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This is an interesting paper that explores a link between monetary po
inflation, and exchange rate pass-through to consumer prices. The is
raised are important, because the relationship between nominal exch
rate fluctuations and consumer price movements has implications
monetary policy and exchange rate policy. In particular, if the associa
between nominal exchange rates and consumer prices is weak,
expenditure-shifting effects of monetary shocks are diminish
Furthermore, the classic case for exchange rate flexibility attributed
Friedman (1953) and Feldstein (1997) depends crucially on nom
exchange rate movements being passed through to consumer prices.
argue that exchange rates must be able to respond to shocks so as to ge
relative price adjustments necessary for stabilizing the effects of th
shocks on output. If, however, consumer prices are unresponsive
exchange rate fluctuations, this relative price adjustment will not occur,
these automatic stabilizing arguments for flexible exchange rates ar
longer valid.

Devereux (2001), Devereux and Engel (2002, 2001), Engel (2000),
others make this point and examine optimal exchange rate policy
theoretical models with no immediate pass-through. Also, a better un
standing of the connection between exchange rates and consumer p
provides insight into the factors that influence price determination.
example, it will allow us to better determine the relative importance
microeconomic factors such as market structure and macroeconomic fa
such as inflation on the price-setting behaviour of manufacturers
retailers.

In this paper, Devereux and Yetman develop a model with nomi
rigidities. This model provides a link between monetary policy and
Discussion
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degree of exchange rate pass-through. The intuition behind this lin
straightforward. Firms optimally choose how often to change prices
response to exogenous shocks. In making this choice, they consider the
cost associated with a price change and the losses associated wit
changing their prices in times of inflation (which causes real prices to f
and in response to nominal exchange rate movements (which affect
costs). Thus, tighter monetary policy, which lowers inflation, leads
smaller losses from holding prices constant and, therefore, is associated
lower degrees of pass-through. This is a significant contribution to
theoretical literature, since it provides an explicit connection betwe
monetary policy and exchange rate pass-through in a tractable model
nominal rigidities.1

The authors also provide empirical pass-through estimates for U.S. d
exchange rates for a large set of countries using standard methods.
then use the country cross-sectional feature of their data to examine
relationship between inflation rates and their pass-through estimates.
results indicate a positive relationship between the level of inflation and
degree of pass-through.

These empirical findings are broadly consistent with evidence given
Choudhri and Hakura (2001), Gagnon and Ihrig (2001), and other cr
sectional studies. Related time-series evidence suggests that the relatio
between exchange rate movements and core CPI in Canada weak
considerably in the relatively lower inflationary period of the 1990s (see,
example, Bank of Canada (2000)). Other authors, such as Campa
Goldberg (2002), Laflèche (1996–97), Goldfajn and Werlang (2000),
McCarthy (2000) have explored inflation and other determinants of p
through such as the composition of imports. In addition, there is a la
literature that explores the importance of market structure and indus
organization considerations for pass-through, and much of this wor
surveyed by Goldberg and Knetter (1997). Kardasz and Stollery (20
focus on Canadian industries in a recent example of this approach.

What is apparent from the literature is that the relationship betw
exchange rates and prices is complicated and the factors affecting the p
setting behaviour of retailers are varied and complex. With this in mind
visited a number of local retailers in Kingston [Ontario] and inquired ab
their business with a focus on their price-setting decisions. My conv
sations with the owner of a long-established independent shoe store
particularly interesting. It became clear that many factors come into p

1. See, Taylor (2000) who examines links between monetary policy and pass-throu
cost changes to prices.
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when he sets his prices. Shoe prices in other markets such as Toront
New York appeared to be important, as did the suggested retail price f
the manufacturer. The retailer further emphasized that the nature
competition in the retail shoe industry had changed because of the ex
Canadian manufacturers and independent shoe retailers and the en
chain stores. I was also left with the impression that the cost of changing
retail prices was not a significant component in his decision-making.
conversations with these retailers convinced me that the relation
between retailers, wholesalers, and manufacturers is complex, that it
have changed in recent years, and that “optimal” price-setting by th
retailers is a complicated exercise.

I turn now to outstanding issues raised by this paper and related pa
surrounding the relationship between exchange rates and the price
goods. One issue concerns the stability of the relationship. In this paper
relationship is stable but is a function of macroeconomic variables suc
the inflation rate. It would be useful, however, to explore the possibility t
changes in market structure, contract duration, energy prices, techno
and so on have caused a fundamental shift in the relationship. Clo
related is the importance of sorting out the relative significance
microeconomic versus macroeconomic factors that affect th
relationships.

This paper’s reliance on nominal rigidities in retail prices to generate
degrees of pass-through raises questions regarding the evidenc
stickiness in retail prices. Bils and Klenow (2002) present data on
duration of consumer prices for a large set of goods. Their findings indic
frequent price changes with half of the prices in their sample lasting
than four months. These findings are important, especially since many o
measures of pass-through (including those in Devereux and Yetm
analyze annual data. Perhaps other sources of stickiness, such as
stickiness and contracts between retailers and manufacturers, are imp
for explaining low levels of pass-through.

Nonetheless, it is difficult to deny the growing evidence suggesting
positive relationship between inflation rates and pass-through ra
Consequently, we might ask whether there is an alternative story tha
consistent with this evidence that does not rely on retail price rigidities
promising avenue is based on models of consumer search develope
Benabou (1988, 1992) and Diamond (1993). Head and Kumar (20
explore such a model to examine the relationship between inflation and
dispersion of consumer prices. In their environment, an increase in infla
has two effects on real prices. First, it raises consumers’ reservation pr
thereby increasing real prices. Second, it leads to more price disper
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increases the search intensity of consumers, and lowers real prices. W
average inflation is low, the second effect dominates and, thus, mone
shocks are not fully passed through to nominal prices. In contrast, w
average inflation is high, the first effect dominates and nominal prices
by more than the money supply. Therefore, in this model, inflation and p
through of monetary shocks are positively related. An interesting differe
between this approach and the model of Devereux and Yetman is that i
latter, inflation reduces price dispersion, whereas in this environment
flation increases price dispersion.

This paper, the related literature, conversations with retailers, and t
outstanding issues have directed my thoughts to possible directions
future research. It is essential that researchers give increased attention
microeconomic details surrounding exchange rate pass-through. A b
understanding of price-setting behaviour will allow us to develop be
measures of exchange rate pass-through that control for other fa
affecting prices. We must also have measures of pass-though at higher
of industry disaggregation and at various stages of production
distribution. We require a deeper understanding of relationships betw
manufacturers, importers, wholesalers, and retailers and insight into
those relationships may have changed. In exploring the link between po
and pass-through, we should consider the possibility that industries res
to shocks and changes in policy along margins of adjustment other
price movements. For example, entry and exit and industry restructurin
response to shocks may alter the relationship between exchange rate
prices.
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