of errors from period to period, we 
might guess that some other factor not observed in the original estima-
tion is influencing the result.  The authors estimate a parameter,      , 
which represents systematic serial correlation of interest rates from one 
period to the next. The authors find that        is statistically significant.  
So far, so good.

The authors add in three new variables that they guess have been omit-
ted, using logic to choose the three variables (could use theory, too, by the 
way), and find that the parameter estimates associated with the three 
variables are statistically significant.  Therefore, the authors conclude 
that by the inclusion of the three variables, the parameter associated 
with expected exchange rates           becomes statistically insignificant.

However, to close the loop on the omitted variable argument, one needs 
to demonstrate at this point that    is now not statistically significant.  
Otherwise, we do not know whether this specification is any better than 
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the old one.  Further, omitted variable bias can run in any direction: it 
can make non-statistically significant variables statistically significant, 
and it can make statistically significant variables statistically insigni-
ficant.  So if we still have omitted variable bias, we cannot be sure that 
the current specification is an “improvement” over the old one (althou-
gh, again, logic tells us that it is).

Simultaneity bias

This is a second-order effect, i.e., it is unlikely that the simultaneity 
bias issue raised below would change any of the results.  However, to 
keep the analysis as airtight as possible, I recommend thinking about 
it. In essence, the authors discuss various kinds of simultaneity bias 
as a means of justifying certain measurement decisions. The argument 
goes as follows: we hesitate to use certain values such as the current 
value of the stock market index (the Wilshire 5000) at the time of the 
interest rate decision because it could be the case that the interest rate 
decision might itself determine the value of the stock market index.  So 
we use the lagged value of the stock market index to avoid this kind of 
“simultaneity bias.”

But this raises the philosophical question as to the definition of a “lag-
ged” “futures” variable.  What exactly does this mean?   It should mean 
that the value of the variable  is the best estimate available at the time 
the decision was made.  Thus, as interest rate targets only change in-
frequently, and the stock market changes every second, why not use the 
value of the stock market just before the decision was made, rather than 
the value at the last interest rate decision?  Now it could be argued that 
certain information about interest rates leak out into the market just 
before the interest rate decision is made, and I would reply that some-
body must have done a study on how far back to lag a stock market va-
riable so that the current interest rate decision is not a major influence.  
One week?   Certainly it has to be between the last interest rate decision 
and the current one.
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Some very minor points

When I see R2 values in the neighborhood of 1.0, it usually raises a red 
flag that something is wrong.  In this particular case, the values range 
between 0.95 and 0.98. If this model can predict the future with such 
certainty, then someone should take the model, run it on real-time data, 
and buy and sell bonds based on the upcoming interest rate decision.  
Such an approach should make a fortune for the modelers!  More likely, 
there is a problem with collinearity or multicollinearity, but it could be 
something else and is definitely worth a paragraph or two in diagnosis 
and explanation.

I would suggest an explicit test (such as Variance Inflation Factor) to 
rule out multicollinearity an explanation of the high R2 values. Ordina-
rily, statisticians say multicollinearity is not a huge problem because it 
tends to increase standard errors, which makes it a conservative test of 
statistical significance.  But making a parameter go away is precisely 
the crux of this paper and in fact its main contribution!   In other words, 
if we have multicollinearity, and we have an inflation of standard errors, 
and thus we think that a variable’s coefficient is not statistically signi-
ficant when it is, we have a problem.  I would welcome other interpreta-
tions of this problem, too, but think these should be discussed.

On a more cosmetic level, I suggest combining Tables 1 and 2 and put 
the addition of the exchange rate parameter in the next column after 
the estimation without the exchange rate parameter, which avoids flip-
ping back and forth between the tables.

Conclusion

In conclusion, this was a very interesting paper on an important topic.  
In terms of framing, the authors could be bolder in their framing to 
address the policy implications head-on rather than the yes-no question 
of whether the Fed targets exchange rates.  Finally, the authors should 
go all the way with the omitted variable argument and provide evidence 
that neither of my two explanations account for the loss of statistical 
significance of         .



Overview of the discussion

• Brief summary of the main argument and results
• How the paper fits into the conference theme
• Putting my priors on the table
• Purposes and functions of the Federal Reserve System
• A look at some recent speeches by FOMC members
• How financial fragility and exchange rate considerations could enter 

central bank policy
• List of other points

Brief summary

• Some literature argues that US monetary policy reacts systematical-
ly to dollar exchange rates

• For example, exchange rate enters significantly in an estimated in-
terest rate rule, in addition to inflation and output (Clarida et al., 
1998; Chadha et al., 2004)

• Rotondi and Zazzara argue that this reflects an omitted variable 
problem

• Once one includes variables measuring financial fragility in the esti-
mated interest rate rule, the exchange rate becomes insignificant

• Authors’ conclusion: The Fed reacts to inflation, output and financial 
fragility, and not to the exchange rate

* Any views expressed are only the author’s opinions and should not be regarded as official 
views of the ECB or the Eurosystem.
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How the paper fits into the conference theme

• “The Dollar and the Quest for a New International Monetary Coor-
dination”

• If the Fed targeted the dollar exchange rate, it would exert a direct 
influence on a key variable for other countries/currency areas

• This could strengthen the case for coordination
• If not, the discussion would have to focus on other, more market-dri-

ven transmission channels
• Moreover, targeting the dollar exchange rate would have major im-

plications, because of
 – the strong economic and financial linkages with other econo-

mies,
 – the international role of the dollar and 
 – the influence of monetary policy on the current account

Putting the priors on the table

• “Spoiling the party”
• Rotondi and Zazzara are entirely right
• From various angles it is totally implausible that the Fed systemati-

cally targeted exchange rates between 1987 and 2003
• I will be illustrating this now by quoting from official Fed documents 

and speeches

Purposes and functions of the Fed

• Board of Governors of the Federal Reserve System (1994), The 
Federal Reserve System: Purposes and Functions (8th edition,

 Washington DC)
• Chapter 2 on “Monetary policy and the economy” states the goals 

from the Federal Reserve Act, interprets them and links them to 
various other economic variables

 – P. 17: The Fed System and the FOMC should seek “to promote 
effectively the goals of maximum employment, stable prices, and 
moderate long-term interest rates”

 – P. 18: Beyond influencing the level of prices and the level of output 
in the near term, the Federal Reserve can contribute to financial 
stability and better economic performance by limiting the scope 
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of financial disruptions and preventing their spread outside the 
financial sector (sic!)

• Chapter 2 on “Monetary policy and the economy” (cont.)
 – P. 24: ...when interest rates in the US move higher...[a] result is 

upward pressure on the dollar (exchange rate channel)
 – P. 31: Determining which level of the exchange rate is most con-

sistent with the ultimate goals of policy can be difficult ... Con-
sequently, the Federal Reserve does not have specific targets for 
exchange rates...

• Chapter 4 on “The Federal Reserve in the international sphere”
 – P. 62: ...movements in international variables that affect the U.S. 

economy, such as exchange rates, must be evaluated in assessing 
the stance of U.S. monetary policy (indicator function)

 – P. 63: ...foreign currency operations...are directed by the FOMC, 
acting in close cooperation with the U.S. Treasury, which has ove-
rall responsibility for U.S. international financial policies

Recent speeches by Board members

• Bernanke, “The global savings glut and the U.S. current account de-
ficit” (St. Louis, 14 April 2005)

 – Only four references to exchange rates on 13 pages
 – Mostly on exchange rate policies by Asian countries
• Greenspan, “Globalization” (New York, 10 March 2005)
 – Only two references to exchange rates on 8 pages
 – Impact on US import prices
• Greenspan, “Current account” (London, 4 February 2005)
 – Exception: 18 references to exchange rates on 6 pages
 – Direction of changes, impact on exports and imports and mone-

tary transmission mechanisms
• Not a single reference to influencing the dollar exchange rate, let 

alone fix it at a specific level

Specification of the policy rule

• Currently both exchange rate and financial variables modelled in 
continuous linear relationships with the monetary policy rate
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• Real scope for action only emerges once financial imbalances are lar-
ge (financial instability) or exchange rates are misaligned by a wide 
margin

• Relationship for financial variables and exchange rates could be mo-
delled in a discontinuous/non-linear fashion

• Econometrics: Threshold model

Other points

• Would be good to also read something about theory
• Can you justify the financial variables further (FOMC minutes, 

speeches, Fed publications etc.)
• Authors caution themselves: Forward-looking nature of the financial 

variables not well captured
• Suspicious: R2 very high, 95-98%
• Endogeneity: Why both financial variables lagged and instrumen-

ted?
• Instrumental variable estimation (IVE): Is there any autocorrelation 

in the errors left?
• Is the omitted variables problem a general one? Would be nice to see 

the cases of more countries



Paper Summary

- This paper examines the relationship between an interest rate rule 
for monetary policy and exchange rates.

- The key issue is whether the exchange rate affects the interest rate
 1) as an indicator for future inflation and output,
 or
 2) as a target of monetary policy (central bank’s attempt to stabilize 

exchange rates in much the same way as they stabilize inflation 
or output).

- There is evidence that some central banks have placed some weight 
on stabilizing exchange rates.

- The empirical literature shows some evidence of exchange rate tar-
geting (Clarida et al., 1998; Chadha et al., 2004).

- The paper investigates the effects of exchange rate on interest rate 
rule with three additional variables (the stock return index, the cre-
dit spread, and the Eurodollar futures rate) in addition to inflation 
and output gap.

- They find that:
 1) without three additional variables, there is a significant effect of 

exchange rate on interest rate rule.

 2) after adding three additional variables, there is no statistical si-
gnificance of exchange rate on interest rate rule.
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Iftekhar Hasan
Rensselaer Polytechnic Institute, Stern School of Business (New York University)
Editor of the Journal of Financial Stability
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- They conclude that the Fed is not exchange rate targeter.

- The contribution of this paper is that they show the significant effect 
of exchange rate on monetary policy found by Chadha et al. (2004) is 
due to an omitted variable problem.

Comments

- Time period of the study is unspecified (may be different effects when 
regime changes).

- In Table 2, no changes in standard errors of exchange rate
 coefficients among different models. Mistake?

- Adj-R2 of 98%?

- Expected inflation may already reflect the effect of some of the addi-
tional variables (e.g. stock returns).

- Choice of variables– credit spread (interest rate (Fed Fund Rate) is a 
function of credit spread ? I think it is the other way around).

- Why one quarter lagged additional variables? (e.g. stock market may 
indicate the future growth of economy 2 to 4 quarters before). 

- Significant reaction of monetary policy to exchange rate movements 
implies the Fed is exchange rate targeter? (need more explanation 
on this point).

- What is the advantage of using GMM over 2SLS or 3SLS?



Article 111 of the EC Treaty
Paragraph 3 on the conclusion by the Community with one or more Sta-
tes or international organizations of possible agreements on monetary 
or foreign exchange regime matters

Article 111(3)
«(...) where agreements concerning monetary or foreign exchange regi-
me matters need to be negotiated by the Community with one or more 
States or international organization, the Council (...) on a recommen-
dation from the Commission and after consulting the ECB, shall deci-
de the arrangements for the negotiation and for the conclusion of such 
agreements»

Article 111 of the EC Treaty
Paragraph 4 on the position to be taken at the international level and 
external representation with regard to issues of particular relevance to 
EMU

Article 111(4)
«(...) the Council shall, on a proposal from the Commission and after 
consulting the ECB (...) decide on the position of the Community at in-
ternational level as regards issues of particular relevance to EMU»

Statute of the ESCB
 • Article 3 on the tasks of the ESCB
 • Article 4 on advisory functions
 • Article 5(1) on the collection of statistical information
 • Article 6(1)(2) on the involvement of the Eurosystem in interna-

tional cooperation
 • Article 23 on the external operations  

EXCERPTS OF RELEVANT EC LEGISLATION

Maria Chiara Malaguti
Professor of International Law, University of Lecce

edited by
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Article 3 of ESCB Statute
 • To define and implement the monetary policy of the Community
 • To conduct foreign-exchange operations consistent with the pro-

visions of Article 111
 • To hold and manage the official foreign reserves of the Member 

States
 • To promote the smooth operation of payment systems

Article 6 of the ESCB Statute
 • Paragraph 1: in the field of international cooperation involving 

the tasks entrusted to the ESCB, the ECB shall decide how the 
ESCB shall be represented

 • Paragraph 2: the ECB and, subject to its approval, the national 
central banks may participate in international monetary institu-
tions

Article 23 of the ESCB Statute
The ECB and national central banks may establish relations with cen-
tral banks and financial institutions in other countries and, where ap-
propriate, with international organizations

Presidency conclusions of the Luxembourg European Council 
of 12/13 December 1997
As regards the implementation of the provisions on exchange policy, it 
is understood that general exchange policy guidelines vis-à-vis one or 
more non-Community currencies will be formulated only in exceptional 
circumstances in the light of the principles and policies defined in the 
Treaty

Resolution of the European Council on economic policy co-ordi-
nation in Stage 3 of the EMU and on Treaty Articles 111 and 113
It is important to make full use of the Treaty provisions to ensure an 
exchange of information and views between the Council and the ECB on 
the exchange rate of the euro. While in general exchange rates should 
be seen as the outcome of all other economic policies, the Council may, 
in exceptional circumstances, for example in the case of a clear misali-
gnment, formulate general orientations for exchange-rate policy in re-
lation to non-EC currencies in accordance with article 111(2). These ge-
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neral orientations should always respect the independence of the ESCB 
and be consistent with the primary objective of the ESCB to maintain 
price stability

The Council should decide on the position of the Community at inter-
national level as regards issues of particular relevance to economic and 
monetary union, in accordance with article 111(4). These positions will 
be relevant both to bilateral relations between the EU and individual 
third countries and to proceedings in international organisations or in-
formal international groupings

With regard to the Community’s relations with the IMF, they should be 
predicated upon the provision in that Fund’s Articles of Agreement that 
only countries can be members of that institution. The Member States, 
in their capacities as members of the IMF, should help to establish prag-
matic arrangements which would facilitate the conduct of IMF surveil-
lance and the presentation of Community positions, including the views 
of the ESCB, in IMF fora

Use of Article 111 as legal basis
 • Until now, Article 111 has only been used to conclude agreements 

between the EC and certain non-EU countries on monetary and 
exchange rate matters

 • Council decisions concerning monetary relations with the Prin-
cipality of Monaco, the Republic of San Marino and Vatican City, 
as well as two Council decisions on exchange rate matters rela-
ting to the Cape Verde escudo and the CFA franc and Comorian 
franc

ECB Monthly Bulletin January 2001
«It should be stressed that the ECB is not involved in ex ante internatio-
nal co-ordination of its monetary policy with the policies carried out by 
non-euro area countries. This could easily become incompatible with its 
mandate – which is to maintain price stability in the euro area – and its 
status of independence»
«Attempts to co-ordinate ex ante would not only blur the specific responsi-
bilities of individual policy-makers, but also reduce their accountability.
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Similar considerations apply to exchange rate policy co-ordination 
between large economic areas»

«In line with this view, the European Council stressed at its meeting in 
Luxembourg in December 1997 that the exchange rate of the euro is not 
a target to be set independently, but the outcome of the economic funda-
mentals of the euro area relative to those of other economies. Following 
this line of reasoning, the European Council concluded that the ECO-
FIN Council might formulate “general orientations” for the exchange 
rate policy of the euro area only in exceptional cases»

European Constitution
EC Treaty
 • Article 111 is inserted in the Section on Monetary Policy 
European Constitution
 • Article III-326 is inserted in the Section on International Agree-

ments

Article III-326
«(1) (...) the Council, either on a recommendation from the ECB or on a 
recommendation from the Commission and after consulting the ECB, in 
an endeavour to reach a consensus consistent with the objective of price 
stability, may conclude formal agreements on an exchange-rate system 
for the euro in relation to the currencies of third States»

«The Council, either on a recommendation from the ECB or on a recom-
mendation from the Commission and after consulting the ECB, in an 
endeavour to reach a consensus consistent with the objective of price 
stability, may adopt, adjust or abandon the central rates of the euro 
within the exchange-rate system»

«(2) In the absence of an exchange-rate system in relation to one or more 
currencies of third States as referred in paragraph 1, the Council, acting 
either on a recommendation from the ECB or on a recommendation from 
the Commission and after consulting the ECB, may formulate general 
orientations for exchange-rate policy in relation to these currencies»
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