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The International Monetary System

IN THE DECADES immediately following World War 11, monerary
and financial affairs were in general isolated from one another,'
The international monetary system based on fixed bur adjustable ex-
change rates was generally isolated from international tinance, with
little interaction hetween the two. In fact, there was really no interna-
tonal financial system as we now conceive it, because almost every
country maintained capital controls, This relatively simple sitnation
began to unravel in the 1960s with the emergence of the Euradollar
market.” The first oil crisis in 1973 and the subsequent huge financial
surplus of the Organization of Petroleum Exporting  Countries
{OPEC) changed this situation and led to creation of an international
financial system. This then led to rhe integgration of international
maney and international finance, For the first time in the postwar era,
the international monetary system and inrernational finance mter-
acted and influenced one another.

Whereas the purpose of the international MONeLary system is to
facilitate transactions in what economists call rhe “real™ economy
ftrade, manufacturing, etc.), the purpose of the financial system is to
provide the invesrment capiral required for ecconomic activities and
development around the globe. Both the efficiency and the well-heing
of the world economy are profoundly affected by the success or fail-
ure of one or another of the two systems, However, the close des of
the international monetary systemn and international finance in the
contemporary erahave made the tasks of both systems much more
difficult. As flows of international capital and foreign investinent are
conducted in money, changes in exchange rates—that is, in the value
of particular cutrencies—inevitably change the value of an invest-
ment. I one buys dollars to invest in the United States and the value

‘This chapter draws from Rabert Gilpin, The Challenge of Global Capitalism
{Princeton: Princeton University Press, 2000), Chapter 4,

* The Eurodollar macket cousists of foreign currencies, especiaily dollars, on leposit
in Wese European and ather international banks. The origing of the Eurodollar marker
lay principally in the desice of American banks to escape Regulation Q, which ser an
upper limit on interest charges. An addicional factor in the ris¢ of the Furodollar mar-
ket was hared curcency deposits of the Sovier Union in European banks.
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ot the doliar tails, then cthe value ot the investmenr is that much less.
Similarly, international flows of foreign capital can cause a currency
o appreciate {rise in value), as happened ro the dollar in che ear'ly
1980s and during much of the 1990s. Erratic exchaingg rates can d}s-
courage trade and foreign investment, and internanopal hna.ncml
flows, in turn, can cause erratic exchange rates. Both the international
monetary svstem and the international financial system are vulpera—
ble, and disturbances in either or both systems can cause international
economic turmoil, like that in East Asia during the late 1990s.

Alrhough the monetary and financial aspects f‘f the wor.Id eCONOMy
are intimately linked, one can separate them for analytic purposes.
This chapter concentrates on the international monetary system, and
the following chapter, on international finance. There has been no
stable and saosfactory international monetary system since the break-
down of the system of fixed exchange rates in the carly }9705. Re-
form of the monetary system involves complex technical issues, :.md
every possible salution to technical matters carries important lm[?llcal-
tions for the distribution of wealth both among and within national
economies, and for the welfare of individual states. Prospects for.a
stable and integrated international monetary svstem will remain
¢louded until and unless these difficulr technical and political maceers
can be resolved.

THE PosTwar INTERNATIONAL MONETARY SYSTEM

The post~World War II international monetary system was designed
in 1944, and its fundamental principle was that exchange rates should
be fixed in order to avoid the “beggar-thy-neighbor™ policies of the
1930s and the ensuing economic anarchy. The Intcrnati(ma‘l Mung-
tary Fund (IMF) created at that time was intended to achieve this
goal and to provide monetary reserves sufficient to f:nnble me.mbcr
governments to maintain the exchange rates for their currencies at
predetermined values. The IMF was designed to use conmbyno.ns
from member countries and to offer reserve credits to states with in-
ternational payments problems. In addition, the monetary system had
to anchor its members’ monetary policies to some objeCt_lfrc s_tandard
in order to prevent global inflation or devaluation. Stablhzanm: of a
monetary system can be achieved by tying every currency to a “non-
monetary™” asset (gold being the asset of choice), by coordmanng na-
tional monetary policies, or by following a leader whose past pol:_c!es
promise that it will provide the desired degree o_f economic StablllFY
in the future. Although all three methods were in fact employed in
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anchored by tying Lvery currency to the dollar, which in rurn was tied
to gold; the major powers also informally coordinated their economic
policies,

The postwar monerary system of fixed rates, which lasted until the
early 1970s, proved extraordinarily successtul, Designed to provide
both domestic policy autonomy and international monetary stabiliry,
the system in effeer provided a compromise between the rigid gold
standard of the lace ninercenth century, under which governments
had very lictle ability to manage their own economies, and the mone-
tary anarchy of the 1930s, when rovernments had o much License
to engage in competitive devaluations and other destructive pracrices,
To achieve both Autononmy and stability, the system was based on
the following principles: fixed or pegged exchange rates along with
sufficient flexibility to enable individual states ro deal with extraordi-
nary situations (including pursuit of full employment), reliable reserve
credit in the event of an international payments problem, and agree-
ment among member countries to peg their currencies to the dollar
at $35 an ounce in gold. The International Monetary Fund was re-
sponsible for managing the system through approva) of exchange rate
adjustment in the event of 1 fundamental disequilibrium in a mition's
balance of payments; the IMF could also make its MONCLary rescrves
available to deficit countries, These principles governed the system
quite successfully for nearly three decades.

The ways in which the system actually funcrioned, however, did
not fulfill the intentions and expectacions of its founders, A significant
ditference was char, although the IMF had been assigned responsibil-
ity for maintaining reserves, in practice the buildup in dollar reserves
held by member governments actually achieved this goal, and the
American dollar became the foundation of the International monetary
system in this way. Cooperation among the United States and its a)-
lies, and the passive U.S, attitude toward the dollar’s exchange rate
before 1971, made IMF actions in this area unnecessary. In the early
Postwar era, members also followed .5, policy preferences, and they
were reassured that this would provide stability to the system, How-
ever, by the time of the Vietnam War in the 1960s, the United States
had ceased to pursue price stability, and inflation acceleratinn caused
by that war eventually led the Nixon Administration to abanden the
fixed-rate system in August 1971, Yet, even then, the United States
and the dollar remained central to the system., '

The key role of the dollar in the international monetary system
facilitated the American alliance system and functioning of the world
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ceonamy; the international role ot che dotlar as [mthl areserve and a
transaction currency became 2 cornerstone of America’s global cco-
nomic and political position. Because, for political as well as for eco-
nomic reasons, America's major allies and economic p.'.lrmr:rs_werc
willing ro hold dollars, the inrcrxlationalL role (_‘:f thc. dollar conferred
on the United States the right of “seigniorage™; this means th;l.( the
provider of the currency for an cconomy, in this case the international
cconomy, enjoys certain privileges, As President Charles de DeGaulle
of France bitterly complained in the 1960s, the “hcgcmony of the
dollar™ conferred “extravagant privileges™ on the Un'lrcd Stares, be-
cause it alone could simply print dollars to fight foreign wars, could
buy up French and other businesses, and could go deeply into debe
withour fearing negative consequences. o
Nevertheless, there was a fundamental contradiction at th¢ heart
of this dollar-based system. While the huge outflow of American dol-
lars to finance the rebuilding of Western Europe and Japan ;1.r1d the
American military buildup during both the Korc:m and Vietnam
Wars helped solve certain problems, this outflow of dnll;lrs meant
that the United States would one day be unable to redeem in gold,
and at the agreed price of $35 per ounce, thnsc‘c!r)llsllrs hcld_ by private
investors and fureign governments. Robert Trifhin, in a series Qt writ-
ings, predicted that confidence in the dotlar would be undcrmmc‘qln.‘:
the American balance of payments shifted from a surplus to a dgﬁut.
This problem did become acute late in the 1960s when csc;iinrlqn of
the Viernam War and its intlationary consequences caused deteriora-
tien in international eonfidence in the value of the dn[!.ar: As thar
confidence declined, the foundations of the Bretton Woods System of
fixed rates began to erode. _ N
Decreased confidence in the dollar also led to _mrcns:ty:‘ng specula-

tion in gold, and this was followed by futile atrempts to find wa‘y?a n.)
tecreate confidence in the system. For example, in the I:'ttc 1960,
Special Drawing Rights (SDRs) were creal.ted by thc. IMF as a new
rescrve asset, although they were never urilized extensively. H()cht.?l.',
as Benjamin Cohen has convincingly argued, it was oniyl when p.o.h[—
ical solution was devised that maintenance of the dommant position
of the dollar was ensured.’ America’s Cold War allies, fg;lrmg thar
collapse of the dollar would force the Ul'lltt.?d‘ Stal.t(.‘s to withdraw its
furces from overseas and to retreat into political isolation, agreed to

" Robert Triffin, Gold and the Dollar Crisis: The Future of Convertibifity (New Ha-

ven: Yale University Press, 1960), ‘ N
' Benjamnin J. Cohen, Organizing the World's Money: The Political Ecanomy of In-

ternational Monctary Relations (New York: Basic Books, 1977),
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continue to hold overvalued dollars. The dollar was also bolstered
for a period of time because such exporr-oriented economies as West
Germany and, at a later date, Japan., wanted ro retain access to the
lucrarive American market and therefore supporred the high dollar.
However, as soaring inflation undercurt the vialue of the dollar, 4 more
fundamental cconomic solution w.as needed.

THE LD oF FINED EXCHANGE RATES

I the early 19705, the deteriorating position of the dollar became the
cetieral 1ssue in the world cconomy. Escalation of the Vietnam War
and the simultaneous launching of the Grear Society Program by the
Johnson Administration {(1963-1969) had caused the global rate of
inflation to accelerate and to threaten the value of the dollar. The
U.S. government, attempting to hide the financial cost of the Viemam
War from the American people, refused ro increase taxes and chose
instead o pay for its warfare and welfare policies through inflation-
ary macroeconomic policies. The succeeding Nixon Administration
{19659-1974) compounded the problem ot inflation. In addition, the
Federal Reserve threw caution to the wind as it stimulated the econ-
omy, a move that critics labeled a blatant attempt to reelect Nixon.
Subsequent intensification of speculative attacks on the overvalued
dollar and ballooning of the American trade/payments deficit resulted
in the Nixon Administration’s decision on August 15, 1971, to force
devaluation of the dollar,

To achieve the goal of a devalued dollar and to overcome the oppo-
sition of foreign export interests, the United States announced that it
would no longer redeem dollars for gold. Simultancously, to force
other countries to appreciate their currencies, the Administeation im-
posed a 10 percent surcharge on imports into the American economy
and announced that the surcharge would be removed only after a
satisfactory devaluation of the dollar had been achieved. Following
bitter denunciations of this unilateral American action, especially by
West Europeans, and after intense negotiations, the dollar was indeed
substantially devalued by the Smithsonian Agreement of December
1971, in which other countries agreed to appreciate their currencies.
The international monerary system was thus changed, at least de
facto, from one based on fixed exchange rates to one based on flexible
cates. In this way the postwar system of fixed exchange rates had
become a casualty of reckless American policies, high inflation, and
increasing international mobility of capital,
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Subsequent efforts of an international commitree to develop a new
system of stable exchange rates failed. The overwhelming problems
posed by increased capital mobilicy, along with fundamental differ-
ences between the United States and Western Europe over any new
svstemt, made agreement impessible. As a consequence of this im-
passe, the major industrial powers accepted economic reality ar the
Jamaica Conference (1976} and instituted flexible rates. I describe this
situation as a “nonsystem” because there were no generally recog-
nized rules to guide the flexible rates or any other decisions on inter-
national monetary affairs.

THE FINANCIAL REVOLUTION AND MONETARY AFFAIRS

The shift from a system of fixed to flexthle exchange rates generated
ant intense debate in the econamics profession. The majority of econo-
mists, certainly at least the majority of American economists, ex-
pected that this shift would be beneficial for the world economy. 'l“hcly
believed that the combination of fixed rates and increasing economic
interdependence through trade, investment, and monetary flows had
imposed severe constraints on national economic policy and thereby
had decreased the ability of individual governments to pursue macro-
economic policies that would promote full employment and other
cconomic benefits. Economists helieved that a system of flexible rares
would delink national economies from one another and thus permit
every government to pursue those economic policies best suired to its
own natinnal circumstances. ‘

A minority of economists, however, strongly disagreed with this
optimistic assessment and was very concerned about the porentially
inflationary and destabilizing consequences of delinking the interna-
tional monetary system from the anchor of gold or some other com-
modity. If rhe system were not anchored to an objective standard,
the value of money and the stability of prices, they reasoned, would
henceforth rest entirely on the discretion of individual governments.
Believing that governments were not to be trusted to pursue stable
economic policies, they worried that governments would behave so
irresponsibly that inflation and monetary instability would soen dis-
rupt the world economy. ‘

The majority of economists remained convinced that their col-
leagues’ fears of inflation and instability were unfounded. However,
the unanticipated “financial revolution™ of the mid-1970s and.us
consequences proved that the optimism of the majority of economists
had been unfounded. Growth of the Furodollar market and overseas
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BN of an internationy| financial market, Then, in the 1970s, devel].
opment of the new international fnancial System accelerated follow.
ing deregulation of domestic financia] Systems, removal of Cipita]
controls in a number of countries, and rhe greatly increased size and
velocity of gloha] financial flows, an increase made possihle by mod-
¢ communications and pew finaneial techniques and instrumenty,
Moreover, the huge OPEC monetary surplus following the first oil
crisis, and cthe need to recycle those funds, proved importane ip the
development of the internationa] financial marker. Before the end of
the 19705, the scale and velocity of titernational financia Hows had
expanded ctormously and had truly transformed the Hiternationg|
CCONOMIC system,

Integration of global financiy) markets and increased monetary angd
financiaj interdependence of national economies had o significant im-
pact on domestic as wef] ag international cconomics. Financial marker
integration means that the macroeconomic policies of gne country
have a significane tmpact on the cconomic welfare of other countries,
For example, ifcuuntry A raises irs interest rates to decrease domestic
inflationary pressures, those higher rages will attrace capital from
other countries with lower interest rates, and the resulting increase in
country A's money supply then contributes to the inflationary pres-
sures that higher inerpse fates were intended to counger., Simultane-
ously economic ctivity is reduced in the economies from which the
caprtal flows, Integration of national financial markets actually re-
duced macroeconomic policy Autonomy. Despire the shift to flexible
exchange rares, domestic and internationg economic spheres became
even more closely linked to gne another hecause of financial marker
integration.

Another umanticipated consequence of the financia] revolution has
been that internationa| financial lows have become an mportant de-
terminant of exchange rates, at legst in the short rerm, This situacion
has greatly Increased exchange rare volarility, especially between the
dollar and other Mmajor currencies {the Japanese yen and the German
mark). By the end of the 1970s, internationaf financial flows dwarfed
trade flows by a ratio of abour 25; I; the size of the flows also contrib-
uted greatly ro volatility, The tendency of exchange rates to “gyer-
shoot™ in response ro tinancial flows has proved important in produc-
ing ﬂucruations; that is, the exchange rate tends to make large swings
up and down rather than find a new and stable equilibrium, and such
overshooting cayses 3 disequilibrium in currency values and hence
increases exchange rate volatility. This siruarion has made it difficult
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frustrated by what they considered to be irresponsible American mac-
roeconomic policies, West Europeans sought to isolate themselves
from American actions through creation of the European Monetary
System (EMS) and the accompanying Exchange Rate Mechanism
(ERM). This European initiative became a further important step in
the development of regional arrangements within the international
monetary system. Despite these setbacks, effores to strengrhen inter-
national moneeary affairs have continued.

ExeenDin TECHNICAL AND PorLrmicar Issues

Although an etficent incernational monerary system benelies every
country. serious political and economic difficulties almost invariably
mpede creation or reform of an inrernational monetary system. Every
solution to technical problems has important distriburive  conse-
quences that affece differently both various nations and powerful do-
MesOic constiruencics; strong reactions can be evoked hecause sQme
may lose more or henefit less than orhers from any new monetary
arcangement. During the early postwar years, both the Unired States
and its rading partners were upser over the asymmetries of the dol-
lar-based system. Many Europeans objected to the economic and po-
litical privileges bestowed on the United states, and the Unired Srates,
as the reserve-currency country, fretted increasingly over its inability
to reduce its trade deficit by devaluing the dollar, Evencually, Presi-
dent Nixon in August 1971 “solved” American concerns about asym-
metry by forcing appreciation of other currencies,

The creation and/or reform of an inrernational monetary system
involves highly complex technical issues. The formal models and
mathematical techniques of economists that are required ro dea! wick
monetary and financial matters are heyond the technical competence
of most noneconomists, and even beyond many economists; yet the
international monetary system is of intense concern and importance
to national governments and private economic interests. The mecha-
nisms responsible for the system's efficient functioning—adjustment,
liquidity creation, and confidence-building measures—produce a dif-
ferential impact on the national interests of various countries and also
on the interests of powerful groups within cconomies. Technical
mechanisms are seldom politically neutral; they affect the economic
welfare, political autonomy, and even the nternational prestige of
individual states, and they also have an impact on the interests of
capital, labor, and other domestic proups. Every state wanes an offi-
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individual states and powerful domestic groups may disagree strongly
on specific matters, such as currency values and the precise mecha-
nistns employed 1o solve technical problems.

The distributive consequences of solutions to rechnical prob_lems
are illustrated by the liquidity issue, which is closely tied to the issue
of scigniorage; that is, the economic benefits accruing to the counrry
whose currency is used as the basis of the international monetary
system. Solutions to the adjustment problem determine whether defi-
¢it or surplus countries must pay the high costs of rccstablishi.ng a
balance-of-payments equilibrium. The nature of the imcrngtmnal
monetary system also has important implications for such d1ffetl'enr
constituencies as rradeable/nontradeable sectors, labor andfor capiral,
and industrv/finance.

Political ditferences mean that a well-functioning monetary system
requires strong leadership by a nation er group of nations wirh_;t.n
interest in maintrining the system. The leader(s) must assume the ini-
tiative in solving highly technical problems as well as providing il.lld
managing the key currency used for maintaining reserves, carrying
out economic transactions, and providing liquidicy. Furthermore..rhe
leader should be the “lender of lList resort™ and from time to time
should provide financial assistance to countries cxpcric.ncing severe
financial problems. Although this leadership role could, in theory, b.e
provided by two or more nations or even by an inrernatlun.:ll organi-
zation, leadership has historically been provided by a dominant eco-
nomic and military power; for example, Great Britain in the late nine-
teenth century and the United States following World War [I. Not
surprisingly, the rules governing the international monetary system
have in gencral reflected the interests of the leading economic powers.

The Belgian economist Paul DeGrauwe has pointed out that econ-
omists differ fundamentally with one another over almost every as-
pect of international monetary affairs, from detcrminarion. of cur-
rency values to the virtues of fixed versus floating rates; this rn_akes;
explication of economists’ views on this matter quite challenging.
Particularly since the early 1970s, the area of international monetary
affairs has been the focus of intense controversy. Although profes-
sional books and journals have been filled with proposals to reform
the regime, few proposals have been implemented, and the monetary
system's inherent problems and contradictions remain unresolved.

"Paul DeGrauwe, International Money: Post-War Trends and Theorics {Oxford:
Clarendon D'ress, 1949),
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termational monetary regime have usually followed rather than pre.
ceded events thar they atrempt to explain, Indeed, many theories re.
garding monetary affairs have heen merely ex-post-facto explanationg
of important developments that economises had failed 1o predice.
Such theoreticq] and policy differences AMONg experts increase the
difficulties of finding solutions to the problems.

Adfiestimeny

An internationa] monetary regime muse determine the method by
which national cconamies will restare cquilibrium (ie., reduce
deficie or 4 surplus) in rhejr internacion; ) weounes (balance of pay-
ments), and an efficient mrernationy| monetary system should min;.
mize the costs of miking adjustrments, Every adjusement policy resyles
in economic costs, and some methods of adjustment are considerably
More costly for individyg] tConomies and for the overall world econ.
omy than are others,

A counury with an imbalance in jts internationg] payments may
pursue such short-rerm expedients a5 drawing down it national re.-
serves (a deficip country) or adding ra irs national reserves {2 surplus
country). However, wich few exceptions, a deficic country cannot
continue drawing down its rescrves for very long, and eventually the
debtor country must take measures to eliminate the cayse of the im-
balance. On the other hand, a surplus country, like the United States
for much of the twentieth century angd Japan ar the end of the century,
Can continue to add ro 1ts reserves for g very long time, a practice
that irrieates irs trading partners. Both deficit and surplus countries
employ additional methods rg overcome paymenrs mmbalances, Ope
such method is te change the exchange rare by devaluing the currency
(¢ deficit country) or appreciating ir (y surplus country). Another
method is to make changes in Hiacroeconomic policy; that 18, to shift
to deflationary (3 deficit country} or eXpansionary (q surplus country}
economic poligjes.

Some currencies will inevitably get our of line with one another.
Many nations Jive beyond their means and pursye inflationary poli-
cies; others, like Japan during mog; of the second half of the twentieth
century, desire 3 continuoys Payments surplus and therefore chogse
to live below thejr means (a deﬂatinnary policy), Such national differ-
ences in inflation/deflation rares will cayse currency values o change;
some method acceprable 1o all must be available to bring currencices
back into equilibrium, And, of course, for every deficit country, there
must be surplys elsewhere. While either the deficit or surplus country
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for both) could make adjustments, under the Br_ctmn wo?i;,?t::;i
¢ was generally assumed that the burden of adjustment res ith
he e _hi.-“e‘l‘ﬂ Yt However, the deficit country can and frequent ,\_
rht‘ fdc-hli]’t ;Stlil;ln:y'to impose the costs of adjustment on thg surplus
qocs::.LFm exa-mple, the United States has ;1rtemprc§, 'w|tl}11rs<:1m§
um‘];“tymccc“ to impose the burden of adjustment on Japan 'r 0‘ gﬁ
E:}:::q ‘il]l'{.‘llldt.:d to eliminate the American-Japanese trade/paymen
]In'l\‘lff]i;:ll:;f‘i.t‘l'lt for a deficit country, means ﬁfmr it n‘llISI:’] r;;ill:c::.lllz‘_-

{ ‘ it reduce the rate of increase At sk
bt ‘(’['hs“l]ﬂn(:[—‘tz;rjlc::;11;:'11:1&ifl&h;;:til:;ml meome and/or reduce
L|;1fi1|:«,:::]!::j1‘.t_ci:v:*]l\-'('rrhc n;llcs governing the intem.it.i:m;tl IT(”:IT{:EY
:::itrm' will determine the approved nwthndi of .qu\].l:;ﬁ(.su:[-:|‘mm(m
i(,stmeur. However, regardless of .rhe cl:mu,ci .1.\:‘:1111.1mr..ncccsmri]y
from “high living™ to “living \th]1111 one's mulni» ]ma.“.‘ ecessarily
ﬁupuse a real cost on the deficit country, mfd.t 1 [] Uth.ﬂ nannet in
which adjustment occurs will also |rnpos‘e“m;rsl (er“r T counics.
For example, the deﬂ;\l‘iunury‘consequcn-..u- (; tul“ A fnan
ial crisis harmed many American exporrers. t |‘.i. c e b[ S
U"lw waould like to shift as many adjustment costs as possi ;tfj ers
t1::.1 away from themselves. Working out the (-j‘l-ﬁrr-]bj:n::ur;e 1:}11;1;t »
of adjustment among deﬁtt:iIt and surplus nations js at t

ing the adjustment problem. . ‘ ‘ -+ devale

901}::}';{; deficit country living beyond its mc;u?:.,f blmlh L?;:ansgt L;;rmcr
ation and/or deflation of the ecconomy are p;un‘u : 1;:;:0 i.n e
entails & drop in national income and the lalf?.l'...ln i‘q'pﬂjnful oy
ment. For a surplus country, Curl'El‘l'CY ‘;lppru.l:“lrllc?nd. Consumere: on
export industries bur beneficial fm.' its m]portl:,l:s 1 mmny.carrics on
the other hand, macroeconomic stnlm.llus nff t‘{.. La:c oy carrics he
risk of inflation. How much hcrrcr' it would 1'3(;.;\ u;: ,nm,)md e
the adjustment costs to one's tradmg partners! As -11-1:}1 pred above.
a case in point Is the long-simmering ucm;)mlc Ju 19800 et
deficit United States and the surplus jap;m..‘l ronl; T s omard,
the United States resisted deflationary p‘olu.'lcs }zlh e reduce 1o
trade deficit but would also mean decline m,t'-trio:li,f r'}m .Wn nee
of living. Meanwhile, Japan rt’.‘Sl‘.‘il'(.‘d an alpprLCI.l’ i of e ven thas

Id harm irs export industrics, and j:\p.lncs;”._';, pone at the

Plara C ference (September 22, 1985) to appreciate the yen

th (;InrlﬁtlrezF:CL' in[tcnsc American pressures. Since sulutmfu of tiuf

ad_llt.vc : Ut 1};(;blcm impinges on the interests of states and O‘HPO.‘;;:;

?Li]lilti:::'z?tslwithin states, adjusement mechanisms do and will reflec

- 28 ; r I8,
the interests of powerful states and groups




Liquidity

An efficient international monerary system must also provide interna.
tonal Tiquidity. Participating countries must have financial reserves
sufficient to meet balance-of-payments deficits caused by such eco-
nomic shocks to the system as the sudden increase in the price of
petroleum in 1973 or by persistent use of such unwise policies as an
inflationary macroeconomic policy or maintenance of an avervalued
currency. Reserves are important because they enable a deficit coun-
try to finance, at least for a4 short period, a payments disequilibrium
and te increase the time and options available to the COuntry as ir
seeks a longer-term solution to its deficic problem. A country can also
Use reserves to delay a possibly costly devaluarion of irs currency, A
naton’s reserves {like anv other form of money) are also a score of
value; they mav include gold, convertible toreign currencies, or depos-
its with the International Monctary Fund.

While provision of optimal international liquidity facilitates the
world economy's functioning, neither underprovision nar OVerprovi-
sion is desirable. Underprovision mav be recessionary and overprovi-
ston, inflationary. Under the gold standard during the lase decades of
the nineteenth century, there was underpravision of reserves, and
while the gold standard was » very stable system, this syscem fre-
quently resulted in high levels of unemployment and depressed Wapges.
On the other hand, during the early post-World War 1T era of the
dollar standard, overprovision of reserves by the United States meant
a high level of inflation thar eventually led to the breakdown of the
Bretton Woods menetary system of fixed rates. With economists and
governments disagreeing about the rules that should govern interna-
tional reserves, the rule of the strong has generally prevailed and the
dominant powers have had a significant impacr, at least over the
shortrerm, on maintaining the level of international liquidity to ac-
cord with their own economic and political interests.,

Seigniorage is an important aspect of liquidity creation, Not only
is national prestige cnhanced when a nation’s currency is selected as
the most important currency, bur seigniorage can also be a matjor
source of increased income to the nation, particularly to its banking
system. In addition, seigniorage can increase the economic and politi-
cal autonomy of the country because thar country 1s freed, at least
for a rime, from hnIancc-of—paynwnts constraines. On the other kand,
seigniorage has associated costs; for example, the nation with the
right of seigniorage usually has to pay interest to other countries
holding assets denominated in ics currency. To maintain seigniorage
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Jso means that & country must avoid actions that undermine LIJ?:
ﬁihncc in the value of its currency. Moreover, the country supp }}1{1 g
t) 1 . . - . . z s ; _
ke key currency may find it difficult ro devalue its currency, as hap
rhe r )
pened to the United States in thedcarly IQTUS. my or freedom of
ari i e and national autono
Increased national incom : sronomy or | 1 of
1 signior; : banking system of ;
rion ; t benefits of seigniorage. The ‘
wction are importan ‘ banking system o 4
' ! [ enjoys both e
an international currency '
country supplying a . iC nomies
of scale and other cost advantages over its compctlltlo;; s‘:m_p]yn ccause
st it IS nationg
i arional reserves and transactions are he _
maost international reserve . : . onal
currency. Under the gold standard in the late nme}'eent}? ucptu;y,riom
ish ﬂrcrl'ing was the key currency, and London hnan;nul lmtm:\l ws.
\ N ‘ inte ional monetary sys-
i i 1ts as the center of the international o ¥ 5
enjoyed high profits as ¢ At monery 33,
rch ‘VI-‘oll()wing World War I, London and s}u‘llng were u?.lllﬁci:m
. : i ( rage beg:
“ork . » dollar, and the profits from seignic
by New York and the dollar, ) I e "
‘ i its banking system. Ir remains to
: ates and its banking system,
to flow to the Unired States s e aan
: : euro of the Evropean Union and ; :
seen whether or not the euro 0 ‘ . nd a Buropean
city or cities will appropriate financial and monetary leadership
nwenty-first century. _ ) R
Seigniorage also confers greater freedom from cconomic }re;trmher
! -cur : * aut tha
“Urrency © v and, hence, more autonomy :
on the kev-currency country and, omy an beet
. enj ' : : capactty of the Unite
ies 1t the Cold War, the capac : ;
countries enjoy. Throughou Col . ) Unied
States to fight foreign wars, maintain troops "llllj‘mad’ .mcfi ‘f;ﬁ:“iﬂ -
fore: icy was large ndent on the willingness of its ailies
foreign policy was largely depen | of o ales 1o
y : ' en after the
aTs | ar-denominated assets. Ev :
hold American dollars and doll ; frer the
Cold War, the role of the dollar as the world’s key currency %L:;Eus ¢
o H . .
the United States to live far beyond its mca(r;shfor ytar:rii: by b,
1 most debror nation. Other coun .
become the world’s foremost de . s, by ho'd-
ited Stares st-free loans. As
i : tus ave the United Stares intere
ing dollars, actually ga . . s s e e
i ' ; : minated in dollars, chis
American debt has been deno ‘ chis debr bt
i away, and devaluation of the dollar in
could be inflated away, and . e
id i ¢ the de »d by the United States while
did indleed reduce the debr owe . simuate-
; 2 :r lenders. Never
i i ‘osts on Japanese and othe vert
ously imposing heavy cos ‘ ; e ectenton
l i tinue to enjoy the privileg
less, the United States will can ! eiamor
. i : ve and holders o
; i : is no acceptable alternat:
age as long as there isn ble a . o
or dollar-denominated assets maintain confidence in the d

Confidence |

i solution
A stable international monetary system 1s a11;0 depem:cpz onr::i)r uhwc

o e (credibili roblem; other countries st b

of the confidence (credibility) p ' fave
confidence that the reserve-currency country will not pursucIf o
tionary policies leading to devaluation o_f their own reserves. e
lose confidence, other countries will shift the composition o
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paid on assets denominated in a cull‘::nt::{yt:;nl?;(:alll:qéltf“éfl ges in
exchange risk or in concerns abour inflation, A .rcscrvc-:Lnge-s l-n
country must pay an attractive interest rate on assers dcnuminlqrtri;lw
its currency, and it must also take confidence-building me‘asfl s 1o
convince private and public holders of its currency that its.' e ED
will continue to be convertible into ather sound assets -m.d ‘-\:f‘fllf-'“t)’
lose value because of inflation or changes in e’(Ch'.l;l l. " te }C‘ e
dence-building measures can be quite costly. T e, Lont

DEVISING AN INTERNATIONAL MONETARY SYSTEA

D:ffc.rmg subjective judgments and interests among public officials
and intense disagreements amang economists about the appr L‘l-d \
applicable economic madel or theory add complications t;aprlh -Olim:l-tfc
apment or IInudiﬁcation of a monetary system. There -1.1'(' intc‘i!‘: ﬂ (.' I
and theoretical disagreements AMOnE economists ;md .1ublic ¢ f[E'L'l'l-LI1
abour many possible solutions to the technical issues irl'xbcddj-dlt'm .-"'
monetary system. Economists, for example, even di.‘;;lgrcc -1b:; rm} !
economic model to apply to determination of exchange r.'lr . -“5
thcr.e are trade-ofts among desirable bur mutually et‘chf:;iv: 'es-'l .

choice, one that is primarily political, must be made' e o A
‘ At rhc hlearr of the difficulties in finding solutions .m exchange rare
ms.mblh'ry is the fact that national economies have very d‘iffe:.' : . ‘mf‘»
of 1lnﬂat10n and/or price instability. Whereas some gnvcrnmerﬁ?r rilres
a high value on price stability, others prefer 1o pursue ex 'm: oty
and frequentl_y inflationary policies to reduce unem;.*;loymel:l.r 0:(:1;_-’11'}’
ulgte economic growth. Germany and Japan, having given priori to
price ‘srab:hry throughout the postwar era, have followed qt?nn A
inflationary policies while the United Scates, at least ux;til tI?-alml-
19-'705, pursued mild to highly inflationary policies. °
. The problem of devising a stable and p(-)liricnily acceptable interna-
tional monetary system is further compounded by the inevit: b.I

trade-offs among the following equally desirable goals: I‘iw:cd'1 ;
chan_g_c rates, national independence in monetary policy .:md' ca Cxl
mobility. These three goals are referred 1o by cconomi’\"ts as ‘Pl:-f

lemma, or as the “frreconcilable trinity.” Nations may ‘war'u; s;: brlr—
cxc_hang; rates to reduce econemic uncertainty, but they ma aI .
desire discretionary monetary policy in order to pmmnt: ccort mic
grm.v.th and steer their economies between recession and inﬂ-ltioﬁmllc
addition, governments may want freedom of capital movcr;acnts. t::
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facilitate the conduct of trade, foreign investment, and other interna-
tional business activities.*

Unfortunately, no international monetary and financial system can
accommodate all three of these desirable goals {fixed exchange rates,
national independence in monetary policy, and capital mobility), al-
though it can incorporate at most two of these objecrives. For exam-
ple, a system of fixed and stable exchange rates such as the Bretton
Woods System, along with some latitude for independent monetary
policies, is incompatible with freecdom of capital movement because
capital lows could undermine both ixed exchange rotes and indepen-
dent monetary policies. A system with fixed exchange rates and inde-
pendent macrocconomic policies promates cconomic stability and en-
ables a government o Jdeal with unemployment. However, such a
system sacrifices freedom of capital movement, one of the most im-
portant goals of international capitalisnt, A system of fixed rates and
freedom of capital movements would be incompatible with an inde-
pendent monetary policy.

Ditterent countries and domestic interest groups prefer to empha-
size one or another of these goals, In the late 1990s the United States,
for example, preferred independene monetary policy and freedom of
capital movements, and thereby sacriticed stable exchange rates. The
members of the Luropean Community, on the other hand, preferred
relatively fixed rates. Some countries, notably Malaysia and China,
placed a high value on macroeconomic independence and have im-
posed controls on capital movements. Specific economic intereses also

differ in their preferences. Whereas export businesses have a strong
interest in the exchange rate, domestic-oriented businesses place a
higher priority on national policy autonomy. Investors prefer freedom
of capital movements, whereas labor tends to be opposed to such
movement, unless of course it means inward rather than outward in-
vestment. As national situations and interests differ, there is no one
solution to the trilemma that would be satisfactory for all.

Many economic conservatives arguc that the first major effort to
resolve the problem was the most successful; that is, creation of the
classical gold standard under British leadership in the latter decades
of the nineteenth century. Under that system of “golden fetters™ (to

*'The Mundell-Fleming model, developed in the 1960s by Robert Mundell and John
Fleming, integrates international capital flows with other factors determining demand
and output, This development created what has become known as open-econnmy mac-
[oeCconemics in contrast to the domestic orientation of most cconomists in the 1960s,
This theoretical development is set forth in Robert A, Mundell, International Ecanom-

ics (New York: Macmillan, 1968).
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there was indeed miernational monetary stability, by govcmn;:r.][:s‘
had litrie controf over their own ceanomies, ;tnd'thc domestic econ-
omy frequently suffered ag A result, The callapse of the gold standard
at the outhreak of World War [ resulted in a sitnation i:.1 which gov-
ernments had too mueh license Over econamie policy; the I93()sl;md
1940s were an era of cconomic anarchy, competitive devaluations
and “bcgg:lr~rhy~neighbnr“ policies thar lasted uneil the Brctton'
Woods System was created ar the end of World War Il The Bretton
Woods System, based on fixed exchange races and supervised by rhe
Inteenationa| Monetary Fund, continued until officially terminated in
the mid-1970s, The subsequent volatliry and unpredictability of ex-
change rares produced by the more recent “nonsystem™ have led to
many proposals o reform the Internationa| monetary regime,

RErora o IN'I‘IiRN:\T!ON:\L MoONFETARY AFFAing

_In 1.9‘1({, John Maynard Keynes ser forth the ideal objective of ap
meernational monetary System;

[his, then, is the dilemma af an mternational MONCLATY Syster-—r preseryve
the .;uiv;;m.-lgcr.‘ of the stability of [ocy) currencies of the .sysr;-.m in rcrrﬁs of
the international standard, and to preserve 4t the same time an adequare local
turonomy for each member over its domestie rage of mterest and its volume
of foreign lending,”

After the breakdown of the svstem of fixed exchange rates in the
19705, the internationa| menetary syseem strayed far from the Kcync;
ifle;ii- The “reference range™ system, which replaced the system of
fixed rates, is actually a “nonsystem™ of floating e,\'ch;mge[ rates in
which international monetary affairs are nor roverned by rules or
understandings about such factors as rare adjustment ar liguidiry cre-
ation. Or, to put it another way, there is no regime for iI:tl:[‘l‘.l;l[‘l'm];ll
monegary attaies; instead, under the reference range nonsysrem, the
central banks and finance mnisters of the three domimant monerary
Powers—the United Srates, Germany, and Japan—cooperate to kcef}
their cxcha.ngc rates aligned or ro change them in an orderly fashion,
However, in thig honsystem, erratic American macroeconomic poli-

~ Barry |, Eichengreen, Golden Fetters: The Gold Standard and the Great Depres-
s:r:r:. 1979-1939 (New York: Oxford University Press, 1992,

John Maynard Keynes, A Treatise on Money: The Applied Theory of Mo
{Cambridge: Cambridge University Press, 1971; firse published in 1930}.1272. i
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S i UGE TRe denily nave viused facge exchange rare tucru:
tions and have seriously vexed America’s trading partners.

The reference range nonsystem represents the triumph of the cer
wral bankers. Stability of the international monetary system has reste:
mainly on informal cooperation among the American Federal Re
serve, the German Bundesbank {replaced in 1999 by the Central Eu
ropean Bank}, and the Bank of Japan, which have intervened in cur
rency markets to protect che integrity of the system, prevent financia
wistability, and stabilize exchange rates through secrer agreement:
and sporadic intervention in the market. After the disturbing exper-
ence of hyperflation in the 1970s, wnterbank cooperation has alsc
been employed to suppress inflationary tendencies. However, many
critics, especially on the political lefr, have denounced this interna-
tional alliance of conservative bankers as the cause of high unemploy-
ment and even of the global economic crisis of the late 19905,

Many economists believe that this system of informal cooperation
among central bankers and finance ministers is the best possible solu-
tion to the problems of the international monetary system. They reject
the conrention that Hucruating exchange rares have A negarive impace
on economic affairs and argue that, if this should happen, exchange
rate volartility could be managed through currency hedging and other
techniques. Other economists and central bankers, on the other hand,
believe that the present nonsystem should be replaced by a rule-based
monerary system of more institutionalized cooperation, A serious
problem, they point out, is that there are radical fluctuarions in ex-
change rates that cause uncertainty and thereby inhibir trade and in-
vestment; exchange rate uncertainty also is alleged to encourage such
regional monetary arcangements as the European Monetary Union.”
Many economists and public officials who worry about this and other
weaknesses in the reference range system believe thar a fundamental
reform of the international monetary system is urgently needed.

Since the collapse of the Bretton Woods System of fixed rates, the
issue of fixed versus flexible exchange rates has been central to all
questions of international monetary reform. At the heart of this de-
bate are the “irreconcilable trinity” and the difficult choices it poses
for national governments, In general, economists prefer flexible rares
i order to facilitate international capital movements and adjuscments

* Whether fluctuations in currency values are actually harmful is 2 matrer of debare
amang econontists. For a discussion of the issue, consult Ronald 1. McKinnon and K.
C. Fung, “Floating Exchange Rates and the New Interbloe Protectionism: Tariffs ver-
sus Quotas,” in Dominick Salvatore, ed., Protectionismy and World Welfare (New
York; Camhridge University Press, 19935, 10.
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et ssbsbty dade necessary by economic shocks. Central
bankers and a minority of economists prefer fixed rates in order to
ensure price stability. A number of conservative econormists and oth-
ers prefer a return ro the nineteenth-century gold standard, as it
would eliminate government conerol over monetary affairs and pre-
vent inflation. Most cconomists reject chis proposal because it would
also eliminate the ability of governments ro manage their econonijes
in the case of recession or an economic shock. Whether one prefers
the macroeconomic independence thar comes with flexible rates or
the microcconomic benefis that accompany stable exchange rares i
at the core of this debate,

Argiements for More Stable Exchange Ruates

Advocates of a return 1o more stable exchange rates assert that the
experiment with flexible (floating) rates has failed and rhar flexible
rates have resulted in excessive currency and price volatility, destabi-
lizing international capital flows, and inflationary econonic palicies.
Excessive exchange rate volatility increases uncertainty amd risk in
both international trade and foreign investment and thus impedes in-
ternational economic fntegration. Some experts also argue thar vola-
tility of currency values has decreased the effectiveness of the price
mechanism and of the principle of comparative advantage as tools in
international trade and foreign investment decision-making,

Erratic swings in the three major currencies have oceurred within
® period as short as one or twe years; swings in which some currency
values have varied by as much as 30 1o 40 pereent. For example, the
dollar’s value moved from 250 yen in 1985 to 79 yen in 1995, back
up to 148 yen in 1998, and then down again to 105 in early 2000."
The resulting uncertainty in relarive prices made it almost impossible
to calculate relative costs and comparative advantage, calculations
needed for a marker economy to function efficiently. From such expe-
riences some have concluded that floating rates impose high costs in
economic growth and in the efficient allocation of cconomic re-
sources, even arguing that unstable exchange rates have contribuced
to trade protectionism, These individuals believe tha fixed rates, on
the other hand, provide international discipline over inflationary
monetary policy, reduce uncertainty thar interferes with trade and
investment, and thereby facilicate competition based on comparitive
advantage and efficient capital flows.

" Robert Mundell, “Threar 1o Prospericy,” Wall Street Journal, 30 March 2000,
A3l
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ates are tully aware that eco-
Proponents of more stable exchange rates are fully :1;;:1&. ;‘l:ltum >
nomic and political developments have made impossi \w(j adq e to
th.c type of pepged-rate system laid down ;15 Bretton urt::r.i.mcrm
' i : L weer grea a-
individuals . ate, instead, a compromise bet n :
individuals advocate, in i, bt per nterna.
tional stability and provision of some flexibility for the polic o
vidua : S01ce because government:
individual gove nts. Many are concerned
individual governmen cerned because govemments
: o s and other p
' : ond to economic shocks \ |
need to be able to resp rcks and arher develop-
' ase idea of a conting
s through w schemes based on the
ments through various ¢ idea of a contingene
xchange rate target; the schemes have such labels as f;]nbg_,_c put ad;
cachange o hLE ~ ) WA AUTE rates,
justable exchange rates,” “crawling peg, 11‘1.111.11,&&1“ (\:(;it,-lrbe\’cf the
“adjustable peg,” and “exchange rate rarget mm.sl.l - .;'“ er the
exact tormulation, Nobel Laureate Robert .Nlllllld(. | he lt,(-,bcf.l‘ti(m
i Srary System re s close ¢ :
> intern: al monetary system requires :
more stable internationa ¥ < poperation
] i ch cooperation would enty
oy the three nu ‘urrencies. As such coope
amony the three major cur | \s such coope o ental
restraints an American economic policy, its palitical prosp

promising.

Argruments for Flexible Exchange Rates T
Fixed {stable) cxch;mgc r;}tes allre[ w;al*.r_v coi;lﬁ'cqr: 2:]‘,:::2:;? tl]r:“.“ o

ith huge international financia lows. $¢ nancial flows e
I::Itt:tlmc the principal determinane of exchange r;msl...1“;(;11;15rl:.ix[;lr?;q::}
played by trade flows, Thercforc.. unless a counrry’.m. e
shut itself off from international investment or tir j.w;. tlhi an.npmlc““
ity of an independent nICrocconamic policy {tﬂ“”'gl. oo
of the “irreconcilable trinity "}, it must chcpt‘ ?:11 f,“t e e
A system of tlexible exchange rates prnw.dc};‘l.le. ..1973\ (y means
for economies to adjust to external shocks, h.l e r;}zn 73 rise in ol
D e o ﬂcxibl;_ mtc?lii:;igliﬁ tir‘lit'; ‘f:r bettefto devalue
aces a balance of payments disequi » feis far bester to
it::tc::rlrfncy than rg deflate its economy or resort ta igﬁitilt;::l;(;l:c
The valuc of a currency should be free to changi: soﬂmd.employmcm’
impaortant values, or “real™ varmll)les such\ as vtr:l.;,cs ‘cc cmployment,
need not change. Indeed, the ﬂt‘x1l)|c rites in Lxxls(;e;;’ e in 1972 made
the necessary adjustments easwr.than thc?' wnu .IUM een it there
had been fixed rates, which, dur.mg ?hc oil u‘lSlsI, W(:,ere d::ﬂari(m e
countries to adjust to the price rise cither through se

Capit: ols. ’ o
L.‘Ixfll:}(;?tt: of floating rates argue that they are mhcl:;::;;liy; ;ilc;:)rrll:ﬂz
because the value of a currency acts as a haiar?cmg Tez:;d C.Mhi(m e
rest of the economy, and because flexible rates protect ; |

" Ihid.
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While there mav be some problems of uncertainty and inflation asso-
ciated with flexible rates, reliance on fived rates ro avoid such proh-
lems makes adjusrment both more costly and more difficulr, Many
Argue, moreover, that the costs of Hoating rates have been greatly
exaggperated; they point our that che problem of maonetary uncercainty
can be reduced by private firms' “hedging™ in the foreign exchange
marker,

Monetary expert Barry Eichengreen argues that economic and po-
litical changes have made A return to a system of fived rares Impossi-
bk.' One change is the instirutionalized structure of labor markers
associated with the welfare state, a development thar serioisly re-
stricts the fluidity with which prices and wages can adjust to eco-
nomic shocks, Another importanc change is the increasingly polii-
cized environmene in which domestic maonetary policy must he
formulared: politicization of macroeconomic policy in almest every
democratic country has eroded the credibility of government policies
and he commitment of monetary aurhorities ro pursue noninflation-
ary monetary policy. As the nwenty-first century opened, few govern-
ments could be relied upon to maintain long-term robusr or steadfast
monetary policy, The most importanr change is the greatly increased
mobility of capiral movements around the world thar kas been en-
couraged by deregulation of capital markets, technological develop-
ments, and new fAnancis) nsteuments, all of which have also greatly
limired governmental ability t contain market pressures,

Eichengreen argues thar these economic and political changes have
restricted possible internationy] moneeary arrangements to ¢irher {1)
an mrermational maonetary system hased on freely floating exchange
rates, or (2) monetary unification amang groups of countries ro en-
able creation of single currency areas managed by regional cenrral
banks. Freely Hoaring exchange rares would he AStep away from an
mtegraced, rule-based wurld cconomy, as such an arrngement coyld
have few, if any, rules governing such technical marteers ag exchange
rate adjustment and liquidity crearion. Under such a monetary ar-
rangement, an individual narion could intervene in the market to
guide the floating rate of jts curtency bur could not set and hold to a
targeted value. Therefore, the Mmeans to guarantee a stable internga-
tional monetary system, Eichengreen has argued, 1s complete mone-
tary integration; that is, creation of a single currency managed by a

* Barry I. Eichengreen, International A vIeliny Arrangements for the st Century
{Washington, D.C.. Hroakings institucion, [994),
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central bank. Mowever, as the rwenry—firsrl century apened, the only
effort to achieve monetary unity was that in Western EUI“OPE. .

Many economists and public officials behevg t_har Elchcrlgrcc?ls
analysis is much too pessimistic, and’ few are willing m. glwe uf)ht ::
search for an effective means to stabilize .exchangg rates through a
international menetary authority, international policy coopemn?n, (‘)r
some other mechanism. However, many would undoul_)tcdly agree
that an effective governance mechanism must soon l_)e dewscd[tg man-
age international monetary afrahlrs in ordcrbro a\fozd the re..t ':Im;:;el:
that the monetary system will disintegrate _c;ther into monerar’,\ .1n.1r.
chy similar to the 1930s or will fragment into regional ;lr}'?ng,znlﬁnts
based on such dominant regional currencies as the American dollar,
the euro, or the Japanese ven. A stable intcrnat:una‘l monetary system
must rest on the cooperation of the major economic powers, a situa-
tion thar has not heen easy cither to establish or to mainrain,

g
UNITY OR FRAGMENTATION OF THE MONETARY SYSTEM:

Creation of the European Monetary System (E:MS) and _the com‘mor;
currency (euro) pose a serious threar to the. unity af the Jr}rernatlolzla
monetary system. There is considerable inrerest and d.lsagree?:.:}:
among public officials, economists, and political pundltjs on bo
sides of the Atlantic Ocean and in other parts of rhlc glebe f.(:nclez:r?lng
the implications of the curo for the dollar Fmd the mterr}llatmn.i t.:.(t;}rl]e
omy in general. The most important questions are whether or no e
euro will displace the dollar as the world's prmu;?al. cutjrcnc_va&;r a
the consequences for the United States would be if it did, and how
the euro would affect the functioning and management of.thc interna-
tional monetary and economic system. The large numlljcif of e?e?_l;’(l)fnc[c
and pelitical unknowns surrounding the euro make it rmpow. _:,n:)
provide any conclusive answers to these and other relevant qu.esnf) }, .
Nevertheless, these issues are of such moment for. the furure o ::lw
global economy that they must he ;ldgircssed,'even if anlyftcﬁmiiwh Y.
Throughout the postwar era, the international role o L e. 1111 ar
has been an important feature of the world economy. So‘n}:.w ere
hetween 40 and 60 percent of international financial transactions alre
denominated in dollars. For decades the dollar has also bcerzi ;u:
world's principal reserve currency; in 1?96, thp anlaI1 accounte 1-W:t:r
approximarcely two-thirds of tl_le world's for_mgn exc :m!ge Ir::s:jf [hc
The possibility that the euro will replace the international role 1
dollar as a transaction and reserve currency ha_s b?comf ti.'xtrcmc y
important, particularly for the United States and its financial commu
r¢c
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States has been able o borrow in its own curreney and thus avoid
exchange-rare risks. Many of the dollars in circulation are overseas
in the hands of non-Americans; this so-called “dollar overhang™ of
abour $265 billion is the equivalent of an interest-free loan to the
United States that some have estimated to be worth abour $13 billion
in annwal interest payments, [n addition, American prestige is cee-
tainly enhanced by the international role of the dollar.

Many West European leaders believe that the euro will greatly
strengthen their political position vis-i-vis the United States in inter-
national economic negotiations. The curo could eliminate the nearly
antonuti¢ financing of the American balance of payments deficit and
limit the considerable financial freedom the United States has had to
pursue its independent economic and foreign policies. In addition, a
successful curo could undercut Japan's ambirion to have the yen play
amuch larger role as an international currency. In a global economy
composed of three major currencies, the Japanese fear that the yen
could become the “odd man out.” Growing concern about such a
possibility has, in fact, stimulated Japan to propose a global “cur-
rency triumvirate™ of the dollar, the euro, and the yen, an arrange-
ment that would be managed by the three major economic powers.

The real or wven the perceived threat that the euro could displace
the dolfar could trigger a serious conflict between Western Furope
and the Unired States—and possibly Japan as well, thus creating a
three-way strugple. If a serupgle were to erupt berween the dollar and
the euro similar ro the earlier struggle for supremacy berween the
dollar and sterling in the 1920s and 1930s, considerable economic
and politieal costs could be incurred by such a transatlantic conflict.
The united international monetary system could fragment into re-
gional blocs centered on the curo, the dollar, and, possibly, the yen.
At the beginning of the rwenty-first century, a number of smaller
countries were considering whether to tie their currencies to the cur-
tency of their dominant trading partner,

The possibility of the development of currency blocs arises from
the belfef that currency blocs would reduce exchange rate risk among
nember countries, as is happening in Western Europe; such a change
would be especially important for countries that trade heavily with
one another and was a major reason for creation of the Economic
and Monetary Union (EMU)L"” A common currency could also en-

* Zanny Minton Beddoes, “From EMU to AMU?: The Case for Regional Curren-
cies,” Foreign Affairs 78, no. 4 {July/August 1999): 8-13.



courage a low e of inflation among member countries, provided
that the leading country maintained a low inflation rate; chis was the
case 1n the Exchange Rate Mechanism, where West Germany was the
leading economy. The NAJOr eConomic disadvantage of o currency
bloc or union is loss of national independence in macroeconomic pol-
iey-making. However, the most serious risk in curreney blocs is thar
they could intensify the already strained political relarions among the
United Srares, Japan, and Western Furope,

Frw or Many Nationar, CURRENCIESS

Another possible threar to g unified plobal monetary system arises
from “dollarization™ of national currencies. The term “dollarizarion ™
refers o the decision of a less developed country to tie irs CUrTency
closely to the dollar ar o accept the dollar as iy currencyy Argenting
has chosen the first option and Papama and Ecuador, the second.
More broadly, dollarization refers to the use by one country of any
major currency, including the euro or the ven. For a less developed
country, the purpose of dollarizacion would be to stabilize its cur-
rency and exchange rate and to dampen inflation; dollarization would
also reassure investors thar, in the event of a crisis, they would be
compensated i a hard currency. A number of American policymak-
ers believe that the use of dollars by LDCs would strengthen the doel-
lar againse the enra.

Advocates of dollarization allege thae, in the era of globalizacion
and massive financial transactions across national borders, 1 world
with more than one hundred currencies i grossly inefficient and ¢an-
not possibly continue over the long term. " Dollarization would result
in a reduction of rransaction costs, and this makes dollarization, like
fixed rates and a regional CUITENLy, very attractive to business execir-
fives, The financial and exchange rate crises of the Late 19905 revealed
the valnerability of weaker currencies, By tying these currencies to
stronger currencies, dollarization would stabilize and protect from
market instabilities the weaker currencies of less developed countries.
Nevertheless, despite the apparent actractiveness of dollarization,
many economists believe that it would actually prove harmful to less
developed countries.

" Ricarda Hauwsmann, “Should There Ibe Five Currencies or One Hundred and
Five?™ Farcign Policy, no. 116 {Lall 19949): 65-79.
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The arguments for and against duilari'f.a_tion are simi.l-.lr“m those
for and apainst fixed exchange rates and r‘egfnn-.\l currencies. . Dollar-
ization-enforces fiscal and monerary di‘saplme on the ]e?'s dcv.elf)ped
country and reduces monetary uncertainty. These restraints d_lscgur—
age irresponsible macroeconomic pullcwﬁ.. Moreover, doIlgrrzatlurf.
like a fixed exchange rate, reduces uncertainty and transaction costs,
Most importantly, dollarization would reduce currency spccu];yno&
and the likelihood of financial ¢rises and _of competitive dcvaluann.m.

Although dollarization could be very IMPOCTant, Most ¢conomists
believe that its possible benefits are far outweighed b.y the advantages
of tlexible exchange rates. Arguments against dollarization ;md fora
tlevible exchange rate emphasize that the exchange rate funcrions as
a sateguard tor the real economy. In effect, an exchange rate appreci-
ation or depreciation acts as a shock absorber. For example, a drup
n denand for an economy’s exports can lead to slower cconomic
growrh and increased unemployment. It would then h:e p0§51i11c, 0{
course, to permit wages to fall. However, rhc reduction of wages
across an economy is a long and politically difficuls process. :.\ more
simple solution would be to depreciate the currency, ;lnd. this in tuirn
would decrease the price of the country's exports and increase de-
mand, thereby benefiting the cconomy. One should rcca’ll, however,
that what is good for a major country may nor be' gqod for a smaller
economy. Far example, an LDC whose currency is nf-d to the dollar
mayv wish ro stimulate its economy, whereas the United States may
not wish to do so. Stimulus of the LDC economy would lcm_l o A
reduction of its dellar reserves and eventually cause the expansion of
its economy to stop. In effect, the LDC ties its monetary p.(flll(.‘}’ ?nd
management of its economy to the larger country's pelicies if it

adopts dollarization.

CONCGLUSION

Despite economists’ justified skepticism of dnl?ari?,‘:ltiun ;lnd‘ a dFastrc
reduction in the number of national currencies, it seems mcv:mble
that over the long term, smaller economies will link their curren_cne}e:
closely to their major trading partners. By rhc_ end of the tWEl’lflCt
century, LIDCs were already tying their currencies to the dollar, euro,
or ven. However, this slow-moving development does not necessarily

" Jeffrey Sachs and Felipe Larrain, “Why Dollarization Is More Srraitjacker Than
Salvation,™ Foreign Policy, no. 116 (fall 1999): §0-92.
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il Cltler tar tree carrency blocs will emerge or thar the global
cconomy will fracture, Nevertheless, the possibility that currency
blocs may emerge makes clear the need for improvements in policy
and monetary cooperation among the United States, Japan, and West-
ern Europe. In the meanwhile, public officials, central bankers, and
economists should and do continue to search for a compromise thac
would achieve Keynes’s stated objective for an international monetary
system: that is, international currency stability along with domestic
policy flexibility. Although che cconomics literature is replete with
schemes to achieve these dua] goals, this can happen only if political
cooperation among the major cconomic powers is achieved firse,
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