
T h e R o y al S w e dis h A c a d e m y of S ci e n c es h as d e ci d e d t o a w ar d t h e
B a n k of S w e d e n Pri z e i n E c o n o mi c S ci e n c e s i n M e m or y of Alfr e d N o b el, 1 9 9 9

t o Pr of ess or R o b ert A. M u n d ell , C ol u m bi a U ni v ersit y, N e w Y or k, U S A

for his a n alysis of mo net ary a n d fisc al policy u n der differe nt e xc h a nge r ate regi mes a n d his
a n alysis of o pti m u m c urre ncy are as .

R o b ert A. M u n d ell w as b or n i n C a n a d a i n 1 9 3 2. Aft er c o m pl eti n g his
u n d er gr a d u at e e d u c ati o n at t h e U ni v ersit y of Britis h C ol u m bi a a n d t h e U ni v ersit y
of W as hi n gt o n, h e b e g a n his p ost gr a d u at e st u di es at t h e L o n d o n S c h o ol of
E c o n o mi cs. M u n d ell r e c ei v e d his P h. D. fr o m M.I. T. i n 1 9 5 6 wit h a t h esis o n
i nt er n ati o n al c a pit al m o v e m e nts. Aft er h a vi n g h el d s e v er al pr of ess ors hi ps, h e h as
b e e n affili at e d wit h C ol u m bi a U ni v ersit y i n N e w Y or k si n c e 1 9 7 4.

R o b ert M u n d ell’s m ost i m p ort a nt c o ntri b uti o ns w er e m a d e i n t h e 1 9 6 0s. D uri n g
t h e l att er h alf of t his d e c a d e, M u n d ell w as a m o n g t h e i nt ell e ct u al l e a d ers i n t h e
cr e ati v e r es e ar c h e n vir o n m e nt at t h e U ni v ersit y of C hi c a g o. T h es e w er e e x citi n g
ti m es at C hi c a g o a n d m a n y of his st u d e nts fr o m t his p eri o d h a v e b e c o m e
s u c c essf ul r es e ar c h ers i n t h e s a m e fi el d, b uil di n g o n M u n d ell’s f o u n d ati o n al w or k.

M u n d ell’s s ci e ntifi c c o ntri b uti o ns ar e ori gi n al. Y et, t h e y q ui c kl y tr a nsf or m e d
r es e ar c h i n i nt er n ati o n al m a cr o e c o n o mi cs. C h ar a ct eri z e d b y u n c o m m o n f or esi g ht
a b o ut t h e f ut ur e d e v el o p m e nt of i nt er n ati o n al m o n et ar y arr a n g e m e nts, t h e y
b e c a m e i n cr e asi n gl y r el e v a nt i n t h e p oli c y- ori e nt e d dis c ussi o n of m o n et ar y a n d
fis c al p oli c y a n d e x c h a n g e r at e s yst e ms. T h e i m p a ct of M u n d ell’s i d e as w as
e n h a n c e d b y t h e si m pli cit y a n d cl arit y of his e x p ositi o n, w h et h er i n al g e br ai c or
g e o m etri c f or m. A s oj o ur n at t h e r es e ar c h d e p art m e nt of t h e I nt er n ati o n al
M o n et ar y F u n d, 1 9 6 1- 1 9 6 3, a p p ar e ntl y sti m ul at e d M u n d ell’s c h oi c e of r es e ar c h
pr o bl e ms; it als o g a v e his r es e ar c h a d diti o n al l e v er a g e a m o n g e c o n o mi c
p oli c y m a k ers.

T his s ur v e y b e gi ns b y d es cri bi n g R o b ert M u n d ell’s m ost i m p ort a nt c o ntri b uti o ns:
his a n al ysis of st a bili z ati o n p oli c y i n a n o p e n e c o n o m y a n d his d e v el o p m e nt of t h e
t h e or y of o pti m u m c urr e n c y ar e as. Aft er a bri ef a c c o u nt of s o m e of his w or k i n
ot h er fi el ds, it is as k e d h o w w ell M u n d ell’s r es e ar c h – s e v er al d e c a d es l at er –
st a n ds u p t o c o nt e m p or ar y s cr uti n y.
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1. St a bili z ati o n P oli c y

I n a s eri es of p a p ers p u blis h e d i n t h e e arl y 1 9 6 0s – r e pri nt e d i n his b o o k
I nter n atio n al Eco no mics  ( 1 9 6 8) – R o b ert M u n d ell d e v el o p e d his a n al ysis of m o n et ar y
a n d fis c al p oli c y i n o p e n e c o n o mi es.

a. T h e M u n d ell- Fl e mi n g M o d el

I n a pi o n e eri n g arti cl e o n t h e s h ort-r u n eff e cts of st a bili z ati o n p oli c y, M u n d ell
( 1 9 6 3 a) a d dr ess es t h e s h ort-r u n eff e cts of m o n et ar y a n d fis c al p oli c y i n a n o p e n
e c o n o m y. M u n d ell e xt e n d e d t h e s o- c all e d I S- L M m o d el f or a cl os e d e c o n o m y,
ori gi n all y d e v el o p e d b y t h e 1 9 7 2 e c o n o mi cs l a ur e at e J o h n Hi c ks, b y i ntr o d u ci n g
f or ei g n tr a d e a n d c a pit al m o v e m e nts. T h e m o d el hi g hli g hts t h e r es p o ns e of c a pit al
m o v e m e nts t o i nt er est diff er e nti als a n d t h e r es p o ns e of n et e x p orts t o t h e r el ati v e
pri c es of d o m esti c a n d f or ei g n g o o ds – t h e r e al e x c h a n g e r at e. T h e a n al ysis is
d e c ei vi n gl y si m pl e, wit h s h ar p a n d n u m er o us c o n cl usi o ns.  M u n d ell d e m o nstr at e d
t h at t h e eff e cts of st a bili z ati o n p oli c y hi n g e o n t h e i nt er n ati o n al m o bilit y of
fi n a n ci al ass ets. I n p arti c ul ar, h e d e m o nstr at e d t h at t h e p oli c y eff e cts d e p e n d
cr u ci all y o n t h e e x c h a n g e r at e r e gi m e: u n d er a fl o ati n g e x c h a n g e r at e, m o n et ar y
p oli c y b e c o m es p o w erf ul a n d fis c al p oli c y p o w erl ess, w h er e as t h e o p p osit e is tr u e
w h e n t h e e x c h a n g e r at e is fi x e d.  T o ill ustr at e t h e m o d el a n d its r es ults, it is us ef ul
t o c o nsi d er a p arti c ul ar s p e ci al c as e.

Perfect c a pit al mo bility

I n t h e i nt er esti n g s p e ci al c as e wit h p erf e ct c a pit al m o bilit y, M u n d ell’s m o d el f or a
s m all o p e n e c o n o m y is s u m m ari z e d b y t hr e e e q uili bri u m c o n diti o ns:

Y = G + A (Y,  r,  e ) ( 1)

D + R = L  (Y,  r ) ( 2)

r  =  r * . ( 3)

A c c or di n g t o e q u ati o n ( 1), n ati o n al i n c o m e Y  is gi v e n b y a g gr e g at e d e m a n d, t h e
s u m of p u bli c e x p e n dit ur es G  a n d pri v at e d e m a n d A .  Pri v at e d e m a n d, i n t ur n,
d e p e n ds ( p ositi v el y) o n n ati o n al i n c o m e a n d ( n e g ati v el y) o n t h e d o m esti c i nt er est
r at e r.  As pri c es ar e ass u m e d t o b e sti c k y i n t h e s h ort r u n, t h e e x c h a n g e r at e e
d et er mi n es t h e r el ati v e pri c e b et w e e n d o m esti c a n d f or ei g n g o o ds; h e n c e pri v at e
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d e m a n d als o d e p e n ds – t hr o u g h n et e x p orts – ( p ositi v el y) o n e.  T h e l eft- h a n d si d e
of e q u ati o n ( 2) d efi n es t h e s u p pl y of m o n e y (t h e m o n e y st o c k) as D + R , t h e s u m
of t h e c e ntr al b a n k’s h ol di n gs of d o m esti c g o v er n m e nt b o n ds D  a n d f or ei g n
s e c uriti es (f or ei g n e x c h a n g e r es er v es) R . I n e q uili bri u m, t h e m o n e y s u p pl y
c orr es p o n ds t o t h e pri v at e d e m a n d f or m o n e y L , w hi c h d e p e n ds ( p ositi v el y) o n
n ati o n al i n c o m e a n d ( n e g ati v el y) o n t h e i nt er est r at e. U n d er p erf e ct c a pit al
m o bilit y, d o m esti c a n d f or ei g n fi n a n ci al ass ets ar e p erf e ct s u bstit ut es. A c c or di n g
t o ( 3), ar bitr a g e o n t h e m ar k et f or fi n a n ci al ass ets will t h e n bri n g a b o ut p arit y
b et w e e n t h e d o m esti c i nt er est r at e r  a n d t h e f or ei g n i nt er est r at e r *  ( gi v e n st ati c
e x p e ct ati o ns a b o ut t h e e x c h a n g e r at e). If t h e d o m esti c i nt er est r at e f alls b el o w
(ris es a b o v e) t h e f or ei g n r at e, a n i n ci pi e nt o utfl o w (i nfl o w) of c a pit al e q u at es t h e
t w o r at es.

T h e st a bili z ati o n p oli c y i nstr u m e nts G  (fis c al p oli c y) a n d D  ( m o n et ar y p oli c y) ar e
e x o g e n o us v ari a bl es c o ntr oll e d b y t h e g o v er n m e nt a n d t h e c e ntr al b a n k. Fi n all y,
t h e r el ati o n b et w e e n t h e e x c h a n g e r at e e  a n d t h e c urr e n c y r es er v e R  d e p e n ds o n
t h e t y p e of e x c h a n g e r at e r e gi m e.

Fi xe d e xc h a nge r ates

U n d er a fi xe d e xc h a nge r ate, t h e c e ntr al b a n k d ef e n ds a c ert ai n, gi v e n l e v el of t h e
e x c h a n g e r at e. At t his l e v el, t h e c e ntr al b a n k m ust s atisf y t h e p u bli c’s d e m a n d f or
f or ei g n c urr e n c y b y i nt er v e ni n g i n t h e f or ei g n e x c h a n g e m ar k et, w hi c h l e a ds t o
s hifts i n its r es er v es.  F or m all y, e  is t h us gi v e n e x o g e n o usl y, w h er e as R  b e c o m es
e n d o g e n o us u n d er a fi x e d e x c h a n g e r at e.

E x p a nsi v e fis c al p oli c y m e as ur es – s u c h as i n cr e asi n g p u bli c e x p e n dit ur es G  –
r ais e t h e l e v el of d o m esti c a cti vit y a n d n ati o n al i n c o m e wit h o ut b ei n g i m p e d e d b y
cr o w di n g o ut i n t h e f or m of risi n g i nt er est r at es a n d a str o n g er e x c h a n g e r at e.
F or m all y, n ati o n al i n c o m e Y is d et er mi n e d dir e ctl y b y e q u ati o n ( 1), si n c e r  is
gi v e n b y t h e w orl d m ar k et a n d e  b y t h e e x c h a n g e-r at e c o m mit m e nt.  T his m e a ns
t h at t h e m o n e y s u p pl y i n t h e e c o n o m y a dj usts t o c h a n g es i n t h e d e m a n d f or
d o m esti c li q ui dit y as t h e c e ntr al b a n k i nt er v e n es i n t h e f or ei g n- e x c h a n g e m ar k et,
b y v ar yi n g R , s o as t o st a bili z e t h e e x c h a n g e r at e. F or m all y, R  is d et er mi n e d
r e c ursi v el y b y e q u ati o n ( 2), f or a gi v e n D .

 M o n et ar y p oli c y m e as ur es – v ari ati o ns i n D b y m e a ns of s o- c all e d o p e n m ar k et
o p er ati o ns, i. e., s al es or p ur c h as es of g o v er n m e nt bills or b o n ds – n o w t ur n o ut t o
b e f util e.  T h e e x c h a n g e r at e c a n n ot b e k e pt st a bl e at a gi v e n i nt er est r at e u nl ess
n e utr ali zi n g i nt er v e nti o ns ar e u n d ert a k e n o n t h e c urr e n c y m ar k et. A n e x p a nsi v e
m o n et ar y p oli c y ( hi g h er D ), f or e x a m pl e, t e n ds t o r e d u c e t h e d o m esti c i nt er est
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r at e. B ut t his i m m e di at el y g e n er at es a n o utfl o w of c a pit al, e x p a n di n g t h e d e m a n d
f or f or ei g n c urr e n c y; w h e n t h e c e ntr al b a n k pr o vi d es t his f or ei g n c urr e n c y, it
r e d u c es d o m esti c li q ui dit y. I n t his w a y, c h a n g es i n D  ar e e ntir el y offs et b y
c o u nt er a cti n g c h a n g es i n R . As i n t h e c as e of ot h er fi n a n ci al- m ar k et dist ur b a n c es,
m o n et ar y p oli c y d o es n ot aff e ct t h e t ot al s u p pl y of m o n e y, b ut o nl y t h e
c o m p ositi o n of t h e c e ntr al b a n k’s ass ets.

Flo ati ng e xc h a nge r ates

A fl o ati n g e x c h a n g e r at e, o n t h e ot h er h a n d, is d et er mi n e d b y t h e m ar k et: t h e
c e ntr al b a n k r efr ai ns fr o m c urr e n c y i nt er v e nti o ns a n d m ai nt ai ns c urr e n c y r es er v es
at a gi v e n l e v el. F or m all y, R is t h us a n e x o g e n o us c o nst a nt, w h er e as e b e c o m es
e n d o g e n o us i n t h e m o d el.  M o n et ar y p oli c y n o w b e c o m es a p o w erf ul t o ol. A n
e x p a nsi v e m o n et ar y p oli c y n o w r ais es e c o n o mi c a cti vit y b e c a us e t e n d e n ci es
t o w ar ds a n o utfl o w of c a pit al a n d l o w er i nt er est r at es n o w w e a k e n t h e e x c h a n g e
r at e, w hi c h i n t ur n e n c o ur a g es n et e x p orts. F or m all y, n ati o n al i n c o m e Y  is
d et er mi n e d r e c ursi v el y b y e q u ati o n ( 2), w h er e as e q u ati o n ( 1) pi ns d o w n t h e
e x c h a n g e r at e e.

Fis c al p oli c y b e c o m es p o w erl ess, h o w e v er. Its eff e ct o n d e m a n d, w h e n m o n et ar y
p oli c y is u n c h a n g e d ( n o c h a n g e i n t h e v al u e of D ), is w h oll y offs et b y
c o u nt er a cti n g c h a n g es i n t h e n et- e x p ort c o m p o n e nt of pri v at e d e m a n d A , i n
r es p o ns e t o c a pit al fl o ws a n d e x c h a n g e r at e c h a n g es. As i n t h e c as e of
dist ur b a n c es i n pri v at e d e m a n d, c h a n g es i n G  o nl y aff e ct t h e c o m p ositi o n of
a g gr e g at e d e m a n d.

A n alytic al foresig ht

Fl o ati n g e x c h a n g e r at es a n d hi g h c a pit al m o bilit y a c c ur at el y d es cri b e t o d a y’s
m o n et ar y r e gi m e i n m a n y c o u ntri es. B ut i n t h e e arl y 1 9 6 0s, w h e n M u n d ell
p u blis h e d his c o ntri b uti o ns, a n a n al ysis of t h eir c o ns e q u e n c es m ust h a v e s e e m e d
li k e a n a c a d e mi c c uri osit y. Si n c e t h e l at e 1 9 4 0s, al m ost all c o u ntri es h a d b e e n
li n k e d t o g et h er i n a gl o b al s yst e m of fi x e d e x c h a n g e r at es, as a r es ult of t h e s o-
c all e d Br ett o n- W o o ds A gr e e m e nt. F urt h er m or e, i nt er n ati o n al c a pit al m o v e m e nts
w er e hi g hl y c urt ail e d, l ar g el y b y e xt e nsi v e c a pit al a n d f or ei g n- e x c h a n g e c o ntr ols.
D uri n g t h e 1 9 5 0s, h o w e v er, M u n d ell’s o w n c o u ntr y – C a n a d a – h a d b e g u n t o e as e
t h es e r estri cti o ns a n d all o w e d its c urr e n c y t o fl o at a g ai nst t h e U S d oll ar.  His f ar-
si g ht e d a n al ysis b e c a m e i n cr e asi n gl y r el e v a nt o v er t h e n e xt t e n y e ars, as
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i nt er n ati o n al c a pit al m ar k ets o p e n e d u p i n t h e c o urs e of t h e 1 9 6 0s a n d t h e Br ett o n
W o o ds S yst e m br o k e d o w n i n t h e e arl y 1 9 7 0s.

E xte nsio ns

M u n d ell als o c o nsi d er e d ot h er v ersi o ns of t h e m o d el. F or i nst a n c e, w h e n c a pit al
m o bilit y is l ess t h a n p erf e ct, t h e ar bitr a g e r el ati o n i n ( 3) a b o v e is r e pl a c e d b y a
c a pit al-fl o w e q u ati o n; n o w, t h e p o w erl ess p oli c y i nstr u m e nts r e g ai n s o m e of t h eir
eff e cts o n e c o n o mi c a cti vit y.  I n t h e c as e of t w o l ar g e e c o n o mi es, t h e w orl d
i nt er est r at e is n ot gi v e n, b ut d et er mi n e d i n w orl d fi n a n ci al m ar k ets; p oli c y t h e n
h as i nt er n ati o n al s pill o v er eff e cts, t h e dir e cti o ns of w hi c h d e p e n d o n t h e p oli c y
i nstr u m e nt a n d t h e e x c h a n g e r at e r e gi m e.

T he Fle mi ng co n nectio n

M ar c us Fl e mi n g ( w h o di e d i n 1 9 7 6) w as D e p ut y Dir e ct or of t h e r es e ar c h
d e p art m e nt of t h e I nt er n ati o n al M o n et ar y F u n d f or m a n y y e ars; h e w as alr e a d y a
m e m b er of t his d e p art m e nt d uri n g t h e p eri o d of M u n d ell’s affili ati o n. At
a p pr o xi m at el y t h e s a m e ti m e as M u n d ell, Fl e mi n g ( 1 9 6 2) pr es e nt e d si mil ar
r es e ar c h o n st a bili z ati o n p oli c y i n o p e n e c o n o mi es. As a r es ult, t o d a y’s t e xt b o o ks
r ef er t o t h e M u n d ell- Fl e mi n g m o d el. I n t er ms of d e pt h, r a n g e a n d a n al yti c al
p o w er, h o w e v er, M u n d ell’s c o ntri b uti o n pr e d o mi n at es.

b. M o n et ar y D y n a mi c s

I n c o ntr ast t o t h e d o mi n a nt r es e ar c h tr a diti o n i n t his p eri o d, M u n d ell di d n ot st o p
at t h e s h ort-r u n eff e cts of st a bili z ati o n p oli c y. M o n et ar y d y n a mi cs is t h e k e y t h e m e
i n a n u m b er of si g nifi c a nt arti cl es.  S e v er al of t h es e arti cl es ar e r e pri nt e d i n t h e
af or e m e nti o n e d b o o k I nter n atio n al Eco no mics ( 1 9 6 8); a f e w ot h ers ar e g at h er e d i n a
s e c o n d v ol u m e e ntitl e d Mo net ary T heory  ( 1 9 7 1).

T he pri nci ple of effective m ar ket cl assific atio n

M u n d ell e m p h asi z e d diff er e n c es i n t h e s p e e d of a dj ust m e nt o n diff er e nt m ar k ets:
t h e pri n ci pl e of eff e cti v e m ar k et cl assifi c ati o n. L at er o n, s u c h diff er e n c es w er e
hi g hli g ht e d b y his o w n st u d e nts a n d ot h ers – f or i nst a n c e, R u di g er D or n b us c h
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( 1 9 7 6) a n d P e ntti K o uri ( 1 9 7 6) – t o s h o w h o w t h e e x c h a n g e r at e c a n t e m p or aril y
“ o v ers h o ot ” i n t h e w a k e of c ert ai n dist ur b a n c es.  T his pri n ci pl e is a c o m m o n
t h e m e i n m a n y of M u n d ell’s writi n gs.

I nter n atio n al a dj ust me nts a n d t he b al a nce of p ay me nts

A n i m p ort a nt pr o bl e m i n M u n d ell’s w or k c o n c er n e d t h e a dj ust m e nt of t h e
e c o n o m y t o i m b al a n c es i n t h e b al a n c e of p a y m e nts. I n t h e p ost w ar p eri o d,
r es e ar c h o n t h es e i m b al a n c es h a d a c c e nt u at e d t h e eff e cts of r el ati v e pri c es o n t h e
flo ws i n f or ei g n tr a d e. M or e o v er, it h a d b e e n b as e d o n st atic, re al e c o n o mi c m o d els.
I ns pir e d b y D a vi d H u m es’s cl assi c m e c h a nis m f or i nt er n ati o n al pri c e a dj ust m e nt
(t h e gol d-s pecie flo w) w hi c h f o c us e d o n mo net ary f a ct ors a n d stoc k v ari a bl es, M u n d ell
i nst e a d f or m ul at e d dy n a mic  m o d els t o d es cri b e h o w pr ol o n g e d i m b al a n c es c o ul d
aris e a n d b e eli mi n at e d.

I n s e v er al c o ntri b uti o ns, M u n d ell ( 1 9 6 0, 1 9 6 8) d e m o nstr at e d h o w, u n d er fi x e d
e x c h a n g e r at es, a n e c o n o m y will gr a d u all y a dj ust o v er ti m e as s ur pl us es a n d
d efi cits i n t h e b al a n c e of p a y m e nts g e n er at e c h a n g es i n t h e m o n e y st o c k. Wit h
sl u g gis h c a pit al m o v e m e nts, f or e x a m pl e, a n e x p a nsi v e m o n et ar y p oli c y will
r e d u c e i nt er est r at es a n d r ais e d o m esti c e x p e n dit ur es. T h e s u bs e q u e nt b al a n c e of
p a y m e nts d efi cit will g e n er at e m o n et ar y o utfl o ws, w hi c h i n t ur n l o w er d o m esti c
d e m a n d, t h er e b y p us hi n g t h e b al a n c e of p a y m e nts b a c k t o w ar ds e q uili bri u m. O v er
ti m e, t h e pri c e l e v el will als o a dj ust a n d t h e r e al e c o n o mi c eff e cts of m o n et ar y
p oli c y will dis a p p e ar.

T his w or k o n m o n et ar y d y n a mi cs w as e xt e n d e d b y M u n d ell’s o w n st u d e nts a n d b y
ot h er r es e ar c h ers.  T h e a p pr o a c h b e c a m e k n o w n as t h e mo net ary a p pro ac h to t he
b al a nce of p ay me nts ; i m p ort a nt c o ntri b uti o ns ar e c oll e ct e d i n Fr e n k el a n d J o h ns o n
( 1 9 7 6). F or a l o n g ti m e, t h e m o n et ar y a p pr o a c h w as r e g ar d e d as a ki n d of l o n g-r u n
b e n c h m ar k f or a n al y zi n g st a bili z ati o n p oli c y i n o p e n e c o n o mi es. T h e i nsi g hts
fr o m t his a n al ysis h a v e fr e q u e ntl y b e e n a d o pt e d i n pr a cti c al e c o n o mi c
p oli c y m a ki n g – p arti c ul arl y b y I M F e c o n o mists.

U n d er fl o ati n g e x c h a n g e r at es, t e n d e n ci es t o w ar ds p a y m e nts i m b al a n c es i nst e a d
tri g g er c h a n g es i n t h e e x c h a n g e r at e, b ut t h e a dj ust m e nt of t h e e c o n o m y o v er ti m e
is g o v er n e d b y t h e s a m e f or c es. O n c e a g ai n, M u n d ell’s c o ntri b uti o ns p a v e d t h e
w a y f or a n e w lit er at ur e: t h e m o n et ar y a p pr o a c h t o e x c h a n g e r at es. A n u m b er of
p a p ers o n t his t o pi c ar e i n cl u d e d i n a s p e ci al iss u e of t h e Sc a n di n avi a n Jo ur n al of
Eco no mics  ( 1 9 7 6).
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Assig ni ng policy i nstr u me nts to t argets

M u n d ell’s a n al ysis of m o n et ar y d y n a mi cs f o c us e d o n a n ot h er as p e ct t h at
c o ntr ast e d s h ar pl y wit h t h e pr e v aili n g t h e or y of st a bili z ati o n p oli c y. T his t h e or y,
w hi c h h a d b e e n f or m ul at e d b y J a n Ti n b er g e n a n d J a m es M e a d e ( e c o n o mi cs
l a ur e at es i n 1 9 6 9 a n d 1 9 7 7, r es p e cti v el y), r ef err e d t o a w orl d w h er e all e c o n o mi c
p oli ci es i n a c o u ntr y ar e d et er mi n e d si m ult a n e o usl y a n d c o or di n at e d b y t h e s a m e
h a n d.

B y c o ntr ast, M u n d ell ( 1 9 6 2) us e d a si m pl e d y n a mi c m o d el t o e x a mi n e h o w e a c h of
t w o i nstr u m e nts, t h e n ati o n al b u d g et a n d t h e i nt er est r at e, s h o ul d b e dir e ct e d
t o w ar ds eit h er of t w o t ar g ets, e xt er n al a n d i nt er n al b al a n c e, i n or d er f or t h e
e c o n o m y t o c o n v er g e t o w ar ds t h es e o bj e cti v es o v er ti m e. T his i m pli es t h at e a c h
of t w o diff er e nt a ut h oriti es – t h e g o v er n m e nt a n d t h e c e ntr al b a n k – is gi v e n
d e c e ntr ali z e d r es p o nsi bilit y f or its o w n st a bili z ati o n p oli c y i nstr u m e nt. M u n d ell’s
c o n cl usi o n w as si m pl e a n d str ai g htf or w ar d. T o pr e v e nt t h e e c o n o m y fr o m
b e c o mi n g d y n a mi c all y u nst a bl e, r es p o nsi bilit y s h o ul d b e assi g n e d i n a c c or d a n c e
wit h t h e r el ati v e eff e cts of t h e t w o i nstr u m e nts o n t h e r el e v a nt m ar k ets; i. e.,
assi g n m e nt s h o ul d b e g ui d e d b y t h e pri n ci pl e of eff e cti v e m ar k et cl assifi c ati o n. I n
M u n d ell’s s p e cifi c fi x e d- e x c h a n g e r at e m o d el, m o n et ar y p oli c y s h o ul d b e assi g n e d
t o e q uili bri u m i n t h e b al a n c e of p a y m e nts ( e xt er n al b al a n c e) a n d fis c al p oli c y
c o ntr ol of a g gr e g at e d e m a n d (i nt er n al b al a n c e).

M u n d ell’s a n al ysis e m p h asi z e d t h e li n k b et w e e n t ar g ets a n d i nstr u m e nts, r at h er
t h a n t h e r ati o n al e f or d e c e ntr ali z ati o n its elf.  B ut b y e x pl ai ni n g t h e c o n diti o ns f or
d e c e ntr ali z ati o n, h e a nti ci p at e d t h e i d e a w hi c h, l o n g aft er w ar ds, h as b e c o m e
g e n er all y a c c e pt e d, n a m el y t h at t h e c e ntr al b a n k s h o ul d b e gi v e n d e c e ntr ali z e d
r es p o nsi bilit y f or pri c e st a bilit y.

I nfl ue nce o n rese arc h

M u n d ell’s d y n a mi c m o d els w er e hi g hl y st yli z e d a n d his a n al ys es fr e q u e ntl y r eli e d
o n si m pl e p h as e di a gr a ms. F or m a n y r e as o ns, his c o ntri b uti o ns n e v ert h el ess
pr o v e d t o b e a w at ers h e d f or r es e ar c h i n i nt er n ati o n al m a cr o e c o n o mi cs. H e
i ntr o d u c e d a m e a ni n gf ul d y n a mi c a p pr o a c h, b y m a ki n g a n u n a m bi g u o us
disti n cti o n b et w e e n st o c k a n d fl o w v ari a bl es, a n d b y cl e arl y d es cri bi n g t h e st o c k-
fl o w i nt er a cti o n d uri n g a n e c o n o m y’s d y n a mi c a dj ust m e nt t o a st a bl e l o n g-r u n
e q uili bri u m. M u n d ell’s r es e ar c h als o i niti at e d t h e n e c ess ar y r a p pr o c h e m e nt
b et w e e n K e y n esi a n s h ort-r u n a n al ysis, w h er e pri c es ar e ass u m e d t o b e ri gi d, a n d
cl assi c al l o n g-r u n a n al ysis, w h er e pri c es ar e ass u m e d t o b e fl e xi bl e. S u bs e q u e nt
r es e ar c h h as c o nti n u e d t o b uil d o n t his i nt ell e ct u al h erit a g e. N o w a d a ys, a n al yti c al
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w or k i n i nt er n ati o n al m a cr o e c o n o mi cs c o n v e nti o n all y r eli es o n d y n a mi c m o d els,
w hi c h i n c or p or at e b ett er mi cr o e c o n o mi c f o u n d ati o ns, a d diti o n al t y p es of fi n a n ci al
ass ets, a n d ri c h er m o d els of t h e d y n a mi c a dj ust m e nt of pri c es a n d t h e c urr e nt
a c c o u nt.

T he i nco m p ati ble tri nity

T h e s h ort-r u n a n d l o n g-r u n a n al ys es c arri e d o ut b y M u n d ell arri v e at t h e s a m e
f u n d a m e nt al r estri cti o ns f or m o n et ar y p oli c y. Wit h (i) free c a pit al mo bility, m o n et ar y
p oli c y c a n b e ori e nt e d t o w ar ds a n (ii) e xter n al t arget – s u c h as c o ntr olli n g t h e
e x c h a n g e r at e – or (ii) a do mestic t arget  – s u c h as c o ntr olli n g t h e pri c e l e v el – b ut n ot
b ot h at t h e s a m e ti m e. T his s o- c all e d i n c o m p ati bl e tri nit y h as b e c o m e s elf- e vi d e nt
f or a c a d e mi c e c o n o mists; t o d a y, t his i nsi g ht is als o s h ar e d b y t h e m aj orit y of
p arti ci p a nts i n t h e pr a cti c al d e b at e o n st a bili z ati o n p oli c y.

2. O pti m u m C urr e n c y Ar e a s

As i n di c at e d a b o v e, fi x e d e x c h a n g e r at es wit hi n t h e fr a m e w or k of t h e Br ett o n-
W o o ds s yst e m pr e d o mi n at e d t h e w orl d e c o n o m y i n t h e e arl y 1 9 6 0s. At t h e ti m e, a
f e w r es e ar c h ers di d i n f a ct a d dr ess t h e a d v a nt a g es a n d dis a d v a nt a g es of fi x e d vs.
fl o ati n g e x c h a n g e r at es, e v e n t h o u g h t his w as r e g ar d e d as r at h er a c a d e mi c s u bj e ct
m att er.  A n ati o n al c urr e n c y, h o w e v er, w as c o nsi d er e d a n a xi o m. I n his arti cl e o n
o pti m u m c urr e n c y ar e as, M u n d ell ( 1 9 6 1) r a di c all y r ef or m ul at e d t h e pr o bl e m of
diff er e nt e x c h a n g e r at e s yst e ms, b y p osi n g a n e w a n d f u n d a m e nt al q u esti o n.
U n d er w h at cir c u mst a n c es is it a d v a nt a g e o us f or a n u m b er of r e gi o ns t o r eli n q uis h
t h eir m o n et ar y s o v er ei g nt y i n f a v or of a c o m m o n c urr e n c y?

L a bor mo bility

I n eff e ct, M u n d ell m er el y n ot es t h e a d v a nt a g es of a c o m m o n c urr e n c y: l o w er
tr a ns a cti o n c osts i n tr a d e a n d l ess u n c ert ai nt y a b o ut r el ati v e pri c es. T h e
dis a d v a nt a g es ar e d es cri b e d i n a m or e el a b or at e w a y. H e e m p h asi z es t h e diffi c ult y
of m ai nt ai ni n g f ull e m pl o y m e nt w h e n c h a n g es i n d e m a n d or ot h er “ as y m m etri c
s h o c ks ” r e q uir e a r e d u cti o n i n r e al w a g es i n a p arti c ul ar r e gi o n. M u n d ell str ess e d
t h e i m p ort a n c e of hi g h l a b or m o bilit y t o offs et s u c h dist ur b a n c es. I n d e e d, h e
c h ar a ct eri z e d a n o pti m u m c urr e n c y ar e a as a s et of r e gi o ns a m o n g w hi c h t h e
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pr o p e nsit y t o mi gr at e is hi g h e n o u g h t o e ns ur e f ull e m pl o y m e nt w h e n o n e of t h e
r e gi o ns f a c es a n as y m m etri c s h o c k.

L ater wor k

Ot h er r es e ar c h ers, s u c h as R o n al d M c Ki n n o n ( 1 9 6 3) a n d P et er K e n e n ( 1 9 6 9),
d e v el o p e d M u n d ell’s a p pr o a c h b y i d e ntif yi n g a d diti o n al crit eri a f or o pti m u m
c urr e n c y ar e as: c a pit al m o bilit y, r e gi o n al s p e ci ali z ati o n a n d a c o m m o n t a x-tr a nsf er
s yst e m. T h e w a y M u n d ell f or m ul at e d t h e pr o bl e m h as c o nti n u e d t o i nfl u e n c e
g e n er ati o ns of e c o n o mists.

I ncre asi ng relev a nce

O v er t h e y e ars, i n q uiri es i nt o w h at c o nstit ut es a n o pti m u m c urr e n c y ar e a h a v e
c o nti n u e d t o g ai n r el e v a n c e i n pr a cti c al e c o n o mi c p oli c y m a ki n g. D u e t o
i n cr e asi n gl y hi g h er c a pit al m o bilit y i n t h e w orl d e c o n o m y, r e gi m es wit h a
t e m p or aril y fi x e d, b ut a dj ust a bl e, e x c h a n g e r at e h a v e b e c o m e m or e fr a gil e; s u c h
r e gi m es ar e als o b ei n g c all e d i nt o q u esti o n. M a n y o bs er v ers vi e w a c urr e n c y u ni o n
or a fl o ati n g e x c h a n g e r at e – t h e t w o c as es M u n d ell’s arti cl e d e alt wit h – as t h e
m ost r e alisti c alt er n ati v es. N e e dl ess t o s a y, M u n d ell’s pr o bl e m a n d a n al ysis h a v e
als o attr a ct e d att e nti o n i n c o n n e cti o n wit h pl a ns t o i ntr o d u c e a c o m m o n
E ur o p e a n c urr e n c y. R es e ar c h ers w h o h a v e e x a mi n e d t h e e c o n o mi c a d v a nt a g es
a n d dis a d v a nt a g es of E M U h a v e a d o pt e d his a p pr o a c h as a n o b vi o us st arti n g
p oi nt. I n d e e d, o n e of t h e k e y iss u es i n t his c o nt e xt is l a b or m o bilit y i n r es p o ns e t o
as y m m etri c s h o c ks.

3. Ot h er C o ntri b uti o n s

T he M u n dell- To bi n effect

M u n d ell h as m a d e ot h er r e n o w n e d c o ntri b uti o ns t o m a cr o e c o n o mi c t h e or y. H e
h as s h o w n t h at hi g h er i nfl ati o n c a n i n d u c e i n v est ors t o l o w er t h eir c as h b al a n c es
i n f a v or of i n cr e as e d r e al c a pit al f or m ati o n; s e e M u n d ell ( 1 9 6 3 b). As a r es ult, e v e n
e x p e ct e d i nfl ati o n h as r e al e c o n o mi c eff e cts. A si mil ar ar g u m e nt w as i ntr o d u c e d
b y 1 9 8 1 e c o n o mi cs l a ur e at e J a m es T o bi n ( 1 9 6 5). A c c or di n gl y, t his eff e ct of
i nfl ati o n h as b e e n l a b el e d t h e M u n d ell- T o bi n eff e ct.



1 0

Mo bility of goo ds a n d f actors

M u n d ell h as als o m a d e si g nifi c a nt a n d l asti n g c o ntri b uti o ns t o t h e t h e or y of
i nt er n ati o n al tr a d e. H e h as s h o w n h o w i nt er n ati o n al m o bilit y of l a b or a n d c a pit al
t e n ds t o e q u ali z e t h e pri c es of g o o ds a m o n g c o u ntri es, e v e n if f or ei g n tr a d e is
li mit e d b y tr a d e b arri ers; s e e M u n d ell ( 1 9 5 7). T his r es ult c a n b e s e e n as t h e mirr or
i m a g e of t h e w ell- k n o w n H e c ks c h er- O hli n- S a m u els o n r es ult t h at fr e e tr a d e of
g o o ds t e n ds t o bri n g a b o ut e q u ali z ati o n of f a ct or r e w ar ds a m o n g c o u ntri es, e v e n
if i nt er n ati o n al c a pit al m o bilit y a n d mi gr ati o n is r estri ct e d.  Fr e e i nt er n ati o n al
f a ct or m o bilit y is a p erf e ct s u bstit ut e f or fr e e tr a d e i n c o m m o diti es, i n t h e s e ns e
t h at gl o b al pr o d u cti o n a n d c o ns u m pti o n will b e t h e s a m e i n b ot h c as es. T h e

pr e di cti o n fr o m t h es e r es ults is o b vi o us. Tr a d e b arri ers sti m ul at e i nt er n ati o n al
m o bilit y of l a b or a n d c a pit al, w h er e as r estri cti o ns o n t h e i nt er n ati o n al m o bilit y of
t h es e f a ct ors sti m ul at e tr a d e i n g o o ds.

4. M u n d ell’ s C o ntri b uti o n s i n R etr o s p e ct

I n r etr os p e ct, M u n d ell’s t h e or y of st a bili z ati o n p oli c y u n d o u bt e dl y h as its
li mit ati o ns. T h e ori gi n al M u n d ell- Fl e mi n g m o d el, as i n all m a cr o e c o n o mi c
r es e ar c h at t h e ti m e, m a d e hi g hl y si m plifi e d ass u m pti o ns a b o ut t h e i m p ort a n c e of
e x p e ct ati o ns i n fi n a n ci al m ar k ets; it als o ass u m e d c o m pl et e pri c e ri gi dit y i n t h e
s h ort r u n. T h es e li mit ati o ns h a v e b e e n a d dr ess e d. D or n b us c h ( 1 9 7 6) f or e x a m pl e,
s h o w e d t h at gr a d u al pri c e a dj ust m e nt a n d r ati o n al e x p e ct ati o ns c a n b e
i n c or p or at e d i nt o t h e a n al ysis wit h o ut si g nifi c a ntl y c h a n gi n g t h e r es ults.

N eit h er M u n d ell’s s h ort-r u n a n al ysis n or his d y n a mi c m o d els ar e d eri v e d fr o m
ri g or o us mi cr o e c o n o mi c f o u n d ati o ns. T h e y disr e g ar d, f or i nst a n c e, t h e
i nt ert e m p or al as p e ct of fir ms’ a n d h o us e h ol ds’ d e cisi o ns. T his is a dr a w b a c k
p arti c ul arl y i n fis c al p oli c y a n al ysis, w h er e it pr e cl u d es a d e q u at e a n al ys es of t h e
eff e cts of b u d g et d efi cits – w hi c h s o m eti m es w e a k e n r at h er t h a n str e n gt h e n t h e
e x c h a n g e r at e ( c o ntr ar y t o t h e pr e di cti o ns of t h e M u n d ell- Fl e mi n g m o d el).

L at er r es e ar c h h as a d dr ess e d t h es e s h ort c o mi n gs as w ell. I n a r e c e nt a n d
n ot e w ort h y m o n o gr a p h, O bstf el d a n d R o g off ( 1 9 9 6) d e m o nstr at e h o w m o d els
wit h b ett er mi cr o e c o n o mi c f o u n d ati o ns a n d r ati o n al e x p e ct ati o ns c a n b e us e d t o
st u d y t h e eff e cts of st a bili z ati o n p oli c y ori gi n all y e x a mi n e d b y M u n d ell; t h e
a ut h ors ar e c ar ef ul t o p oi nt o ut t h e e xt e nt t o w hi c h t h eir r es ults c oi n ci d e wit h
M u n d ell’s. I n its d y n a mi c ori e nt ati o n, t h e “ n e w o p e n e c o n o m y m a cr o e c o n o mi cs ”
is o b vi o usl y i nfl u e n c e d b y t h e M u n d elli a n tr a diti o n. N e w m o d eli n g t e c h ni q u es
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h a v e n ot r e all y r e pl a c e d t h e M u n d ell- Fl e mi n g m o d el, h o w e v er, w hi c h – i n its
m o d er n i n c ar n ati o n – r e m ai ns t h e w or k h ors e f or p oli c y- ori e nt e d a n al ysis.

As i n di c at e d a b o v e, M u n d ell’s a p pr o a c h t o t h e pr o bl e m of o pti m u m c urr e n c y
ar e as is still v er y i nfl u e nti al, b ot h a m o n g a c a d e mi cs a n d p oli c y m a k ers.  I n a d diti o n
t o t h e a p pr o a c h, i n g e n er al, his e m p h asis o n l a b or m o bilit y r e m ai ns p arti c ul arl y
r el e v a nt t o d a y.

5. S u m m ar y

R o b ert M u n d ell h as est a blis h e d t h e f o u n d ati o n f or t h e t h e or y t h at still d o mi n at es
i n pr a cti c al c o nsi d er ati o ns of m o n et ar y a n d fis c al p oli c y i n o p e n e c o n o mi es. His
w or k o n m o n et ar y d y n a mi cs a n d o pti m u m c urr e n c y ar e as h as i ns pir e d g e n er ati o ns
of r es e ar c h ers. Alt h o u g h d ati n g b a c k s e v er al d e c a d es, M u n d ell’s c o ntri b uti o ns
r e m ai n o utst a n di n g a n d c o nstit ut e t h e c or e of t e a c hi n g i n i nt er n ati o n al
m a cr o e c o n o mi cs.

M u n d ell’s r es e ar c h h as h a d s u c h a f ar-r e a c hi n g a n d l asti n g i m p a ct b e c a us e it
c o m bi n es f or m al – b ut still a c c essi bl e – a n al ysis, i nt uiti v e i nt er pr et ati o n, a n d
r es ults wit h i m m e di at e p oli c y a p pli c ati o ns.  A b o v e all, M u n d ell c h os e his pr o bl e ms
wit h u n c o m m o n – al m ost pr o p h eti c – a c c ur a c y i n t er ms of a nti ci p ati n g t h e f ut ur e
d e v el o p m e nt of i nt er n ati o n al m o n et ar y arr a n g e m e nts a n d i nt er n ati o n al c a pit al
m ar k ets. M u n d ell’s c o ntri b uti o ns s er v e as a n e x c ell e nt ill ustr ati o n of t h e v al u e of
b asi c r es e ar c h. At a gi v e n p oi nt i n ti m e, a c a d e mi c a c hi e v e m e nts m a y s e e m r at h er
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i m p ort a n c e.
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