Anna’s analysis focuses on the question of why foreign exchange market
intervention has fallen into disfa vor in policy circles in m ost major countries. Only
the Bank of Japan continues to inter vene, Anna claim s.

O ther cen tral banks,

including the Fed, abandoned the practice during the course of the last decade.
Anna goes on to consider the reasons underlying both developments. She
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begins her

discus sion by rev iewing eco nomic be havior du ring past episodes of

intervention.

She then turns to the evidence that economic researchers have

amassed on these episodes.
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Based on her survey of resear ch findings, she

concludes that there is little evidence that central banks can ei ther determine the
approp riate levels of exchange rates or to stabilize exchange rates around the target
levels that they actually choose. As she points out, however, not all economists
agree with that assessment.

She therefore goes on to discuss the arguments of

several of the more articulate proponents of interventi on. Then she considers the
case of Japan.
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I like the paper -- it provides a fine overview of the subject.

I agree,

moreover, with Anna' s conclusions. Several issues that she raises seem to me to
require somewhat mor e detailed discussion.

One issue of some importance that

gets more or less glossed over is what exactly is meant by intervention, or put
differently, whether it is useful to distinguish one ty pe of intervention from another
and, if so, which criteria we should use to do so. This question first arises in the
discussion of the results of intervention in the early part of the paper. It crops up
again when she considers McKinnon’s argument concerning Japanese monetary
policy and the yen-dollar rate. McKinnon “assumes that Japanese and US
authorities in their wisd om can d eterm ine the cor rect valu e of the yen dollar
exchange-rate, and that they can intervene successfully for 10 to 2 0 years to
maintain it,” Anna say s, bu t “[t]he history of intervention lends no suppo rt to these
a ss umptions."
The question that needs to be settled from the outset is whether it is useful
to distinguish between a truly fixed exchange rate regime, on the one hand, which
of course involves intervention, and a dirty float or its first cousin a crawling peg,

on the other, both of which also involve intervention.

The pendulum here has swung from one extreme to the ot her and then

For a truly fixed -rate

regime, and here I have in mind the limiting case, of a currency board l ike that of

stabilized somewhere in the middle.

My co-author M ark Taylor has refer red to

Hong Kong today o r of Ir eland from 1922 to 1970, the issue of the ap propr iate

this episode as on e of “ mean r eversion in econom ic thought. ”

1

The economy adjusts to the exchange

What the res e arch indicates is a tolerable, but certainly not perfect, degree

rate rather than the other way around.

In these instances, moreover, the

of real exchange rate stability over the lo ng run, and substantial de crease in

level of the exchange rate does not arise.

intervention clearly works.

stability over the sh ort ru n.

The same thing is not true for the piecemeal

A s an illustrati on consider the four scatter charts that

interventions associated w ith a dirty float. One reason as Anna points out is that

follow.

Plotted in these charts are changes in the yearly log nominal exchange

such intervention usually is sterilized. What though about unsterilized intervention?

rates and log re lative price levels of 20

Does it take place on a sufficiently wide scale that we can tell? Or is it the case

States over various time horizons for a 21-year period running fr om the early 1970s

that all i n te r vention of the non-fixed-rate variety is sterilized? If not an interesting

to the mid -1990s.

question is raised. What accounts for the difference between this situation and the

themselves; shown in Figur es 2, 3 and 4 are 3-year averages, 7-year averages and

fixed-ra te situation? Is it commitment and mar ket expectations thereof that matte r?

full-period (i.e. 21-year) averages of these annual data. As a simple glance at the

I suspect it very well may be.

four charts indicates, over the two longer time horizons, the relationship between

m ajor count r ies relative to the United

Sh own in Figure 1 are the individual yearly observation

exchange rate cha nges and inflatio n differe ntials is amazingly good, while over the

Anna goes on to discuss the reasons for intervention typically given by the
authorities: disorderly markets, exchange-rates that are too high or low, the need

two shorter horizons it is very m uch wea ker.

for coordina tion. Sh e dismisses d isorder ly mar kets as a re ason and I think rightly

correlations computed for these various bodies of data. These are .43, . 5 2, . 89

so. Nevertheless such an explanation continues to have strong attraction, and not

and .98 respectively.

just for policy makers but for economists too. I w onder why ? Per haps it is simply

building block therefore are of some use at all four time horizons but not of

product differentiation.

sufficient use at the shorter horizons of that are of pr incipal rele vance to
policymaker s.

Now let me go on to discuss several other issues that Anna has raised.

This is eviden ced furth er by

Purchasing power par ity and models that rely on it as a

These findings I should add are ver y much in line with those

The first is the ability of exchange rate models to predict the actual behavior of

reported by Milton and Anna 40 years ago in their Monetary H istory of the Unite d

exchange rates. This has been a growth industry for well over a decade.

States – yet another example of he pre science of tha t work.

professional opinion on this

Since

question has itself been chara c te rized by “ excess

In their summar y

chapter, F riedman and Schwar tz' s wrote (1963, pp. 678-79):

volatility,” I think it may be useful to review what has been found. The evidence

One striking example of the stability of basic economic relations is the
stability of relative prices in the United States and Great Britain adjusted
for changes in the exchange rate between the dollar and the pound . . . . In
the 79 years fro m 1871 to 1949, vast changes occ urre d in the econom ic
structure and development of the United States, the pl ace of Br itain in the
world economy, the internal monetary structures of both the United States
and Great Britain, and the interna tional monetary arr angements linking
them. Yet despite these changes, despite two world wars and despite the
statistical errors in the pr ice-index numbe rs, the adjusted ratio on the base
that makes 1 929 = 100 was be tween 84 a nd 111 in all but one of the 79
years.

here, as I see it, paints a pictur e that is much less grim than was thou ght to be the
case in the mid-1980s, but that is not nearly so rosy, as was thought to be the case
a decade before that (see Lothian and Taylor, 1996).
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The experience of Hong Kong is of course w ell known. On Ir eland during this
period see Honahan (1997).
2

Somewhat of an exception to this characterization is Japan. In Japan real

dollar.2 They des cribed the ir decision to tighten policy subs tantially in 1979, when

exchange rates appear to have followed deterministic trends as opposed to being

inflation first started to rise, as the only viable response. They viewed t he muc h

m ean reverting. This is true both in recent decades and much earlier in the period

milder increase in inflation in that episod e, a s opposed to th e mid-1970s, as

following the Meiji restora tion (Lothian , 19 91).

conclusive evidence of effectiveness of their overall policy stance.

A plausible ex planation for this

The

intervention that has taken place in the 1990s is ther ef or e more anomalous than

phenomenon revolves aro und productivity changes.

Anna makes it out to be.

The differenced data that w ere just presented d o not permit a test of these
competing statistical characterizations. They are, however, otherwise suggestive of

problem here.

a longer term drift in Japanese real exchange rates. Over the full sample period,

export performance.

Perhaps it is the case that finance ministry types are the

Alternatively, it may simply be concern by all involved about

A final issue about which it might be worthwhile to elaborate is the

the grand mean of the changes in the log real exc hange r ates of he 20 co untries is
.43% per annum . T he standard deviation of the 20 co untry mea ns about this grand

liquidity trap notion th at McK innon has adv anced.

mean is .98 % per ann um. The m ean rate of change o f the log rea l yen-dollar rate

problem as its intellectual ancestor. Clearly there is some change in money growth

in contrast is

that will cause nominal spending to accelerate and the yen to weaken, if not a 5 or

-3.26% per year.

Anna is, t herefore, entirely correct when she

It suffers from the same

10 percentage points increase then one of 20 or 30 percentage points.

describes the difficulty of picking the right yen-dollar rate.
Now let me turn to two other Japanese-related issues.

course an argument advanced in the Mone tar y Hi st or y , but it seems to me to be

The first is the

reason for the co ntinued Japan ese fore ign exchang e mar ket intervention.

This is of

What

equally appropriate here.

makes this intervention is especially puzzling, and here I am par tial disagreement
with Anna' s analysis, is that the Bank of Japan quite som e time ago did in fact,
appear to come to h e realiza tion that foreig n exchange market intervention and the
pursuit of domestic economic goals wer e likely to conflict.

In the late 1970s,

Germa ny and Japan both ran into trouble intervening to support the dollar. D ollar
reserves of both countries increased dramatically and in both instances translated
into increased growth in the monetary base and increased inflation.
Comm enting on exper ience dur ing these year s, hig h-level officials of the
2

See the discussions of Japanese policy in the papers presented by Reiichi
Shimamoto, Executive Director of the Bank of Japan, and by Takeshi Ohta, the BOJ’s
For eign Department D irector, at a conference on central-bank policies held at the
Federal Reserve Bank of New York in May 1 982 and subs equently published in Paul
Meek, ed. (1983).

BOJ pointed to the fruitlessness of intervention in 1978 to quell the slide of the

3
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