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1. Introduction

During the years in which the Bretton Woods fixed-but-adjustable exchange-rate
regime operated, two of the most — if not the most — influential works on exchange-rate
systems were authored by University of Chicago economists, Milton Friedman and
Harry Johnson.! Friedman, who taught at Chicago from 1946 to 1977, published an
essay under the title “The Case for Flexible Exchange Rates” as a chapter in his 1953
book, Essays in Positive Economics. The essay was a revision of a 1950 memorandum
that Friedman wrote for a U.S. government agency in Paris.? Johnson, who taught at
Chicago from 1959 to 1977, published his essay sixteen years later. Johnson titled the
essay “The Case for Flexible Exchange Rates, 1969” and brought it out in two
publishing outlets -- as a Hobart Paper in May 1969, and in the Federal Reserve Bank
of St. Louis Review, in June 1969.° In an introductory footnote, Johnson (1969, 12)
wrote: “The title acknowledges the indebtedness of all serious writers on this subject to
Milton Friedman’s modern classic essay, ‘The Case for Flexible Exchange Rates’.”
Johnson did not mention whether Friedman had provided comments on — or even read
— his paper prior to its publication. Moreover, in his paper Johnson did not provide any
specific citations to the arguments made earlier by Friedman.* Friedman’s essay was
reprinted in 1968 in abridged form in the American Economic Association’s Readings
in International Economics, which Johnson co-edited with Richard Caves.

The aim of both the Friedman and Johnson essays was to assess the advantages and

disadvantages of flexible- and fixed-exchange-rate systems. As their respective titles

! In a comprehensive study of the Bretton Woods system, Bordo (1993) dated that system’s existence
from 16 December 1946, on which date thirty-two countries declared par values for their currencies, to
15 August 1971, on which date the United States closed the gold window. Solomon (1977, 213),
Eichengreen (2007, 245), and Bailey, Tavlas, and Ulan (1986; 1987) opined that the end of the system
came in March 1973 when major European countries and Japan decided to let their currencies float.
Martin Bailey, a co-author of the latter two papers, was an Assistant Secretary at the U.S. Treasury in
1972-73.

2 Friedman wrote the memorandum while he was a consultant to the Finance and Trade Division of the
Office of Special Representative for Europe, United States Economic Cooperation Administration.
Friedman had experienced difficulty in finding a publication outlet for the paper before publishing a
revised version in his 1953 book.

3 The Hobart Paper was titled UK and Floating Exchanges. It consisted of two parts, Johnson’s essay and
one by John E. Nash. The Hobart Paper series was published by London’s Institute of Economic Affairs,
which, like the Federal Reserve Bank of St. Louis, became associated with the growing influence of
monetarism in the late-1960s. Ed Nelson informed me that Johnson presented his paper as a lecture at
the St. Louis Fed on May 1, 1969. Page citations are from the St. Louis Fed reference.

4 Friedman certainly had read Johnson’s essay affer it was published. See Friedman (1969, 109, 111).
During the late-1960s and early-1970s, Friedman and Johnson had strained personal relations. Nelson
(2009, 67) reported that “they disliked each other.” See, also, Leeson (2000) and Tavlas (2023, chapter

).



made clear, both authors favored flexible exchange rates. Friedman’s article appeared
at a time when the economics profession overwhelmingly supported fixed exchange
rates.’ Friedman’s advocacy of flexible-exchange rates first appeared in print in a 1948
article, “A Monetary and Fiscal Framework for Economic Stability” (1948, 142).
Johnson’s article was published after a series of balance-of-payments crises had
persuaded much of the profession that the Bretton Woods system needed to be reformed
toward increased flexibility. Johnson, whose major field of interest had switched from
trade theory in the 1950s to monetary economics in the 1960s (Nelson, 2009, 67), first
began publicly favoring flexible exchange rates in the early-1960s, but he did not
consider that they would be adopted (at that time) because of opposition from monetary
institutions, including central banks (Moggridge, 2008, 255-56).° In 1961 testimony
before the U.S. Congress’s Subcommittee on International Exchange and Payments of
the Joint Economic Committee, Johnson remarked: “I would be in favor of flexible
exchange rates, but my feeling is that the monetary institutions and banks and traders,
and so on, prefer fixed rates. And that being so, I would rather spend my time on how
to make the system work, than on advocating a system which doesn’t seem to have much
chance of being accepted” (quoted from Moggridge, 2008, 255-56). Both essays were
extremely influential in the debates on international monetary reform that took place in
the 1970s and 1980s.” Both essays have been the focus of recent studies. For example,
arguments put forward in Friedman’s essay motivated studies by Dellas and Tavlas
(2005; 2009; 2018), Boyer (2009), and Nelson (2020a).® Johnson’s article was the focus
of a recent paper by Obstfeld (2020) — aptly titled “Harry Johnson’s ‘Case for Flexible
Exchange Rates’ — 50 Years Later.”

While both the Friedman and the Johnson essays were treated as classics in the post-
Bretton Woods literature on exchange-rate systems, Johnson’s essay surpassed

Friedman’s essay in stature in the view of some economists especially during the first

5 In a 1969 debate with Friedman, Samuelson stated: “I would like to pay a personal tribute to Milton
Friedman. He was a lone voice crying in the wilderness 10 or 15 years ago in favor of flexibility in
exchange rates” (quoted from Nelson, 2020b, vol. 2, 293). Apart from flexible exchange rates, other
proposals for reform discussed in the 1960s included crawling pegs and target zones.

¢ Although Johnson had not made monetary economics his primary field of interest in the 1950s, as Laidler
(1984) discussed, Johnson wrote on monetary issues throughout the 1950s. Laidler (1984, 599) pointed-
out, however, that: “The years 1959-66 ... saw the writing of [Johnson’s] best-known and most highly-
regarded contributions to the macroeconomics literature.’

7 See, for example, Artus and Young (1979) and Goldstein (1980; 1984).

8 Indeed, the title of Dellas and Tavlas (2018) was “Milton Friedman and the Case for Flexible Exchange
Rates and Monetary Rules.”



25 years of floating rates.” Moreover, Johnson — and not Friedman — came to be viewed
by some economists as the leading advocate of flexible exchange rates. For example, in
a 1976 paper, in which he claimed that proponents of flexible-exchange-rate systems
viewed those systems as synonymous with “God,” Kindleberger called Johnson the
“Archbishop of Canterbury” of flexible exchange rates (Kindleberger, 1976, 29);
Kindleberger did not refer to Friedman in his paper.!° In a 1981 article, “The Exchange
Rate and Macroeconomic Policy: Changing Postwar Perceptions,” McKinnon wrote that
Johnson’s essay “is unusually pungent and more contemporary that the earlier [1953
article] of Friedman” (1981, 536). In a comprehensive (eighty-two page) review article,
“Floating Exchange Rates: Experience and Prospects,” covering the debates of the
1960s and after, Obstfeld (1985, fn. 13, 386) wrote: “The classic academic case for
flexible exchange rates during this period [the 1960s] was made by Harry Johnson in
“The Case for Flexible Exchange Rates, 1969.” Since Obstfeld’s review focused on the
debates from the 1960s and after, the review did not cite Friedman’s paper. In a paper,
“The New Exchange Rate Regime and the Developing Countries,” Black (1978, 814)
wrote the following about balance-of-payments adjustment under floating exchange
rates: “Harry Johnson ... put this question in proper perspective ... in his classic ‘The
Case for Flexible Exchange Rates, 1969.”” Black did not cite Friedman’s paper.
Likewise, Williamson’s influential 1983 study, The Exchange Rate System, cited
Johnson’s essay but not Friedman’s. In an article, “Exchange Rate Choices,” published
in the aftermath of the 1997-98 Asian financial crisis, Cooper referred to both the
Friedman and Johnson essays, but expressed the view that the latter essay had been the
more influential. In this regard, Cooper (1999, 104) maintained that the debate about
exchange-rate regimes had been “summarized tendentiously” by Johnson in his “widely
read paper.” Cooper continued: “In contrast to Friedman, from whom he drew his title

... [Johnson] was writing after 20 years’ experience under the Bretton Woods system.

® In the view of some members of the profession, Johnson’s stature in the field of monetary economics
rivaled Friedman’s in the 1970s. Thus, a 1977 article by Ferd Hirsch opened with the sentence: “Under
the lead of Friedman and Johnson, monetary analysis in the past two decades has been largely
transformed” (Hirsch, 1977, 241).

19 In a conference paper, “The Case for Fixed Exchange Rates, 1969,” Kindleberger singled out both
Friedman and Johnson as the leading proponents of flexible exchange rates, but, as the title previewed,
he gave more prominence to Johnson’s views — despite the fact that Friedman was the discussant of
Kindleberger’s paper. Friedman’s (1969, 109) opening remarks set the tone for his appraisal of
Kindleberger’s paper: “I should say in advance that I have one great advantage over you people. I had
a text of Charlie’s paper beforehand and, since he only read part of it, I have a larger collection of
fallacies from which to choose than you do.”



He both reflected and helped shape the prevalent view among academic economists, if
not bankers and government officials.”

In view of the common objectives cited in the Friedman and Johnson essays and
their almost identical titles, how did these essays compare with each other? What were
the similarities and the differences in the arguments put forward by the respective
authors? What made Johnson’s essay “unusually pungent and more contemporary” than
Friedman’s? With sixteen years having passed from the time of publication of
Friedman’s essay to that of Johnson’s, the latter essay can shed light on the way the case
for flexible-exchange rates, and against fixed rates, progressed in the 1950s and 1960s.
Remarkably, a comparison of the arguments presented in the two essays has never been
made. In his biography of Johnson, Moggridge (2008, 366-68) covered arguments made
in Johnson’s 1969 essay in some detail without mentioning Friedman’s 1953 essay.
Likewise, in a review of Johnson’s contributions to international macroeconomics,
Helliwell (1978) assessed the contributions in Johnson’s 1969 article without
mentioning Friedman’s essay.!! In his retrospective on Johnson’s essay, Obstfeld (2020,
87) noted that Johnson “drew inspiration from Friedman’s (1953) classic argument for

b

exchange-rate flexibility,” and Obstfeld reproduced Johnson’s introductory footnote
(quoted above) in which Johnson expressed his indebtedness to Friedman’s essay. The
objective of Obstfeld’s paper, however, was to assess the endurance of Johnson’s
arguments in light of the experience of the past fifty years. Consequently, Obstfeld did
not attempt to compare the arguments made by Johnson with those made earlier by
Friedman.

The purpose of this paper is to provide a comparison of the arguments in favor of
flexible exchange rates and against fixed rates presented in the respective papers by
Friedman and Johnson. In doing so, my point of departure is to refer to a series of
arguments about exchange-rate systems which Obstfeld (2020) attributed to Johnson’s
paper.!? I describe Johnson’s arguments and compare them with what Friedman wrote
on the same issue — if it was indeed discussed by Friedman. I show that all of Johnson’s

arguments in favor of flexible rates and against fixed rates had been made earlier by

Friedman. Moreover, Friedman avoided making several errors made by Johnson, a fact

1 Helliwell 1978, 577) referred to the 1969 essay as Johnson’s “best known contribution” to the exchange-
rate literature.

12 In addition to examining the way Johnson’s main arguments have stood up during the period of floating
rates, Obstfeld (2020) provided insightful discussions of (1) the historical context in which Johnson’s
paper was written and (2) recent academic critiques of exchange-rate flexibility.



that raises the issue of the reasons that Johnson’s essay was considered to have been
more influential than Friedman’s. I deal with this issue in the concluding section.

Two remarks about the following discussion are warranted at the outset. First, my
focus is exclusively on what Friedman and Johnson wrote in their 1953 and 1969 essays,
respectively. I do not cover what those economists wrote on exchange-rate regimes in
their other works. Second, the interpretation that Johnson’s essay superseded
Friedman’s in influence reflected the views of some -- but certainly not all —
international economists, and occurred during and shortly-after Johnson’s lifetime. It
seems fair to say that references to Johnson’s essay have diminished since the 1980s
while more-recent references to Friedman’s essay have continued to characterize it as a

classic.!?

2. Friedman 1953 and Johnson 1969
2.1 The Basic Case for Flexible Rates

What is the ultimate objective of any exchange-rate system? The earlier literature
(circa the 1960s to the 1980s) on exchange-rate regimes evaluated the merits of flexible-
versus fixed-exchange-rate systems on the basis of three broad criteria: (1) Does the
system help or hinder macroeconomic policies in pursuit of domestic economic
objectives (price stability, real growth, full employment)? (2) How effective is the
system in promoting external payments adjustment?'* (3) How does the system affect
the volume and efficiency of world trade and capital flows and, thereby, resource
allocation in the international economy at large? (Goldstein, 1984, 13).!°

Both Friedman and Johnson presented general statements about the efficacy of
flexible rates in satisfying these criteria for larger industrial countries; Johnson briefly

referred to exchange-rate regimes for smaller countries as well.!¢ Both economists

13 For example, Krugman (1993, 519) called Friedman’s essay “a seminal paper,” while McCallum (1996,
213) stated that Friedman’s essay was “the most famous and influential single piece of writing on
exchange-rate arrangements.” I am grateful to Ed Nelson for bringing these references to my attention.

" In particular, an effective system was considered to be one that eliminated balance-of-payments
disequilibria over a reasonable period. The concept of balance-of-payments equilibrium was never
precisely defined.

15 Goldstein (1984, 13) included a fourth criterion -- the adaptability of the system to significant changes
in the global economic environment. The meaning of this criterion is difficult to pin down precisely
and it is omitted here. For a review of the recent literature on the properties of alternative exchange-
rate regimes, see Tavlas, Dellas, and Stockman (2008).

16 The closest that Friedman came to dealing with emerging countries in his 1953 essay was in his
discussion of the sterling area, to which I refer below. In subsequent papers, Friedman dealt with
exchange-rate regimes for emerging nations. Edwards (2023) provides an analysis of Friedman’s views
on this subject.



supported their general statements with a series of specific arguments -- what Cooper
(1999, 104), referring specifically to Johnson’s paper, called “a series of unfounded
assertions and allegations, an idealization of the world of financial markets without
serious reference to their actual behavior” -- in presenting their respective cases. In
particular, neither Friedman nor Johnson provided any empirical evidence, whether
original or via the citation of previous studies, to support their arguments. Indeed, apart
from his citation of Friedman 1953 essay, Johnson provided no other references to the
prior literature on exchange-rate systems. Friedman referred to only two previous works
— a study by Nurkse (1944) and a study by Meade (1951).

Friedman and Johnson rested their cases for flexible exchange rates on their belief
that flexible rates remove the balance-of-payments constraint on policymakers and, thus,
provide autonomy for national monetary and fiscal policies. By doing so, they promote
an efficient use of resources internationally. Friedman (1953, 200) argued that a system
of flexible exchange rates “are a means of combining interdependence among countries
through trade with a maximum of internal monetary independence.” Furthermore,
flexible rates give rise to “unrestricted multilateral trade [that is] ... a system in which
there are no direct quantitative controls over imports or exports, in which any tariffs or
export bounties are reasonably stable and nondiscriminatory and are not subject to
manipulation to affect the balance of payments, and in which a substantial fraction of
international trade is in private (nongovernmental) hands” (1953, 158). Friedman also
argued that such a system promotes “the efficient use of resources through an
appropriate international division of labor and increases consumer welfare by
maximizing the range of alternatives on which consumers can spend their incomes”
(1953, fn. 3, 158). Johnson argued similarly:

Since, in the absence of balance-of-payments reasons for interfering in international
trade and payments, and given autonomy of domestic policy, there is an
overwhelmingly strong case for the maximum possible freedom of international
transactions to permit exploitation of the economies of international specialization
and division of labour, the argument for flexible exchange rates can be put more
strongly still: flexible exchange rates are essential to the preservation of national
autonomy and independence consistent with efficient organization and development
of the world economy (1969, 12-13).

In arguing that flexible rates are the most effective way to achieve external

adjustment, both economists criticized three other methods of dealing with external




imbalances: (1) changes in domestic wages and prices; (2) direct controls over imports
and exports; and (3) changes in the stock of a country’s international reserves (Friedman,
1953, 164-73; Johnson, 1969, 17). Each of these methods, Friedman and Johnson
believed, had deficiencies. For example, in the absence of an exchange-rate adjustment,
a reduction in wages needed to restore competitiveness would entail an increase in
unemployment (Friedman, 1953, 173; Johnson, 1969, 17).!7 The most effective way to
promote balance-of-payments adjustment was through nominal-exchange-rate
adjustment, but this method raised the issue of whether such adjustment is best achieved
through flexible exchange rates or through fixed-but-adjustable exchange rates (as under
the Bretton Woods system). In their comparisons of flexible exchange rates with fixed
exchange rates, both Friedman and Johnson used the fixed-but-adjustable system as the
prototype of a fixed-rate regime. Both economists pointed-out that these three
alternative methods of achieving adjustment — changes in domestic wages and prices,
changes in reserves, and direct controls on trade — are characteristics of the fixed-but-

adjustable system.

2.2 Where Johnson “Overpromised”

As mentioned, both Friedman and Johnson supported their general statements in
favor of flexible rates with a series of specific arguments and/or assertions. In his
evaluation of Johnson’s essay, Obstfeld (2020) assessed whether the specific arguments
made by Johnson have stood the test of time. In hindsight, Obstfeld found that Johnson’s
case for flexible exchange rates “over-promised” in a number of (sometimes
overlapping) areas. These areas included the following: (1) exchange rates would
change only if the economic fundamentals change; (2) exchange rates would change
smoothly and predictably in response to changes in the fundamentals; (3) floating would
remove the rationale for trade and capital restrictions; (4) over the long run, exchange
rates would be determined by relative inflation rates; (5) floating rates would allow each
country to select its preferred combination of unemployment and inflation; and (6)

central bankers would undergo a loss of prestige under a flexible-rate system. I present

17 In making the case that exchange-rate adjustments avoid the costs associated with the adjustment of
individual wages and prices, Friedman (1953, 173) introduced the “daylight saving time” argument into
the exchange-rate literature. The argument is based on the idea that it is far simpler to allow one price
to change — the exchange rate — than to coordinate the multitude of prices that constitute the internal
price structure.



Johnson’s arguments and I compare them with those made by Friedman on the same
issue.!8

Exchange rates and fundamentals. According to Obstfeld (2020, 92): “Johnson
argued that [under a floating regime], exchange rates would not move unless the
economic fundamentals did. Moreover, he claimed that they would adjust smoothly and
‘predictably’ to fundamentals, speeded by stabilizing support from speculators.” Here
is the way Johnson (1969, 17) expressed the view that exchange rates would be
determined by the fundamentals:

A freely flexible exchange rate would tend to remain constant so long as underlying

economic conditions (including government policies) remained constant; random

deviations from the equilibrium level would be limited by the activities of private
speculators, who would step in to buy foreign exchange when its price fell (the
currency appreciated in terms of foreign currencies) and to sell it when its price rose

(the currency depreciated in terms of foreign currencies).

Regarding changes in exchange rates in response to changes in the underlying economic
structure, Johnson (1969, 20) argued that “trends in exchange rates should normally be
fairly slow and predictable.”

Similarly, Friedman argued that under a floating regime, exchange rates would be
determined by the economic fundamentals, but he also maintained that there would be
large deviations from equilibrium rates.!® Much like Johnson, Friedman contended that
“Instability of exchange rates is a symptom of instability in the underlying economic
structure” (1953, 158). Friedman also contended, however, that, if the fundamentals
changed, exchange rates would overshoot and undershoot the fundamentals before
reaching their final positions. Discussing an exchange rate change following an external
shock, he argued:

It is clear that the initial change in exchange rates will be greater than the ultimate
change required, for, to begin with, all the adjustment will have to be borne in those
directions in which prompt adjustment is possible and relatively easy. As time
passes, the slower-moving adjustments will take over part of the burden, permitting
exchange rates to rebound toward a final position which is between the position
prior to the external change and the position shortly thereafter. This is, of course, a
highly oversimplified picture: the actual path of adjustment may involve repeated
overshooting and undershooting of the final position (1953, 183).%°

13 Johnson also predicted that smaller countries would continue to peg their currencies to currencies of
larger countries— a prediction which Obstfeld identified as an “overpromise.” Since Friedman dealt with
only larger countries, I do not discuss Johnson’s argument.

19 Friedman, unlike Johnson, did not use the term “equilibrium level” of an exchange rate. What Friedman
used was the term “final position” of an exchange rate.

20 This argument is clearly an anticipation of Dornbusch’s (1976) overshooting model.



Thus, both Friedman and Johnson argued that exchange rates under a floating
regime would be determined by the economic fundamentals. Johnson thought that
changes in the fundamentals would produce smooth and predictable adjustments in
exchange rates. Friedman thought that adjustments would be subject to repeated
overshooting and undershooting before rates reached their final positions.

Exchange rates and trade and capital account restrictions. As Obstfeld (2020, 93)
pointed-out, Johnson predicted that the balance of payments rationale for intervention
in trade and capital movements would be eliminated under floating rates. Johnson
(1969, 18) wrote: “The removal of the balance-of-payments motive for restrictions on
international trade and payments is an important positive contribution that the adoption
of flexible exchange rates could make to the achievement of the liberal objective of an
integrated international economy.”

Friedman (1953, 202) attributed the extensive and complex restrictions on
international trade that proliferated immediately after World War II to the Bretton
Woods fixed-rate system. He argued that controls on “imports, exports and capital
transactions” result in extensions of “such control to many internal matters and
interfering with the efficiency and the distribution and production of goods -- some
means must be found for rationing imports that are being held down in amount or
disposing of increased imports and for allocating reduced exports or getting increased
exports” (1953, 167-68). Friedman also argued that controls would be difficult to
enforce: “Ways will be found to evade the controls” (1953, 169) -- an argument not
made by Johnson. As Johnson would argue, Friedman (1953, 167-68) maintained that
floating rates would support the removal of both trade and capital-account restrictions.

Referring to the recent experience of the United States, Obstfeld (2020, 93) pointed-
out, that floating rates have eliminated neither political pressures for trade protection
nor calls for capital controls. Thus, the case that both Johnson and Friedman
“overpromised” in arguing that flexible-exchange rates would eliminate pressures for
trade and capital controls can be made. Floating rates, however, appear to have
facilitated a significant reduction of the trade barriers and capital account restrictions
that had been in place in the 1960s.

Phillips curve trade-off and PPP. Obstfeld (2020, 93) took Johnson to task for
“somewhat quaintly” believing that flexible rates provide the opportunity for each
country’s policymakers to pursue their desired combination of unemployment and

inflation, consistent with the view that there is a long-run trade-off between

9



unemployment and inflation along a stable Phillips curve. In this connection. Johnson
(1969, 18) wrote: “Flexible rates would allow each country to pursue the mixture of
unemployment and price trend objectives it prefers.” Once each country’s inflation rate
had been determined, Johnson argued that, in the long run, exchange rates would be
determined by the purchasing power parity (PPP) condition: “long-run trends toward
appreciation or depreciation of a currency are likely to be dominated by divergence of
the trend of prices” (1969, 18). As Obstfeld stated: “These beliefs [in the Phillips curve
trade-off and PPP] were far off the mark.”

What makes Johnson’s misconception about a long-run Phillips curve trade-off
striking is the fact that Friedman had delivered his famous Presidential Address before
the American Economic Association, in which he showed that there is no long-run
trade-off between the inflation rate and the unemployment rate when inflation is fully
anticipated, in December 1967, and published it in the American Economic Review in
March 1968 (Friedman, 1968c). Johnson apparently did not come over to Friedman’s
view until the mid-1970s.%!

Friedman never postulated a stable short-term trade-off between inflation and output
(see Nelson, 2020b, vol. 1; Tavlas, 2023, chap. 8). In his 1953 essay, he wrote that to
achieve internal stability — that is, full employment -- the “internal price level is to be
maintained constant” (1953, 170). 22 He did not discuss the possibility that exchange
rates might be determined in the long run by the PPP condition.?®

As Obstfeld (2020, 94) pointed-out, Johnson, in arguing that exchange rates would
be determined by the underlying fundamentals, viewed changes in exchange rates as a

shock absorber for real shocks. But Johnson did not foresee that exchange-rate changes

2l See Moggridge (2008, 340) and Nelson (2020b, vol. 2, 158).

22 Friedman (1948; 1951) argued that full employment would best be achieved through price level
stability.

2 Dunn (1983, 2) stated that “Proponents of flexible exchange rates have almost always assumed that
long-run trends in exchange markets would be dominated by relative rates of inflation, that is, that
exchange rates would follow purchasing power parity. Friedman's (1968, pp. 419-420) classic defense
of floating rates made this argument strongly, suggesting that it was far easier to allow exchange rates
to adjust to differing rates of inflation than to compel price levels to adjust to a fixed parity.” The second
part of the latter sentence is a correct interpretation of what Friedman argued; the first part is mistaken.
The page numbers to which Dunn referred are from the 1968 reprint of Friedman’s 1953 essay in the
book edited by Caves and Johnson (1968). What Friedman (1968a) argued in the pages to which Dunn
referred was that it was far better to allow the nominal exchange rate to adjust to shocks, including
“monetary phenomena,” than to undergo the costly reallocation of resources needed to change internal
prices. Purchasing power parity (in its absolute version) states that the equilibrium values of a pair of
currencies should, in the long run, be equal to the ratio of the countries’ price levels. Friedman did not
present such an argument in his essay.

10



could be a source of shocks. Obstfeld stated: “Johnson did not weigh the possibility of
shocks originating in capital markets, e.g., shocks to risk premia and global portfolio
preferences” (2020, 94). Likewise, Friedman did not foresee that floating rates could
transmit, as well as absorb, some (especially financial) shocks.

Reduced prestige of central bankers. As mentioned in the previous section, in the
early-1960s, while favoring flexible exchange rates in theory, Johnson did not believe
that they would be adopted in light of opposition from central bankers and other special
interest groups. By the late-1960s, however, Johnson had come to believe that flexible
exchange rates had a reasonable chance of being adopted. Consistent with his early-
1960s view that central bankers had a special interest in maintaining fixed rates, in his
1969 essay he predicted that central bankers would suffer a loss of prestige should
flexible rates be adopted:

[T]he fixed exchange rate system gives considerable prestige and, more important,
political power over national governments to the central bankers entrusted with
managing the system, power which they naturally credit themselves with exercising
more ‘responsibly’ than the politicians would do, and which they naturally resist
surrendering (1969, 13).
Obstfeld (2020, 96) pointed-out that Johnson missed the mark in predicting a loss of
prestige of central bankers: “nearly 50 years of floating have done nothing to diminish
the prestige of central bankers — quite the opposite, especially after Paul Volcker’s
demonstration of how a determined central banker with a free hand could fight
inflation.”
Two comments are in order. First, in his 1953 essay, Friedman wrote the following

about the reason that flexible-exchange rates had not been given serious consideration:

a thoroughgoing system of flexible rates — has been ruled out in recent years without
extensive explicit consideration, partly because of a questionable interpretation of
limited historical evidence; partly, I believe, because it was condemned alike by
traditionalists, whose ideal was a gold standard that either ran itself or was run by
international central bankers but in either case determined internal policy, and by
the dominant strain of reformers, who distrusted the price system in all its
manifestations — a curious coalition of the most unreconstructed believers in the
price system, in all its other roles, and its most extreme opponents (1953, 202-03).

Thus, Friedman argued that the fixed-rate system was supported by those who (1)
misinterpreted the historical evidence, (2) gold-standard adherents, and (3) reformers
who distrusted the price system. While noting that central bankers played a role in

administrating the gold standard, Friedman did not state that they would suffer a loss of

prestige under floating rates. There was a reason for this circumstance, which leads to

11



the second comment. While Volcker’s “determined” policy to eradicate inflation in the
early-1980s did much to demonstrate the power of monetary policy, so did Friedman’s
contributions over several decades through which that economist provided empirical
evidence showing that monetary policy, and, the central bankers who made monetary

policy, had an essential role to play in a regime of flexible exchange rates.*

2.3 What Johnson Got Right

Obstfeld (2020, 96) considered that Johnson made many “good calls”: (1) flexible
exchange rates provide autonomy for domestic economic policies thus reconciling
different governments’ diverse policy preferences; (2) flexible rates impose discipline
on macroeconomic policies; (3) fixed-rate intra-regional arrangements require fiscal
federalism; (4) the interwar experience did not provide evidence in favor of fixed rates;
(5) floating rates would not hamper global trade; (6) currency depreciation need not be
inflationary; (7) floating rates can buffer an economy from internal and external demand
shocks; (8) domestic monetary policy alone determines inflation; and (9) the IMF would
continue to play an important role in a flexible-rate global system. In what follows, I
compare Johnson’s “good calls” with Friedman’s arguments on the identical issue.

Domestic-policy autonomy. This issue is related to the discussion at the beginning
of this section: both Johnson and Friedman thought that the international monetary
system should be reformed in such a way that it removed the balance-of-payments
constraint on domestic economic policies. Thus, Johnson (1969, 12) argued that: “The
fundamental argument for flexible exchange rates is that they would allow countries
autonomy with respect to their use of monetary, fiscal and other policy instruments,
consistent with the maintenance of whatever degree of freedom in international
transactions they chose to allow their citizens by automatically ensuring the preservation
of external equilibrium.” Friedman argued similarly with respect to policy autonomy.
Flexible-exchange rates, he maintained, would allow “each country to pursue internal

stability after its own lights” (1953, 202).

24 Friedman’s empirical evidence was, of course, sometimes produced with collaborators, especially Anna
Schwartz. Friedman did not aim to give central bankers an important role under flexible rates. Instead,
he favored binding central bankers to a policy rule under a flexible-rate regime. Another important
factor that played a role in helping convert much of the profession about the role of monetary policy
was the fact that the countries whose central banks, such as the Bundesbank and the Swiss National
Bank, maintained tight monetary policies in the 1970s experienced less inflation than the countries
whose central banks did not do so during that decade.
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Both Johnson and Friedman argued that, under fixed rates, the policy stances of
other countries would determine the domestic inflation rate. Johnson expressed this view
as follows: “the fixed rate system imposes, not the need to maintain domestic price
stability, but the obligation to conform to the average world trend of prices, which may
be either inflationary or deflationary rather than stable” (1969, 21). Friedman argued
similarly: “with a system of rigid exchange rates ... not only do the laggards [the less-
disciplined countries] call the tune ... by infecting the other countries with which they
are linked but also the very existence of this link gives each country an incentive to
engage in inflationary action.... For, at least in the initial stages, inflationary currency
issue enables the issuers to acquire resources not only from within the country but also
from without” (1953, 200).

Discipline hypothesis. A key argument made by proponents of fixed-exchange-rate
systems in the 1960s and 1970s is that such systems impose discipline on
macroeconomic policies for two primary reasons. First, a country’s reserves are put on
the line but the quantity of reserves that can be used to defend the exchange rate is
limited. Consequently, countries need to maintain policies that would not jeopardize
their reserves. Second, the authorities who are forced to devalue their currency are often
considered to have failed in their macroeconomic management. Hence, those authorities
pay a political cost if their policies result in a devaluation of their currency.?> The
authorities will, therefore, follow disciplined policies to avoid that cost.

As Obstfeld (2020, 97) pointed-out, Johnson dismissed the idea that fixed-rate
systems alone can discipline macroeconomic policies. Johnson thought that the
discipline hypothesis might have been applicable under the gold standard, “‘under which
nations were permanently committed to maintaining their exchange rates and had not
yet developed the battery of interventions in trade and payments that are now commonly
employed. But it is a myth when nations have the option of evading discipline by using
interventions or devaluation” (1969, 15). Regarding the part of the discipline argument,
dealing with the loss of reserves, Johnson considered that the experience with fixed rates
under the Bretton Woods system did not provide support for the discipline argument:

The reason is that the signal to governments of the need for anti-inflationary
discipline comes through a loss of exchange reserves, the implications of which are
understood by only a few and can be disregarded or temporized with until a crisis
descends — and the crisis justifies all sorts of policy expedients other than the

25 See Goldstein (1984, 15-16).
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domestic deflation which the logic of adjustment under the fixed rate system

demands (1969, 21).

Correspondingly, a flexible rate system was thought to provide discipline of its own
through movements in the exchange rate. Johnson argued:

Under a flexible rate system, the consequences of inflationary governmental policies

would be much more readily apparent to the general population, in the form of a

declining foreign value of the currency and an upward trend in domestic prices; and

proper policies to correct the situation, if it were desired to correct it, could be argued

about in freedom from an atmosphere of crisis (1969, 21).

Regarding the second part of the discipline argument, dealing with loss of political
prestige, Johnson maintained that it had operated but in a perverse way. He stated that,
as posited by the discipline view, under the Bretton Woods system, “a devaluation has
become a symbol of political defeat ... which the government in power will resist to the
last ditch.” That resistance had an unintended consequence: “this political symbolism,
prevents adjustments of exchange rates that otherwise would or should be accepted as
necessary to the proper functioning of the international monetary system” (1969, 22).26

Additionally, because exchange-rate changes under fixed-but-adjustable rates come
late in the day, Johnson thought that adjustable-peg systems provide speculators with
the opportunity for a one-way bet:

the adjustable peg system gives the speculator a ‘one-way option’: in circumstances
giving rise to speculation on a change in the rate, the rate can only move one way if
it moves at all, and if it moves it is certain to be changed by a significant amount —
and possibly by more, the stronger is the speculation on a change. The fixed
exchange rate system courts ‘destabilizing speculation,” in the economically
incorrect sense of speculation against the permanence of the official parity, by

providing this one-way option (1969, 20).

Friedman’s arguments against the first part of the discipline hypothesis of fixed
exchange rates were similar to Johnson’s. Like Johnson, Friedman considered that the
gold standard was the prototype fixed-rate system that provided discipline. Like
Johnson, Friedman argued that the gold standard had been overtaken by changes in the
political and economic milieu in which governments operated. He wrote: “Governments

of ‘advanced’ nations are no longer willing to submit themselves to the harsh discipline

of the gold standard or any other standard involving rigid exchange rates. They will

26 Johnson’s argument that the Bretton Woods system had developed into a system that discouraged
necessary exchange-rate adjustments seems inconsistent with his argument (cited above) that the gold
standard was not viable in the mid-twentieth century because of the availability of the devaluation
option.
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evade its discipline by direct controls over trade if that will suffice and will change
exchange rates before they will surrender control over domestic monetary policy” (1953,
179-80). What about the discipline of an adjustable peg? Again, as Johnson maintained,
Friedman argued that it encourages destabilizing speculation and provides the
opportunity for a one-way bet. Thus, Friedman (1953, 164) wrote that:

this system practically insures a maximum of destabilizing speculation. Because the
exchange rate is changed infrequently and only to meet substantial difficulties, a
change tends to come well after the onset of difficulty, to be postponed as long as
possible, and to be made only after substantial pressure on the exchange rate has
accumulated. In consequence, there is seldom any doubt about the direction in which
an exchange rate will be changed, if it is changed ... With rigid rates, if the exchange
rate is not changed, the only cost to the speculators is a possible loss of interest
earnings from an interest-rate differential.

In addition to making a case against the discipline argument under fixed rates,
Friedman, like Johnson, made a positive case that flexible rates impose discipline and,
in doing so, provide a setting that is free of crises. In this connection, Friedman argued
that, while changes in reserves show up late in the day under the fixed-rate system, “with
flexible exchange rates, at least the deterioration in the foreign-payments position shows
up promptly in the more readily understandable and simpler form of a decline in the
exchange rates, and there is no emergency, no suddenly discovered decline in monetary
reserves to dangerous levels, to force the imposition of supposedly unavoidable direct
controls” (1953, 179).

Unlike Johnson’s essay, Friedman’s essay did not address the second part of the
discipline argument — that dealing with loss of political prestige. There was a good
reason for this circumstance. Johnson had the occasion to witness the British economy
undergo a series of balance-of-payments crises during the period from 1947 to 1967, in
which an assortment of ineffective policies had been instituted to avoid a depreciation
of the pound sterling.?” Johnson wrote: “The British economy is at present riddled with
inefficiencies consequential on, and politically justified by, decisions based on the aim
of improving the balance of payments.” After listing a number of examples, including
the “disruptive cycle of ‘stop-go’ aggregate demand policies,” incomes policy, and
protectionist measures, Johnson (1969, 23) argued that “the adoption of flexible

exchange rates would ... make [these measures] unnecessary, or at least less harmful.”

27 See Bordo (1993, 52-54), Eichengreen (2007, 229-38), and Obstfeld (2020, 89-90).
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Although Friedman did not have the experience of the British economy during the
entire period of 1947 to 1967 to draw from, he did have the experience of that economy
in the late-1940s and early-1950s from which to draw. That experience led to an
assessment which presaged the analysis made by Johnson sixteen years later. Thus, after
discussing the German economic crisis of 1950, Friedman turned to the crises in the
United Kingdom during the initial years of the Bretton Woods system. He wrote: “The
recurrent foreign-exchange crises of the United Kingdom in the postwar period are
perhaps an even more dramatic example of the kind of crises that could not develop
under a system of flexible exchange rates” (1953, 163).

To summarize the above discussion pertaining to the discipline argument, both
Johnson and Friedman: (1) considered the gold standard to be the prototype fixed-rate
system but also considered that, in the mid-twentieth century, policymakers would use
controls on trade and capital flows to evade the discipline imposed by the gold standard
or any other fixed-rate regime; (2) argued that fixed-rate systems are prone to crises and
they give speculators the opportunity to make one-way bets, and (3) asserted that
flexible-rate systems provide a transparent way of perceiving potential difficulties in a
country’s external position early-on, thereby encouraging the imposition of policy
discipline and avoiding crises. Based on Britain’s experience under the Bretton Woods
system, Johnson, unlike Friedman, argued that the adjustable-peg system worked to
forestall necessary changes in the exchange rate, thus prolonging periods of economic
dislocation.

Fiscal federalism. Obstfeld (2020, 97) wrote that “Johnson set a masterful
exposition of the role of fiscal federalism in supporting [fixed rates] arrangements.” In
this regard, Johnson recognized that regions that participate in a fixed-rate arrangement
with separate currencies differ from the regions in a country with a single currency. In
a country with a single currency, fiscal federalism is able to smooth the effects of
asymmetric shocks to the country’s regions. Under a fixed-exchange-rate system with
different countries, a centralized mechanism for compensating distressed regions does
not exist. Johnson (1969, 15) argued that fixed-rate systems require an “international
mechanism for compensating excessively distressed regions.” Thus, Johnson noted that
“the present international monetary system of fixed exchange rates fails to conform to
the analogy with a single national currency.” Under a fixed-rate system with separate
fiscal policies, asymmetric shocks would have to be dealt with by varying trade barriers

(1969, 15). As Obstfeld (2020, 97) noted, in making the case for fiscal federalism,
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Johnson benefitted from having been exposed to Peter Kenen’s classic paper (1969) on
optimum currency areas. In that paper, Kenen argued that a single currency area, or a
region with fixed exchange rates between or among participating countries, requires a
single fiscal authority to smooth asymmetric shocks through fiscal transfers from low
unemployment regions to high unemployment regions.?

In his 1953 essay, Friedman also recognized the importance of a central fiscal — and
monetary — policy for the successful operation of a fixed-rate system. In so doing, he
presaged the subsequent literature on optimum currency areas.?” Specifically, in a
discussion of the sterling area, Friedman considered the possibility of fixed exchange
rates among the members of that area and freely flexible exchange rates between sterling
and other currencies. As Mundell (1961) would do in his classic paper on optimum
currency areas, Friedman delineated the domain of a fixed-exchange-rate area (or a
single currency) among countries or regions on the basis of factor mobility. As Kenen
(1969) would do, Friedman identified fiscal (and monetary) centrality as a necessary
attribute of a single currency area. Friedman wrote:

In a sense, any flexible exchange system is such a mixed system, since there are
rigid rates between the different sections of one nation -- between, say, the different
states of the United States. The key difference for present purposes between the
different states of the United States, on the one hand, and the different members of
the sterling area, on the other, is that the former are, while the latter are not, all
effectively subject to a single central fiscal and monetary authority -- the federal
government -- having ultimate fiscal and monetary powers. In addition, the former
have, while the latter have not, effectively surrendered the right to impose
restrictions on the movement of goods, people, or capital between one another. This
is a major factor explaining why a central monetary authority is able to operate
without producing serious sectional strains. Of course, these are questions of
economic fact, not of political form, and of degree, not of kind. A group of
politically independent nations all of which firmly adhered to, say, the gold standard
would thereby in effect submit themselves to a central monetary authority, albeit an
impersonal one. If, in addition, they firmly adhered to the free movement of goods,
people, and capital without restrictions, and economic conditions rendered such
movement easy, they would, in effect, be an economic unit for which a single
currency -- which is the equivalent of rigid exchange rates -- would be appropriate
(1953, italics added, 193, fn.16).

28 In 1966, Johnson and Robert Mundell co-organized a conference at which Kenen presented his paper.
The notion that the fiscal instrument can be used to smooth shocks proved to be overly simplistic. Fiscal
transfers in the face of permanent shocks can have the perverse effect of locking resources in place,
preventing necessary adjustment.

29 See Mundell (1961) and McKinnon (1963). For reviews of the optimum currency area literature, see
Tavlas (1993) and Dellas and Tavlas (2009).
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Moreover, after describing that key difference between the United States and the
sterling area, Friedman continued his appraisal of the potential for fixed exchange rates
in the sterling area in a way that stressed fiscal integration:

The problem of maintaining fixed exchange rates within the sterling area without
restrictions on trade differs only in degree from the corresponding problem for the
world as a whole. In both cases the area includes a number of sovereign political
units with independent final monetary and fiscal authority. In consequence, in both
cases, the permanent maintenance of a system of fixed rates without trade
restrictions requires the harmonization of internal monetary and fiscal policies and
a willingness and ability to meet at least substantial changes in external conditions
by adjustments in the internal price and wage structure (1953, 193-94).

Thus, both Johnson and Friedman put forward the view that a central fiscal authority
was essential for fixed-rate regimes. Unlike Friedman, however, Johnson spelled out the
implication of fiscal federalism: it entailed the ability to smooth diverse shocks through
endogenous fiscal transfers from a low unemployment region to a high unemployment
region.

The interwar experience. In an influential study, Nurske (1944) argued that freely
floating exchange rates inevitably give rise to destabilizing speculation.>’ Basing his
view mainly on the French experience with floating exchange rates from 1922 to 1926,
Nurske (1944, 137-38) wrote: “if there is anything that inter-war experience has clearly
demonstrated, it is that paper currency exchanges cannot be left free to fluctuate from
day to day under the influence of market supply and demand.... if currencies are left free
to fluctuate, speculation in the widest sense is likely to play havoc with exchange rates
-- speculation not only in foreign exchanges but, also as a result, in commodities entering
into foreign trade.”

Johnson took issue with the above argument. He expressed the view that the interwar
experience in Europe demonstrated that neither flexible rates nor fixed rates could
survive if national economic policies were unstable: “instead of being credited with their
capacity to function when the fixed rate system could not, [flexible exchange rates] are
debited with the disorders of national economic policies that made the fixed exchange
rate system unworkable or led to its collapse” (1969, 19). Johnson (1969, 19) maintained
that the European interwar experienced was a key component of the case against flexible

rates used by proponents of fixed rates. He remarked, however, that the “European

30 Bordo (1993, fn. 15, 30) stated that “Nurske’s interpretation of the lessons of the interwar experience
should be viewed as largely reflecting the views of [John Maynard] Keynes, [Harry Dexter] White, and
others” — that is, of the architects of the Bretton Woods system.
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interwar experience does not constitute the whole of the historical record,” noting that
both the United States and Canada had successfully floated their currencies in specific
episodes (1969, 19).3!

Friedman’s essay provided a similar assessment of the interwar experience. Like
Johnson, Friedman maintained that a key component of the case against flexible
exchange rates rested “primarily on an oversimplified interpretation of the movements
of so-called ‘hot” money during the 1930s” (1953, 176). Friedman argued that, in
retrospect, “it is clear that the speculators were ‘right’.” In particular, speculators
anticipated changes in the fundamentals that “were at work making for depreciation in
the value of most European currencies relative to the dollar independently of speculative
activity” (1953, 176). Friedman singled out Nurske’s study as have underpinned the
profession’s view that the European interwar experience demonstrated that speculation
in foreign exchange markets is destabilizing. Friedman expressed the view that
“Nurkse's discussion of the effects of speculation is thoroughly unsatisfactory.”
Friedman noted that Nurske’s thesis that speculation is destabilizing rested on the
experience with the French franc from 1922-1926: “For the rest, [Nurske] simply lists
episodes during which exchange rates were flexible and asserts that in each case
speculation was destabilizing” (1953, 176). Friedman concluded his assessment of
Nurske’s study with the following: “It is a sorry reflection on the scientific basis for
generally held economic beliefs that Nurkse's analysis is so often cited as ‘the’ basis or
‘proof” of the belief in destabilizing speculation” (1953, 176).32

As mentioned, Nurske (1944) interpreted the interwar experience a having
demonstrated that flexible exchange rates promote destabilizing speculation whereas
Johnson and Friedman disagreed with that argument. In taking issue with Nurske’s view,
both Johnson and Friedman maintained that speculation in the foreign-exchange market
would be stabilizing and they put forward essentially identical arguments to support
their positions — namely, speculators who engage in destabilizing speculation will lose
money. Johnson presented that argument as follows: “speculators who engage in

genuinely destabilizing speculation — that is, whose speculations move the exchange

3! In the case of the United State, Johnson (1969, 19) argued that the U.S. dollar floated successfully from
1862 to 1879; the Canadian dollar, he argued, floated successfully from 1952 to 1960. Obstfeld (2020,
97) wrote: “I would also agree with [Johnson’s] inclination to downplay critiques of floating based on
the interwar experience.”

32 Eichengreen (2008, 49-55) assessed the experience of the French franc in the 1920s. Eichengreen (2008,
55) concluded that “both proponents and critics of floating exchange rates could draw support from the
first half of the 1920s.”

19



rate away from rather than towards its equilibrium level — will consistently lose money,
because they will consistently be buying when the rate is ‘high’ and selling when it is
“low” by comparison with its equilibrium value” (1969, 20). Friedman provided the
following argument: “People who argue that speculation is generally destabilizing
seldom realize that this is largely equivalent to saying that speculators lose money, since
speculation can be destabilizing in general only if speculators on the average sell when
the currency is low in price and buy when it is high” (1953, 175).

Johnson recognized that exceptions could arise. Specifically, he pointed to “the
possibility that clever professional speculators may be able to profit by leading amateur
speculators into destabilizing speculation, buying near the trough and selling near the
peak” (1969, 20). Friedman (1953, 175) argued similarly: “professional speculators
might on the average make money while a changing body of amateurs regularly lost
large sums.” Friedman, however, thought that such a situation was unlikely to arise. He
wrote: “if speculation were persistently destabilizing, a government body like the
Exchange Equalization Fund in England in the 1930's could make a good deal of money
by speculating in exchange and in the process almost certainly eliminate the
destabilizing speculation. But to suppose that speculation by governments would
generally be profitable is in most cases equivalent to supposing that government officials
risking funds that they do not themselves own are better judges of the likely movements
in foreign-exchange markets than private individuals risking their own funds” (1953,
175-76).

Floating rates and trade. A key argument of proponents of fixed-exchange-rate
systems in the 1960s and 1970s was that flexible-exchange rates lead to highly volatile
exchange rates. In turn, volatile exchange rates were said to increase uncertainty, which
is like a cost, and, thus, the cost hampers international trade.?* Johnson dismissed this
argument. As mentioned, he believed that changes in the trends of exchange rates would
be fairly slow and predictable and “their causes such as to provide more or less automatic
compensation to traders and investors” (1969, 20). Additionally, he asserted that if
traders wished to avoid uncertainty, they would be able to hedge their foreign-exchange
receipts or payments through forward exchange markets: “if there were a demand for

more extensive forward market and hedging facilities than now exist, the competitive

33 For discussions of the theoretical aspects underlying this view and the empirical evidence for the more-
advanced countries through the mid-1980s, see Bailey, Tavlas, and Ulan (1986; 1987).
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profit motive would bring them into existence” (1969, 18).>* Consequently, Johnson
predicted that flexible-exchange rates would not impede trade. Obstfeld’s judgement of
Johnson position was the following: “Johnson's prediction that flexible rates would not
hamper growth in world trade seems to have been borne out by experience” (2020, 97).

Friedman set down a similar argument to that of Johnson. Friedman (1953, 174)
wrote:

Under flexible exchange rates traders can almost always protect themselves against
changes in the rate by hedging in a futures market. Such futures markets in foreign
currency readily develop when exchange rates are flexible. Any uncertainty about
returns will then be borne by speculators. The most that can be said for this argument
[that flexible rates hamper trade], therefore, is that flexible exchange rates impose a
cost of hedging on traders, namely, the price that must be paid to speculators for
assuming the risk of future changes in exchange rates. But this is saying too much.
The substitution of flexible for rigid exchange rates changes the form in which
uncertainty in the foreign-exchange market is manifested; it may not change the
extent of uncertainty at all and, indeed, may even decrease uncertainty.

In sum, both Johnson and Friedman expressed the view that futures markets would
develop under flexible-exchange rates in which market participants could hedge
exchange-rate risk. In addition, Johnson argued that exchange-rate changes under
flexible rates would be slow and predictable, an argument that Friedman did not make.
Both economists argued that flexible exchange rates would not hamper trade. The
arguments that (1) flexible rates would encourage the development of forward markets
and (2) international trade would not be hampered under flexible rates have been borne
out by experience. As mentioned earlier, Johnson’s argument that exchange-rate
changes under flexible rates would be slow and predictable has not been borne out.

Currency depreciation and inflation. A recurrent theme of the exchange-rate-regime
literature of the 1960s and 1970s was that flexible-rate regimes contain an inflationary
bias for both individual countries and the global economy. According to this view, which
was known as the “ratchet hypothesis,” in a world of downward wage and price
inflexibility, currency depreciations lead to wage and price increases in the country
experiencing the deprecation but produce no (or smaller) offsetting wage and price
decreases in the country experiencing an appreciating currency.>?

The ratchet hypothesis rested on a cost-push view of inflation, which Johnson

considered to be fallacious. Proponents of the cost-push view put forward a non-

34 See, also, Johnson (1969, 20).
35 Goldstein (1977) conducted empirical tests of the ratchet hypothesis for five large countries. The results
were not supportive of the hypothesis.
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monetary interpretation of inflation. Johnson maintained that accommodative policies
provide conditions under which what looks like a cost-push process is observed although
the inflation is monetary in nature.*® He asserted that “actual wage increases will depend
on the economic climate set by the government’s fiscal and monetary policies” (1969,
21). If a government had a reputation of accommodating wage hikes through
expansionary monetary and fiscal policies, cost-push inflation could operate. Cost-push
inflation would not take place, however, if wage earners knew that the government
would not accommodate wage hikes. Moreover, Johnson argued that currency
depreciation need not be inflationary if it served to correct an overvaluation of the
currency that would otherwise result in domestic price deflation. He also argued that
under a flexible-rate system, “exchange rate adjustments would occur gradually, and
would be less likely to require drastic revisions of wage-and price-setting decisions”
(1969, 21).

Friedman, likewise, considered the ratchet hypothesis to be fallacious. He expressed
the hypothesis as follows: “The rise in prices of foreign good [because of depreciation
of the domestic currency] will, it is argued, mean a rise in the cost of living, and this, in
turn, will give rise to a demand for wage increases, setting of what is typically referred
to as a ‘wage-price spiral’ — a term that is impressive enough to conceal the emptiness
of the argument that it generally adorns” (1953, 180). As Johnson would do, Friedman
maintained that the operation of “a wage-price spiral” (that is cost-push inflation)
depended on the existence of accommodating monetary policies. Friedman wrote:

The crucial fallacy is the so-called ‘wage-price spiral.” The rise in prices of foreign
goods may add to the always plentiful list of excuses for wage increases; it does not
in and of itself provide the economic conditions for a wage rise- -- or, at any rate,
for a wage rise without unemployment. A general wage rise -- or a general rise in
domestic prices -- becomes possible only if the monetary authorities create the
additional money to finance the higher level of prices (1953, 181).

Thus, both Johnson and Friedman maintained that the ratchet hypothesis depended on a

cost-push view of inflation, which, in turn, depended on accommodative policies.
Flexible rates as buffers. Johnson contended that flexible rates can buffer the

economy from internal or external demand shocks. Underlying Johnson’s view was the

role played by flexible rates in helping to achieve balance-of-payments adjustment. He

argued that “if economic changes or policy changes occurred that under a fixed

36 That is, if inflation is driven by monetary forces, in the absence of monetary accommodation cost-push
forces would have a one-time effect on the price level.
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exchange rate would produce a balance-of-payments surplus or deficit, and ultimately a
need for policy changes, the flexible exchange rate would gradually either appreciate or
depreciate as required to preserve equilibrium” (1969, 17). He stressed that governments
could take “counter-active measures in the form of inflationary of deflationary policies”
if the trend of the exchange rate were viewed as undesirable (1969, 17). Governments
“would never be forced to take ... measures by a balance-of-payments crisis’ (1969, 17).
Moreover, flexible exchange rates would remove “the pressures to intervene in
international trade and payments for balance-of-payments reasons,” thereby freeing
governments to respond to shocks through adjustments of fiscal and monetary policies
(1969, 18).

Like Johnson, Friedman thought that flexible exchange rates would prevent the
occurrence of balance-of-payments crises. On this issue, however, there was a
substantial difference between the respective views of Johnson and Friedman. As
mentioned, Johnson believed that exchange-rate changes under flexible rates would
occur “gradually” so as to preserve balance-of-payments equilibrium. As also
mentioned, Friedman believed that exchange-rate adjustments to changes in the
economic fundamentals under flexible rates would involve ‘“overshooting” and
“undershooting” of their final levels. In terms of the role of exchange rate in preventing
crises, Friedman’s view differed from Johnson’s in that Friedman asserted that rapid
movements in exchange rates help prevent crises: “The exchange rate is therefore
potentially an extremely sensitive price. Changes in it occur rapidly, automatically, and
continuously and so tend to produce corrective movements before tensions can
accumulate and a crisis develop” (1953, 163).

Like Johnson, Friedman contended that flexible rates could buffer an economy from
external demand shocks. However, Friedman maintained that, although flexible rates
could reduce the effects of certain shocks, they could not fully eliminate those effects.
In this connection, he wrote:

Suppose, for example, that the tendency toward a deficit were produced by monetary
deflations in other countries. The depreciation of the currency would then prevent
the fall in external prices from being transmitted to the country in question; it would
prevent prices of foreign goods from being forced down in terms of domestic
currency. There is no way of eliminating the effect of the lowered ‘real’ income of
other countries; flexible exchange rates prevent this effect from being magnified by
monetary disturbances (1953, 181).
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Monetary policy and inflation. Johnson pointed-out that countries lose control over
inflation under a fixed-rate system. He argued that the “the fixed rate system imposes,
not the need to maintain domestic price stability, but the obligation to conform to the
average world trend of prices, which may be either inflationary or deflationary rather
than stable” (1969, 21). As mentioned, Johnson maintained that, under flexible rates, (1)
inflation would depend on the “government’s fiscal and monetary policies” (1969, 21)
and (2) the government could choose a combination of unemployment and inflation
along a stable Phillips curve. In contrast to Johnson, Friedman confined his discussion
of the determination of inflation to the role of monetary policy (1953, 177-80).

Role of the IMF. Under the Bretton Woods regime, the IMF had power to influence
the international monetary system strongly. It could (1) approve of (or disallow) changes
in exchange-rate parity in excess of ten percent, (2) approve (or disallow) the use of
multiple-exchange rates and other discriminatory practices, (3) undertake surveillance
in support of the international monetary system, and (4) impose the conditionality that
was implicit in members’ access to Fund resources (Bordo, 1993, 56).37 As Obstfeld
(2020, 97) observed, Johnson correctly foresaw that the Fund would continue to play a
central role in an international monetary system in which flexible rates prevailed. In this
regard, Johnson (1969, 24) wrote: “But there is no reason to believe that the Fund, as
the dispassionate administrator of an international monetary system established nearly
a quarter of a century ago to serve the needs of the international economy, is insensitive
to the tensions of the contemporary situation and blindly hostile to reforms that would
permit the system as a whole to survive and function more effectively.”

Friedman put forward a very different position. Friedman (1953, 190) asked: “what,
if any, functions the IMF would have in a world of flexible rates”? He speculated that
the Fund’s role would be a greatly diminished. The Fund might “serve as a short-term
international lender of funds along commercial lines, though I see no particular need for
such an institution in a world of fully convertible currencies; to provide advice about
internal monetary and fiscal policy; and possibly to serve as some kind of clearing
agency” (1953, 191).

Thus, Johnson, writing with the benefit of the experience of sixteen additional years,

correctly foresaw that an international monetary regime comprised of flexible-exchange

37 In practice, these powers could not always be enforced. See Bordo (1993).
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rates among currency areas would continue to feature an important role for the Fund.

Friedman thought that the Fund would, by-and-large, become unnecessary.

3. Taking Stock

3.1 The Arguments

Having followed Friedman’s essay by sixteen years, was Johnson’s essay “unusually

pungent and more contemporary” than Friedman’s, as opined by McKinnon (1981,

536)? Why did Cooper (1999, 104) single-out Johnson’s essay, and not Friedman’s, as

having influenced the views of economists and central bankers in favor of flexible-

exchange rates? Let us take stock of the preceding discussion. Where did Friedman and

Johnson agree, and where did they differ?

Both economists framed the basic case for flexible exchange rates in terms of
the ability of flexible-exchange-rate systems to facilitate adjustment in the
balance of payments, provide autonomy for monetary and fiscal policy, and
promote efficient resource allocation in the global economy.

Both Friedman and Johnson maintained that the economic fundamentals would
determine exchange rates in a floating regime. Johnson argued that changes in
the fundamentals would produce smooth and predictable adjustments in
exchange rates. Friedman asserted that the exchange rate would react to changes
in the fundamentals by overshooting and undershooting its final resting position.
Both Friedman and Johnson predicted that flexible rates would be accompanied
by a dismantling of controls on trade and capital flows.

Johnson considered that domestic policy autonomy would permit policymakers
to attain their desired point along a long-run non-vertical Phillips curve.
Friedman argued that domestic autonomy permitted a country to achieve price
stability, which he considered a precondition for full employment.

Johnson contended that exchange rates under floating would be determined by
the purchasing power parity (PPP) condition in the long run. Friedman did not
refer to PPP.

Johnson argued that flexible exchange rates would lead to reduced prestige of
central bankers. Friedman expressed the view that monetary policy would play

a central role in a regime of flexible rates with domestic-policy autonomy; the
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domestic autonomy would elevate the role of central bankers in policy
formation.

Both Friedman and Johnson took issue with the view that fixed-rate systems
discipline macroeconomic policies. In this connection, both economists argued
that fixed-but-adjustable systems invite destabilizing speculation by providing
one-way bets because the implications of reserves losses are observed only after
a crisis erupts. Both economists put forward the view that, under flexible rates,
changes in policies are quickly transmitted to exchange rates, providing a signal
to policymakers that allows them to take measures that prevent crises. On the
basis of Britain’s experience in the 1960s, Johnson claimed that fixed-but-
adjustable rates forestall necessary adjustments in exchange rates, an argument
not made by Friedman.

Both Friedman and Johnson believed that the classical gold standard would not
be viable in the political and economic milieu of the mid-twentieth century.
Johnson considered that fiscal integration, under which a centralized fiscal
authority would smooth the effects of asymmetric shocks among regions
through fiscal transfers, was a necessary condition for the successful operation
of a fixed-rate system. Similarly, Friedman argued that a central fiscal and
monetary authority was a necessary condition for a successful fixed-rate regime
although, unlike Johnson, Friedman did not assert that fiscal integration entails
fiscal transfers from high-employment regions to low-employment regions to
smooth the effects of asymmetric shocks. Friedman identified factor mobility as
a necessary condition for the sustainability of fixed rates. In making that
argument, Friedman anticipated the literature on optimum currency areas.

Both Friedman and Johnson contended that the interwar experience did not
provide evidence that floating rates would be highly volatile. Additionally, the
two economists took issue with the then-conventional view the interwar
experience proved that speculation in foreign-exchange markets would be
destabilizing. Both economists maintained that speculation in foreign-exchange
markets would be stabilizing; otherwise, speculators would constantly lose
money.

Both Friedman and Johnson argued that floating rates would not hamper

international trade. In making their respective arguments, each economist
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expressed the view that futures markets, in which speculators could hedge
exchange-rate risk, would develop under floating rates.

e Both Friedman and Johnson took issue with the view that flexible rates
contained an inflationary bias because currency depreciations lead to wage and
price increases in the country experiencing the depreciation but to smaller wage
and price decreases in the country experiencing an appreciation — the so-called
ratchet hypothesis. Both economists insisted that the validity of the ratchet
hypothesis depended on the existence of accommodative policies.

e Johnson alleged that flexible rates can buffer an economy from internal and
external demand shocks. Friedman expressed a similar view but argued flexible
rates could not fully eliminate the effects of external demand shocks.

¢ Both Friedman and Johnson contended that domestic macroeconomic policies
would determine national inflation rates under a regime of flexible rates.
Friedman singled-out the role of monetary policy whereas Johnson referred to
the roles of monetary and fiscal policies in determining domestic inflation.

e Friedman predicted that the IMF would have a greatly diminished role under a
regime of flexible rates. Johnson argued that the Fund would continue to play
an important role under a flexible-rate regime.

e Neither economist foresaw that floating exchange rates could be a source of

shocks.

3.2 What Johnson Added

In light of the above discussion, Johnson’s essay certainly did not add materially to
the arguments in favor of flexible rates and against fixed rates in Freidman’s essay. What
Johnson’s essay did add was in the following area. The essay provided a discussion of
an issue that emerged in the literature of the 1960s and, therefore, was not discussed in
Friedman’s essay — namely, that the international monetary system should be reformed
in a way that allowed fluctuations in exchange rates to take place within a limited range.
Johnson (1969, 22-23) identified the two major proposals to this end — the wider band
proposal and the crawling peg proposal. Under the former proposal, par values of
currencies would be allowed to fluctuate within a wider range than the one percent range
(on either side of par values) set under the Bretton Woods system — Johnson (1969, 22)

mentioned a five-percent range as an example. Under the crawling peg proposal, the
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range of fluctuation permitted around the par values would remain at one percent or,
perhaps, widened “somewhat,” but the par value “itself would be determined by a
moving average of the rates actually set in the market over some fixed period of the
immediate past, and so would gradually adjust itself upwards or downwards over time
to the market pressures of excess supply of or excess demand for the currency” (1969,
22).

Johnson evinced some sympathy for those proposals in lieu of freely flexible rates.
He expressed the view that both proposals required “a great deal of empirical study” to
examine the way they might work in practice. He added: “In the meantime, those
persuaded of the case for flexible exchange rates would probably be better advised to
advocate experimentation with limited rate flexibility, in the hope that the results will
dispel the fears of the supporters of the fixed rate system, than to emphasize the dangers
inherent in the residual fixity of exchange rates under either of the contemporary popular
proposals for increasing the flexibility of rates under the existing fixed rate systems”
(1969, 23).

During the 1980s and the 1990s, the wider band concept became known as the target
zone proposal. Among proponents of various forms of target zones were McKinnon and
Ohno (1997), Cooper (1999), and Williamson (1983) -- in the cases of McKinnon and
Cooper, economists who had singled out Johnson’s essay as having been more

influential than Friedman’s.3®

4. Concluding Observations

Based on the above evidence, Friedman’s 1953 essay presaged all of the major
arguments made in Johnson’s essay while excluding Johnson’s major misses about the
existence of a long-run Phillips curve trade off and loss of prestige of central bankers
under a floating-rate regime.>® Why, then, did Johnson’s essay gain a reputation among
some economists as having been more pungent and contemporary than Friedman’s? Did
Johnson’s essay really become more influential among economists, bankers, and
government officials, than Friedman’s, as Cooper had argued? The following

observations are relevant.

38 The target zone proposals of McKinnon and Ohno (1997) and Williamson (1983) differed. For a
comparison, see Aschheim and Tavlas (1998).

39 However, Friedman’s prediction that the IMF would play a diminished role under flexible exchange
rates was a major miss.
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First, as discussed in the preceding section, Johnson’s essay, while coming out in
support of flexible exchange rates, was more pragmatic than Friedman’s. Johnson put
forward a strong case for flexible rates, but he also argued that a move toward a flexible-
rate system should proceed gradually, with consideration being given to less-than-fully-
flexible exchange-rate systems, such as crawling pegs and wider bands (or target zones).
These alternative regimes had not received attention in the early-1950s; they were not
discussed in Friedman’s essay. They did, however, gain prominence in the 1970s and
1980s. Thus, Johnson’s essay was “more contemporary” than Friedman’s.

Second, the context in which the papers were written was important. Although the
main arguments on flexible-rate and fixed-rate regimes were essentially the same in both
papers, Friedman wrote before the major European currencies and the Japanese yen had
become convertible; it was written at a time during which the dollar shortage and trade
protectionism dominated the agenda of policymakers at the international level. His essay
provided a way (through flexible rates) to deal those latter issues. In the 1960s, these
issues had become outdated and/or settled. Additionally, the essay contained discussions
of issues that strayed from its central theme — for example, it included subsections on
the “Role of European Payments Union,” “The Sterling Area,” and “The Current
Rearmament Drive.” By the end of that decade, however, the problems posed by the
Bretton Woods system, including the rise in U.S. inflation, the difficulties in maintaining
a fixed price of the U.S. dollar in terms of gold, and sterling’s renewed crises, brought
the exchange-rate-regime issue to the center of international policy discussions.

Third, Johnson had a well-deserved reputation of being a first-rate synthesizer and
transmitter of ideas — as reflected in a series of survey papers on developments in
macroeconomics.*® Johnson’s essay was more compact and better-written than
Friedman’s. Johnson’s essay was thirteen pages in length; Friedman’s essay numbered
forty-seven pages and contained some repetitions of key ideas.*! Although Friedman
was normally an excellent writer, his 1953 essay was somewhat of an exception. As
mentioned, it grew out of a memorandum written for a U.S. government agency. The

memorandum went through several revisions as Friedman tried to make it suitable for

40 See, for example, Johnson (1962; 1970). Corden (2001, 643) referred to Johnson’s “brilliance as a
synthesizer.” Tobin (1978, 446) wrote that “Johnson was a master of creative synthesis.”

41 Consider the following example. On page 158, Friedman wrote that a system of flexible rates permits
“each nation [to pursue] domestic economic stability according to its own lights.” On page 200, he
wrote “flexible exchange rates are a means of ... permitting each country to seek for stability according
to its own lights.” On page 202, Friedman stated that rigid exchange rates undermine “unrestricted
multilateral trade and freedom of each country to pursue internal stability after its own lights.”
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publication as a magazine article.*” The published version retained much of the
bureaucratic style of the original memorandum.

Fourth, Johnson was also a better publicist than Friedman. Johnson published his
essay twice in 1969 — as a Hobart Paper and in the Federal Reserve Bank of St. Louis
Review; both of these outlets were associated with the growing influence of monetarism
in the U.K. and the U.S., respectively, and became leading bastions of economic policy
analysis. The following year, he published the essay in a book, Approaches to Greater
Flexibility of Exchange Rates: The Biirgenstock Papers (Halm, 1970), which was
comprised of articles by leading international economists of the day. In contrast to
Johnson, Friedman situated his paper in a collection of mainly random chapters for his
1953 book.

Fifth, Johnson’s essay was published in the waning days of the Bretton Woods
system. He wrote with the benefit of two decades' experience of the postwar system,
plus the Canadian experience of floating, which he referenced. (The only data chart in
his paper was of the Canadian dollar!) The occasion to document the weaknesses of the
Bretton Woods system gave his paper an immediate policy relevance that Friedman’s
essay, focused on the problems of the early 1950s, no longer had. Therefore, it was
easier to draw a plausible link between Johnson’s arguments and the collapse of the
Bretton Woods system than was the case for Friedman’s essay, published some twenty
years before the collapse of that regime.

Sixth, by the late-1960s, Johnson had become a highly-respected and popular
member of the economics profession’s establishment.** In the 1960s, Johnson was
called upon to: author a survey of the then-state of macroeconomics for the American
Economic Review (Johnson, 1962); co-edit (with Richard Caves) the American
Economic Association’s Readings in International Economics, in 1968; and, present the
AEA’s Richard T. Ely Lecture, in 1970.** Although not a monetarist, he believed that
monetary policy played a leading role in determining inflation and that the central bank
could steer inflation; Johnson straddled both monetarist and Keynesian sides of the
profession. In contrast, economists at the official monetary institutions considered

Friedman’s views on exchange-rate systems to be unorthodox. For example, in his semi-

42 The paper was rejected by Forbes magazine. See Dellas and Tavlas (2009, 1122).

43 Regarding Johnson, Tobin (1978, 443) wrote: “For the economics profession throughout the world the
third quarter of this century was an Age of Johnson.... [He] bestrode our discipline like a Colossus.”

“ In the lecture, Johnson (1971) was highly critical of Friedman’s (1956) claim of a Chicago monetary
tradition, which led to tensions between Johnson and Friedman. See Tavlas (2023, chap. 1).
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official history of the international monetary system, International Monetary
Cooperation since Bretton Woods, James wrote that in the 1970s “governments and
monetary authorities [regarded] Milton Friedman of the University of Chicago ... as an
eccentric outsider” with regard to exchange-rate issues (James, 1996, 213).*> Thus,
while both Friedman and Johnson correctly called the shots about many of the benefits
of flexible exchange rates and the unsustainability of fixed rates, it may have been easier
— or preferable -- for some international monetary economists to give more credit to
Johnson’s essay than to Friedman’s.

Seventh, Cooper’s argument that Johnson’s essay “helped shape the prevalent view
among academic economists” (Cooper, 1999, 104) seems overstated. It appears to have
been the case that most of the economics profession had already embraced flexible
exchange rates by 1969. Consider the following. (1) By the mid-1960s, many
economists preferred flexible rates. Thus, in a 1964 monograph, Plans for Reform of the
International Monetary System, Machlup listed the names of the twenty-four “best
known” (in Machlup’s view) economists, including Friedman and Johnson, who favored
“freely flexible” exchange rates.*¢ (2) In his 1968 book, Dollars and Deficits, Friedman
claimed: “Probably the great majority of economists who specialize in money and
international trade favors abandoning any fixed price for gold and permitting greater
flexibility in the price of the dollar (i.e., in exchange rates)” (1968b, italics added, 2).
(3) In 1968, Samuelson was quoted as saying that: “If you took a poll of experts in
international economists, you would find eighty percent of them favoring floating
exchange rates as a result of Friedman’s influence” (Chicago Daily News, March 28,
1968; quoted from Nelson, 2022, 116). Thus, to the extent that either of the two essays
helped shaped the economic profession’s view in favor of flexible rates, it would have
been Friedman’s; it could not have been Johnson’s since much of the profession already
favored flexible rates at the time that Johnson’s article appeared.

Eighth, what was apparently the case for economists was not apparently the case for
bankers and government officials. Cooper (1999, 104), it will he recalled, had argued
that Johnson had also helped shape the views of bankers and government officials. The

polished writing style of Johnson’s essay would have been more accessible to bankers

45 For similar interpretations of Friedman’s professional reputation in the 1960s, see Barro (1998, 5) and
Lucas (1984, 53). Regarding the semi-official status of James’s book, James (1996, v) wrote that the
book was written “in consultation with an editorial panel composed of distinguished outside observers,
with the full cooperation of the International Monetary Fund and its staff.”

46 See Machlup (1964, 79-80).
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and government officials than Friedman’s prose (in his 1953 essay). Did bankers and
government officials favor fixed rates in the late-1960s, unlike the majority of
economists? There is evidence in the affirmative. In a 1969 study on exchange-rate
systems, Halm (1969, 5) wrote that it was “surprising that fixed exchange rates meet
with the almost unanimous approval of bankers, businessmen, and government
officials.”

Finally, what, in fact, converted most of the economics profession, as well as bankers
and government officials, to flexible exchange rates by the early-1970s were the
recurring balance-of-payments crises experienced under the Bretton Woods system. The
essays by Friedman and Johnson provided the intellectual underpinnings for flexible
rates, and against the then-existing system, and for the view that the Bretton Woods
regime was no longer viable. As Brunner and Meltzer (1976, 2; quoted from Nelson
(2022, 116)) put it, the adoption of flexible rates in the early-1970s was “more of a
triumph for events over policymakers than for economists over events.” Johnson’s essay
brought an establishment’s voice to bear on the issue — a voice that closely echoed the

arguments made by Friedman many years before.
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