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PREFACE

International finance is frequently viewed as esoteric, understood
only by a few skilled speculators in the British pound and the
Japanese yen and by a handful of central bankers. In part, the
mystery results from the specialized use of everyday language—
“gliding parities” and “sliding bands,” “support limits” and
“counterspeculation,” “SDRs” and “Eurodollars,” ‘“cross-rates”
and “intervention limits,” “‘tax havens” and “transfer pricing.”
Most of the words seem straightforward, but their meanings and
significance are elusive. The reader is deterred because of the effort
required to learn an esoteric language.

As the jargon barrier is surmounted, a second problem appears
—recognized experts in the field frequently disagree about the
appropriate explanation for the same event. Is the dollar “strong”
because U.S. imports are down due to the recession, or because
U.S. interest rates are high, or because the U.S. inflation rate is
down, or because the U.S. fiscal deficit is $200 billion? Is the gold
price down because the Russians are selling gold, or because inter-
est rates are rising, or because Ronald Reagan’s anti-inflationary
policies are tougher than those of Jimmy Carter? When the United
States reports a trade deficit, the experts disagree about whether
the problem is caused by an increase in U.S. imports of oil, the loss
of a “competitive edge” in U.S. manufacturers, rapid economic
growth in the United States, or the desire of other industrial coun-
tries to maintain undervalued currencies to promote their exports.

And then, even if the experts agree on the analysis, their recom-
mendations for policy actions frequently differ. They can’t decide
whether U.S. interests are better served by remaining with floating
exchange rates or by returning to a pegged exchange rate system.
Some experts, and some presidential candidates, propose an in-
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crease in the monetary gold price—the price at which central
bankers buy and sell gold with each other—and several favor a
return to a nineteenth-century gold standard. A few experts want
to abandon national currencies in favor of a worldwide money,
while others want to eliminate the use of the dollar and gold as
international monies. The reader is left puzzled or bewildered—
and skeptical of the value of expertise.

The International Money Game seeks to break the jargon bar-
rier. Technical issues are presented in a straightforward manner
with minimal use of specialized terms. Concepts are clarified by use
of common metaphor. Explanations are given for why experts
disagree.

This book is now in its fifth edition. Previous editions were
prepared in different economic contexts. The first edition was
completed in the early 1970s as the Bretton Woods system of
pegged exchange rates, established in the mid-1940s to avoid a
repetition of the “beggar-thy-neighbor” policies of the 1920s and
1930s, was breaking down. The international economy was begin-
ning to experience a severe peacetime inflation that had no good
historical parallel in the last several hundred years.

The second edition was completed as the international economy
was moving from boom to recession, one of the most severe of the
postwar period. Movements in exchange rates appeared large, but
it seemed that traders and investors required some time to adjust
to the floating exchange rate system, which had replaced the
pegged-rate system in 1973. Several smaller international banks
failed, and a few larger banks incurred losses in the $50 to $100
million range, usually because of foreign exchange trading. Inter-
national credit flows seemed precarious: the OPEC (Organization
of Petroleum Exporting Countries) countries had large payment
deficits, and the major international banks, bridging borrowers and
lenders, seemed threatened both by the inability of the borrowers
to repay and by the threats of the OPEC countries to shift or
withdraw their deposits.

When the third edition was written in the late 1970s, concern
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had shifted to whether the United States could significantly reduce
its inflation rate. The supply of U.S. dollars was increasing more
rapidly than the demand. Because of skepticism about U.S. price-
level performance, the U.S. dollar had taken a tremendous beating
in the foreign exchange market; in a few years it had lost more than
half of its value in terms of the German mark, the Swiss franc, and
the Japanese yen. The U.S. dollar holdings of central banks in
Western Europe and Japan had increased sharply because private
parties around the world were increasingly reluctant to hold dollar
assets. Suddenly, external factors became an important constraint
on U.S. domestic policy choices. American policymakers were put
on notice that their actions sometimes lacked credibility, and their
need to regain votes of confidence prompted measures that brought
the United States somewhat closer to the next recession. The inves-
tors and traders who set foreign exchange values had their own
Proposition Thirteen referendum, and during the summer and fall
of 1978 they voted no confidence in the credibility of U.S. economic
policies.

In the early 1980s contractive U.S. monetary policies led to a
sharp reduction in the inflation rate. The high interest rates on U.S.
dollar assets that had depressed the housing and auto industries
have led to a sharp increase in the foreign exchange value of the
U.S. dollar, stimulating U.S. imports and depressing U.S. exports.
U.S. unemployment reached postwar highs. Business bankruptcies
were at their highest level since the Great Depression of the 1930s.
There was a smell of financial disaster in the air.

The disaster hit in mid-1982, when Mexico announced it could
no longer pay the interest on its outstanding foreign debt of $90
billion. All of a sudden, the market value of the $800 billion owed
by borrowers in the developing countries was significantly reduced,
perhaps by $200 billion or even $300 billion. Certainly, few inves-
tors were willing to pay sixty or seventy cents on the dollar of good
U.S. money for Mexican or Polish or Argentinian loans. The shock
that triggered the Mexican debt crisis—a decline in the posted
price of oil from $36 a barrel to $29 a barrel—effectively put Penn
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Square, a small shopping center bank in Oklahoma, on the ropes.
Penn Square collapsed, and suddenly the Continental Illinois—the
largest bank between New York and San Francisco—was hit with
a depositor run of $10 billion.

Within the last decade the threat of financial crises has appeared
with increasing frequency. Such crises have blurred the usual dis-
tinction between economics and politics. The Shah appeared tough
on the oil price—and then, as he was forced from power, the future
darkened. The oil price shot up again. Somehow the predicted
disasters have never occurred, for the system has remarkable resili-
ency. But the expectation of future disasters has not abated.

By the mid-1980s the United States was experiencing a major
economic recovery. Employment was up by more than ten million.
The U.S. inflation rate fluctuated between 3 and 4 percent—the
twist was that the inflation rate was declining as employment was
booming. The dark clouds had moved elsewhere—the U.S. fiscal
deficit was about as large as the total federal government budget
a decade earlier, and the United States had the largest trade deficit
ever. The smell of protectionism was stronger in the land than in
any period since the early 1930s.

The question that remains is whether the U.S. economy can
manage to achieve both high employment and reasonable price
stability, and still retain minimal restrictions on international
trade. Changes in exchange rates are inevitable because national
economic policies diverge and national economic interests conflict.
These exchange rate movements are much sharper and much
larger than changes in relative national price levels might suggest.
At times the U.S. dollar is substantially undervalued, at other times
it is greatly overvalued. The ups and downs of the dollar are part
of the transition of the international monetary system from its
U.S.-centered, dollar-oriented phase to a more decentralized sys-
tem. The efforts of other industrialized countries to devise rules to
limit the external impact of U.S. economic policies and to lessen
the dominant U.S. international role will intensify, for monetary
reform is a political process designed to accommodate changes in
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economic relationships. As long as national interests diverge, crises
are certain; the uncertainty is their timing and form.

This revision of The International Money Game again provides
an opportunity to reflect on recent events. The breakdown of the
system of pegged exchange rates was inevitable once the world
price level began to increase at rates approaching 10 percent a year.
A pegged exchange rate system is incompatible with world mone-
tary instability. The “date of no return” for the move to floating
exchange rates occurred early in 1969, soon after Richard Nixon
became president. If the United States had successfully obtained a
change in the alignment of exchange rates then, and had adopted
measures to ensure that the new structure of rates would be effec-
tive, the payment imbalances in 1970 and 1971 would have been
modest, there would not have been an explosion in money supply
growth outside of the United States, the world inflation of the
1970s would have been much less severe, and much of the instabil-
ity of the 1970s might have been avoided.

One reason these adjustments were necessary was that inflation
rates in the major countries were high and variable. Another was
that Germany and Japan had regained roles in the world appropri-
ate to their economic size and power. In both cases the foreign
exchange values of their currencies had been set twenty years
earlier, when they were still occupied by the allied powers and still
far from regaining their full productive potential. Finally, a change
in monetary arrangements might have helped other countries cope
with the retreat of American power. Yet the magnitude of the
instability seems substantially larger in the obscure units in which
such things are measured. Small policy errors appear to have major
impacts. The explanation lies in the close links among national
financial markets and in the ease with which billions of dollars are
moved internationally. In one hour in February 1973, the Bundes-
bank was obliged to buy $6 billion; today, a busy day’s trading in
the foreign exchange markets easily exceeds $100 billion.

The mid-1970s proved to be a period of much greater instability
than had been foreseen. Floating rates, while not yet the disaster
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that some of the critics had suggested, had proven to be far less of
a panacea than the proponents had thought. The smooth, gradual
adjustments predicted by the proponents of floating rates did not
materialize. The movements in exchange rates were sharper, and
were within a substantially larger range, than had been anticipated.
Moreover, the dominant position of the U.S. dollar has declined.
Already there appears to be a reorganization of financial relation-
ships in the international economy—the system centered around
the dollar is breaking down, and from time to time a new currency
bloc centered around the German mark and the Swiss franc
strengthens. Whether there is a closely linked relationship between
inflation and the rearrangement of financial relationships among
the major countries remains conjectural and is not likely to be
resolved until the sixth edition of this book—or the seventh.

The decline in the U.S. inflation rate presages greater monetary
stability. Yet greater price stability has shifted world concern to the
ability and the willingness of the developing countries to make
their external debt service payments on schedule, and to the ability
and willingness of the industrial countries to arrest the trend to-
ward higher trade barriers. So stability at the center may have
accelerated the tendency of the system—or the arrangements—to
fragment.

Several individuals have been important in the writing of this
book. Martin Kessler provided the necessary condition, for he
suggested that serious economic concepts could be discussed in a
relatively light manner. And Fran Miller provided the sufficient
condition; she cheerfully typed the N drafts of the first edition.
Without her encouraging feedback, the project would have stalled
with the N — (N —1) draft. Venita House has provided marvelous
support for this edition.
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PART 1

The International
Money System:
Politics and

Economics



The Name of the Game
Is Money

International finance is a game with two sets of players: the politi-
cians and bureaucrats of national governments, and the presidents
and treasurers of giant, large, medium-large, medium, medium-
small, and small firms and banks. The government officials want
to win elections and secure a niche in the histories of their coun-
tries. Some aspire to get their portraits on the money. The corpo-
rate presidents and treasurers want to profit—or at least avoid
losses—from changes in exchange rates, changes that are inevitable
in a world with more than one hundred national currencies. And
the bankers, especially the foreign exchange traders in the banks,
seek gains from volatile movements in exchange rates.

Under the pegged-rate system, the authorities in different coun-
tries disagreed over which country should take the initiative in
changing the national currency price, so that the necessary change
was frequently long delayed. From 1970 on, for example, it seemed
obvious that, at a price of 360 Japanese yen to the dollar, the yen
was too cheap in terms of the dollar; either the Japanese would
have to reduce the yen price of the dollar or the Americans would
have to raise the dollar price of the yen. In either case, Japanese
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I / THE INTERNATIONAL MONEY SYSTEM

autos would cost more in the United States—and fewer U.S. work-
ers in autos, steel, and textiles would lose their jobs because of
imports from Japan. Eventually, the U.S. government took the
initiative and forced a revaluation of the Japanese yen in August
1971—in an event recorded in Japanese monetary history as Nixon
Shocku. Three times in ten years (in 1961, 1969, and 1971) Ger-
many raised the price of the mark in terms of the dollar to reduce
its balance-of-payment surpluses. The Germans acted out of self-
interest—they wanted to reduce both inflationary pressures and the
likelihood that substantial numbers of American troops would be
withdrawn from Europe to reduce the U.S. payment deficit. In the
1960s, French president Charles de Gaulle bought $2 billion worth
of gold from the U.S. Treasury to force the United States to double
the U.S. dollar price of gold, a move that would have benefited his
domestic supporters, restored the prestige of France and its record
of monetary stability, and demonstrated that the U.S. dollar was
a weak currency and the United States an untrustworthy ally. The
change in the dollar price of gold that he anticipated was delayed,
but a first step in that direction occurred in 1971, when the U.S.
dollar price of gold was raised to $39 an ounce, and a second step
in 1973, when the price was raised to $42 an ounce. Private parties
increasingly ignored the official price, and bid the price to nearly
$200 an ounce in 1974 and then to $970 in January 1980.
Beginning in March 1973, the major industrial countries aban-
doned the system of pegged exchange rates that they had relied on
for most of the twentieth century; since then, the foreign exchange
value of their currencies has been set by market forces under the
floating exchange rate system. The price of the dollar in terms of
the European currencies and the Japanese yen has varied exten-
sively. Paradoxically, official intervention in the exchange market
—purchases and sales of foreign exchange by national monetary
authorities like the Bank of England and the Bank of Japan—has
been much more extensive with the floating exchange rate system.
Business fortunes are made on the ability to forecast changes in
the values of national currencies. In contrast, political futures be-
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1 / The Name of the Game Is Money

came frayed as a result of these changes. Under a pegged rate
system, the national monetary authority “fixes” the foreign ex-
change value of its currency—for a while. The direction of the
change in currency parities (and, frequently, the approximate
amount) was predictable. What was less readily predictable were
the dates when the change would occur. At one time, periodic
cycles could be discerned. The British pound was devalued in 1914,
1931, 1949, and 1968; it began to seem that there was an eighteen-
year cycle. But the cycle was interrupted by sharp depreciation of
the pound in 1975 and 1976. The French franc has generally been
devalued every ten years—in 1919, 1939, 1949, 1959, 1969, and
1982 and 1983.

Devaluations and revaluations came much more frequently in
the late 1960s and early 1970s than in previous decades. Exchange
rate crises in each country occurred in November 1967 (British
pound), May 1968 (French franc), September 1969 (German
mark), June 1970 (Canadian dollar), May 1971 (German mark,
Dutch guilder, and Swiss franc), August 1971 (Japanese yen, Brit-
ish pound, and French franc), and June 1972 (British sterling and
Italian lira). The increased frequency of such changes in exchange
rates was closely associated with inflationary financial policies and
the inability of countries to agree on an acceptable rate of inflation.

Movements in the exchange rates since the demise of pegged
rates are clearly illustrated by sterling (see figure 1.1), which de-
preciated from $2.00 to $1.55 in 1976 and then, in 1977, ap-
preciated to $1.97. By the end of 1979, with the run on the U.S.
dollar, sterling had climbed to $2.40. By the end of 1982, sterling
had depreciated to $1.50; in mid-1985, the British pound was
nearly at parity with the U.S. dollar. Swings in the Japanese yen
have been nearly as extensive—in 1973, the yen climbed to 265 yen
to the dollar; in 1975 it depreciated to over 300. By 1978, however,
the yen had reached 175; it was worth twice as much as it had been
three years earlier. By the autumn of 1982, the yen had fallen again
to 275 yen to the dollar, and by the winter of 1985, the yen was
back to 200.
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1 / The Name of the Game Is Money

The relations among countries and the positions of political
leaders within those countries are affected by movements in ex-
change rates and the various measures adopted to reduce payment
imbalances. During the 1960s, Germany had large payment sur-
pluses and the United States had the counterpart, large payment
deficits. U.S. pressure on the German government to take measures
to offset the foreign exchange costs of keeping American troops in
Germany forced the downfall of Ludwig Erhard as German prime
minister. And the 10 percent import surcharge adopted by the U.S.
government in August 1971, followed by the 17 percent revalua-
tion of the yen, advanced the date of Prime Minister Sato’s resigna-
tion in Japan.

British governments—especially Labour governments—resisted
devaluing the pound in the 1960s because of the perceived costs in
domestic support. The Labour party had been in power when the
sterling was devalued in 1931, and Labour was again in power at
the time of the 1949 devaluation. (Paradoxically, the constituency
of the Labour party almost certainly benefits when the pound is
devalued.) The inevitable devaluation of the pound that should
have occurred in 1964 was delayed until 1967. In 1974, even
though its currency was floating, the British would not allow mar-
ket forces to determine the value of their currency, and they interv-
ened actively to support its value; as their ability to maintain its
value diminished, they permitted it to depreciate.

Throughout the 1960s, the U.S. government was extremely re-
luctant to recognize that an increase in the U.S. dollar price of gold
was necessary. This change, when finally undertaken, was forced
by foreign monetary authorities, especially those in Great Britain
and France. Changing the price of gold was much more than a U.S.
problem. All countries with large gold holdings were involved, for
the change redistributed wealth among countries.

Finance ministers everywhere are continually concerned with
changes in the price of their currencies relative to the dollar. They
are also concerned with the price relationship between their cur-
rencies and gold. In the late 1970s, European governments com-
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I / THE INTERNATIONAL MONEY SYSTEM

plained that the U.S. dollar was too weak, and that U.S. exporters
had a tremendous competitive advantage in international markets.
In the early 1980s, the foreign finance ministers complained that
the U.S. interest rates were too high, which greatly handicapped
their ability to follow policies that might offset their own high
levels of unemployment. Part of the job of being a finance minister
in Europe involves complaining about U.S. policies.

Similarly, whether the Japanese yen price of the U.S. dollar
should be raised involves not only the United States and Japan but
also the many other countries that are customers of or competitors
with Japan. Volkswagen’s profits vary inversely with the foreign
exchange value of the yen, even though few Volkswagens are sold
in Japan; when the yen is weak, Japanese auto firms have a tremen-
dous competitive advantage in international markets. When the
yen is strong, the export competitiveness of Japanese auto firms is
lower.

Changes in exchange rates redistribute payment surpluses and
deficits and, therefore, jobs and profits among workers and firms
in different countries. The immediate consequence of a stronger
yen was to lower profits and wages (or at least wage increases) in
Japanese export industries and to raise profits and permit more
rapid wage increases in the competing U.S. industries. In 1974,
Volkswagen reported a loss of $350 million, partly because the
appreciation of the mark meant a sharp rise in the dollar price of
Volkswagen automobiles. Volkswagen’s share of the U.S. market
for imported cars dropped from 70 to 25 percent. When the yen
depreciated, the profits of Japanese automobile companies in-
creased sharply, for the yen equivalent of the U.S. selling price
increased.

Exporting national problems is a classic form of international
behavior. Foreign votes do not count in domestic elections. The
political costs of domestic measures that might solve an unemploy-
ment problem, an inflation problem, or a “depressed industry”
problem are higher than the political costs of exporting the prob-
lem. Yet one country can export its problems only if some other
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1 / The Name of the Game Is Money

countries import them—unwillingly if not willingly. During the
Great Depression, nations sought to export their unemployment
with “beggar-thy-neighbor” policies, raising import tariffs and
devaluing their currencies. Few countries were—or are—eager or
willing to import unemployment.

The Politics and Technology of Money

The politics of international money is decentralized. Each of the
one hundred countries producing money has its own national inter-
ests and objectives. Each central bank wants to control the rate at
which its money supply grows so as to achieve its own objectives.
Because the objectives and economic structures of countries differ,
so do their preferred rates of monetary growth differ.

The international monetary system must somehow accommo-
date these divergent national policies. International institutions
such as the International Monetary Fund (IMF) in Washington,
the Bank for International Settlements (BIS) in Basel, Switzerland,
and the Organization for Economic Cooperation and Development
(OECD) in Paris seek to provide a coordinating mechanism for
national monetary policies. The forms of international financial
coordination vary: central banks borrow from each other when
their holdings of foreign currencies decline, ministers of finance
meet annually at the IMF, and some steps have been taken to
develop substitutes for gold in central bank holdings of interna-
tional reserve assets. Such coordination, while useful as a counter
to the decentralized decisions of national governments, is not an
effective substitute for centralized decision making.

The “rules of the game”—the set of commitments that countries
have accepted—also may not be effective in setting patterns for
national policies. These rules seek to ensure that the conflicts
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among the nations’ authorities are resolved in accord with estab-
lished procedures. When the rules constrain national policies,
countries sometimes ignore the rules unilaterally and search for
legal justification later, as did President Nixon when he suspended
the U.S. Treasury’s gold transactions in August 1971. During the
1970s, the rules and procedures governing exchange market prac-
tices of central banks eroded and monetary practices were increas-
ingly based on ad hoc decisions. Exchange crises were less frequent,
yet conflicts involving currency values became more severe. And,
at the same time, trade barriers that favored domestic producers
were adopted with greater frequency, despite the cost advantages
of foreign suppliers.

Firms and individual investors play their own games against this
background of changing values for national currencies in the for-
eign exchange market. They borrow currencies that they expect to
fall in price, and lend currencies that they expect to rise. In the late
1960s and early 1970s, sharp foreign exchange traders and corpo-
rate treasurers earned millions of dollars—as well as German
marks and Swiss francs—for their companies by correctly an-
ticipating changes in exchange rates. Between 1967 and 1972,
profits from such exchange rate speculation probably reached $5
billion. Some major international commercial banks reported
profits of $50 million in a quarter.

Not all corporate treasurers, however, participated in these
profits. In the 1960s, some of them believed the statements of the
authorities that parities would not be changed, invested accord-
ingly, and lost their jobs—and others deserved to. During the
mid-1970s, some firms reported losses in the tens of millions be-
cause of changes in exchange rates. The corporate treasurers of
international firms are supposed to know all about profiting from
differences in interest rates in various countries, from changes in
exchange rates, and from the misfortunes of ministers of finance.
If foreign exchange traders for the central banks achieve high
profits from their trading activities, other participants in the for-
eign exchange market must be incurring losses.
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Many foreign exchange traders developed great confidence in
their ability to predict changes in exchange rates during the
pegged-rate period. Their confidence led them to continue specu-
lating on a large scale during the period of floating exchange rates.
Some did well, some did not—Banque du Bruxelles reported losses
of $60 million; Franklin National, $42 million; Herstatt, $400
million. These were the last losses ever reported by Franklin and
Herstatt, for these losses forced them into bankruptcy.

In addition to predicting exchange rate movements, the interna-
tional money game involves firms and individuals circumventing
the regulations of their countries. Indian peasants hoard gold be-
cause they believe gold is a better store of value than the rupee.
Shoppers in Warsaw carry U.S. dollars. American banks establish
branches in London and Nassau to avoid the regulations of U.S.
monetary authorities. Italian investors carry suitcases loaded with
lira notes into Switzerland because they want to reduce the tax bite
of their government. All of these moves are designed to protect
wealth and increase personal income.

One view about the game—a view reinforced by the daily news-
paper columns—is that changes in currency values and interna-
tional business competition are independent of each other. A com-
peting view—the view of this book—is that these events are related,
and that patterns of international trade and investment are affected
by changes in the exchange rates.

Bernie Cornfeld, an American hustler in Paris in the 1960s, took
the U.S. mutual fund industry to Europe, sold shares in U.S. firms
to Europeans, and, for a brief period, beat the European financial
establishment at its own game. U.S. companies compete aggres-
sively in Canada, Europe, and Latin America, buying out some of
their host country competitors and forcing others into insolvency.
Machines Bull, the last independent French-owned computer firm,
could not survive in the competitive international league because
the world price level for computers, set by IBM, was too low
relative to French production costs. Nor could Rolls-Royce con-
tinue to compete in jet aircraft engines, for the prices set by its U.S.
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competitors—General Electric and the Pratt and Whitney division
of United Technologies—were too low relative to British produc-
tion costs. British Leyland, the largest auto firm in Great Britain,
was forced into bankruptcy because British costs were rising much
more rapidly than was the world price of automobiles.

The drama of international finance reflects the contrast between
the politics and the technology of money. All of the financial assets
in the world—currency notes, bank deposits, government bonds,
mortgages—are denominated in one national currency or another.
The advantages of having a national money are rarely questioned.
To some they may seem intuitively obvious. A national money, like
a national airline, a steel mill, and a branch of the Playboy Club,
brings prestige. Control of the production of a national money also
brings profit. Kings and presidents finance wars in Algeria and
Vietnam and build monuments to themselves with newly produced
money. Debasement of this money, reducing its purchasing power,
occurs worldwide as an indirect or backdoor form of taxation.
Taxation through the printing press and inflation is easier and less
messy than raising tax rates; the inflation tax appears hidden, for
a while. Sovereigns manipulate monetary policy because they want
to secure full employment, speed growth and development, or
accomplish some other worthy objective that will win the approval
of their constituents.

Central bankers and finance ministers may not be able to make
their country’s economic policies effective unless they can isolate
their national market for money and credit from the international
market for money and credit. The U.S. military draft provides an
analogy: if too many potential draftees move to Canada or fail to
register, the draft would not be effective. Similarly, if too many
holders of U.S. dollar assets or British pound assets or French franc
assets anticipate the actions of the authorities and move their
money abroad, their governments’ policies are frustrated.

Over the last several decades, the links among national monies
have become even stronger as a result of changes in technology. As
the cost of transportation and communication across national bor-
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ders continues to diminish, the effectiveness of national monopolies
in the production of money declines. As knowledge about foreign
investment opportunities grows and the cost of taking advantage
of these opportunities declines, differences in national monetary
systems become increasingly important.

In an isolated world, kings had monopoly power over their
subjects’ monies; there was no other place to send their wealth and
no other currency in which they might hold their assets to escape
the sovereign’s tax. So the politics of money was largely national.
But the monopoly power of kings and presidents is declining, and
the constituents of various governments are adjusting to this new
world more rapidly than are the governments themselves. Govern-
ments frequently need international agreements to revise estab-
lished institutions, and negotiating these agreements takes years.

Today, because of low-cost transportation and instantaneous
communication, the several national markets for monies, bonds,
deposits, and shares denominated in the various currencies are, in
fact, more nearly parts of one international market. At any given
moment, the price of IBM shares in Amsterdam and the price of
IBM shares in London—and in the other foreign centers where
IBM shares are traded—differ by only pennies from the New York
price. Stockbrokers buy these shares in the centers where they are
cheap and sell them where they are dear to profit from the differ-
ence, thus keeping the prices in line. The technology of money is
international.

The Plan of This Book

The first part of the book examines the structure of national mo-
nies, focusing on the tension between economic pressures toward
integration of national monetary policies and political pressures
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toward decentralization. The concern throughout is with the basic
components of the international financial system—gold, the dollar,
the foreign exchange market, the Eurodollar market—and with the
problems created by changes in the price of oil and the inflation
rates.

The second part of the book discusses some of the direct and
indirect consequences of segmenting the world into one hundred
currency areas. Each chapter focuses on a particular issue. Thus,
the chapter on taxation considers the impact of differences in na-
tional taxes on the competitive position of firms based in various
countries. The chapter on commercial banking asks whether banks
in the United States, Europe, or Japan will have a competitive
advantage in the international marketplace, as the technology of
the banking industry changes so that the distance between banks
and their customers becomes less important. The rise and fall of
Bernie Cornfeld is generally seen as a tale of a swashbuckling
entrepreneur; chapter 17 shows that the setting for his success and
his failure—Europe—reflected financial events in the United
States.

During the last hundred years, changes in technology have
widened the marketplace for goods, services, and securities. For
generations the market was smaller than the nation-state. The
expansion of the boundaries of the market beyond the fixed
boundaries of the state has threatened the viability of national
economic independence and the future of many national indus-
tries. Adjustments to the problems created by efforts at national
monetary independence are inevitable, but the form the adjust-
ments will take is indeterminate. One adjustment involves harmo-
nizing national policies to reduce the competitive advantage, or
disadvantage, encountered by firms in various countries as a re-
sult of policy differences. Firms in various countries would then
be equally able to compete—and to fail. The scope of indepen-
dent national financial policies would be narrowed. The alterna-
tive adjustment involves protecting national firms against more
successful foreign competitors. A variety of discriminatory barri-
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ers could block the movement of goods and capital, thus protect-
ing the efficacy of national policies.

Both types of adjustment are likely. Yet twenty, fifty, perhaps
even one hundred years from now, the problems created by the
multitude of national monies will remain. For inevitably, the na-
tional authorities will manage their economies and develop regula-
tions for their national constituents. And firms and investors will
seek to profit from differences in national regulations and national
policies.
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A System Is How
the Pieces Fit

The goal of every science is a conceptual model that shows how the
pieces of its universe are related. An economist who seeks to be-
come the Copernicus or the Einstein of the international financial
system finds the task complicated because this system has changed
substantially in the last hundred years. And in the last decade the
pace of change has quickened.

Before World War I the system was described as the “gold
standard.” Then a change in concept led to a change in name, and
“gold exchange standard” became the applicable term for the ar-
rangement for a few years between World Wars I and II. From
1947 to 1971, the term “Bretton Woods” was applied to exchange
market and reserve arrangements. Since 1971 the system has be-
come a mixed set of arrangements to which no name has yet been
attached. Indeed, in the absence of a descriptive term, it is some-
times called the “post-Bretton Woods system.”

These changes have been more than cosmetic, for the systemic
relationships among the key components—the mechanisms for
setting exchange rates and for supplying the money that central
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banks in different countries use in payments with each other—were
also revamped.

Changes in the system have usually been precipitated by a crisis
over the relative values of different national monies, when the
established arrangements for financing payment imbalances are
about to break down. Thus, the move to the gold exchange stan-
dard after World War I reflected a prospective shortage of gold in
the 1920s. That system failed during the Great Depression because
of too-frequent changes in exchange rates. And the Bretton Woods
system collapsed in 1971 because it was unable to cope with the
larger payment imbalances generated by inflation in the United
States. The pattern is one of crisis, breakdown, and innovation.

The Copernicus of the international financial system must re-
solve two issues. First he must develop a model of the relationships
among the major components of the system: the foreign exchange
market, in which national monies are traded; the monetary and
fiscal policies of various countries; and the supply of international
monies, like gold. Then he must explain why these relationships
change over time, and whether these changes follow a pattern or
are random. This chapter discusses the relationships among these
components, while the next chapter reviews the changes in the
arrangements over the last one hundred years.

One of the Pieces: The Foreign Exchange Market

International transactions have one common element that distin-
guishes them from domestic transactions: one of the participants
must deal in a foreign currency. When an American buys a new
Toyota automobile, he pays in either U.S. dollars or Japanese yen.
If he pays in dollars, the Toyota company must convert the U.S.
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dollars into Japanese yen. If the Toyota company receives payment
in Japanese yen, the buyer must first exchange the dollars for yen.
At some stage in the chain of transactions between the American
buyer and the Japanese producer, there is an inevitable transaction
when dollars must be converted into yen, since Toyota pays its
labor force and its suppliers in yen, while the American buyer
receives his salary in dollars.

The foreign exchange market is a market in national monies; the
exchange rate is the price in this market. There are two basic types
of exchange rate systems—two basic ways of organizing this mar-
ket. One involves floating exchange rates: the price of foreign mo-
nies in terms of domestic money rises and falls in response to
changes in supply and demand, much as the prices of shares on the
New York and London stock exchanges or the price of wheat on
the commodity market rise and fall. As U.S. residents pay for their
Toyota cars, their increased demand for yen leads to an increase
in the dollar price of the yen or, what is the same thing, a decrease
in the yen price of the dollar.

The concept of a floating exchange rate system is simple: the
exchange rate or price moves freely in response to market forces
of changing supply and demand. National governments may par-
ticipate in the exchange market to raise or lower the price of their
currency; they might seek to dampen daily or weekly movements
in the exchange rate.

Despite the simplicity and neatness of the concept, few countries
have permitted their currencies to float for extended periods.
Among developed countries, Canada has the longevity record for
using a floating rate (1950 to 1962, and 1970 to the present).
Lebanon holds the record for developing countries (1950 to the
present). On three occasions, a substantial number of countries
have used the floating-rate system at the same time. The first was
after World War I, between 1919 and 1925, when most European
countries were adjusting to the inflationary impacts of the war. The
second time occurred between August and December in 1971,
when most Western European countries and Japan permitted their
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currencies to float as an interim measure: they anticipated that the
prices of their currencies would rise in terms of the U.S. dollar.
Finally, the currencies of the major industrialized countries have
been floating since early 1973. One distinguishing characteristic of
the recent period is that central bank participation in the foreign
exchange market has been much greater than it was in the two
previous periods.

The alternative to a floating exchange rate is a pegged-rate sys-
tem. This system has two main features. First, the government
authority, usually the central bank, limits variations in the prices
of foreign monies in terms of its own national money within a more
or less narrow range. The price at the center of this range is the
parity, or peg, or central rate for the currency, a reference point
for the price of domestic currency in terms of some other asset. At
one time, most currencies were pegged to gold. For more than one
hundred years the historic peg for the U.S. dollar was $20.67 per
fine ounce of gold; the $35 parity was adopted in 1934. Alterna-
tively, some countries use the currency of another country as the
peg; the Mexican peso was pegged to the U.S. dollar from 1953 to
1975. After 1945 most foreign countries pegged their currencies to
the U.S. dollar.

The second feature of a pegged-rate system is that on occasion
—perhaps once a generation, or once a decade, or once a year, or
once a month—the government may change the peg for its cur-
rency, as the British did when they altered the U.S. dollar price of
the British pound from $2.80 to $2.40 in November 1967 and then
to $2.60 in December 1971.

Pegged-rate systems are more complex than floating-rate sys-
tems, for the authorities must limit variations in the price of their
currencies in the foreign exchange market so that the market price
does not differ significantly from the parity. Usually each central
bank buys its own currency to prevent its price from falling subs-
tantially below the peg, and sells its own currency to prevent its
price from rising substantially above the peg. The boundaries
within which the market price of the currency may vary before the
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central bank is obliged to intervene are known as the support
limits, or margins. For example, the Bank of England bought the
British pound in exchange for U.S. dollars when the demand for
the pound was weak, thus limiting the decline in the price of the
pound in terms of the dollar. And the Bank of England sold the
pound when the demand was strong, to limit the increase in the
price of the pound. In the 1960s, when the pound was pegged at
$2.80, the support limits were $2.78 and $2.82, or about 75 percent
on either side of the parity. When the pound was pegged at $2.60
at the end of 1971, these limits were widened to 2.25 percent, or
to about $2.54 and $2.66.

Under pegged-rate systems, countries incur payment imbalances
—payment surpluses and payment deficits—that reflect the central
bank’s transactions in the foreign exchange market. A payment
surplus occurs when the central bank sells its currency in the
foreign exchange market and buys gold or other international mo-
nies (the concept of international money and the assets counted as
international money are discussed later in this chapter). Con-
versely, a payment deficit occurs when the central bank buys its
currency and sells international money.

From time to time, the authorities in each country must change
the value of its parity to reduce a payment deficit or surplus. A
country with a payment deficit devalues its currency by increasing
the price at which it buys and sells foreign money in terms of its
own money. Conversely, a country with a payment surplus reval-
ues its currency by reducing the price at which it buys and sells
foreign monies.

During the 1960s, as in earlier periods, most countries were
reluctant to change their parities (the basis of their concern is
discussed in chapter 4), despite large payment imbalances; thus the
pegs tended to remain sticky—they were changed only with great
difficulty. Still, measures had to be taken to limit payment deficits.
So governments raised taxes and imposed controls on foreign pay-
ments, and they also subsidized exports. Some importers found
that they had to pay more for foreign exchange than they would
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have if the currency had been devalued. In effect, such controls
devalued the currency on a selective, “backdoor” basis. Con-
versely, countries with large payment surpluses reduced controls
on foreign payments rather than revalue their currencies.

In the decades since World War II, exchange rate pegs have
been changed more than one hundred times, an average of slightly
more than one change per country. But this average for all coun-
tries obscures large differences in behavior among countries. Sev-
eral countries have maintained the same peg throughout this pe-
riod, while a few have changed their peg every six or eight weeks
for eight or ten years.

Central bank transactions in the foreign exchange market under
a pegged-rate system are the counterpart of changes in the ex-
change rate under a floating-rate system—they match the demand
for foreign exchange with the supply. If a central bank does not
intervene in the exchange market under a floating-rate system,
payment surpluses and deficits would not occur; the exchange rate
changes to balance supply and demand. The floating-rate system’s
equivalent of a payment deficit is an increase in the price of foreign
monies in terms of domestic money.

Although the two exchange systems are by no means identical,
the distinction between them can become fuzzy, for the more fre-
quently the exchange rate pegs are changed, the more nearly the
pegged-rate system resembles a floating-rate system. Conversely,
the more frequently authorities in countries with floating exchange
rates intervene in the exchange market to dampen the movements
in the foreign exchange price of their currency, the more nearly the
floating-rate system resembles the pegged-rate system.

Changes in the exchange rate pegs and variations in the price of
foreign exchange under the floating-rate system are not economic
accidents. Such changes are primarily results of differences in the
monetary and fiscal policies of various countries; they are also the
results of major disturbances like crop failures and oil price in-
creases.
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Other Pieces: National Financial Policies

One approach to the formulation of national monetary and fiscal
policies involves managing these policies so that the existing ex-
change rate peg can be maintained. A competing approach is to
aim these policies in the direction of full employment, price stabil-
ity, rapid economic growth, or financing government expenditures.
If the second approach is followed, then changes in the exchange
rate are necessary; the authorities may either opt for a floating rate
or alter their exchange rate peg and their controls of international
payments as frequently as necessary.

The monetary policies of the central bank and the fiscal policies
of the national treasury have a major impact on each country’s
international financial position, affecting, for example, whether a
country with pegged rates will be in deficit or surplus or whether
a country with floating rates will find the price of its currency rising
or falling. Monetary policy changes the amount of money held by
the public; central banks increase or reduce the money supply to
induce changes in the public’s spending for goods and services.
Fiscal policy involves changes in the government’s expenditures
relative to its revenues. Monetary and fiscal policies are manipu-
lated to help governments achieve their employment, income, and
price level objectives.

Changes in monetary and fiscal policies affect a country’s pay-
ment balance by altering the demands of domestic residents for
foreign goods and foreign securities. These policies lead to changes
in national income; the demand for foreign goods increases when
national income increases, while exports may increase less rapidly
or even decline. Moreover, the change in income may cause domes-
tic prices to increase. If prices of domestic goods rise relative to
prices of foreign goods, the country’s international competitive
position becomes less favorable—imports increase even more ra-
pidly while exports increase even more slowly. Monetary and fiscal
policies also cause changes in interest rates; as domestic interest
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rates rise relative to interest rates abroad, the demand for foreign
securities falls, while exports of domestic securities may increase.

Some countries change their exchange rate pegs relatively infre-
quently because their monetary and fiscal policies are geared to-
ward maintaining a particular peg. Haiti holds the longevity record
—the Haitian gourde has been pegged at five to the U.S. dollar
since 1907. The Haitian record is no accident; Haiti’s monetary
and fiscal policies have been geared toward maintaining a fixed
parity. Similarly, the Mexican peso was pegged to the U.S. dollar
for more than twenty years, from the mid-1950s to the mid-1970s;
the central objective of Mexican monetary policy was to keep the
peso at 12.5 pesos to the dollar. In the early 1970s, Mexican mone-
tary policy became much more expansive, and eventually the more
rapid increase in the Mexican price level compared to that of the
U.S. led to a progressively larger payment deficit, so the established
parity was no longer viable.

In contrast, Brazil, Israel, and Denmark change their parities
frequently because they direct their monetary and fiscal policies
toward domestic objectives, whether they be economic growth, full
employment, or fighting wars in the Sinai and the Golan Heights.
For these countries the retention of a particular exchange rate peg
is neither an important policy objective nor a significant constraint
on the choice of domestic policies. Thus, Brazil adjusts its mone-
tary and fiscal policies to maintain a rapid rate of economic growth,
Israel to finance its defense expenditures, and Denmark to pay for
its welfare programs. Instead of adjusting its domestic economy to
the prevailing exchange rate peg, each of these countries adjusts its
exchange rate peg so that international payments and receipts will
be roughly equal. The monetary policies of these countries are
independent of their balance-of-payments positions.

The objectives of national economic policies change over time.
U.S. history provides a good example. During the Civil War mone-
tary policies in both North and South were highly expansive, and
both Union and Confederate governments printed large supplies of
bank notes to finance their war expenditures. Commodity prices
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rose rapidly. After the war the U.S. government pursued deflation-
ary policies. The objective was to peg the dollar at its prewar parity
with gold—which finally happened at the end of 1878.

During World War I, as during the Civil War, the money supply
grew rapidly; again commodity prices increased sharply. Price
stability did not become an important objective of U.S. policy until
the 1920s. Substantial up-and-down price-level variations, tolera-
ble in the largely agricultural society of the nineteenth century,
were unacceptable in an industrial society because falling prices led
to large increases in the rates of business failure and unemploy-
ment. During World War II full employment became an important
objective of national policy. In the 1950s, largely in response to the
threat of Soviet economic and technological achievements, eco-
nomic growth became an important objective. The realization of
the Great Society—raising the economic welfare of the millions of
Americans who lived below the poverty line—became a prime
objective in the mid-1960s. Shortly thereafter, the preservation of
freedom and the stability of the dominoes in Southeast Asia meant
that security expenditures went to the head of the list. In the late
1970s the emphasis was on getting the U.S. economy and the world
economy moving again. And in the early 1980s the objective was
a return to monetary stability. As these U.S. objectives have
changed, so have the targets for monetary and fiscal policies.

Several themes emerge. Wars lead to inflation, and inflation
leads to large payment deficits. No payment imbalance can persist
forever; ultimately an adjustment is needed. As populations have
become industrial and urban, governments have become increas-
ingly concerned with economic welfare. Full employment, rarely
a problem in an agricultural economy, became a matter of crucial
importance as U.S. society became increasingly urban. The fiscal
role of governments has increased; taxes in some countries now
amount to 50 percent or more of national income. As expectations
of higher living standards have become more widespread, raising
the economic growth rate has become increasingly important as a
national objective.

National economic policies have stressed domestic objectives in
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recent years. Thus much less importance is attached to a particular
value for an exchange rate. The international system has had to
accommodate these increasingly inward-looking national policies.
At first, the combination of domestically oriented financial policies
and a pegged-rate system led to increasingly large international
payment deficits—and surpluses. The size of these imbalances was
limited by the ability of individual countries to finance larger defi-
cits. Eventually, the inability to finance deficits forced changes in
parities. Now, to the extent that each country allows its currency
to float in the foreign exchange market, the diversity in national
policies is reflected in movements in the exchange rates; the curren-
cies of countries with relatively high rates of inflation tend to
depreciate. The movements in exchange rates are continuous
rather than abrupt—although changes in exchange rates have been
both sharp and abrupt in the floating system.

A Final Piece: The Supply of International Money

A central bank can buy its own currency in the foreign exchange
market only by selling some other asset, and it can sell its own
currency only if it buys some other asset. By definition, any asset
a central bank buys and sells when it supports its currency in the
exchange market is an intervention asset. And the assets that cen-
tral banks acquire with intervention assets comprise the set of
international monies. An international money is a necessary com-
ponent of a pegged exchange rate system; a floating-rate system, in
contrast, has no need for an international money.

One key question is what determines which assets qualify as
international money: why is gold an international money, while
silver is not? Why are U.S. dollar assets considered international
money, while Canadian dollar assets are not? A related question
involves how much of each asset is held as international money.
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Given that central banks need an international money because
they peg their currencies, each central bank must decide which
asset has the most attractive combination of attributes in the form
of interest income, stability of purchasing power, transaction costs,
and storage costs.

Until the mid-1960s, holdings of gold were the largest compo-
nent of international money (see figure 2.1). Then holdings of
foreign exchange, largely short-term assets denominated in the
U.S. dollar, surged. Because of the tenfold increase in the market
price of gold, the gold component of reserves has increased sharply
and is about as large as the foreign exchange component; the value
of these holdings fluctuates with changes in the dollar price of gold.
The third and the smallest component of international monies are
those produced by international institutions—groups of countries
acting jointly—primarily the International Monetary Fund (IMF).
Negotiations among the members of such institutions determine
how much of each type of money will be produced each year and
how the newly produced money will be distributed among the
member countries.

The use of gold as an international money is explained by its
history. (Chapter 5 examines gold’s future as an international
money.) For centuries, gold was the world’s principal money. Gold
bullion and then gold coins were used to make payments, both
within countries and across national boundaries. Because gold was
used in so many countries, payments between countries frequently
did not involve any foreign exchange transactions, for foreign gold
coins circulated together with domestic coins within many coun-
tries.

The volume of gold held as an international money represents
the cumulative acquisitions of national central banks, or the differ-
ence between the amount of gold produced and the amount ab-
sorbed by jewelry, the arts, dentistry, industry, and private hoard-
ing. New gold discoveries led to sharp increases in price levels.
Gold mining costs then increased, and gold production tended to
decline.

For most of the last three hundred years, central banks have
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bought and sold gold at their parities. If the amount of gold pro-
duced during a period exceeded the amount demanded by private
parties at the central bank’s parity, the mining companies sold their
gold to the central banks, because they could obtain a higher price
from the banks than they could in the commodity market. When
private demand was weak, central banks acquired a large share of
new production; when private demand was strong, they acquired
a smaller share.

Several factors explain the central banks’ preference for gold. A
central bank holds gold because it believes it will be able to sell gold
to some other central bank when the need arises. Even if this
expectation should prove wrong, gold could still be sold in the
commodity market, perhaps at a price not far below the price set
by the mint.

Over the last several hundred years, gold’s role as a money in
domestic economies has declined as national currencies have be-
come more important. Initially, national monies in the form of
bank notes and deposits could be used easily to buy gold from
central banks. But as the amount of national monies increased
relative to the amount of gold, sovereigns found it difficult to
maintain the national money and gold in circulation at the same
time. Gold was often hoarded, especially during inflationary peri-
ods. This problem was eventually resolved by eliminating the use
of gold in domestic transactions. In the last fifty years, monetary
gold transactions have been increasingly restricted to transactions
among national central banks. For example, the Bank of England
would sell gold to the U.S. Treasury to get U.S. dollars to support
the British pound in the exchange market; conversely, the Bank of
England would acquire dollars in the foreign exchange market,
knowing that it could use these dollars to buy gold at the U.S.
Treasury.

The severe gold shortage of the 1950s and 1960s led to renewed
efforts to reduce the demand for gold. U.S. citizens, who had been
prohibited from owning gold domestically in 1933, were also pro-
hibited from owning gold abroad in 1961. Foreign central banks
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were encouraged to acquire dollar assets rather than gold to meet
their demand for international money. A major international nego-
tiation to produce a “paper gold”’—an asset that was supposed to
have all of the attributes of gold except its weight, durability, and
glitter—was set in motion. The objective of all such measures was
to forestall the sure cure for any shortage—an increase in price.

These measures proved ineffective. As long as private parties
could buy gold in private markets at $35 an ounce, central banks
were obliged to let private demand determine how much of newly
produced gold would flow into private uses and how much would
accrue to central banks and thus add to the stock of international
monies. Indeed, maintaining one price for both private parties and
central banks meant that central banks were required to sell gold
from their own holdings to private parties if in any period private
demand exceeded new production.

The inevitable occurred. By 1965 the private demand for gold
exceeded new gold production, and sales from central banks as a
group totalled $2 billion by early 1967. The major central banks,
following the U.S. lead, arranged a two-tiered market: central
banks would continue to buy and sell gold with each other at $35,
while private parties would buy and sell gold in a free market. The
price of gold in the private market might rise above the parity or
fall below it. Gold producers would be tempted to sell new output
to private parties if the price in the private market was higher than
the price that central banks would pay.

Soon after this two-tiered system was adopted, the price of gold
in private markets began to rise modestly above the official price.
Paradoxically, the gold shortage intensified; central banks were
reluctant to sell gold to other central banks at $35 if the price of
gold in the private market was $40. If gold was to remain in the
system, an increase in the monetary price was necessary.

The customary economic response to any shortage is a price rise.
The gold price rose slowly in the late 1960s, and then very rapidly
in the early 1970s. The price increase led to a very sharp increase
in the value of gold held by monetary authorities. At a price of $200
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an ounce, central bank gold holdings would exceed $225 billion; at
a price of $300 an ounce, central bank gold holdings would exceed
$350 billion. And for the forseeable future, the gold shortage disap-
peared.

The gold shortage of the 1960s was similar to that of the 1920s;
then, too, central bankers were concerned that there wasn’t enough
gold. Not enough gold was being produced, and too much of the
production was going into various private uses. There was a similar
search for substitutes for gold. Some countries began to acquire
assets denominated in U.S. dollars. The Bank of Canada and the
Bank of Mexico, for example, held most of their international
money in the form of dollar assets—U.S. Treasury bills and time
deposits in U.S. banks. Similarly, the Bank of Malaysia held inter-
national money in the form of British pound assets deposited in
London.

U.S. dollar assets had several attractive attributes for foreign
central banks: they provided interest income, and they could read-
ily be exchanged for gold at the U.S. Treasury. For a long time U.S.
dollar assets appeared more likely to remain acceptable and retain
value than assets denominated in other currencies. Dollars could
be used to buy goods and securities in a country with a large,
productive economy that seemed militarily secure and politically
stable. And the U.S. dollar had—and still has—a better long-term
record for retaining its purchasing power than did most other
currencies. Whether U.S. dollar assets will continue to have these
qualities is examined in chapter 9.

As foreign holdings of U.S. dollar assets increased, however,
countries became increasingly reluctant to acquire more dollar
assets, in part because the U.S. Treasury’s ability to convert these
assets into gold was increasingly questioned. Nevertheless, the dol-
lar holdings of foreign central banks surged in 1970 and 1971, for
business firms, banks, and private investors anticipated that the
price of the West German mark, the Swiss franc, and the Japanese
yen would rise in terms of the dollar, either because the dollar
would be devalued in terms of gold or because these currencies
would be revalued in terms of gold. So foreign central banks ended

30



2 / A System Is How the Pieces Fit

up with the dollars these other investors were selling; the foreign
central banks were caught between their reluctance to acquire
more U.S. dollar assets and their reluctance to revalue their curren-
cies. Their indecision proved costly, since these central banks first
acquired the dollar assets and then subsequently revalued. In the
last several years, foreign holdings of U.S. dollar assets have
surged; by the end of 1985 the dollar component of international
money was times as large as it had been at the end of 1970 (see
figure 2.1).

Because of its underlying value as a commodity, the use of gold
as money points to a unique problem of the international economy.
In the domestic economy, paper money (bank notes and checks)
has value because the government declares that it has value. Sellers
and tax collectors are obliged to accept the money. No government
has similar power in the international economy; no sovereign can
compel another sovereign to accept an asset as money, and neither
can any international agency. Some countries may be reluctant to
acquire assets as international money unless they are confident that
the assets will retain value and remain acceptable.

The persistent gold shortage, together with the reluctance of
central banks to acquire more dollar assets, led some observers to
suggest that the demand for international money should be sa-
tisfied by increased reliance on the monies produced by interna-
tional institutions. Perhaps it should. But the question that remains
is whether countries would have confidence in this money, an issue
discussed in chapter 12.

Who Fits the Pieces Together?

The gold and exchange crises of the last decade can be explained
by the absence of institutions that ensure that the growth in the
supply of international monies matches the growth in demand. The
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larger problem is that there is no mechanism to ensure that the
three major components of the system—the exchange rate system,
national monetary and fiscal policies, and the supply of interna-
tional monies—are consistent with each other. Political forces
within individual countries explain the change in orientation of
national financial policies. The adjustment of the foreign exchange
market and the supply of international monies to the increased
diversity in national financial policies has lagged because of difficul-
ties in securing agreement among the sovereigns.
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“The Greatest Monetary

Agreement in History”

The Smithsonian Institution in Washington, D.C., is the repository
of the nation’s artifacts. Lindbergh’s Spirit of St. Louis hangs from
the rafters. The Hope Diamond is there. So are George Washing-
ton’s uniforms and a life-size model of the largest blue whale ever
caught. And it was at the Smithsonian in December 1971 that the
finance ministers of the largest non-Communist industrialized
countries met and agreed to set new foreign exchange values for
their currencies. President Nixon called the Smithsonian Agree-
ment “‘the greatest monetary agreement in history.”

The remarkable accomplishment of the agreement was that
more exchange rates were simultaneously realigned in a multi-
national framework than ever before. By mid-summer 1972 Great
Britain ceased pegging sterling, and sterling depreciated immedi-
ately. Then, early in 1973, Germany permitted the mark to float.
Most other industrial countries followed Germany and also ceased
pegging their currencies. So the major countries backed into a
system of floating exchange rates. “The greatest monetary agree-
ment in history” lasted for a year and a month, more or less. In
effect, the breakdown of the agreement meant that the existing
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machinery for resolving exchange rate disputes could itself be sent
to some monetary counterpart of the Smithsonian Institution to
take its place alongside earlier monetary arrangements and agree-
ments as yet another relic.

Rules and Myths of the Gold Standard

A hundred years ago, according to popular economic history, the
world was on the gold standard. Participation in the gold standard
was open to any country that agreed to buy and sell gold at a fixed
price, its mint parity. The gold standard was not based on a formal
international agreement. The exchange rate between any two na-
tional currencies was set by the ratio of their mint parities, adjusted
for any difference in the gold content of their coins. For example,
the mint parity for the U.S. dollar was $20.67 in 1900, while the
mint parity for the British pound was 3 pounds, 17 shillings, 102
pence. The U.S. dollar-British pound exchange rate was $20.67
divided by £3.17.10%%, or $4.86 per pound after adjustment for the
somewhat greater gold in U.S. coins than in British coins.

Moreover, under the gold standard each central bank was, on
demand of private parties, ready to buy and sell gold at its mint
parity. Whenever exporters within a country acquired gold from
their foreign customers, they could sell the gold to their central
bank in exchange for domestic money. The central bank would
then print more money to pay for its gold purchase; the domestic
money supply and the central bank’s gold holdings would increase
at the same time—indeed, as part of the same transaction. Con-
versely, the domestic money supply would decline whenever im-
porters, in order to make payments abroad, sold domestic money
to the central bank to buy gold.

The attraction of the gold standard—the reason why a return to
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this type of arrangement has appeared so attractive to several U.S.
presidential candidates in the 1980s—is that the consumer price
levels were remarkably stable in the long run. The U.S. consumer
price level in 1900 was only two-thirds as high as it was in 1800
—although there had been sharp changes, both increases and de-
creases, in the price level during shorter intervals. The U.S. con-
sumer price level increased modestly in the 1850s, and then nearly
doubled during the Civil War. Thereafter the price level decreased
slowly. And during various financial crises—in 1847, 1873, 1884,
1890, 1893, and 1907—the price level frequently fell sharply.

Under the gold standard market forces automatically and simul-
taneously answered two important questions: how rapidly should
the domestic money supply grow in each country, and how rapidly
should the international money supply grow? The theory held that
a country’s money supply increased when it achieved a payment
surplus, and declined when it had a payment deficit. Exchange rate
arrangements and monetary policies were compatible; there was
never any risk that monetary policy would be so inflationary that
the central bank might sell all of its gold and not be able to retain
its gold parity.

The flow of gold from new production meant that the gold
holdings of all central banks could increase together; every country
could have a payment surplus simultaneously. In the 1850s, after
the discovery of gold in California, and again at the end of the
nineteenth century, following gold discoveries in the Canadian
Yukon, Alaska, and South Africa, the rapid growth in gold hold-
ings led to sharp increases in the supply of domestic monies and
to worldwide increases in commodity prices. Increases or decreases
in price levels were accepted as a natural part of economic life,
much like the weather.

Market forces also determined how rapidly the supply of inter-
national money should grow. The amount of gold produced during
any period depended on the relationship between the price that
central banks would pay for gold and the costs of mining gold.
These costs in turn depended on the consumer price level. When
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commodity prices increased, so would mining costs. Gold produc-
tion would then decline, since producers were caught between
rising costs and a fixed selling price, the mint parity, and gold
holdings would increase less rapidly, as would national money
supplies. On the other hand, when the commodity price levels
declined, so would gold-mining costs. Gold producers would then
find it profitable to increase their output. Money supplies would
grow more rapidly, thus checking the decline in the commodity
price levels. So the consumer price level and the supply of gold
were components of a consistent system. The pieces fit, at least in
theory.

In practice, the gold standard was less systematic than this
descriptive model suggests. Often, changes in gold production and
gold supplies reflected the chanciness of new gold discoveries and
innovations in gold ore-refining processes rather than changes in
the consumer price level or mining costs. Some central banks di-
rected their monetary policies toward domestic objectives, espe-
cially during wars, when financing military expenditures became
the dominant goal of policy. Many countries were more frequently
off the gold standard than on. Nevertheless, the automatic, anony-
mous, and consistent attributes of the gold standard attracted nu-
merous supporters who advocated adherence to the system as a
basis for monetary policy.

Several developments associated with World War I reduced the
relevance of the gold standard model. The war demonstrated that
nationalism was a powerful force in Britain and France as well as
in Germany and Austria. The monetary counterpart of nationalism
was that central banks managed monetary policies to help finance
their own war efforts. The cohesiveness of the international system
was fragmented.

Wartime inflation, moreover, pushed commodity price levels in
the 1920s to levels at least twice as high as they had been in 1913.
Higher prices meant both an increased demand for money and for
gold and, because of higher gold production costs, a reduced level
of gold output. A gold shortage ensued. Few countries were willing
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to accept the substantial reductions in commodity price levels that
would have been needed to raise gold output. If the demand for
international money was to be satisfied, either the price of gold in
terms of national currencies had to be increased or new interna-
tional monies had to be developed.

Finally, the war brought about a sharp rise in U.S. economic
power. The stimulus of the war tied the regional economies of the
nation together, a linkage that would otherwise have developed
more slowly. The United States, moreover, escaped both the mate-
rial destruction and the postwar economic turmoil that befell much
of Europe. After World War I, the U.S. economy was about as
large as the combined economies of the ten next largest countries.
The United States held a much more dominant position in the
world economy than Great Britain had ever enjoyed.

The monetary problems of the decades following World War I
revolve around these three themes: nationalism, the shortage of
international money, and shifts in economic power toward—and
later, from—the United States. The disintegration of the interna-
tional system in the 1930s resulted from the failure to adjust
institutional arrangements to these economic realities.

The breakdown of the gold standard became starkly evident in
the economic behavior of nations during the 1920s and 1930s. At
the beginning of World War I, most European countries left the
gold standard, since their rates of inflation exceeded that of the
United States; indeed, the U.S. dollar was the only major cur-
rency that remained convertible into gold. During the early 1920s
the European currencies floated in the foreign exchange market,
and many of them depreciated sharply in terms of gold and the
U.S. dollar. Floating exchange rates were viewed as an interim
measure, for most governments in Europe wanted to return to
the gold standard and peg their currencies at their prewar mint
parities. But this objective could be achieved only if they permit-
ted their domestic price levels to decline substantially—or if there
was a substantial rise in the U.S. price level. Few countries were
willing to adopt the deflationary policies needed to make a return
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to the 1913 parities feasible, and the United States was unwilling
to inflate.

By the mid-1920s, most currencies were again pegged to gold.
The British pound, the Swiss franc, and a few other currencies—
those of countries that had been neutral during the war—were
again at their 1913 parities. Many more currencies had been de-
valued extensively in terms of both gold and the dollar. For exam-
ple, the French franc, which had been worth 18.3 cents in 1913,
sold for 3.9 cents in 1926.

This system of pegged rates held together for several years. But
there were too many inconsistencies for the pieces to fit together
for long. The British pound was overvalued; the British had not
deflated sufficiently so that the prewar gold parity was viable. In
contrast, the French franc was undervalued; the decline in its
foreign exchange value was much greater than was justified by the
increase in the French price level relative to the price levels of its
trading partners.

In the late 1920s the central banks of the agricultural countries
were again forced to permit their currencies to float because the
prices and export earnings of farm products fell sharply. In May
1931 Austria went off gold. In July 1931 Germany went off the gold
standard. Then, in September 1931, the Bank of England sus-
pended the gold standard, and the British pound again became a
floating currency. In 1933, immediately after President Franklin
D. Roosevelt took office, the U.S. government ceased pegging the
dollar to gold at the $20.67 parity. The U.S. dollar floated until
early 1934, when a new $35 parity was established. Two years later,
other currencies—the French and Swiss francs and the Dutch
guilder—were also devalued in terms of gold. Within a six-year
period, nearly every currency had been devalued in terms of gold,
many by as much as 50 to 70 percent.

This sequence of currency devaluations in the 1930s by the
industrial countries—Great Britain, the United States, France, the
Netherlands, and Switzerland—became known as ‘“beggar-thy-
neighbor” policies. Each country devalued its currency because of
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high domestic unemployment. Each was concerned that more ex-
pansive monetary policies at its established parity would lead to
large balance of payment deficits. Each country wanted to import
jobs by reducing the price of its goods in foreign markets and
raising the price of foreign goods in its domestic market. But no
country wanted to export jobs at a time of substantial domestic
unemployment. So the world economic system disintegrated be-
cause of the increased priority given to national objectives.

The Bretton Woods System

The interwar period demonstrated the need for an institutional
framework that would enable countries to follow policies directed
toward domestic objectives without exporting their problems.
Somehow the system seemed unable to cope with the problem of
obtaining consistency among the policies of the major countries.
During World War II the United States and Great Britain took the
initiative in developing an international treaty to constrain the
financial behavior of individual countries. This treaty—the Arti-
cles of Agreement of the International Monetary Fund (informally
called the Bretton Woods Agreement, after the New Hampshire
mountain resort where the final negotiations took place in July
1944)—had two major components. One was a set of rules, or
constraints, directed at the exchange rate behavior of member
countries, especially their freedom to change their exchange rate
parities. The thrust of the IMF Agreement was that unnecessary
changes in exchange rates should be avoided, while desired and
justifiable changes should take place in an orderly manner. The
second component was a pool of member countries’ currencies.
The IMF would be a “lender of last resort,” lending currencies
from this pool to its members to help them finance payment defi-
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cits. These two components were part of a package; it was believed
that member countries would be more likely to accept the con-
straints on changing their exchange rates if they were assured that
they could borrow foreign currencies from the fund to finance their
payment deficits.

The agreement proved to have two shortcomings. First, there
was no mechanism to induce countries to change their parities
when they became inappropriate. This defect was especially rele-
vant for countries with persistent payment surpluses. Second, the
components of the system were not compatible: the agreement
focused on the behavior of individual member countries but not on
consistency among the monetary policies of the major industrial
countries, the exchange rate system, and the supply of international
money.

The empbhasis of national monetary policies on domestic objec-
tives and the desire of most countries to retain pegged exchange
rates subjected the Bretton Woods system to increasing stress.
Changes in currency parities became inevitable with most indus-
trial countries pursuing independent national monetary policies.
But national authorities were reluctant to recognize the implica-
tions of their monetary policies for their exchange rates: they re-
tained the exchange market arrangements of the gold standard.
The IMF rules sought to minimize unnecessary changes in the
exchange parities, but in fact, changes in parities proved too infre-
quent and especially too long delayed; the adjustable parities of the
IMF system were sticky or frozen.

During the 1950s and 1960s, the supply of international money
increased less rapidly than did the demand. The analogy with the
situation in the 1920s is strong. In both periods the problem was
aggravated by the sharp rise in national price levels during and
after a world war, the higher price levels having led to an increase
in the demand for international money. At the same time, higher
production costs deterred increases in gold output. The increase in
the central bank demand for gold was greater than the increase in
monetary gold stocks resulting from new production. As a result,
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individual central banks could satisfy their demand for gold only
by buying it from other countries. Between 1950 and 1970, U.S.
gold holdings declined from $23 billion to $11 billion. One alterna-
tive to increased central bank holdings of gold was increased hold-
ings of short-term assets denominated in the U.S. dollar, the British
pound, and other major currencies. Foreign countries could add to
their holdings of liquid dollar assets if they achieved payment
surpluses—but the increase in foreign holdings of liquid dollar
assets meant that the United States would incur payment deficits.
Foreign holdings of dollar assets increased from $8 billion in 1950
to $47 billion in 1970.

There was no limit to the United States’ ability to supply dollar
assets to meet the international money demands of other countries,
as there was a virtually inexhaustible supply of U.S. Treasury bills
and deposits in U.S. banks. (Whether the U.S. national interest or
the system’s interests would be served by the continued exports of
these bills and deposits is a different issue.) But the United States’
ability to supply gold to foreign central banks was limited; each
billion dollars of gold sold to foreign central banks was a billion
dollars less in the holdings of the U.S. Treasury. The dilemma was
that the United States was unable to distinguish, in the design of
its balance-of-payment policies, between those foreign countries
that wanted to add to their holdings of dollar assets and those
countries that wanted to add to their gold holdings.

For most of the postwar period (probably until 1967 or even
1968), foreign holdings of dollars increased and the U.S. Treasury’s
gold holdings declined, not because U.S. goods were too expensive
or foreign goods were too cheap, but because foreign central banks
wanted to add to their holdings of international money. During
this period, the United States was the principal source of interna-
tional money because other sources were inadequate. But the
United States could not sell dollars or gold to foreign central banks
without incurring a payment deficit, at least as payment deficit had
been traditionally defined.

Numerous reasons were cited to explain the U.S. payment defi-
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cit: increased U.S. imports of Scotch whiskey, French brandy, and
German beer; increases in U.S. military expenditures in Western
Europe and Southeast Asia; and decreases in U.S. exports of au-
tomobiles and steel. But these stories about larger U.S. payments
and smaller U.S. receipts derived from the foreign demand for U.S.
dollar assets and for gold. For if other countries want to add to
their holdings of gold and dollars they must secure a payment
surplus, which means cutting the prices of their goods relative to
prices of U.S. goods.

The implication of the worldwide gold shortage was that central
banks were buying and selling gold at a price that was too low
relative to the costs of gold production. One solution was an in-
crease in the price of gold in terms of all currencies. Gold produc-
tion would be stimulated and the value of gold output would
increase rapidly. The private demand for gold would be lower
because gold would be more expensive, so more of the newly
produced gold would be sold to central banks. In this way, the
central banks in Europe would be able to satisfy their demand for
gold without forcing the U.S. Treasury to sell gold. Instead, they
could purchase it from the gold-producing countries. At some
price—8$40, or $50, or $70—everyone’s demand for gold could be
satisfied.

If, on the other hand, the monetary price of gold were to remain
unchanged, then the gold shortage would disappear only if the
demand for gold declined. One way to reduce the demand would
be to channel the flow of dollars to foreign central banks, thus
reducing their ability to buy gold from the U.S. Treasury. During
the 1960s the U.S. authorities adopted a series of such measures.
Foreign recipients of economic aid were obliged to spend the
money on U.S. goods, even though foreign goods were cheaper.
U.S. government agencies were directed to buy their goods from
domestic sources unless foreign prices were lower, first by 6 per-
cent, then by 12 percent, and then by 50 percent. The U.S. Army
began to ship Milwaukee beer to Munich. Purchases of foreign
securities by U.S. residents were taxed, initially at a rate of 1
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percent, then at 2 percent. Purchases of foreign securities by U.S.
firms and financial institutions were subjected to “voluntary” con-
trols in 1965, and the controls became mandatory in 1968. Mea-
sures were adopted to increase U.S. receipts from foreigners—for
example, U.S. domestic airlines offered special low fares to foreign
tourists visiting the United States. Germany and several other
countries were induced to buy more military equipment in the
United States; if they did not, U.S. authorities indicated they might
reduce the number of U.S. troops stationed overseas.

These measures effectively devalued the dollar by the ‘back
door,” because taxes and other barriers to U.S. purchases of foreign
goods and securities raised their prices to U.S. residents. Individu-
ally, some of these measures were probably effective. Yet the an-
nual U.S. payment deficit remained about as large in the mid-1960s
as it had been in the late-1950s and early-1960s. These measures
appeared to affect the composition of U.S. payments and receipts,
but not the payment balance.

One explanation for the apparent failure of these measures was
that U.S. tourist expenditures abroad were increasing; another
explanation was that U.S. firms were investing more abroad. The
list of special factors is long. An alternative explanation is that, as
a group, other countries wanted to increase their holdings of inter-
national money at an annual rate of $2 to $3 billion a year. When-
ever their payment surpluses were too low, measures were taken
to increase receipts. So the measures taken by the United States to
reduce its payment deficit were more or less neutralized by offset-
ting measures abroad.

A different type of measure involved reducing the official foreign
demand for gold. U.S. Treasury secretaries cajoled their foreign
counterparts not to buy gold. The level of U.S. troops in Germany
was tied to Germany’s commitment not to buy more gold. The U.S.
Treasury issued special securities denominated in the German
mark, the Swiss franc, and other foreign currencies for foreign
central banks in the hope that they would find these securities
attractive substitutes for gold. By 1965 the U.S. government began
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to recognize that the U.S. balance-of-payment deficit could be
better explained by the foreign demand for gold and U.S. dollar
assets than by the overvaluation of the dollar (see figure 3.1).

Devising new institutional arrangements that would satisfy the
foreign demand for international money without forcing the
United States to incur chronic payment deficits was a complex
undertaking. The countries with balance-of-payment surpluses
were not convinced that the U.S. deficit was a problem of the
system; rather, they believed that mismanagement of U.S. mone-
tary and fiscal policies had led to the large deficits. Moreover, some
countries—France, the Netherlands, Belgium, Switzerland, and to
a lesser extent, Italy and Germany—had strong preferences for
holding most of their international money in the form of gold. They
favored a worldwide increase in the price of gold, primarily for
political reasons. The U.S. authorities, in contrast, were reluctant
to increase the U.S. dollar price of gold, primarily for political
reasons. Thus, U.S. voters might conclude that a devaluation of the
U.S. dollar in terms of gold might be regarded as evidence of poor
financial management. And internationally, revaluation profits
would go to gold speculators and to South African countries and
the Soviet Union, countries not high on the list of those that the
United States wanted to benefit from windfalls.

The U.S. government wanted the IMF to produce an asset that
would satisfy other countries’ demands for an international money,
a “paper gold” with the monetary value but not the physical attrib-
utes of gold. Paper gold could be produced at a rate that would
satisfy demand, and political negotiations would determine what
this rate should be. European governments—especially the French
—were reluctant to accept the U.S. initiative until the U.S. pay-
ment deficit was eliminated. But the conundrum was that the U.S.
deficit could not be eliminated until the foreign demand for inter-
national money declined.

The U.S. view eventually prevailed, and an international treaty
was signed providing for the production of a new international
money, known as Special Drawing Rights (SDRs), within the IMF
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framework. Some $10 billion of SDRs were produced between
1970 and 1972.

Perhaps the SDR arrangement would have been successful in
resolving the system’s needs for an international money at the end
of the 1960s. But with the advent of the Vietnam war and world
inflation, the SDR arrangement became irrelevant even before it
became operational.

The Monetary Impact of Vietnam

The irony of the late 1960s was that just as the Europeans came
to accept the view that their demand for payment surpluses might
be connected with the persistence of the U.S. payment deficit, the
cause of the U.S. deficit changed. In 1969 the U.S. payment deficit
of $6 billion was substantially larger than could be explained by the
demands of other countries for international reserve assets. The
overseas spending of U.S. military forces increased sharply; more
important, U.S. prices rose rapidly, reducing the competitiveness
of U.S. exports. As U.S. incomes and prices rose rapidly, so did the
U.S. demand for imports.

The United States wanted other countries to take the initiative
in restoring the payment balance. Whenever the international
money holdings of one or two countries increase at a faster rate
than they wish—not an unlikely event in a world of more than one
hundred currencies—these countries have an exchange rate prob-
lem, which they can resolve either by revaluing their currencies or
by other measures to increase their international payments. From
time to time in the 1960s, Germany and Switzerland were in this
position; so, in 1969 and 1970, were Canada and Japan. When a
few countries have excessively large payment surpluses, it does not
follow that the United States should limit its payments to all coun-
tries, as it did from 1960 on. But when many countries have exces-
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sively large payment surpluses, there is a much stronger case for
the U.S. government to take initiatives to reduce the payment
imbalance.

The European governments were in a delicate position. They
wanted to force the United States to reduce its payment deficit.
They might have threatened to buy gold from the U.S. Treasury
with some of their dollar assets, dollars that had initially been
acquired in the belief that the U.S. Treasury would convert them
into gold on demand at a price of $35. But this premise obviously
was no longer tenable. A few countries might have bought small
amounts of gold—$10 or $25 million at a time—from the U.S.
Treasury. But for Germany, Italy, Japan, and other countries with
large dollar holdings, the U.S. dollar was effectively inconvertible
into gold. The European threat to convert dollars into gold was no
longer credible, for then the U.S. Treasury might have stopped
selling gold.

If the Europeans could no longer buy gold from the U.S. Trea-
sury with their dollars, the wisdom of their acquiring substantial
amounts of both gold and dollars would be questioned. Their
acquisitions of dollar assets would be criticized because the dollars
would no longer be convertible into gold. And their purchases of
gold would be criticized because a decision by the U.S. Treasury
not to buy or sell gold would cloud the future of gold as an
international money.

From 1969 through the summer of 1971 the underlying issue
was whether the United States or the European countries and
Japan would take the initiative in altering the currency parities, for
it was increasingly obvious that the parities would have to be
changed. Germany revalued the mark in October 1969. Canada
returned to a floating rate in June 1970. Through late 1970 and the
beginning of 1971 speculative pressure against the U.S. dollar
mounted, as it became more and more evident that the European
currencies and the Japanese yen would rise in price in terms of the
U.S. dollar. What remained unclear was when the change would
take place, and who would take the initiative.

In May 1971 speculative pressure increased still further; Ger-
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many and the Netherlands followed the Canadian example and
permitted their currencies to float. Switzerland revalued its cur-
rency by about 5 percent, and so did Austria. But investors were
not assuaged, and the pressure against the dollar increased further.
Within three months, speculators converted billions and billions of
dollars into Japanese yen, German marks, Swiss francs, British
pounds, and other currencies.

The crisis came to a head in early August. The then leading U.S.
congressional authority on international finance, Representative
Henry Reuss, suggested that the U.S. dollar price of gold be raised
slightly—that the U.S. dollar be devalued. Speculative pressure
against the dollar greatly intensified. Finally, on August 15, Presi-
dent Nixon announced that as part of his New Economic Policy the
U.S. Treasury would suspend gold sales and purchases. (Once it
became obvious that the $35 parity would not remain viable until
November 1972, it was in President Nixon’s domestic political
interest to advance the suspension of U.S. gold sales as far as
possible before the 1972 election, if closing the gold window could
not be delayed until after the election.) However, the decision to
suspend gold transactions did not automatically lead to changes in
the exchange rates. Most foreign countries were reluctant to revalue
their currencies because of the adverse impacts of any revaluation
on jobs and profits in their export industries. Because of this con-
cern, the U.S. government also adopted a surcharge of 10 percent on
all imports subject to tariffs as a way to raise the dollar price of these
goods. U.S. government officials made it clear that this import
surcharge would remain in effect until currency parities were rea-
ligned, discriminatory trade barriers against U.S. imports were
reduced, and Europe and Japan agreed to begin negotiations toward
a new international monetary system. The Europeans and Japanese
stopped pegging their currencies in terms of the U.S. dollar, and
their currencies began to rise in price in terms of the dollar. The U.S.
authorities were content with a floating-rate system; the pressure for
returning to the pegged-rate system—and eliminating the U.S. tariff
surcharge—came from abroad.
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Much of the monetary history of the 1970s is traceable to the
delay in changing the parities in 1969. Because of this delay, the
United States incurred a $40 billion payment deficit in the 1969-71
period. The counterpart of the U.S. payment deficit were balance-
of-payment surpluses in most other countries. Their purchases of
$40 billion led to a very rapid expansion in their money supplies,
which in turn contributed greatly to worldwide inflation.

Much of history has a “what if”” quality. Suppose that the U.S.
government had been much less resistant to raising the monetary
price of gold in 1961 and altering the exchange rate alignment in
1969. Both changes were made—but too late. If these changes had
been more timely, the monetary history of the 1970s would be very
different.

Monetary Artifacts and the Smithsonian Agreement

The suspension of U.S. gold sales was inevitable; the 10 percent
surcharge was not. The surcharge was levied when most countries
were in a recession—and, as in the 1930s, these countries found it
attractive to import jobs by increasing their exports of goods. But
they could only do this by maintaining an undervalued currency.
In the first test in twenty years of its ability to prevent ‘“beggar thy
neighbor” policies, the Bretton Woods system failed.

Two complex questions complicated the realignment of ex-
change rates. One was whether European and Japanese currencies
should be revalued around the U.S. dollar while the dollar re-
mained pegged to gold at $35, or whether the U.S. dollar price of
gold should be increased so that the dollar would depreciate in
terms of some of the European currencies. The second question
concerned the amount of the revaluations of the various currencies
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in terms of the dollar. The first question involved political issues,
the second, economic issues.

The political aspect was especially clear in the context of U.S.—-
French relations. President Nixon’s standing with U.S. voters
would decline if the U.S. dollar were devalued in terms of gold,
while President Pompidou would gain support with his Gaullist
followers if it appeared that the dollar had been dethroned as the
center of the international system. An increase of 10 or 15 percent
in the U.S. dollar price of gold and other currencies would have
no significant impact on gold output. But such an increase would
win points for Pompidou.

The economic issues involved the effect of changes in the ex-
change rate structure on the competitive position of firms with
plants in different countries. Germany, for example, would not set
a new parity for the mark until Japan had set a new parity for the
yen. The Germans wanted to be sure that the yen would be reva-
lued by a larger amount than the mark, so that German producers
would be in a more favorable position relative to their Japanese
competitors in world export markeis. And the French would not
set a new value for the franc until the rate for the mark had been
set.

In mid-December 1971 an agreement was reached on a currency
realignment: the United States would increase the U.S. dollar price
of gold by 8 percent to $38, and the other countries would realign
their currency parities. The Japanese yen was revalued by 17 per-
cent from its May 1971 parity, the German mark by 14 percent.
But U.S. authorities would still not sell gold.

Thus, the Smithsonian Agreement—“the greatest monetary
agreement in history”—may have resolved the imbalances result-
ing from Vietnam war inflation, but it did not solve the gold
problem or the inconsistencies between national monetary policies
and the exchange rate system. While it was agreed that a new
monetary system was needed, there was no agreement on what
such a system should look like.

Any new system, regardless of its name, had to accommodate
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itself to several realities. Most countries continued to prefer pegged
to floating exchange rates as a way to reduce the uncertainty as-
sociated with international trade and investment. More and more
countries gave greater priority to independent monetary policies.
Countries then adjusted to external disturbances by altering con-
trols to increase or reduce net international payments. There was
a widespread belief that the international role of the U.S. dollar
would have to be diminished—a euphemism for attempting to
reduce the economic power and influence of the United States. And
somehow the new system would have to be built through multilat-
eral negotiations and agreement.

In June 1972 a speculative attack on the British pound forced
the British authorities to stop supporting the pound, which
promptly floated to its pre-Smithsonian parity. Speculation against
the U.S. dollar increased in early 1973; in less than a day, the
Bundesbank was obliged to buy $6 billion to maintain its parity.
It was too much: the monetary authorities permitted their curren-
cies to float, while U.S. authorities agreed to increase the dollar
price of gold to $42. The greatest monetary agreement in history
lasted little more than one year.

A new Smithsonian-style accord was virtually out of the ques-
tion. While the national monetary authorities might again commit
themselves to a new set of currency parities, few investors would
believe that these parities were credible—that the national mone-
tary authorities would be willing to incur the costs necessary to
ensure that these parities would be viable. National treasuries were
obliged to adopt floating rates because there was no feasible alter-
native. And so, beginning in late February 1973, the major curren-
cies began to float relative to the U.S. dollar.

The changes in the price of the U.S. dollar in terms of European
currencies and the Japanese yen in the subsequent years were much
sharper than had been anticipated. The Bundesbank, the Bank of
Japan, and other central banks intervened extensively in the for-
eign exchange market to limit the variations in the foreign ex-
change values of their currencies. One of the ironies was that
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central bank purchases and sales of foreign exchange were much
more extensive under the floating-rate system than they had been
under the pegged-rate system. Despite this extensive intervention,
the price of the dollar in terms of the German mark, the Swiss
franc, and the Japanese yen varied by as much as 50 percent. The
system of floating exchange rates proved to be far less of a panacea
than its proponents had suggested. But that’s another story—and
another chapter.

The Committee of Twenty Exercise—
And Other Plans for Monetary Reform

The signers of the Smithsonian Agreement concurred on the need
for monetary reform. Monetary reform required a plan—a pro-
posal for how institutional arrangements should be revamped. To
develop such a plan, a small secretariat was established within the
IMF; the staff members of the fund would serve the national repre-
sentatives. The committee met frequently in 1972 and was about
to propose a more relaxed form of pegged rates when currencies
began to float in February 1973. The plan became obsolete before
it could be adopted.

With the move to floating rates, member countries of the IMF
were in violation of the rules requiring them to state parities and
to limit variations in the foreign exchange value of their currencies.
Since it was impossible for them to abide by their commitments,
the rules were changed to permit each member to follow almost
any set of exchange market practices that it wished. This rule
change—the Jamaica Agreement of 1974—basically said: what-
ever is, is okay. The official gold price was abandoned. Within a
few years, all that remained of the IMF system was the IMF—a
pool of currencies modest in size and largely irrelevant in function,
given the rapid growth of international reserve assets, and 1,800
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well-paid international civil servants, to police a set of rules that
no longer existed.

Dissatisfaction with the system of floating exchange rates has
increased, and monetary reform is now on the agenda. The range
of reform proposals is now more extensive than at any time in the
last fifty years. The basic questions are the same: how should the
foreign exchange market be organized, and which assets should
serve as international money?
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“The Gnomes of Zurich”—
A London Euphemism for

Speculation Against Sterling

Between 1967 and 1985 speculators in foreign exchange—private
firms, banks, and individuals—netted $30 to $40 billion. In 1967
they sold British sterling; in 1969 they sold French francs and
bought German marks. From 1970 on they sold massive amounts
of U.S. dollars to buy most European currencies and Japanese yen.
In 1985 they sold the U.S. dollar and bought the Japanese yen and,
to a lesser extent, the German mark. When oil market news favors
the producers, they buy the British pound; when it favors consum-
ers, they sell the pound. Few banks or firms admit that they specu-
late; it sounds antisocial. Rather, they maintain that they are
engaged solely in hedging their risks. Or they earn trading
profits. Everyone points instead to “the Gnomes of Zurich” as the
speculators.

The brotherhood of Gnomes is worldwide. There are chapters
in London, Paris, Tokyo, New York—indeed, in every financial
center where banks and firms and investors deal in foreign ex-
change. Membership in the brotherhood is open to anyone willing
to take the risks; all that is necessary is a willingness to play by the
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rules of the market economy. The Gnomes are on Fortune’s lists
of the five hundred largest U.S. corporations and the three hundred
largest foreign corporations.

Successful currency speculation is highly profitable. Speculators
who bought U.S. dollars with British pounds near the $2.80 parity,
just before the November 1967 devaluation, and then repurchased
the pound near the new $2.40 parity, made a 16 percent profit. In
the months prior to the revaluation of the German mark in Septem-
ber and October 1969, speculators sold dollars to get marks at a
parity of about 4 marks to the dollar. After the revaluation they
bought dollars at about 3.67 marks, giving them a profit of 8
percent. Note that many speculators secured these profits in a
month or two, so on an annual basis their profit may have been as
high as 50 or 100 percent. If, for example, a speculator had sold
the British pound for dollars in the middle of September 1967,
about two months before the devaluation, the profit of 16 percent
on the investment of two months equals an annual profit of 96
percent. In a world in which annual rates of return of 8 or 10
percent are the norm, these high annual rates of profit attract risk
takers.

Profits can be earned by playing the movements in the floating
exchange rates—by buying currencies when they are cheap and
selling them when they are dear. Some commercial banks have
reported that they have earned as much as $100 million each
quarter from foreign exchange trading. Part of these profits may
have been earned from acting as brokers in transactions with firms
engaged in foreign trade and investment. Most of these profits,
however, were made from being quicker than others in predicting
the trend in the exchange rates, and positioning the bank to take
advantage of these movements.

Someone must pay for the revaluation profits earned by the
Gnomes; for every winner there is a loser—or two or three losers.
In part, one Gnome loses what another wins; speculators deal with
each other. Still, the billions earned between 1967 and 1985 is the
net overall estimate of the Gnomes’ profits. Part of this profit was
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earned at the expense of central banks. In the months prior to the
1967 devaluation, for example, the Bank of England sold $2 billion
from its own holdings of dollars and $3 billion of borrowed dollars.
Various firms and investors earned $800 million on the bank’s
transactions, the product of the 16 percent devaluation and the $5
billion decline in their British pound position. After devaluation
the Bank of England bought $3 billion from British exporters to
get the dollars to repay its foreign creditors. In effect, it paid £1
for $2.40; before devaluation it had sold $2.80 for £1.

The revaluation losses of the Bank of England—and of the Bank
of Japan, the Bank of France, the Bundesbank, and numerous
other central banks—fall on their stockholders. And since these
institutions are owned by their governments, the taxpayers pay the
bill. Despite massive losses, the taxpayers have rarely complained.
Perhaps this explains why, despite the increased search for specula-
tive profits by firms since the mid-1960s, the authorities were slow
to revise obsolete exchange market arrangements.

Foreign exchange speculation is not without risk. Nor is it cost-
less—anticipated changes in exchange rates may not occur, or they
may be long delayed. But under the exchange market arrangements
that prevailed until the end of 1971, the risks and costs were low.

The Gnomes of Zurich were a handy scapegoat for the problems
besetting the British pound in the mid-1960s, problems that had
their source in London, not in Zurich. The pound’s weakness was
a result of British monetary policy; $2.80 had ceased to be a viable
parity by 1964, if not by 1962. Speculators sought revaluation
profits at low risk because the British authorities retained archaic
exchange market arrangements with an increasingly overvalued
currency.

With the move to floating exchange rates in early 1973, central
banks greatly reduced their subsidies to business firms that specu-
lated in the exchange market, at least for a while. Many firms and
banks had developed great confidence in their ability to predict
changes in exchange rates during the pegged period. When curren-
cies began to float, they continued to speculate. In the summer of

56



4 / *“The Gnomes of Zurich”

1974, numerous private banks began to report substantial foreign
exchange losses. In some cases, including Herstatt Bankhaus,
Westdeutsche Girozentral, and Franklin National, top manage-
ment participated in the decisions to profit from changes in ex-
change rates. In other cases, exchange speculation occurred at the
distant branches or by surreptitious activities of the banks’ traders.
Some privately owned banks lost a total of more than $1 billion,
not large by the standards of central banks, but enough to force
Herstatt and Franklin National out of business. And the foreign
exchange traders associated with the losing banks changed careers.

Gnomes and Non-Gnomes

Gnomes (and non-Gnomes) who deal in foreign exchange buy and
sell bank deposits denominated in different currencies. A turn of
events—an election, the quarterly report on exports and imports,
a dock strike, this month’s report on changes in the wholesale price
level—can alter expectations about the future price of a currency.
Gnomes sell and buy in order to profit from anticipated changes
in exchange rates.

A market in national monies is inevitable as long as there are
separate national currencies. Domestic monies—primarily bank
deposits—are traded against similar deposits denominated in other
currencies. In New York, U.S. dollars are traded against Canadian
dollars, British pounds, French francs, Swiss francs, German
marks, and more than one hundred other currencies. In the United
States there are foreign exchange dealers in New York, Chicago,
San Francisco, and Los Angeles, and in Switzerland, Zurich, Ge-
neva, and Basel. But in reality, New York, London, Brussels,
Zurich, and the other financial centers are the geographic exten-
sions of one international market.
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Because the costs of foreign exchange transactions are extremely
low, the British pound-U.S. dollar exchange rates in New York
and Zurich are virtually identical with the rates quoted in London,
which is the principal center of trading in the dollar-pound market.
The deposits are not moved from one country to another; rather
the ownership of deposits shifts between domestic residents and
foreign residents. Foreign exchange traders find it financially re-
warding to keep the rates in different centers in line whenever
deviations appear. Take an extreme example: the price of £1 is $2
in New York and $3 in London; that is, the pound is cheap in New
York and dear in London. Foreign exchange traders buy pounds
with dollars in New York: they receive a pound deposit in a bank
in London which they pay for with a dollar deposit in New York.
Each pound costs them $2. At the same time, they buy dollars with
pounds in London and receive $3 for each pound; they receive a
dollar deposit in New York and pay with a sterling deposit in
London. Thus, their profit per “round trip” for each $2 investment
is $1. This activity is riskless, for the two transactions occur simul-
taneously. Riskless transactions undertaken to take advantage of
differences in prices in various geographic centers are known as
arbitrage.

Investors continue this pattern of transactions until the British
pound price of the U.S. dollar rises in New York and falls in
London, and the remaining spread between them is insufficient for
any additional arbitrage to be profitable. In practice, this means
that the spread can be as low as several thousandths of a percent.

Arbitragers also ensure that the exchange rate between the
Dutch guilder and the German mark is consistent with the price
of the dollar in terms of both the guilder and the mark. Once the
price of the dollar in terms of each of these currencies is known,
then the guilder price of the mark (the cross-rate) can be deter-
mined arithmetically. Arbitragers see to it that the arithmetic is
correct. Assume, for example, that the dollar costs 4 marks, the
mark costs 2 guilders, and the dollar costs 6 guilders. These rates
are inconsistent; the cross-rate for the mark in terms of the guilder,
given their rates against the dollar, is 1.5 guilders to the mark. So
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the arbitragers sell guilders to buy dollars, then sell the dollars to
buy marks, and finally sell the marks to buy guilders; 6 guilders buy
$1, which buys 4 marks, which in turn buy 8 guilders. Arbitrage
continues until the riskless profit opportunities are eliminated. The
mark price and the dollar price of the guilder decline, while the
dollar price of the mark rises.

Some foreign exchange dealings are spot transactions: buyers
and sellers agree to transfer bank deposits immediately after they
enter into the contract, which in practice means two days later.
Most transactions in foreign exchange, however, involve trades in
Sforward contracts, which differ from trades in spot transactions in
only one important respect: the exchange of deposits occurs at a
more distant future date, often thirty or ninety days after the date
of the contract.

Gnomes prefer forward transactions because they can buy a
foreign currency without having to make an immediate large cash
payment. But Gnomes can only buy forward contracts if some
non-Gnomes sell forward contracts. If, for example, speculators
believe that the British pound will depreciate, they may want to sell
the British pound forward, which means they will want to buy
dollars forward. Most participants in the exchange market would
be reluctant to buy forward pounds if they thought pounds might
depreciate. Some arbitragers, however, may buy forward pounds,
but only after selling pounds in the spot market. By combining a
sale of spot pounds with the purchase of forward pounds, they
protect themselves against a loss from a depreciation of the pound.
Thus, the arbitragers might sell spot pounds at $1.50 and at the
same time buy forward pounds at $1.45. Regardless of changes in
the dollar price of the pound, they would profit, since the forward
contract protects them against any loss from a change in the ex-
change rate. While speculators seek to profit from anticipated
changes in the exchange rates, arbitragers (who are reluctant to
bear the risk associated with such changes) profit from the differ-
ences in the price of foreign exchange in the spot market and the
forward market.

The foreign exchange market is distinguished from the commod-
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Ten Things Your Mother Never Knew
About the Foreign Exchange Market

The foreign exchange market is the largest market in
the world. On a busy day, the volume of transactions
may reach $200 billion, fifty times the volume on the
New York Stock Exchange.

Most foreign exchange transactions—90 to 95 percent
—involve only banks: interbank transactions are under-
taken to adjust their positions in currencies in order to
offset the imbalances caused by purchases and sales
with customers.

For the major currencies the larger banks act as market
makers: they hold inventories of foreign currencies and
stand ready to deal in large amounts at stated prices.
For other currencies, in contrast, banks operate as
brokers and avoid the price risk.

The exchange market is the most efficient market in the
world, at least as judged by transactions costs. Say you
started with one million U.S. dollars and bought Cana-
dian dollars. Then you realized you had made a mis-
take, so you sold the Canadian dollars for U.S. dollars.
You would end up with less than one million U.S. by
the amount of two commissions—equal to the bid-ask
spread. Query: how much less?*

The foreign exchange market never (well, hardly ever)
closes. When it is 3 P.M. Tuesday in Tokyo, it is 2 P.M.
in Hong Kong. When it is 3 p.M. in Hong Kong, it is
1 P.M. in Singapore. When it is 3 P.M. in Singapore, it
is noon in Bahrain. When it is 3 P.M. in Bahrain, it is
1 p.M. in Beirut. When it is 3 P.M. in Beirut, it is 1 P.M.
in London. When it is 3 P.M. in New York, it is noon
in San Francisco. When it is 3 p.M. Tuesday in San
Francisco, it is 9 A.M. Wednesday in Sydney. So the
center of trading moves with the sun around the world.
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6. About 99.44 percent of all trades involve the U.S. dol-
lar. If a Swiss importer wants to pay his German sup-
plier, the bank calculates the Swiss franc—-German
mark rate as the combination of the Swiss franc-U.S.
dollar rate and the German mark-U.S. dollar rate.
Most trades in Frankfurt are marks against dollars.

7. The largest volume of foreign exchange trading occurs
in London, with Zurich a distant second and Frankfurt
third.

8. Most customer transactions in foreign exchange involve
forward transactions—the corporate client makes a
commitment to buy or sell forward exchange at a future
date but at a rate agreed to today.

9. Since 1973 about twenty firms have been established to
sell forecasts on exchange rate movements. One infer-
ence is that they can make more money by selling fore-
casts than by using them.

10. A good foreign exchange trader can earn $100,000 a
year-and lose $1 million in a day.
*The cost is 230 Canadian dollars. The comparable estimates for other

currencies are: mark, $503; sterling, $514; yen, $1,041; and Swiss franc,
$1,229.

ity, stock, and bond markets by the pervasiveness of the govern-
ment’s role, especially the central bank’s intervention to maintain
the foreign exchange price of its currency. Under the Bretton
Woods system, exchange rates were free to float within a narrow
“band” around par values. Under the IMF rules of the 1960s,
support limits of the band could be no greater than 1 percent on
either side of par; these limits were increased to 2.25 percent under
the Smithsonian Agreement of 1971.

Speculation about changes in the exchange rate then centered
largely on changes in the central bank’s parity. Exchange specula-
tors bought and sold foreign exchange with the large commercial
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banks, but these banks were not eager to hold large amounts of
currencies that might be devalued. They were more likely to be
sellers of the weak currency; indeed, many qualified for senior
membership in the Brotherhood of Gnomes. Since for every seller
there must be a buyer, the central banks were obliged to buy their
own currencies to prevent the exchange rate from moving beyond
the support limits.

While countries were reluctant to change the parity formally,
they could not avoid or even postpone changes in the effective
exchange rate. So ad hoc measures were adopted to prevent excep-
tionally large and persistent losses in central bank holdings of
international money. Purchases of foreign exchange were restric-
ited, taxed, delayed, and licensed. Supplemental tariffs were levied
on commodity imports. Ceilings and taxes were placed on overseas
spending by tourists. Government agencies were directed to suppy
their needs from domestic sources even when foreign sources were
cheaper. Such taxes and restrictions increased the effective price of
foreign exchange. In essence, the currency was devalued through
the back door.

Once the ability to buy foreign exchange freely at the established
price is restricted or taxed, a black market in foreign exchange
almost inevitably develops. Rather than pay the taxes or wait in
line at the central bank to buy the foreign exchange at the legal
parity, some importers decide that it is cheaper to buy the currency
they need in the black market. Some exporters increase their in-
come by selling their foreign exchange earnings in the black mar-
ket. Some governments profit by offering to sell foreign exchange
to importers at the artificially low price, and then taxing their
purchases. And various government officials in the agencies that
ration foreign exchange and import licenses may place individual
importers in a favored position, in return for side bets, private
payments, commissions, or promises of future employment oppor-
tunities.

Surprisingly, most governments tolerate black markets in for-
eign exchange. Legal penalties are rarely imposed, in spite of the
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pervasiveness of apparently illegal transactions. In many cases the
black market permits the government to delay the political costs
of formally devaluing the parity, while minimizing the economic
costs of maintaining an overvalued currency.

The Source of Exchange Crises

Crises in the exchange market reflect two underlying factors. The
first—and necessary—factor is the desire of many countries to
pursue independent monetary policies. Price levels rise rapidly in
some countries and slowly in others. The resulting changes in the
relationships between the prices of domestic goods relative to the
prices of comparable foreign goods affect patterns of imports and
exports. The imports of countries whose prices are rising increase
rapidly while their exports increase at a slower rate or even fall.
The international money holdings of their central banks decline,
and ultimately a devaluation is necessary. Meanwhile, in the coun-
tries with more stable prices, exports grow more rapidly than do
imports and holdings of international money increase. A revalua-
tion of the currency may be necessary in countries with payment
surpluses.

The second factor in the exchange crises of the past is that the
IMF rules for regulating exchange rates were archaic, if not in the
1940s when they were adopted, then by the early 1960s. These
exchange rate provisions—a combination of narrow support limits
around the parity and measures that sought to constrain countries
from changing their parities by too large an amount—proved un-
workable when national price levels began to increase at divergent
rates and changes in parities became necessary.

The anomaly of the Bretton Woods system, which ultimately
led to its breakdown, was that the exchange market arrangements
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of the gold standard were retained even though many central
banks had switched from dependent monetary policies appropri-
ate for the gold standard to independent monetary policies—that
is, producing money at rates that satisfied their domestic econ-
omy objectives. Predictably, an exchange rate system designed in
accordance with the gold standard worked less well in a period
when central banks gave higher priority to domestic employment
and growth.

The Politics of Parity

The decision to change an exchange parity is ultimately political.
Necessary changes in parities have often been delayed because of
the perceived political costs. One holdover from the gold standard
era is the notion that there is something sacrosanct about a parity
and that devaluation is an admission that domestic financial poli-
cies have failed. The monetary authorities always hope that events
will somehow save them from the need to devalue—the next
month’s trade data will show a healthy rise in exports, or other
countries will revalue their currencies, making their own devalua-
tion unnecessary.

No one needs any private knowledge to recognize when a cur-
rency is overvalued or undervalued. Because changes in parities are
usually delayed, investors do not need remarkably accurate fore-
sight to anticipate them. The cost of guessing wrong is minimal so
long as the band between the support limits is narrow, since the
transactions could be reversed easily and at a modest cost. And
because the authorities are often reluctant to change the parities by
small amounts, speculators can be confident that the eventual
changes will be substantial.

Take the British pound, for example, which by 1964 was clearly
overvalued. British prices had been rising more rapidly than had
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those of Britain’s competitors, the British share of the world export
market was declining, and its payment deficit was large. Many
observers felt that the Labour government should have devalued
immediately upon coming to power in October 1964, for then the
need for devaluation could have been blamed on the outgoing
Conservatives. But the Labour party was reluctant to take advan-
tage of its opportunity. Labour governments had been in power
earlier when sterling was devalued—in 1931 and again in 1949—
and party leaders were fearful of being tagged the “Devaluation
party.” For at least three years, Britain’s economic policies, as well
as its international and domestic security policies, were constrained
by the need to defend an overvalued currency.

By November 1967 nearly everyone except Prime Minister Har-
old Wilson was willing to admit that the pound would have to be
devalued. While the size of the required devaluation could not be
determined exactly, it was almost certain to be greater than 10
percent, since a smaller change would not have been worthwhile.
And it was almost certain to be smaller than 20 percent, since a
larger change would almost surely have resulted in retaliatory
devaluations by other European countries whose trade positions
would have been excessively threatened.

Eventually, in November 1967, the pound was devalued because
the British authorities could no longer maintain the parity; their
holdings of international money were exhausted and it was virtu-
ally impossible for them to borrow. Great Britain had already
borrowed the maximum amount possible from IMF and large
loans were being negotiated with other countries. But the condi-
tions on British domestic policy attached to these loans, especially
by France, were deemed too onerous.

The devaluation of the French franc in August 1969 was simi-
larly influenced by political factors. To restore the domestic peace
and harmony that had been threatened by the student riots of May
1968, President de Gaulle’s government approved nationwide wage
increases of 15 percent. Price increases were inevitable; otherwise
firms could not afford to pay the higher wages. The prospect of a
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The Brussels Caper

In the mid-1960s, a foreign exchange trader in the Brussels
branch of a major New York bank fell in love with sterling.
The Gnomes were bearish on sterling; they anticipated a
devaluation. Forward sterling was at a substantial discount
—when spot sterling was at $2.79, forward sterling was
cheaper. Moreover, the discounts on twelve-month forward
contracts were substantially larger than on one-month for-
ward contracts. So the trader bought the long sterling con-
tracts, which were cheap, and sold one-month forward ster-
ling contracts, which were more expensive. Thus his position
in sterling was more or less even, at least for the nearest one
month. From the beginning of the second month until the
end of the twelfth, he held a long position in sterling. His
potential profit was the difference between the cheap sterling
he had bought and the dear sterling he had sold.

A month later, he again bought one-month sterling for-
ward to offset his position in the long forward contract,
which had eleven months to run until maturity. At the same
time, he bought more long sterling contracts and sold an
equal amount of short sterling contracts; his long and short
positions were offsetting, and he still had a nice potential
profit.

A month later he repeated the process; he repeated it for
several more months. The potential profit kept increasing.

When the bank learned of its extremely large investment
in long sterling contracts, the position was closed, at a loss
of $8 million.
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one-shot increase in the price level of 10 to 15 percent meant that
the French franc would have to be devalued. The anticipated price
increases and the political uncertainty associated with the riots
triggered a sharp speculative attack against the franc.

Yet the necessary change in the parity was delayed for political
reasons. President de Gaulle would not devalue the franc; after all,
he had given France ten years of price stability (from 1959 to 1968)
which had followed fifty years of inflation. To maintain that stabil-
ity, payments abroad were restricted, and price and wage ceilings
were adopted; the franc was being devalued by the back door. Only
the date of the “front door” devaluation and the amount of the
change remained uncertain. Less than four months after de Gaulle
resigned, the franc was formally devalued.

The way election results can influence an exchange parity was
dramatically shown by the revaluation of the German mark in
October 1969. The Christian Democrats wanted to maintain the
existing parity until after the German parliamentary elections in
September 1969. The business community, an important supporter
of the Christian Democratic party, favored retaining the existing
parity with the dollar, since a revaluation of the mark would have
meant that the prices of German goods in the United States and
in other foreign markets would have risen relative to the prices of
U.S. goods, and that German export sales and German profits
would have declined. Revaluation of the mark also would have led
Germans to buy more foreign goods, since foreign prices would
have declined relative to Germany’s. Thus, the mark prices of
German goods competing with imports would have to have fallen,
and the profits of German firms producing these goods would have
declined.

The major constituency of the Social Democrats was—and is—
the workers, who were interested in higher incomes and lower
prices, not in business profits. Thus, a revaluation would have
benefitted the Social Democrats, and a revaluation was widely
expected—if the Social Democrats won the election. Had the
Christian Democrats won, the outcome would have been more
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uncertain, for their constituency and the economic realities were
pulling in opposite directions.

As soon as preliminary election results indicated that the voters
preferred the Social Democrats, the speculative demand for the
mark soared. On September 29 the Bundesbank ceased pegging the
mark at the parity of 4 marks to the dollar, and the mark floated
upward until October 24, when it was pegged at 3.67 marks by the
newly installed Social Democratic government.

On two occasions in twenty years, once in 1950 and again in
1970, the Canadian government shifted from a pegged to a floating
exchange rate. In both instances the cause was the same: Canada
wanted to minimize the increase in the Canadian price level result-
ing from inflation in the United States. The dominant factor in
Canada’s exchange rate policy is the very tight economic fit of the
Canadian economy with the U.S. economy. The close economic
and geographic relationship with the United States means that
Canada has an automatic tendency to import U.S. problems. More-
over, because raw materials are such a large part of Canadian
exports to the United States, U.S. economic developments have an
exaggerated impact on Canada. When the U.S. economy has a little
boom, U.S. imports of raw materials soar, and the Canadian econ-
omy has a big boom. Both in 1950 and again in the late 1960s, as
a result of the U.S. economic booms, Canadian exports surged and
large payment surpluses brought about substantial increases in
Canada’s money supply.

The Canadian government sought greater control over its price
level by shifting to a floating exchange rate. Thus, in June 1950,
the Canadian dollar (which had been pegged at the rate of $1.10
Canadian to the U.S. dollar) was permitted to float, and shortly
thereafter appreciated by 10 percent. Similarly, when in June 1970
the Canadian authorities again freed their dollar from a parity of
$1.08 Canadian to the U.S. dollar, the Canadian dollar appreciated
by 8 percent.

Canada wants more independence from the United States. Since
Canada cannot readily move to Europe or to the Far East, it has
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sought financial mechanisms that would disengage its economy
from the U.S. economy. Both in 1950 and in 1970, the Canadians
hoped that a floating currency would provide increased insulation
from U.S. inflation. In contrast, in 1962 both the U.S. and Cana-
dian economies were in recessions and the Canadian government
returned to a pegged exchange rate to stimulate its economy; the
Canadian dollar was pegged at a rate below the market level to
increase Canadian exports.

Until 1971 most exchange crises involved only one currency;
there was no systematic relationship between the problems of the
British pound, the Canadian dollar, and the French franc. But the
exchange rate changes of May 1971 and of February 1973—those
that did occur as well as those that should have occurred but did
not—involved more than ten countries. The U.S. payment deficit
associated with the Vietnam war led foreign central banks to ac-
quire more dollars than they wished. As a result, their domestic
money supplies were growing rapidly; they were importing U.S.
inflation. One of the few options open to foreign central banks was
to use the dollars to buy gold from the U.S. Treasury and hope that
the gold losses would force U.S. authorities to take measures to
reduce the payment imbalances. Another option was to revalue
their currencies and incur costs in terms of their own constituen-
cies.

Murphy’s Law—anything that can go wrong will go wrong—
went to work. The other industrial countries imported U.S. infla-
tion, then they revalued. Their price levels increased about as
rapidly as did the U.S. price level, because the revaluation was too
long delayed.
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The Search for Flexibility—Floating Rates and
Sliding Parities

Since 1960 more than thirty countries have devalued their curren-
cies. A few—including West Germany, Austria, the Netherlands,
Switzerland, Japan, Canada, France, Italy, and Great Britain—
have revalued. It is a small wonder that speculators appear increas-
ingly sensitive to the possibility of changes in exchange parities.
Whenever it has appeared likely that a parity might be changed,
the volume of funds shifted in anticipation of such a change has
increased greatly year after year. The odds in the game have in-
creasingly favored the speculators.

Inevitably, the central bankers have been forced to deny that
they would change their parities; not to deny is to admit. But the
sequence of a succession of denials followed by a succession of
parity changes quickly reduced the value of their denials. Central
bankers’ public statements about the exchange rate have lost credi-
bility, and speculation about changes in exchange parities has come
to resemble a game of wits between government authorities and
private parties. The participants in the exchange market must con-
stantly decide how much importance to attach to those official
denials.

The inconsistency between national monetary policies and the
exchange rate system—and the resulting speculation—might be
reduced by a return to a gold-standard monetary policy, that is, a
return to dependent national monetary policies. For many coun-
tries, however, monetary independence is the essence of sove-
reignty.

Given each nation’s desire for monetary independence, greater
flexibility is obtained through floating exchange rates, or with more
frequent changes in the parity so that the scope for speculative
profits are reduced. Under a floating exchange rate system, the
exchange rate varies in response to changes in supply and demand,
just like any other price. Central banks are not required to support
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their currencies in the exchange market, although they may inter-
vene to smooth movements in the exchange rate to accommodate
the needs of traders and investors. Changes in the exchange rates
are supposed to be less sudden than they are under the pegged-rate
system. New information about future events, and hence about
future exchange rates, is supposed to be immediately reflected in
the exchange rate. Thus, as the domestic price level increases or the
foreign demand for domestic products declines, the price of foreign
exchange increases. Investors can still speculate on changes in the
exchange rate, but they no longer have the relatively riskless, one-
way option available under the pegged exchange rate system. For
one thing, the amount of the change in the rate is usually smaller,
since the rate is adjusted continuously. And the costs of being
wrong can be much greater, since the currency may appreciate by
a larger amount if speculators are wrong. The need to apply con-
trols and restrictions to limit purchases of foreign exchange should
disappear, and so should currency black markets.

Many, if not most, academic economists favor floating exchange
rates. Some—those who advocate a fixed money supply growth
rule for a particular country of 5, 6, or 10 percent a year—favor
independent monetary policies; they abhor the idea that the growth
of the money supply within a country should be affected by
whether the country has a payment surplus or deficit. Economists
who do not accept a fixed monetary growth rule want to eliminate
both the external constraint on the choice of domestic policies and
the need to balance international payments and receipts at one
particular exchange rate. Most economists believe that the varia-
tions in exchange controls that would have been needed to main-
tain national parities indicated either that the pegged-rate system
was badly managed or that it was obsolete—and that even the
best and the brightest of central bankers could not make it work
effectively.

Yet floating exchange rates were criticized extensively by men
of affairs, especially during the pegged-rate period. Their reasons
differed. Some believed that daily, weekly, and monthly move-
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ments in the exchange rate would retard the growth of interna-
tional trade and investment because the increased uncertainty
about future exchange rates would deter some individuals and
firms from undertaking international transactions.

The rationale for pegged exchange rates is that central bankers
are more astute in setting the price of foreign exchange—that is,
speculating in the exchange market—than are private investors.
Central banks are government-owned public utilities, and they are
supposed to provide public services—if necessary, at a loss. Their
transactions in the exchange market are supposed to reduce uncer-
tainty about future exchange rates. Exporters and importers benefit
from the reduction of uncertainty. And since their costs decline,
the benefits are passed on both to those who produce export goods
(and would thus have a larger foreign market) and to those who
consume imports.

The rationale for floating exchange rates, on the other hand, is
that changes in the exchange rate should be depoliticized. Even if
the foreign exchange traders in the central banks are more skillful
than are their private sector counterparts, they cannot alter the
exchange peg on their own; these changes reflect political decisions.
Needed changes in parities are almost always long delayed. Thus,
in most periods any reduction in exchange market uncertainty
stemming from central bank intervention may be offset by the
sharp rise in uncertainty whenever expectations develop that the
exchange parity will be altered—and while politicians are muster-
ing the political will to make that alteration.

In general, proponents of floating exchange rates emphasize the
ease with which the market rate changes over time. Exchange rate
movements are supposed to be continuous and gradual rather than
sudden and sharp. In contrast, the critics of floating exchange rates
are worried that movements in exchange rates will be extensive.

In choosing between pegged and floating exchange rates, one of
the major questions concerns the impact of uncertainty on trade
and investment. Ideally, the effects and relative costs of uncertainty
under the two systems might be measured and compared. Yet,
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until 1973 the opportunities for comparison were infrequent. Float-
ing exchange rate systems did not work well in the 1920s, but the
relevance of this experience is questionable, as is the failure of the
pegged-rate system during the 1930s. The twelve-year Canadian
experience with floating exchange rates between 1950 and 1962 was
generally acknowledged as a success—but the shocks were small.
Lebanon has used a floating exchange rate since 1950, and the
system has worked well, despite wars, revolutions, and other
sources of political uncertainty in the Middle East. But Lebanon
has not followed an independent monetary policy.

In addition, experience with pegged rates has been biased. Since
during the postwar period, most countries have been on pegged
rates, the problems of this system have been most evident. Thus,
however dramatic the exchange crises have been, their economic
cost may not have been so great. In any case, the cost derived both
from delays in changing the exchange rate and from changing the
effective rate by administrative controls—in effect, from the way
the system was managed rather than from the system itself. But
perhaps it is inevitable that a pegged system would be poorly
managed.

Another issue in choosing between these two exchange rate
systems concerns the likelihood that a floating exchange rate will
be manipulated by governments. The fear is that some countries
might manipulate their exchange rates to enhance their national
advantage. The Japanese favor a low foreign exchange value for the
yen as a way to stimulate exports. Without established parities,
governments cannot be prevented from manipulating the foreign
exchange price of their currency. Perhaps international rules could
be developed that would define acceptable and unacceptable forms
of central bank intervention under a system of floating exchange
rates. Perhaps—but the likelihood that such rules would be
adopted is low. And the likelihood that they would be followed, if
adopted, is lower still.

The academic arguments between the proponents of pegged
rates and the proponents of floating rates usually ignore the success
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of the Bretton Woods system in the 1950-65 period, and concen-
trdte instead on the exchange crises in the late 1960s and the early
1970s. A pegged-rate system will work well whenever there is
reasonable price stability in the major countries; crises will be
infrequent because the need to change parities will also be infre-
quent. Floating rates would also work well in this monetary envi-
ronment. As price stability begins to erode, the need to change
parities will become increasingly frequent, and ultimately the au-
thorities will permit their currencies to float.

Strong resistance to floating rates stimulated the search for
greater flexibility within the pegged-rate system. The widening of
the support limits around parities to 2.25 percent in 1971 was a
response to this search. The advantage of a wider spread is that it
tends to increase the risks associated with shifts of funds between
assets denominated in various currencies, since the possible ex-
change losses are greater. Investors have less of a one-way option.
Whether 2.25 percent is sufficient is not yet clear—a somewhat
wider spread, perhaps 4 or 5 percent, might be preferable.

Even with wider spreads between exchange rate support limits,
exchange crises might still arise because independent monetary
policies tend to make established parities obsolete. Unless authori-
ties manage to change their parities before they are forced to do so
by speculative pressure, crises are inevitable. And the authorities
have rarely changed their parities on a timely basis.

Another approach toward greater flexibility involves the various
mechanisms that make it easier to change parities. Such devices,
called sliding parities, crawling pegs, or gliding rates, are all minor
variations on a single theme: when a country begins to move into
a position of a persistent payment surplus or deficit, the parity
should be changed quickly. Small, frequent changes in a parity
then replace large, infrequent ones. These changes might be trig-
gered automatically by changes in a country’s holdings of interna-
tional money, or by the decision of the authorities, since a formula
approach might circumvent the reluctance of the authorities to
change the peg.

Brazil used a floating peg approach for more than a decade;
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every three or four weeks the authorities devalued the cruzeiro by
2 or 3 percent. The amount of the change was so small, and its
exact timing so uncertain, that investors did not find it worthwhile
to seek a profit from the predictably small change in the peg. But
most governments are skeptical of using a formula to determine the
amount and timing of rate changes in the foreign exchange values
of their currencies; the domestic political consequences might be
too severe. And many governments have shown an unusual reluc-
tance to use any variant of the sliding parity approach.

That the Bretton Woods system would break down was inevita-
ble; the system was fast becoming obsolete in a world of indepen-
dent monetary policies and accelerating inflation. It became too
easy for investors to profit from changes in parities. Central bank-
ers continued to play by the Bretton Woods rules even while they
sought to negotiate modifications. Changes in institutional ar-
rangements occur slowly, especially when the number of national
participants is large and their interests diverse. The negotiations to
save the Bretton Woods system proved unsuccessful; currencies
were allowed to float because agreement could not be reached on
any other exchange rate regime.

The move to floating rates in 1973 did not occur because the
proponents of floating rates won the arguments; rather, pegged
rates were simply no longer credible in a period when inflation
rates began to exceed 10 percent. Eventually it was realized that
authorities had only modest freedom to change the exchange rate
once they had selected a monetary policy. In a period of mone-
tary stability, the differences between the two exchange rate sys-
tems were of the Tweedledee and Tweedledum variety. And,
given the monetary background of the 1970s, the concerns of the
critics of floating rates have been substantiated. Exchange rates
have moved sharply, not gradually, much more than has been
warranted by differential changes in national price levels. Gov-
ernments have intervened extensively to advance their own inter-
ests without the constraint of rules. The criticism, however,
should be directed at monetary instability, and not at the ex-
change rate system.
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Floating Rates—The Arguments and the Experience

The years since February 1973 provide the first extensive experi-
ence since the 1920s for evaluating the arguments for floating rates.
Even so, most currencies remain pegged; the floating currencies are
almost exclusively those of the industrial countries. And there have
been wide differences in the scope for changes in exchange rates,
for most central banks have intervened extensively in the exchange
market to dampen movements in the foreign exchange values of
their currencies.

For a while the Bank of Canada took a hands-off approach to
the exchange rate, until the Canadian dollar weakened. The Bank
of Japan has traditionally smoothed the daily movements in the
rate and has sought to moderate the tendency toward sharp cycli-
cal swings. The British pound has been another managed floating
currency. The U.K. authorities have decided on the range within
which they want the pound to trade and have bought and sold
dollars to achieve their objective. In both the Japanese and British
cases, floating has largely meant the absence of a commitment to
a particular parity.

The continential European countries have participated in a joint
currency float as an initial step toward the eventual unification of
their currencies. In effect, countries participating in the joint float
peg their currencies to each other, and these currencies appreciate
and depreciate together in terms of the dollar; the more or less
parallel movements are called “the snake.” The percentage
changes from peak to trough and from trough to peak are sharp
in terms of the dollar, as much as 15 to 20 percent in a relatively
short interval. Moreover, these currencies also float relative to each
other within a range of little more than 2 percent (see figure 4.1).

One advantage of floating rates is that the movements of the
rates are no longer the occasion for great crises; the monetary
authorities are no longer subject to the political embarrassment
associated with changes in parities. But the quieter life for the
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authorities is not a free lunch for everyone; business firms and
investors are concerned with the impact of exchange rate move-
ments on their competitive position and on their profits. While
international trade and investment have not declined, their rates of
growth appear smaller than they would have been had currencies
remained pegged.

Another major argument for floating rates has been that coun-
tries would be able to pursue independent monetary policies. Per-
haps they tried. Yet one remarkable feature of the period since
1973 has been the similarity of movements of price levels and
incomes among the major European countries. Intervention prac-
tices have, for example, led to the evolution of a German mark
currency area.

One obvious feature of floating rates is that investors have
caused market exchange rates to deviate sharply from the levels
suggested by changes in national price levels. The stronger curren-
cies have tended to appreciate sharply, the weaker currencies have
tended to depreciate sharply. For example, in the decade since
floating began, the U.S. dollar price of the German mark has varied
from $.175 to $.260. The U.S. dollar has been on a seesaw, moving
quickly from undervaluation to overvaluation. As the experience
with floating rates has accumulated, the analogies with the 1920s
seem stronger and stronger. In both cases, currencies became even
more extensively overvalued or undervalued than they had been
under the pegged-rate system.

Frequently, the choice of exchange rate systems seems much like
the choice among automobiles or brands of soap—any of the avail-
able brands might do. But the analogy is misleading, since floating
rates were inevitable given the worldwide inflation of the 1970s.
The historical record suggests that countries move to floating rates
whenever the rates of price changes—or intended price changes—
deviate sharply. The British pound floated in terms of gold from
1803 to 1815 during the Napoleonic Wars. The U.S. dollar floated
from 1862 to 1878 because the Civil War brought high inflation
and because the dollar remained overvalued for a substantial pe-
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Playing The Exchanges

The move to floating exchange rates signaled a boom for
foreign exchange traders. The demand for their services sky-
rocketed—and so did their salaries. Success was measured by
advancement, and advancement was measured by profits
earned for their employers. The foreign exchange depart-
ments of some banks made the major contribution to their
profits.

These profits arose from two sources. First, banks could
buy currencies at one price and sell them at a slightly higher
price. Even when the bid-ask spread is small, the sums mount
if the volume of business is large. The second source of profits
comes from holding long positions in currencies that appreci-
ate and short positions in currencies that depreciate.

In the spring of 1974 traders in a number of banks believed
the dollar would appreciate, so they bought dollars forward.
The dollar depreciated; they incurred losses. Rather than
take these losses, they bought more dollars; in effect, it was
the exchange market equivalent of a double-or-nothing bet.
The dollar depreciated further, so they doubled up again. The
greater their losses, the more they increased their positions.
Eventually, a few banks reported losses in the tens of millions
of dollars.

Exactly how many foreign exchange traders—and how
many banks—played the same game, incurred unrealized
losses, yet managed to break even before their losses became
so large that they had to be revealed, is an unsettled question.
The extent to which the managements of these banks were
aware of their traders’ activities—and how they could have
believed that such large profits came from the bid-ask spread
—is also unsolved.
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riod after the war. That most European currencies were floating in
the early 1920s was not an accident; floating rates were necessary
as long as countries sought to deflate their price levels relative to
U.S. price levels as a prelude to pegging their currencies to gold at
the 1913 parities.

As long as the world economy continues to be subject to the
disruptions of inflationary booms and sharp recessions, floating
rates are likely to be retained. The major uncertainties then revolve
around the extent of central bank intervention in the exchange
market and the possibility that some countries might adopt ex-
change controls to limit abrupt changes in the foreign exchange
values of their currencies.

Which Way After Floating?

Historical experience suggests that floating rates are inevitable in
an era of double-digit inflation and worldwide recession. The re-
cord also suggests that countries will move back toward some form
of pegged rates once the monetary environment is more stable.
Individual countries will decide on their own when the time is
appropriate to peg their currencies. Such a move might follow an
international conference or agreement that recognizes that a move
toward pegged rates is desirable; alternatively, individual countries
might unilaterally peg their currencies to that of a major trading
partner after they have achieved monetary stability.

Ultimately, a new agreement might be reached on pegged rates.
Such an agreement would differ from the Bretton Woods system
in several important ways. The support limits would most likely be
wider, probably even wider than the 2.25 percent limits of the
Smithsonian Agreement. The rules concerning parity changes
would place greater emphasis on the need to change rates that are
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inappropriate. And the rules would likely be more permissive, so
that some countries might allow their currencies to float while
others might peg their currencies.

Just as it is predictable that there will be a move back to pegged
rates and a new exchange rate arrangement, so is it inevitable that
this agreement will eventually become outdated and will be shelved
with the gold standard and the Bretton Woods system in the mone-
tary counterpart of the Smithsonian Institution. Monetary agree-
ments are matters of convenience that last for a decade or two; as
the economic conditions that made the agreement feasible change,
the agreement becomes obsolete.
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Gold—How Much Is
a Barbarous Relic Worth?

President John F. Kennedy once observed that the U.S. balance-of-
payment problem was one of the two most complex issues he had
to deal with (the other was avoiding nuclear war). What worried
him about the payment problem was that he might have to change
the dollar price of gold. Yet when President Richard Nixon sus-
pended U.S. Treasury gold sales in August 1971, and then agreed
to increase the dollar price of gold to $38 (and subsequently to
$42), the domestic political fallout was mild. Actually the Nixon
decision was ironic. In his 1960 bid for the presidency, Nixon had
suggested that the dollar would be devalued if Kennedy were
elected president. Nixon was right: Kennedy was elected president
and the dollar was devalued. Kennedy’s estimates of the political
costs of devaluation, both domestic and foreign, were much too
high. A number of decisions have proved more costly, including
Nixon’s temporary tariff surcharge of 10 percent, U.S. quotas on
textile imports, and the invasion of Cambodia.

Gold’s role in monetary affairs has periodically been subject to
such ironic twists. John Maynard Keynes called gold a “barbarous
relic.” Charles de Gaulle said that only gold could be the corner-
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stone of a new international monetary system. Both may have been
right.

The U.S. government’s suspension of gold transactions in 1971
raised the question of whether gold could continue as an interna-
tional money. Demonetizing gold would have greatly reduced the
supply of international money, since gold was the second largest
component of international reserve assets. Indefinite suspension of
the U.S. Treasury’s gold transactions would have amounted to an
effective demonetization of gold.

One solution for eliminating the gold shortage of the mid-1960s
was to double the monetary price; the U.S. gold parity would have
been increased to $70. The rationale was that since the world
commodity price level had more or less doubled since the monetary
gold price was last increased in the mid-1930s, it was appropriate
that the monetary gold price should also be doubled. Then, as
world inflation proceeded apace, the goldbugs began to talk about
a $100 parity.

In 1973 and 1974, when the price of gold in the private market
began to rise, first to $100 and then to $150, the newspaper expla-
nation was that investors around the world were losing confidence
in paper monies. Perhaps—but an alternative explanation was that
they were betting that the monetary price of gold would increase.
An investor would pay $100 for gold only if the price was expected
to rise; this investor would pay $150 or $200 only if the anticipate
price was higher. Indeed, the calculating investor was likely to
acquire gold only if he expected that the price would rise by more
than the rate of interest.

In January 1980 the gold price reached a peak of $970 an ounce.
And for much of 1980, the gold price exceeded $600. In 1981, the
average price was $450. In 1985, gold fluctuated in the range of
$300 to $350 an ounce.

In 1982 the U.S. government set up a Gold Commission to
analyze and evaluate gold’s future role in the domestic and the
international monetary systems. The establishment of the commis-
sion was in response to several factors, including a statement in the
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Republican party’s 1980 campaign platform urging that the United
States return to the gold standard. The Reagan administration
loaded the membership of the commission with individuals not
sympathetic to a new monetary role for gold. So most of the
commission’s report was predictable; the only positive recommen-
dation was that the U.S. Treasury mint a new gold coin—one that
would not have any fixed monetary value. But the commission also
recommended that the U.S. Treasury hold on to its gold because
such gold holdings might be valuable in international monetary
negotiations in the future. The market prices of $900 or $350 for
gold would be viable only if central banks continued to consider
gold an international money. If gold were to be demonetized, the
market price would tumble, for the central banks would find ways
to sell gold and take their profits. For better or for worse, investors
have already placed their bets that the probability of the demoneti-
zation of gold is very low.

Before Gold Was a Barbarous Relic

The use of gold as money predates written history. How did gold
develop its monetary role? To answer this question, two more are
relevant: why was a money necessary, and why did gold satisfy this
need better than did the other commodities?

Without money, goods had to be exchanged through bartering,
a time-consuming process., First, an individual who wished to sell
his output had to find a buyer with a desirable product to exchange.
Next, buyer and seller had to agree on a price for the exchange.
Finally, the values in the transaction had to match—if buyer and
seller agreed that the fair price for one horse was three cows, the
seller of the horse acquired three cows, perhaps one or two more
than he wished or needed.
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Someone realized that an intermediate good might lead to more
efficient transactions. Producers could sell their output in exchange
for the intermediate good, so that they need not spend the time
searching for a buyer with whom to exchange products. Prices of
goods could be expressed in terms of this intermediate good. If the
intermediate good was divisible into smaller units, the amount of
the payment in each transaction could be matched to the price. The
intermediate good could thus perform the several functions or a
money—it could serve as a medium of exchange, a unit of account,
and a store of value.

Gold had several attributes that enhanced its attractiveness as
the intermediate good. Gold was durable; it did not “wear out.”
Gold was homogeneous; one unit was virtually identical with an-
other. The value-to-weight ratio for gold was high, so its transport
and storage costs were relatively low. Gold could be manufactured
in large coins and small coins. Moreover, because of the high costs
of gold mining, the supply of gold did not change rapidly, which
meant that the price of a market basket of commodities was likely
to be more stable in terms of a unit of gold than in terms of other
commodities whose supplies changed more rapidly. So gold be-
came a commodity money.

Other commodities with an attractive set of attributes have also
been used as money. Silver, for example, had a somewhat lower
value-to-weight ratio than gold, so it proved more useful for coins
and transactions of lower value. The costs of transporting and
storing silver were many times greater than those of transporting
gold of equal value.

When different types of commodity monies were used at the
same time, a major problem arose in that efficiency in transactions
required that the price relationship between the different monies be
certain. Otherwise, producers would have had to quote a price for
each good in terms of gold coins and silver coins. A constant price
relationship could not simply happen; government policies were
necessary to peg the price of one commodity money in terms of any
other. At one time, the U.S. government set the price ratio of 15:1
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(fifteen ounces of silver had the same value as one ounce of gold).
But this ratio proved unsatisfactory in response to new silver dis-
coveries, so pressures developed to alter the price ratio to 15.5:1.
It proved impossible to find a price ratio that would work forever,
so the idea of having two commodity monies was discarded. Gold
eventually dominated silver as the paramount commodity money.

Over the last several hundred years, the authorities in virtually
every country have supplemented gold’s domestic role with paper
monies—note issues and bank deposits. Such paper monies were
easier to use in making payments than was gold, for their storage
and transportation costs were lower. Initially, individuals were
dubious about the value of paper monies. One concern was that
excessive production of paper monies might raise the commodity
price level and lead to a reduction in the monies’ value. To encour-
age acceptance of paper monies, governments required that the
issuers agree to convert these fiat monies into gold at a fixed price;
this requirement was supposed to insure against excessive produc-
tion of the paper money. However, the free convertibility of paper
monies into gold constrained the monetary authorities in their
attempts to follow independent monetary policies.

When the constraints on independent policies became too se-
vere, the monetary authorities began to reduce the role of gold in
their domestic monetary systems and central banks stopped con-
verting their domestic monies into gold. In September 1931 the
Bank of England stopped pegging the British pound to gold; the
British authorities wanted the freedom to pursue a more expansive
monetary policy to cope with an unemployment rate of 20-plus
percent. In 1933 the U.S. government required all U.S. residents
to sell their gold to the U.S. Treasury; the government wanted to
eliminate the pressure on U.S. commercial banks to sell gold.

Central banks held gold as an international money because they
believed gold would be a Better store of value than would other
international monies. Each central bank bought gold in the belief
that at some future date it would be able to sell the gold to the
monetary authorities of other countries. Obviously, the argument
was circular—central banks bought gold because they believed
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other central banks would in turn buy gold. This circularity is what
confidence in any money, including the various paper monies (such
as U.S. Treasury notes), is all about.

Gold’s domestic monetary functions have gradually declined.
Today, private parties rarely use gold as a medium of payment and
almost never use it as a unit of account; they hold gold as a store
of value—as an investment, either as a hedge against inflation or
as a precaution against a political crisis. This change in gold’s role
is not a result of planning or government decree. It is more efficient
to use various national monies as a medium of payment and to state
prices in terms of national currency units rather than in terms of
units of gold.

Similarly, gold’s role as an international money has gradually
declined, so that it is now used primarily as a store of value. Gold
is no longer used as a unit of account for central banks; the parities
for most national currencies are stated in terms of some other
national currency. Nor has gold had any significant impact on
commodity price levels for over sixty years. Central banks use gold
only infrequently as a means of payment. Instead, payment imbal-
ances are financed by transfers of deposits which are denominated
in the U.S. dollar, the German mark, or some other currency.

That some central banks still prefer gold as a store of value may
seem irrational, for gold earns no interest, while U.S. dollars or
other international monies do. One explanation often given is tradi-
tion; central banks got used to holding gold during the gold stan-
dard era, and their preference remains unchanged, even though the
system has changed. But this explanation is not very convincing.
What needs to be explained is why central banks hold gold and
thus forego the opportunity to hold their international money in
assets yielding 10 or 12 percent. One advantage of gold over other
assets is greater acceptability; gold may be acceptable as money by
other central banks when dollars or other international monies are
not. Another advantage is gold’s underlying value as a commodity;
gold has retained its value despite wars, revolutions, and spend-
thrift sovereigns.

In the short run, other monies have proved more attractive. But

87



I / THE INTERNATIONAL MONEY SYSTEM

gold has remained, while numerous national monies have come
and gone. The continuing demand for gold reflects confidence in
its future value and the belief that no one sovereign can diminish
this value significantly.

For most observers, the idea that gold should again play a
central role in the system seems bizarre. Yet the century of the gold
standard (1815-1914) was one in which there was modest secular
inflation; periods of rising prices were followed by periods of de-
clining prices. Moreover, the year-to-year changes in the price level
were modest, much less than they were in the 1970s. The gold
standard delivered price stability, more so than the discretionary
monetary management of the last fifty years.

Saying that the gold standard delivered price stability should not
obscure the fact that prices fell briefly and sharply in a series of
financial crises in the nineteenth century. These crises frequently
reflected failures of large numbers of banks and a decline in the
money supply. The triggers for these crises differed. In some cases,
large agricultural surpluses led to very low prices, so that farmers
could not repay their bank loans; in other cases, collapses in stock
market prices led to bank failures. So whether the long-term price-

Gold as an Investment

The market price of gold increased so sharply in the 1970s
that the rate of return attached to ownership of gold has
exceeded that available on nearly every other widely held
asset. During the 1970s, when the gold price went from $35
to $800, the average annual return was 36 percent. With the
mid-1982 gold price of $350, the average annual return was
22 percent. In any short-term period the rate of return from
holding gold has been high if the prices rose sharply. But over
the long run, the rate of return from holding gold has been
below that from holding other types of financial assets.
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level stability was inherent in the system or an accident remains a
matter of debate.

The criticism that the gold standard would not work today
might be a statement about economics or a statement about poli-
tics. It is important to keep the distinction clear. There appear to
be no inherent reasons why the gold standard would not work in
the 1980s if it were tried; what is at issue would be the costs,
compared with the costs of recent monetary policies. The dominant
objections are political; it is said that the authorities are unlikely
to be willing to give up the power inherent in domestic monetary
management. The implication is that the public will continue to
sacrifice its own interests to the promise of discretionary monetary
management, while neglecting the costs of such policies.

The Persistent Gold Shortage

The suspension of gold transactions by the U.S. Treasury in 1971
was a response to a shortage of monetary gold that had persisted
for most of the previous sixty years. The supply of gold available
to central banks was smaller than desired because while gold pro-
duction had grown slowly, the private demand for gold as a com-
modity—for use in jewelry and industry, and especially for hoard-
ing and speculation—had increased rapidly. The monetary
demand for gold and the private demand for gold competed with
each other; when more gold was demanded for one use, the amount
available for the other use fell. Thus, when the private demand for
gold increased, less gold was available to central banks. Similarly,
when the central banks’ demand for gold increased—that is, when
central banks agreed to pay a higher price for gold—they bid gold
away from private users.

The shortage of monetary gold in the decades after World War
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I occurred because the commodity price level increased more ra-
pidly than did the price of gold in terms of the U.S. dollar, the
British pound, and other national currencies. Between 1914 and
1950 the U.S. wholesale price index increased by 125 percent and
the monetary price of gold increased by 70 percent. From 1950 to
1970 the wholesale price level increased by 35 percent, while the
monetary price of gold remained unchanged. From World War II
until the early 1970s, gold producers were squeezed between a
sharp increase in production costs and a smaller increase in selling
price.

The gold shortage first became apparent immediately after
World War I, and it persisted until the early 1930s. The increase
in the dollar price of gold in 1934 was designed not to resolve the
gold shortage but to stimulate the U.S. economy. As it turned out,
the increase in the gold price to $35 an ounce led to a gold glut,
for the amount of gold produced exceeded the demand. Excess gold
flowed to central banks, especially those in the United States; the
United States was subject to a “Golden Avalanche.” U.S. gold
holdings increased from $7 billion in 1934 (valued at the $35 price)
to $20 billion in 1939.

World War II inflation eliminated the gold glut, and the possi-
bility of a gold shortage reappeared. Wholesale commodity prices
doubled during the 1940s. Gold-mining firms were again squeezed
between higher productions costs and a fixed selling price. The
private demand for gold again increased, since gold was becoming
progressively cheaper in terms of other commodities.

Postwar concern with the gold shortage first became acute in the
late 1950s. Between 1949, when the U.S. Treasury’s gold holdings
peaked at $24 billion, and 1960, U.S. gold holdings declined by $8
billion. This redistribution of gold among the world’s central banks
was viewed as necessary to provide the financial basis for the
postwar growth in world trade. But by 1960 there was growing
recognition that the total supply of gold available for central banks
as a group was too small to meet their demand.

The impending gold shortage was an issue during the 1960 U.S.
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$35 an Ounce and 3.1416 Are not the
Same Kind of Numbers

The choice of $35 as the parity for the dollar in January 1934
was a historical accident; the price might have been $30 or
$40. President Roosevelt had been convinced that the way to
move the U.S. economy out of the Great Depression was to
greatly increase the gold price. Gold production would be
stimulated; more gold would be sold to the U.S. monetary
authorities; the U.S. money supply would increase, and so
would commodity prices. As a result, business firms would
no longer incur losses because of declines in the value of their
inventories, and banks would no longer be threatened with
insolvency because of the declining value of their assets.

To increase the dollar price of gold, a subsidiary of the
government-owned Reconstruction Finance Corporation
bought gold in New York. At the prevailing exchange rates,
the price of gold in the United States then tended to exceed
the price in London. Arbitragers had an incentive to buy gold
in London for sale in the United States. But they had to buy
sterling first. And their purchases caused the price of sterling
to rise in terms of the dollar and numerous other currencies,
weakening the competitive position of British firms in the
world market. The British objected. The U.S. authorities
stabilized the dollar price of gold when the free market price
was near $35. Had the British objection been delayed until
the free market price was $40, the U.S. gold parity would
have been $40.
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presidential election campaign. Nixon tagged Kennedy as an infla-
tionary spender, cautioning that higher prices would be around the
corner if Kennedy were elected. The first threat of a dollar devalua-
tion appeared in 1960, when a small number of investors increased
their gold purchases in the London market. For several weeks their
purchases exceeded the flow from new production. Under such
circumstances, the Bank of England would normally have sold
gold from its holdings to keep the London price from rising above
$35; the Bank would then have used its dollar receipts to buy gold
from the U.S. Treasury. This time, however, someone in the U.S.
Treasury had led some British officials to doubt that the Bank of
England could buy gold from the U.S. Treasury to replenish its
gold holdings after selling to private parties in the London market.
So the Bank of England stopped selling gold. The combination of
a nervous demand and the absence of a steady supply led to a surge
in the gold price to about $40—an increase that seemed extremely
sharp at the time, although trivial when compared with price in-
creases in the 1970s. Eventually, the Bank of England supplied
gold to the market and the price fell to $35. Still, the first signal
of an impending gold shortage had appeared.

Two kinds of measures might have resolved the shortage: either
the private demand for gold might have been reduced by reduc-
tions in the commodity price level, or the supply of gold might have
been increased by raising the monetary price of gold. The scope for
reducing the private demand was small, for governments had nei-
ther the will nor the incentive to pursue deflationary financial
policies. U.S. gold regulations were changed to prohibit American
citizens from buying or holding gold outside of the United States
(they had been prohibited from holding gold domestically since
1933). Efforts to induce foreign governments to apply similar mea-
sures to their residents were rebuffed. And attempting to decrease
the demand by reducing the world price level—the classic ap-
proach of the gold standard—was ruled out by the cost of a
deflation in terms of unemployment, business failures, and lost
elections.
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By 1965 the private demand for gold had increased above the
level of production; central banks sold $50 million of gold from
their reserves to hold the price at $35. Uncertainties about the
future parity for the British pound led to yet another surge in the
private demand for gold. In 1967 central banks sold $1.6 billion of
gold to private parties to prevent the price from rising above $35.
And in the first ten weeks of 1968, sales to private parties reached
$700 million.

Investors were alarmed lest the experience of the 1930s be re-
peated: they feared that the devaluation of the British pound would
force a devaluation of the dollar in terms of gold. They believed
that, at a minimum, the dollar price of gold would be doubled.
Hence the potential for revaluation gains was attractive. Alto-
gether, private parties bought more than $3 billion of gold from
central banks in the 1965-68 period. Much of their demand was
supplied, indirectly, by the U.S. Treasury.

Then, in March 1968, the monetary authorities in Europe and
the United States agreed to separate the private gold market from
the market in which central banks buy and sell gold to each other.
Under this two-tiered arrangement, nonmonetary and monetary
gold became ‘‘separate” commodities; the tie between the private
market and the official market was severed. Most newly produced
gold was to be supplied to the private market, from which indus-
trial, artistic, and hoarding demands had to be satisfied. Initially,
central banks continued to deal in gold with each other at the price
of $35 an ounce. In the private market the gold price might rise
above $35 or, conceivably, fall below $35.

The adoption of the two-tiered system raised two problems, one
involving how to market South Africa’s $1 billion annual gold
output. South Africa naturally sought the largest possible revenues
from its output; it wanted to sell between one-half and two-thirds
of its gold output to private parties, at prices of $38 or $40 or more,
and the rest to official institutions at the $35 price. The European
central banks liked the South African proposal, since they could
continue to add to their gold holdings. At the same time, their own
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gold holdings would appear more valuable if the price in the private
market climbed above $35.

The U.S. authorities, in contrast, wanted South Africa to sell all
its gold in the private market, in the belief that the price of gold
would then fall, perhaps to $30 or $32. According to the U.S.
scenario, central bank confidence in the future of gold as interna-
tional money would be shaken. At the same time, the preference
for other types of international money (including U.S. dollar as-
sets) would increase, and countries would become more receptive
to the need for a new international money.

Eventually, a compromise was reached. Under certain condi-
tions, South Africa was permitted to sell limited amounts of gold
at $35 to central banks. But this compromise became irrelevant
almost as soon as it was concluded, for the increase in private
demand for gold in response to worldwide inflation meant that
nearly all of the output could be sold to private parties at about $40.

After the U.S. suspension of gold transactions in August 1971,
the price of gold in the private market began to rise; by mid-1972
the price had approached $70. By late 1974, when new legislation
permitted U.S. citizens to buy gold, the price reached $200.

Once the price of gold in the private market began to exceed the
official price, the second problem became apparent: central banks
were reluctant to buy and sell gold with each other at the $35 parity
when the market price was higher. So the higher free market price
reduced the liquidity of gold holdings.

The Choices Now Available

The objective of the U.S. game plan for gold had been to avoid,
largely for political reasons, an increase in the dollar price of gold.
Successive U.S. presidents following Eisenhower—Kennedy, John-
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son, and then Nixon—had said that the dollar price of gold would
be fixed forever. The retention of the $35 gold parity was a U.S.
commitment, like the Monroe Doctrine and access to Berlin. Alter-
ing one U.S. commitment would undermine the credibility of other
U.S. commitments.

The adoption of the $38 parity and then the $42 parity by the
Nixon administration helped resolve the impasse over exchange
rate structure, but it made no dent in the gold problem. Yet this
minor change led to an important insight; it demonstrated that
while a few economists and government officials were vitally inter-
ested in the gold price, the public was bored. The price of gold was
not a domino. Increasing the U.S. dollar price of gold had no
significant adverse reaction, at home or abroad.

The U.S. response to the gold shortage was that gold should be
gradually phased out of the international monetary system; if gold
were demonetized, it would not appear as if the United States had
altered its parity. After the parity was changed, first in the Smith-
sonian Agreement and again in February 1972, the U.S. commit-
ment to phasing out gold as an international reserve asset was
retained, even though the costs of altering the $35 parity had
already been incurred.

One alternative to the U.S. response is a return to the gold
market arrangements of the 1940s and 1950s, only at a much
higher monetary price, one related to the market price of gold. At
the higher gold price, the supply of newly produced gold would be
larger and the private demand smaller. The other basic option
involves continued sales of gold from monetary stocks, so that
gold’s monetary role would progressively diminish.

Now that the price of gold has been increased and the costs of
this change have been incurred, the costs and benefits of retaining
gold as a monetary asset or of keeping gold in limbo can be ap-
preciated. Nearly every country has a vested interest in the mone-
tary price of gold. An increase in the gold price—or gold demoneti-
zation—makes some countries better off and others worse off. And
those that are worse off—or that believe themselves worse off—
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would probably blame the United States, since the change in the
price would be seen as a result of U.S. policy. Because the United
States produces and consumes minimal amounts of gold, the direct
U.S. economic interests are trivial. The central U.S. interest in the
monetary role for gold is the functioning of the international mone-
tary system and, to a lesser extent, its consequences for U.S. foreign
relations.

Changes in the gold price have an impact on gold producers—
the owners of gold mines and their labor forces—and on the pro-
ducers of competitive monies and commodities. When gold is
valued at $300 an ounce, speculators’ holdings may approach $75
billion. Should the monetary price of gold rise, the producers of
competitive monies would lose. If, on the other hand, gold is
demonetized, the pattern of winners and losers is reversed.

The price of gold in the London market since 1972 is shown in
figure 5.1. From the 1930s on, the price of gold remained un-
changed. Even after the move to the two-tiered gold market in 1968
the gold price remained relatively stable. Then, in 1973 and 1974,
the price began to increase. The gold price fell to just over $100 in
1976 before beginning to increase again, at first modestly, then
sharply.

Several questions remain. One is what will happen to the price
if gold is demonetized. A second involves the future monetary
price, should gold be retained as an international money.

Demonetization would likely result after the gradual realization
by central banks that their holdings of gold would be of greater
value and utility if they sold gold in the commodity markets.
Central bank gold sales in the commodity markets might sharply
depress the price, because the stock of gold held by central banks,
37,000 metric tons, is exceedingly large relative to the annual
production of gold, which is about 1,000 metric tons. Sales that
seem small relative to central bank holdings would be quite large
relative to the supply from new production. Once the price began
to fall, numerous private holders would sell to take their profits or
cut their losses, and the gold price would fall sharply; how rapidly
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and how far would depend on the size of central bank sales. Almost
immediately, the six or eight central banks that are the major
holders of gold would seek to establish an agreement limiting their
sales in the commodity market.

What would be the international consequences of demonetizing
gold? Gold-producing countries and those European countries that
hold large amounts of gold as international money would clearly
lose, since the value of their holdings would decline. South Africa
would lose, since the price of its major export would decline.The
Soviet Union would lose. Those who would gain include industrial
users of gold, since the commodity price would fall. Moreover, to
the extent that manpower and materials would no longer be needed
to produce a commodity money and could therefore be used to
build dams, bridges, and schools, all countries would gain. But this
gain would have to be balanced against the cost of having a smaller
supply of international money than was formerly deemed optimal.

Gold demonetization would force countries to rethink how they
might peg their currencies. Some might continue to peg their cur-
rencies to the U.S. dollar. In that case, in effect, they too would be
demonetizing gold. Together with the United States, they would
constitute a dollar bloc. Pegged exchange rates would prevail
within the bloc.

Assume, on the other hand, that a decision is made to regain
gold as an international money. Then the price at which gold
would be traded among central banks would have to be set. If this
price is substantially above the price at which gold had been trad-
ing, private parties might be induced to realize their gains; conse-
quently, monetary gold holdings would increase significantly. The
authorities would be concerned with a gold glut, like the one that
occurred in the 1930s. If the monetary price were much below the
recent market price, then central banks would be reluctant to sell
gold to each other, much as they had been in the 1968-71 period.

Setting the “right” monetary price for gold, which is sometimes
called the “reentry problem,” would be especially difficult. As long
as investors anticipated that the U.S. price level would continue to
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increase, their demand for gold would remain strong. If the U.S.
inflation rate continued to decline, then the gold price would likely
continue to fall. Only then would the authorities be in a position
to consider seriously a new gold parity.

A move to a higher monetary price seems unlikely to occur as
a result of a formal international agreement. Rather, the U.S.
government may gradually come to recognize that an important
U.S. national interest would be served by retaining gold in the
system. The elements in this decision would include the usefulness
of having an international money in the system in addition to the
U.S. dollar and other national currencies, and the difficulties in
having this money produced by an international institution.

The U.S. Treasury would then have to calculate the appropriate
price for gold, but it would recognize the chanciness of trying to
determine the right price. If the new parity were $200, existing
monetary gold holdings would be worth $231 billion and the mone-
tary value of current output would be $8 million. A higher market
price for gold would stimulate production in the long run, so new
output might reach $10 billion annually. If private expenditures on
gold remained unchanged—the percentage decline in the number
of ounces purchased approximating the increase in the market
price—monetary gold stocks might increase by $5 or $6 billion
annually.

These are rough estimates, not definite projections. There is a
U.S. dollar price of gold that would enable both official and private
demands to be satisfied adequately, at least for a few years, unless
world inflation increases.

The monetary price of gold might be set initially at a level at
which the amount supplied exceeded the amount demanded. In
that case—if the gold supply were initially excessive—gold would
flow into the U.S. Treasury, as it did in the late 1930s. Because of
the higher value of the gold output, other countries could satisfy
their gold needs without forcing the United States to sell gold.

Some economists have argued that an increase in the gold price
would be inflationary: private parties would spend more as a result
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of their revaluation gains. This concern might be valid if gold were
still used as a domestic money; with gold’s monetary role limited
to transactions among central banks, and with private gold hold-
ings such a small fraction of private wealth, it has much less force
now. Some central banks might follow a somewhat more expansive
monetary policy as a result of their revaluation gains. Any increase
in commodity price levels that result from an increase in the mone-
tary price of gold would be small relative to increases resulting
from other factors, such as the desire to finance government
deficits.

When Keynes called gold a “barbarous relic,” he meant that
mining gold to produce an international money is unnecessarily
expensive. Producing $6 billion of gold uses labor and machinery
that might produce $6 billion of other goods. If the IMF or some
other international institution produces $6 billion of paper gold,
the costs are minimal—the time of some government negotiators
and a few clerks to record which central banks owe how much to
whom. And the labor and machinery otherwise used to mine gold
for monetary purposes could then be diverted to producing dams,
schools, hospitals, and bombs.

The cost of producing $6 billion of gold falls on those countries
that prefer to hold gold in their reserves when they might otherwise
hold IMF-produced money, since these countries must earn the
gold by exporting goods and services to the gold-mining countries.
The European countries with a strong demand for gold would
acquire most of the newly produced gold. They would also bear
most of the cost.

What about the political consequences of changing the gold
price? At one time, it was feared that raising the gold price would
give substantial windfall gains to the Soviet Union and South
Africa; and that is bad, the argument went, because the former is
part of the Sino-Soviet communist conspiracy and the latter prac-
tices apartheid. Reducing the gold price inflicts losses on the Soviet
Union and South Africa, and that is good. Of course, as long as
South Africa manages its gold sales so as to keep the price in the
private market high, they have already secured the windfall.
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If gold is demonetized, South Africa’s ability to maintain the
price would indeed decline. But the impact of changes in the gold
price on South African apartheid is a complex issue, not to be
resolved by armchair sloganeering. If gold is valued at $200 an
ounce, South Africa’s gold production accounts for 15 percent of
its GNP and 50 percent of its exports. At this gold price, the blacks
gain in economic welfare; if the gold price were much lower, unem-
ployment among blacks would increase. True, government reve-
nues would also rise from taxes on the profits of gold-mining
companies. Even so, it is not obvious that the impact of a higher
monetary gold price would change the level and distribution of
income in South Africa so as to give the supporters of apartheid
greater power. Even if the evidence showed that a gold price in-
crease strengthened apartheid, this cost would have to be weighed
against the advantages of resolving the inadequacy of the supply
of international money—and the costs and advantages within each
country of a higher gold price.

Most European central bankers have a strong preference for
increasing the gold price over demonetization—indeed, many pre-
fer a higher gold price to any other approach to revamping the
current arrangement.

As far as the credibility of U.S. commitments is concerned, an
increase in the dollar price of gold is preferable to gold demonetiza-
tion. If gold is demonetized, then the credibility of the commit-
ments to satisfy the world’s demand for international money by
producing paper gold would be low. (This issue is discussed more
fully in chapter 6.) Raising the gold price would also be more
nearly consistent with the structure of the IMF and its Articles of
Agreement than would gold demonetization. Demonetization
would impose substantial losses on those now holding gold,
whereas retaining gold by increasing the monetary price imposes
losses on no one, although those central banks that hold U.S.
dollars and other reserve assets might be upset because they would
not share in the revaluation gains.

The move toward increasing the gold price might occur after
exchange rates were again pegged, or even before. If exchange rates
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were again pegged, the United States would need to concern itself
with its payment position. Both demonetization and a gold price
increase would help reduce any U.S. payment deficit. Demonetiza-
tion would work because the U.S. authorities would no longer have
to worry about a U.S. payment deficit, since foreign official institu-
tions could no longer require the U.S. Treasury to sell gold. And
the gold price increase would work because the annual increase in
the gold supply would be large enough to enable other countries
to satisfy their demand for international money, without forcing
the United States to incur a payment deficit. Indeed, because of the
increase in the value of the annual gold production, every country
might add to its gold holdings at the same time.

It is true that reliance on gold is an inefficient way to meet the
demand for international money; there are less costly alternatives.
The problem, however, is not with gold, but rather with the atti-
tudes and preferences of central banks around the world—and
their experience with the credibility of commitments made by their
counterparts in foreign governments. The European preference for
gold is archaic. But it is their preference, and they pay the costs
of retaining gold in the system.

Ultimately, the choice, as de Gaulle knew, is a U.S. choice. The
United States must decide whether the international financial sys-
tem will function more smoothly and U.S. interests will be better
served if European preferences are satisfied or frustrated. For a
decade or more, U.S. authorities focused on trying to wean the
European central banks away from their preference for gold. The
effort was not notably successful. At some stage, U.S. officials may
still seek to build a system around these preferences.

In monetary affairs, the authorities cannot afford to be ambigu-
ous; to do so would point toward profit opportunities open to
private investors. They can never hint that they will change a
parity, shift from pegged to floating rates, or favor a change in the
monetary gold price. When the timing seems appropriate, however,
they can suddenly reverse their policies.
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They Invented Money so They
Could Have Inflation

One hundred years ago, a mile was a mile, a dollar was a dollar,
and a liter of water weighed a kilo. The 1886 kilo is identical to
the 1986 kilo. But the 1986 dollar is only a pale shadow of the 1886
dollar—or even of the 1976 dollar. All of the national monies in
1986 measure less than they did in 1976, and they were less valu-
able in 1976 than in 1966.

One hundred years from now, the mile and the kilo will be
unchanged as units of distance and weight (although the mile will
then almost certainly be an obsolete measure). It is equally cer-
tain that the U.S. dollar will have a smaller value, as will the
German mark, the Swiss franc, and all other “strong” currencies.
While the measurement of the value of money may be less scien-
tific than are the measurement of the speed of light or the dis-
tance to the moon, the error in the measurement is not in ques-
tion—the orbit of the earth around the sun also varies with a
range. Rather, the question is why, of all the units of account in
the world, money is the only one that shrinks in value—gradu-
ally, but inevitably.
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From time to time, the monetary authorities in various countries
acknowledge the debasing tendencies of their predecessors. They
knock two or three zeros off the monetary units, usually after the
bills become too large and the token coins have been melted be-
cause their value as commodities has exceeded their value as
money. In 1959 President de Gaulle adopted the “heavy franc”;
100 old francs would buy 1 new franc. In 1983, Argentina adopted
a new peso, equal to 1,000 old pesos. And the Argentinians re-
peated the exercise in 1985 when 1,000 pesos were equal to 1
australei.

The periods of inflation have been so pervasive recently that
previous episodes of sharply declining prices have been forgotten.
The U.S. wholesale price index fell 50 percent in 1920-21; during
the same period, the consumer price index fell by more than one-
third. Prices fell sharply during the Great Depression of the 1930s.
The nineteenth century was one of relative price stability; if the
1800 U.S. wholesale price index is set at 100, the 1900 price index
is 64, an annual average decline of .4 percent a year. The opening
of new lands—the American West, Canada, Australia, and the
Argentine—led to declines in food prices.

Two factors distinguish the inflationary record of the twentieth
century. One is that wartime episodes seem more frequent; the
wars are also bigger and more expensive. The second is that price
levels have not declined for nearly fifty years. The anticipated
depression after World War II did not occur—or has not occurred
yet.

Traditionally, shrinkage in the value of money is associated with
finance during wartime. The sovereign prints money to pay the
army—better inflation than defeat. The U.S. consumer price level
nearly doubled during the 1915-20 period, and the annual rate of
increase averaged 15 percent, about as high as during the Civil War
period. From 1940 to 1948, the annual rate of price increase ave-
raged 7 percent. During the Korean War the rate of price increase
averaged 5 percent for about two years. From the beginning of
major U.S. involvement in Vietnam in 1965 to its climax in 1970,
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the annual increase in the U.S. consumer price index averaged 4
percent. The progressive decline in the annual rate of price increase
over these four wartime episodes suggests that the U.S. government
has slowly become more successful in putting wars on a pay-as-
you-go basis.

However, increased confidence in the ability of governments to
control inflation was shattered by the world inflation of 1973-74,
virtually unprecedented in peacetime. A new term, “double-digit
inflation,” hit the newspaper headlines. Prices were increasing
nearly as rapidly in peacetime as they had in most previous wars.
By almost any peacetime standard, inflation during the four-year
interval 1972-75 was unprecedented: the U.S. consumer price level
increased by 36 percent, or nearly 10 percent a year, more rapidly
than during World War II.

Yet the inflation rate in the late 1970s was even more rapid than
it had been in the first half of the decade. In 1980, the annual
inflation rate peaked at 13 percent.

The world inflation of the 1970s should be distinguished from
the Vietnam inflation of the late 1960s. A tight money policy in
1969 pushed the economy into recession. U.S. commitment in
Vietnam and U.S. inflation were winding down together. Whereas
during the late 1960s U.S. price levels increased more rapidly than
did those in other industrialized countries, inflation in the 1970s
was worldwide. Price levels abroad were increasing as rapidly as
it was in the United States—or more so. Germany and Switzerland
were the principal exceptions; prices increased at rates several
percentage points below those in the United States.

While inflation has been around as long as money, there re-
main sharp disagreements about its causes. Is the cause eco-
nomic, sociological, or psychological? If economic in origin, does
inflation reflect supply shortages of a natural or artificial kind, or
expansion of demand? The worldwide inflation has been at-
tributed to the growth of the Eurodollar market, to the floating
exchange rate system, to the loss of confidence in money, to the
sharp increases in the price of oil. Indeed, some experts have
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gone so far as to say that of the 10 percent increase in U.S. prices,
two percentage points represent the increase in oil prices, four
percentage points the devaluation of the dollar, and so forth.
Some Englishmen talk about a sociological theory of inflation.
They mean that strong unions—those of railway workers, miners,
electrical workers, and other public sector employees—secure
large wage increases; prices are then raised to cover the higher
labor costs.

Some Americans wonder whether inflation is inevitable in a
democracy. Competition among politicians compels them to prom-
ise both more government services and lower tax bills. When the
bills come in, the government prints money so that its checks will
not bounce.

Many things happen at the same time in the worlds of business
and money. Distinctions must be made between causes and conse-
quences, between causes and associations, between causes and defi-
nitions. A frequent pairing of two events sometimes leads to a
“scientific truth,” or rule, as if causation could be inferred from
association. A sometimes exception leads to the statement, “This
is the exception that proves the rule.” But the statement should
read: “This is the exception that proves the rule wrong.” It is a fact
that the money supply increases with great statistical regularity
toward the end of the year, but it would be risky to suggest, for
instance, that increases in the money supply cause Christmas. Ca-
sual observation suggests that fire trucks are frequently found near
fires, but only a fool would suggest that fire trucks cause fires, or
that the fires caused the fire trucks.

To say that inflation is caused by rising prices is like saying that
death is caused by the failure of the heart to beat; all deaths are
associated with the stoppage of heart movement, but heart failure
has not yet put cancer, strokes, and accidents out of business. A
definition is not a statement about causation. Brain stoppage mea-
sures death, just as a rising price level measures inflation; the
questions to be answered are why the brain stops functioning and
why the price level increases.

106



6 / They Invented Money

Whether an alleged example of economic cause and effect is in
fact another example of argument by association can sometimes
be determined by asking whether the relationship holds over a
number of years. While the quadrupling of oil prices in the fall of
1973 may have led to a more rapid increase in world price levels
thereafter, it does not explain the rapid increase in prices that
had previously occurred—nor does it explain why the prices of
sugar, copper, groundnuts, and virtually every other primary
product also increased by 200, 300, even 400 percent. Across-the-
board price increases are typical of world booms. The move to
floating rates may explain why prices increased more rapidly in
some countries than in others—yet the move to floating rates
would not have been necessary if the price level had not already
been increasing more rapidly in the United States than in Ger-
many. Floating exchange rates may have been a result, rather
than a cause, of differential rates of inflation, or at least many
Germans believe so. While the growth of the Eurodollar market
may have been inflationary, the market grew no more rapidly in
1973 and 1974 than it had in earlier years, when the rate of infla-
tion was much lower.

In the long run, inflation will not occur without an increase in
the money supply. But an increase in the commodity price level
may occur in response to shortages, even if the money supply is
constant. A failure in the corn crop will almost certainly lead to
higher corn prices, for the higher price “rations” the reduced
supply among competing buyers. Nevertheless, these factors lead
to one-shot (or perhaps two-shot) increases in the price level rather
than continuing increases.

The question is not what was happening in 1973 and 1974,
and again in 1979 and 1980, but rather what happened in these
years that had not happened before. A second question is why
rates of price increases differed so sharply among countries.
And a third question involves the relationship between the
severity of the inflation and the severity of the recession that
followed.
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Does the Fed Cause Bank Failures?

Bank failures were commonplace in the nineteenth century.
Banks closed their doors when their deposit liabilities ex-
ceeded the value of loans, mortgages, and other assets. Once
the word got out that a bank might be in difficulty, the
depositors rushed to withdraw their money, much more ra-
pidly than they would if they were selling a currency about
to be devalued. If the bank closed, the depositors might
receive 30 or 40 cents on the dollar, depending on how badly
the bank had been managed.

In some cases, the run on the bank caused an otherwise
good bank to fail. Banks were forced to sell assets to meet
their depositors’ demand for money. Such sales further weak-
ened the banks’ position, for inevitably the best assets were
sold first. The failure of one bank had a domino effect on the
stability of others; bankruptcy became contagious. Credit
systems collapsed when the public lost confidence in banks.
Bank failures also meant that the money supply fell, so reces-
sions resulted.

Several institutional innovations were adopted to minimize
failure. The National Banking Act of 1863 provided for a
comptroller of the currency to protect banks and depositors
by ensuring that the assets held by banks were good. Yet there
were substantial bank failures in 1883, 1896, and 1907. The
Federal Reserve was set up in 1913 to act as a lender of last
resort, supplying funds—newly printed money—to banks in
distress so that they could pay depositors who sought to
reduce or close out their accounts. Nevertheless, nearly 6,000
banks failed in the 1920s, 1,352 in 1930, 2,294 in 1931, 1,456 in
1932, and 4,000 in 1933. To dampen the snowball effect of
withdrawals, in 1933 the U.S. government set up the Federal
Deposit Insurance Corporation (FDIC). Initially, individual
deposits were insured to $10,000, then to $20,000; in 1975 the




ceiling was raised to $40,000, and in April 1980 to $100,000.
Banks pay an insurance premium to the FDIC, and it has
built up reserves over the years. At the end of 1977, capital
accumulated by the FDIC from insurance premiums totaled
$9 billion; the FDIC supposedly has an open credit line at the
U.S. Treasury if its losses should be larger.

A few banks have failed recently, despite these institu-
tional safeguards. U.S. National Bank in San Diego failed
because its managers had made high-risk loans to captive
firms. Franklin National Bank in New York went under in
1974 because of foreign exchange losses. Security National
Bank of Long Island was closed because it had made too
many insecure loans. Penn Square Bank of Oklahoma City
closed its doors in 1982 because many of its loans to firms
involved in oil exploration went sour when the price of oil
fell; many of these loans appeared to have been made on the
belief that the oil price would go up to $50 or $60 a barrel.

The key questions are whether a significant number of
banks will fail in the future, and how adequate the safeguards
will be. In 1974 and 1975, newspaper reports suggested that
the Treasury and the Fed were keeping a close watch on
several hundred banks. Some of the business and real estate
loans made by these banks went sour during the recession,
and the market value of their assets was less than that of their
liabilities. Their losses dwarfed the accumulated reserves of
the FDIC.

The Fed faced a dilemma. Its tight-money policy had
caused the value of bank assets to decline and had forced the
banks into technical bankruptcy. The rationale for setting up
the Fed was to prevent the failure of banks. But the desire
to break double-digit inflation had driven the banks to the
brink of failure. To prevent bank failure, the Fed was obliged
to expand the economy—to float off the credit crises. Mone-
tary expansion could lead to inflation, which would lead to
tight money, which would lead to increased bank failures.
And so it goes.
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Watergate Economics

In the United States, the year immediately preceding presidential
elections is likely to be one of expansive financial policies. The
party in power wants the economy prosperous when the voters go
to the polls. If the economy is sluggish, the ins may soon be the
outs. If inflation is soaring, the government may also be in trouble.
So the government wants to “fine tune” the economy and somehow
achieve full employment and stable prices.

Assume the economy is in recession. Initially, measures taken
to expand the economy are likely to lead to higher output and
employment rather than higher prices and costs, for as long as
there remains substantial spare capacity. Increasingly, as the econ-
omy continues to expand, it will bump up against more and more
supply constraints, and prices will rise to ration scarce goods. At
first, price increases will be selective, as scarcities develop in partic-
ular goods; then the price increases will become more widespread.
Fine tuning suggests that the authorities will try to time the expan-
sion so that the maximum employment effects are felt a week or
two before the election; someone else can worry about subsequent
price increases after the election.

In 1959 the prospects for a recession in the U.S. economy by
November 1960 seemed strong. Arthur F. Burns, formerly chair-
man of the Council of Economic Advisers and an informal adviser
to then Vice-President Nixon, recommended an expansion of the
economy to set the stage for a Nixon victory in the 1960 presiden-
tial election. Supposedly, President Eisenhower refused to pass on
the advice to William McChesney Martin, then chairman of the
Federal Reserve. Kennedy won the election on the promise of
“getting the economy moving again.” Nixon moved to California.

In 1969, President Nixon appointed Arthur F. Burns as a White
House adviser; a year later Burns became chairman of the Federal
Reserve Board. After continuing a monetary crunch designed to
wring the inflationary excesses out of the U.S. economy in 1970,
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the Fed began to expand the rate of money supply growth, to
stimulate the economy in the spring of 1971. In August 1971 one
element in Nixon’s New Economic Policy was price and wage
ceilings, which tilted the effect of increased expenditures toward
increases in output and employment rather than toward increases
in prices and wages. The U.S. economy began to boom—industrial
production, employment, man-hours per week, and the stock
market all went up.

As a recession year, 1971 was unusual. The unemployment rate
peaked at about 6 percent, but the consumer price level was still
increasing at an annual rate of 3 percent. In previous recessions,
in contrast, prices usually increased no more than 1 percent when
unemployment peaked—and the unemployment rate peaked
lower.

One interpretation of this unusual situation is that the structure
of the U.S. economy had changed: an increase in the unemploy-
ment rate to perhaps 7 or 8 percent for several years would have
been necessary to get the rate of price increase down to 1 percent.
A second interpretation is that if monetary expansion had not
begun in mid-1971, the economy would not have been booming in
November 1972. Nixon’s margin of votes in the 1972 election was
extremely large.

The 1972 inflation began at a time when prices were already
increasing at a rate of 3 percent a year, rather than at the 1 percent
rate in the recession years of the 1950s and early 1960s. The public
had recently seen the value of the dollar shrink by 30 percent in
five years. So when prices resumed their rapid increase, the public
began to anticipate further inflation; rather than risk holding
money while its value declined, the public began to reduce their
money balances. The public spent (and prices increased more ra-
pidly than would have been predicted from the money supply
changes alone), but spending only transferred money to someone
else.

Price increases were inevitable after the election, when the price
ceiling would be lifted; the uncertainty was the timing. The price
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ceilings of phase 1, phase 2, and phase N in Nixon’s economic
policy only delayed the upward movements in prices. Nixon and
Burns had a tiger by the tail, and they could not afford to let go
—at least not until after the election.

Upward pressures on U.S. prices also resulted from the devalua-
tions of the dollar at the end of 1971 and again in early 1973. In
the late 1960s U.S. consumption increased more rapidly than did
exports. As long as foreign central banks were willing to add to
their dollar holdings, it was not necessary for the U.S. dollar to be
devalued, and the increase in U.S. imports relative to U.S. exports
dampened upward pressure on the U.S. price level. The combina-
tion of delayed devaluation and price ceilings meant that the price
increases that would have occurred in 1971 and 1972 were instead
bunched in a much shorter interval in 1973. After the devaluation
the incomes of U.S. consumers increased more rapidly than did the
supply of available goods, so sharp price increases were inevitable
to ration the reduced supply. Prior to the devaluation the increase
in imports relative to exports meant that domestic prices increased
less rapidly than they otherwise might have; after the devaluation
the reverse was true. In 1973 dollar goods were cheaper to consum-
ers in other industrial countries; U.S. exports soared, and U.S.
consumers shifted from more expensive foreign goods to domestic
goods. The reduction in the supply of goods because of the decline
in the U.S. trade deficit, together with the higher price of imports,
reinforced the upward pressure on U.S. price levels caused by the
Fed’s monetary expansion. The effect was delayed by the price
ceilings, but these ceilings were removed early in 1973, soon after
the 1972 election and long before the 1976 election.

Governments rarely admit their mistakes. If their policies
backfire, the problem is that unforeseen—and unforeseeable—
events occurred. So inflation was attributed to supply shortages.
The anchovies disappeared from the western coast of Latin Amer-
ica, so there was a deficiency in the world supply of protein. The
Russians had a bad wheat crop. These supply shortages con-
tributed to the increase in prices. But the prices of most other
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commodities were also increasing. In the absence of demand
booms, the supply shortfalls would have had a much less severe
impact on prices. The U.S. government had sailed too close to the
wind; these supply shortfalls would have been far less troublesome
if the government had followed a less expansive monetary policy.

Watergate was an exercise in overkill: Nixon would have won
the 1972 election even without any information that might have
been gathered illegally from the Democratic national headquarters.
Similarly, the Republicans would have won in 1972 even without
the rapid monetary expansion of 1971. They chose not to take the
risks. The costs fell on the American public.

Carter Economics

Traditionally, Democrats place more emphasis on jobs and less on
price stability than do the Republicans. Jimmy Carter stuck with
tradition. When Carter took the oath as president in January 1977,
the unemployment rate was 7.4 percent, and the price level was
increasing at a rate of 5.1 percent a year. When Carter returned to
Plains, Georgia, four years later, the unemployment rate was 7.4
percent, while the price level was increasing at an annual rate of
11.7 percent. Carter’s tax and monetary policies clearly got the
economy moving again.

Political leaders—at least U.S. political leaders—frequently sug-
gest that if things are not quite perfect at home, at least they are
much worse abroad. President Nixon was fond of comparing the
rate of U.S. inflation with that of other countries—at least when
the U.S. rate was lower.

One of the factors—the Fed’s expansive monetary policies—that
put upward pressure on U.S. prices during the early 1970s did not
directly affect other countries; the Europeans and the Japanese
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TABLE 6.1
Inflation Around the World
(Percentage Change over Previous Year)

1971 1972 1973 1974 1975
M | o M P M P M P M P
World 11.9 5.6 13.1 5.3 13.5 9.0 119 15.2 13.1 133
United States 6.8 43 7.2 33 72 6.2 5.0 11.0 4.6 9.1
Canada 9.1 29 12.5 48 119 715 5.8 109 9.7 10.8
Great Britain 133 9.5 16.7 71 10.0 9.2 35 159 15.1 243
Germany 12.3 5.2 13.7 5.5 5.0 7.0 6.1 7.0 14.1 5.9
France 13.8 5.5 13.1 6.2 9.9 7.3 12.6 13.7 9.9 11.8
Switzerland 18.2 6.6 134 6.7 - 1.0 8.7 - 17 9.8 0.7 6.7
Japan 25.5 6.1 22.1 4.5 26.1 11.7 13.1 244 103 11.8
1976 1977 1978 1979 1980
M P M P M P M P M P
World 15.2 11.1 13.2 113 14.7 9.7 14.4 12.5 120 15.8
United States 5.7 5.8 7.6 6.5 8.2 7.6 8.0 113 6.4 13.5
Canada 6.1 1.5 7.1 8.0 8.9 9.0 4.9 9.1 39 10.2
Great Britain 14.6 16.6 13.5 15.8 20.3 83 12.2 134 44 18.0
Germany 10.0 43 8.1 37 13.5 27 7.2 4.1 24 54
France 149 9.6 73 94 113 9.1 12.2 10.7 8.0 13.8
Switzerland 8.5 1.7 4.5 1.3 16.2 11 8.9 36 - 6.8 4.0
Japan 14.2 9.3 70 8.0 10.8 38 9.9 36 0.8 8.0
1981 1982 1983 1984 1985
M P M P M P M P M P
World 11.7 14.1 12.8 12.3 15.7 12.6 15.0 14.1 19.6 139
United States 7.1 104 6.6 6.2 11.2 3.2 6.9 43 9.1 3.6
Canada 29 124 0.4 10.8 134 52.8 120 43 317 4.0
Great Britain 10.2 11.9 8.2 8.6 14.2 4.6 14.6 5.0 16.7 6.1
Germany 0.9 6.3 32 5.3 10.3 33 34 24 4.1 22
France 123 134 14.8 11.8 11.2 9.6 73 74 74 5.8
Switzerland - 22 6.5 43 5.7 10.8 3.0 4.0 29 NA 34
Japan 3.7 4.9 7.1 2.6 3.0 1.8 29 2.3 4.6 2.0
SOURCE: Inter 1 M y Fund, /, | Financial Si (Washi D.C.: IMF, various issues).

“M refers to money.

P refers to consumer price.
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could not vote in the 1972 election. Moreover, if the devaluations
of the U.S. dollar were supposed to have led to a more rapid
increase in U.S. prices, the converse—the revaluations of the Japa-
nese yen, the Dutch guilder, the Swiss franc, and the German mark
—should have dampened upward pressure on price levels in these
countries. For both reasons, price levels should have increased less
rapidly abroad than in the United States. But in fact, prices in most
foreign countries increased more rapidly than they did in the
United States (see table 6.1).

One simple explanation for the differential movements in na-
tional price levels is that the market baskets of goods used in the
comparison are not identical. Thus, the British price level might
be heavily weighted with fish and chips, the American with Big
Macs and French fries. This implies that if the components of the
indexes are more or less the same, then the indexes should tend to
move together. But this explanation is too simple, for while the
indexes with similar components may tend to move together, they
may not move by the same amount. Within the United States,
prices for the same market basket of goods are higher in some cities
than in others. While the goods markets in the various cities are
linked by arbitrage, there are enough frictions so that modest
differences in price level movements are possible. Similarly, the
index in the countries with the most rapid increases in prices might
contain relatively more of those goods whose prices are increasing
most rapidly. The U.S. Department of State and the United Na-
tions have calculated the cost of living in various national capitals;
if New York is 100, then Tokyo is 130, Paris 114, Buenos Aires
67, and Katmandu 75.

The rate of inflation in each country is best measured by the
increase in the consumer price level, although the GNP deflator
and even the wholesale price levels are sometimes used. The whole-
sale price levels in various countries are more nearly similar to each
other than are the consumer price levels, because relatively more
of the goods included in the wholesale level have their prices set
in competitive markets. The movements in the consumer price
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levels in several countries may be quite dissimilar, even though
their wholesale price levels move together.

Two different approaches can be used to explain the national
differences in inflation rates. The simplest is that prices increase
most rapidly in countries that follow the most expansive monetary
policies. For years, price levels in Argentina, Brazil, and Chile
increased more rapidly than did price levels in other countries, and
they have been obliged to devalue their currencies; the increases in
their price levels and the depreciation of their currencies should be
largely offsetting, or else their goods would become either progres-
sively undervalued or increasingly overvalued. In Western Europe
and Japan, the growth in the money supplies has been more rapid
than it has been in the United States, in part because their very
large payment surpluses in 1971 led to a sharp increase in the rate
of money supply growth. For example, Japan had money supply
increases of 30 percent in 1971 and 25 percent in 1972; Germany’s
were 13 percent and 14 percent, marginally smaller than those for
other European countries. Their reluctance to revalue in 1971 had
belated price level consequences—in effect, they were importing
inflation.

Changes in the foreign exchange values of national currencies
generally follow relative changes in price-level movements. Thus,
the countries with more rapid price increases have had depreciat-
ing currencies, while countries with less rapid inflations have had
appreciating currencies. The relationship is reciprocal: if a country
devalues, its price level is likely to rise, because the domestic price
of both imports and exports increases. If it revalues, or if its cur-
rency appreciates, its price level should increase less rapidly than
those abroad, because imports now cost less, and so there is one
less source of upward pressure on the price level.

The way out of the inflationary spiral is straightforward—al-
though the political costs of the necessary measures may not be
low. The authorities need to alter inflationary expectations, which
usually means that they must adopt contractive monetary and
fiscal policies.
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Germany, for example, has generally followed a more restrictive
monetary policy than has the United States, although this is not
always evident in the differences in money supply growth rates.
High German interest rates led investors to acquire assets denomi-
nated in the German mark, and the mark tended to appreciate.
Because the mark appreciated, commodity prices increased less
rapidly than they had in the United States. Eventually, because
commodity prices were rising less rapidly, investors held German
monetary assets at interest rates substantially below those in the
United States.

The Waves Rule Britannia

Great Britain has been an extreme case of graceless economic
aging. Britain was the first country to industrialize, and the result-
ing increases in income provided the economic base for the expan-
sion of the British imperial system. While colonization started in
the seventeenth century, it was not until the nineteenth century
that the empire flourished. Britannia ruled the waves. London was
the world’s financial center.

Empires have their own built-in self-destruct systems; they be-
come too large and too rigid to adjust to change. Rome flourished
for centuries. In 1914 the sun was never supposed to set on the
British empire. In 1975 the sun never appeared to shine on British
economic performance. In 1950 British per capita income was
twice that in West Germany; by 1975 per capita income in Ger-
many was twice that in Britain. Moreover, the British price level
increased more rapidly than did those in any other industrial
country.

The British self-analysis has been made in terms of the sociologi-
cal theory of inflation. The workers expected—and demanded—
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continual increases in their real standard of living. They expected
that their demands could be met by taxing—or soaking—the rich,
or from redistribution, rather than from productivity gains. By
raising the price at which they sold their services, laborers obtained
higher incomes; for the most part, the increase in wage costs were
passed on to consumers as higher prices—otherwise the firms
would have gone out of business.

So taxes have been raised, especially on the middle and upper
classes, and extensive subsidies have been given to the population
at large. Medical services are financed by the government, although
patients pay token amounts for eyeglasses and drugs. Universities
are free. Since some services in the government sector have been
priced below their production costs, their losses must somehow be
financed. Moreover, as wage costs have increased in the automobile
industry, most of the British-owned private companies have gone
bankrupt and have been moved into the public sector.

But because there are so few rich, high taxes on their incomes
and wealth have had only a modest impact in raising the living
standards of others. The time has long since passed when the living
standards of the workers could be significantly raised by further
taxing the rich; they may be conspicuous in their spending habits,
but there just aren’t enough of them to go around as a lucrative tax
base. Moreover, a thriving cash economy has developed alongside
the taxed economy; as plumbers and mechanics moonlight for
tax-free income, the tax base grows very slowly. So Great Britain
has borrowed abroad to finance the consumption of its workers. As
the ability to borrow abroad declines, the demands of workers can
only be satisfied by some workers—or retired workers—taking a
loss in real income.

The government and its sympathetic supporters suggest that the
problem arose because of the aggressive behavior of the unions, not
because of British government financial policies. Most sellers rec-
ognize that if they increase their prices, demand will fall and even-
tually they will be left with unsold goods and idle labor. If the
government pursues a tight money policy, then the sellers may be
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cautious about raising their prices. In contrast, if the government
is concerned that no resources be unemployed, then it in effect
surrenders control of prices to the aggressive unions.

When prices and wages rise 10 to 15 percent a year, it is hard
to determine whether wages are pushing up prices or prices are
pulling up wages. And it is silly to try to disentangle the two. For
regardless of the initial cause, the government is unwilling to bear
the costs associated with measures that would lead to price stabil-
ity. By exaggerating these costs, the government provides a ratio-
nale for doing nothing.

The rate of inflation in Britain was 7 percent in 1972, 9 percent
in 1973, 16 percent in 1974, and 25 percent in 1975. In 1975, and
to a greater extent in 1976, investors sold British pounds, and the
pound depreciated more sharply than was suggested by the in-
creases in British prices relative to world prices. British goods
became increasingly undervalued. The Parisians tromped to Lon-
don on Saturdays for their weekend shopping. The rapid deprecia-
tion of the pound was in anticipation of continued inflation; the
depreciation intensified the increases in British price levels.

Then, a combination of events—the decline in the world infla-
tion rate in 1975 and 1976, government success in getting the
unions to limit wage demands, and the rapid increase in North Sea
oil production—facilitated a reduction in inflation to 15 percent in
1976 and 1977 and to 10 percent in 1978. Few had predicted that
the inflation rate could drop so sharply. That a Labour government
would be willing to accept unemployment of 2 million was surpris-
ing. As the anticipated inflation rate declined, the British pound
began to recover in the exchange market; in a few months, the
pound appreciated from $1.55 to nearly $2.00, even as the British
price level was rising more rapidly than the U.S. price level. Now
British goods were becoming too expensive, and the French found
shopping in London far less worthwhile. As the pound appreciated,
the cost of imports fell, so it became easier to secure reductions in
the inflation rate.

By late 1980 sterling was back at $2.40, a result of three factors:
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the turnabout in Britain’s position from being an oil importer to
an oil exporter, the surge in the oil price, and the contractive
monetary policy associated with the Conservative government of
Margaret Thatcher. At $2.40 = £1, the British pound was over-
valued, certainly by ten percent, and probably by twenty percent.
As a result of overvaluation, exports of industrial products de-
clined while imports increased; the unemployment rate reached 12
to 13 percent. It almost seemed as if the revenues the British
government had collected from taxes on the profits of North Sea
oil production were absorbed in the unemployment compensation
payments to those who were unemployed as a result of the over-
valued British pound. Mrs. Thatcher’s standing with the British
voters plummeted—until the Argentinians grabbed the Falkland
Islands. But the war in the South Atlantic did not make a signifi-
cant dent in the unemployment rate.

The Tunnel at the End of the Light

What will be the U.S. price level in 1990? Will the United States
follow the British model of a sinking empire, an ever-increasing
government sector, and more rapid price increases?

One inference from monetary history is that inflationary epi-
sodes are followed by periods of relative price stability. The U.S.
inflation rate peaked in 1980; since then, inflation has fallen
sharply, and in the mid-1980s the inflation rate averaged 3 to 4
percent a year. Moreover, the U.S. inflation rate has not yet begun
to increase measurably from the low of the recession of 1982,
despite the rapid and protracted business expansion. A number of
seers have been looking for a return to inflation, in part because
there was so much inflation in the 1970s and in part because the
money supply appeared to be growing rapidly.
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Continuation of a succession of rounds of price increases in-
terspersed with periods of price stability means that the value of
money will decline, although not at a stable rate. Indeed, the record
of the 1965-75 decade suggests that inflation may get worse before
it gets better. Contrast three episodes. In 1965 the economy began
to expand after a period of price stability going back to 1959;
during the 1959-64 period the unemployment rate was in the range
of 4 to 5 percent. Expansion occurred when the rate of price
increase was still around 3 percent and the unemployment rate had
reached 6 percent. The move to monetary contraction has had
substantial business casualties—Penn Central failed; Lockheed
teetered on the brink of bankruptcy; and many long-established
stock brokerage firms, including Walston, Glore Forgan, and
Frances I. Dupont, went out of business.

When the authorities began to expand the money supply again
in 1971, the economy boomed; then the 1965-69 scenario was
advanced to 1971-75. The monetary contraction of 1974 was much
more severe than that of 1970; business failures were more acute.
Franklin National Bank and Security National Bank were closed,
W. T. Grant failed, Pan Am, TWA, and Eastern Airlines were all
on the ropes, and numerous real estate investment trusts were far
behind in making scheduled payments to their bankers. The years
of inflation had weakened the capital structure of numerous firms.
The unemployment rate mounted; the automobile industry was
shocked by the sharp decline in sales and large increase in imports.

Then, in late 1974, the U.S. monetary reins were relaxed and
expansion resumed. In 1971 the monetary expansion began when
the price level was increasing at the rate of 3 percent a year; the
1975 expansion began when the price level was increasing at nearly
6 percent a year. While the economic expansion tended to have an
upward impact on the price level, the combination of excess indus-
trial capacity and good crops led to downward price pressures. By
1978 an excess capacity diminished and prices began to inch up-
ward at a more rapid rate.

Double-digit inflation returned in 1980, and the rate reached 13
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percent at the peak. By 1981 the inflation rate was down to 8
percent; by 1982, to 6 percent. Yet the unemployment rate was
climbing almost as rapidly as the rate of inflation was falling. At
some stage, the unemployment rate would begin to fall—and the
key question was what the subsequent change in the price level
would be.

One group of seers has the U.S. economy on a roller coaster of
accelerating inflation: there may be dips, but the trend is up. The
competing story is that politicians eventually respond to the de-
mands of the public, and the public is tired of inflation. While the
votes are not all in, the worldwide shift to the right suggests some
substance to the second view. The inflation rates of 3 to 4 percent
from 1982 through 1985 suggest that the inflationary momentum
has subsided—indeed, the inflation rates approximate those that
existed during the business expansions of the 1950s and the 1960s.
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Disinflation, Deflation,

and Depression

All inflations end, some with a bang, some with a whimper. The
bangs involve a currency reform, usually when the economy is
hyperinflating with inflation rates of 600 or 800 percent a year. The
production and import of currency notes becomes a major growth
industry. The experience from many countries suggests that once
the price level triples in a year, the “point of no return” has been
passed and the inflation rate will accelerate until the currency
reform occurs. Then the old money is thrown out and a new money
is introduced.

Inflations accelerate because governments do not have the au-
thority to increase their taxes relative to their expenditures—and
so they borrow to meet the payroll. Because money is losing its
value at an increasing rate, government borrowing also must occur
at an accelerating rate if the government’s checks are not to
bounce. Government expenditure increases are usually parallel to
inflation rate increases—tax collections frequently cause the infla-
tion rate to lag, for several different reasons. One reason is that
some types of taxes may be stated as a fixed amount. A second is
that collecting taxes becomes more difficult—some people delay
paying taxes because they wish to pay in cheaper money, and
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they’re betting that tomorrow’s money will be worth less than
today’s (indeed, next week’s money will be worth even less than
tomorrow’s). The interest rates and penalty payments on delayed
tax payments are almost always smaller than the decline in the
value of money, which means that the longer the delay in making
the tax payment, the lower the effective tax rate will'be. (In effect,
the delayed tax payments is a low-interest loan from the govern-
ment to the taxpayer—but a loan arranged at the initiative of the
taxpayer.) Others respond to inflation by ignoring the tax collector
completely—for them there is an infinite delay.

Because of the decline in the real value of money, individuals
become increasingly reluctant to hold money, and so they spend
money as soon as they receive it—or even before. Some individuals
borrow to buy goods and real assets or hard assets in the belief that
the value of these assets will increase more rapidly than the interest
rate on the loans incurred to finance these purchases. In the infla-
tionary environment, they’re likely to be more casual in their in-
vestment decisions; their rationale is likely to be that inflation will
bail them out of any major errors. And so spending increases
relative to the money supply.

Because the real value of money balances is declining, the gov-
ernment must increase its borrowing and its spending at an ac-
celerating rate. And so it goes.

In 1985 Argentina had an inflation rate of 1,000 percent before
the move to a currency reform and sharp deflation and a new
money. Bolivia’s inflation rate in 1984 was 2,000 percent; its infla-
tion rate in 1985 was about 8,000 percent, which meant that its
price level had doubled about every fifty days. But this was only
true on average, since the inflation rate took fewer days to double
at the end of the year than it did at the beginning, because the
inflation rate was accelerating. Tax revenues of the Bolivian gov-
ernment were then 15 percent of its expenditures. A large part of
government expenditures were used to pay for the import of new
bank notes from the printers in Great Britain and Germany; in-
deed, Bolivia’s imports of new bank notes was its largest commod-
ity import after petroleum.
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A Story from the German Hyperinflation

As the inflation rate increases, individuals wish to be paid
more and more frequently to minimize the losses from being
owed wages and salaries while its purchasing power declines.
Initially, individuals might have been paid monthly, then
they were paid weekly, then daily, and then twice a day. And
the amount of each payment was increasing. The currency
notes were also getting larger. The increases in the size and
denomination of the currency notes lagged behind the in-
crease in the inflation rate, with the result that a larger
amount of bank notes were involved in each payment: the
physical size of the payment increased. The story is told of
one man who was paid twice a day, and took the money home
in a wheelbarrow because of the bulk of the currency notes.
On the way home during his lunch hour break, he saw a
traffic accident. He put the wheelbarrow down to view the
accident. When he returned, the wheelbarrow was gone, but
the money was there. That’s hyperinflation.

As inflation accelerates, more and more economic activity in-
volves money changing; less is involved with the usual productive
activities. More and more transactions involve payment in a for-
eign currency—or barter, or some other asset that is expected to
maintain its value better than money. Illegal transactions soar.
Domestic money becomes less and less useful. Individuals econo-
mize even more on their money balance, and because of the rise in
the price level, the purchasing power of money balances declines
at even more rapid rates than does the increase in the money
supply. So the government finds it harder and harder to get any
benefit from inflation, because the public is so reluctant to acquire
any more money.

At some stage, the costs of coping with the hyperinflation be-
come so pervasive and so high that a strong man comes to power
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and is given—or takes—the authority to raise taxes and cut govern-
ment expenditure. The government payroll is reduced. Some gov-
ernment projects are delayed. The public is given forty-eight hours
to turn in its old money for the new money, and in some cases there
are limits on the amount of old money that each person can con-
vert. In some currency reforms, each 1,000 units of old money may
be converted into a new money on a 1,000-for-1 basis. Or each
resident is given 10 units of the new money regardless of the
amount of old money owned previously.

Currency reforms involve a “cold turkey” approach to stopping
inflation. Severe limits are placed on the rate of growth of money.
Because government borrowing is restrained, the government must
raise its taxes and cut its expenditures. Almost immediately the
inflation rate falls from triple-digit to single-digit values. Price
controls may facilitate the reduction in inflation. The spending
binge that had fueled the inflation disappears. The decline in spend-
ing always causes the economy to move into a recession. Business
spending on new plants and equipment declines sharply. Business
failures surge. Unemployment increases. These casualties and
hardships are inevitable with the move to the currency reform.

The whimper approach to reducing inflation is not very different
in terms of its impacts—except that the decline in money supply
growth occurs before the hyperinflation has occurred and so a
currency reform isn’t necessary. Interest rates rise, investment
spending declines, income falls, and bankruptcies increase. Unem-
ployment also increases.

Monetary Contraction and Interest Rates

Inflation always redistributes wealth from savers and lenders to
borrowers because interest rates just do not rise fast enough to
compensate for the decline in the purchasing power of money.
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Business firms go on investment binges because the real cost of
borrowed funds is so low—indeed, in some periods the money
interest rate may be below the inflation rate, which means that the
real interest rates are negative. In such an environment, anyone
who has access to credit can readily profit by purchasing a market
basket of goods, since the increase in the price of the market basket
exceeds the interest rate on the borrowed funds. Indeed, if interest
rates rose fast enough to keep up with the inflation rate, there
would be no point in having inflation.

In contrast, savers and lenders get even when disinflation (a
decline in the rate of increase in the price level) or deflation (a
decline in the absolute level of the price level) occurs, for then
interest rates are rising more rapidly than is the inflation rate.
Investment spending is then curtailed and the economy sinks.
When investors recognize that increases in the prices of commodi-
ties will no longer exceed the interest rate and other carrying costs,
they unload their inventories. Prices of basic commodities, espe-
cially those held for speculative purposes, plummet.

Disinflation inevitably follows inflation, just as outgoing tides
follow incoming tides and waxing moons follow waning moons.
And the reason is that the economic factors that initially led to the
inflation must in turn lead to an acceleration of the inflation rate
if those who benefit from the inflation are to continue to benefit.
Otherwise the inflation would end automatically.

The U.S. Disinflation of the 1980s

To cope with the double-digit inflation of the 1970s, the U.S.
Federal Reserve adopted a new doctrine—monetarism—in Octo-
ber 1979. During the previous three decades, the Fed’s operating
strategy had been to limit the ups and downs of interest rates,
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primarily because large increases in interest rates meant large de-
clines in bond prices, which complicated the lives of the bankers
and financial institutions. The Fed’s stance usually was to lean
against the wind—to dampen both the increases in interest rates
and the decline in interest rates. This decline in bond prices oc-
curred at the same time that the banks were experiencing unusually
large loan losses. So the pressures on the Fed were to manage the
financial economy so as to keep interest rates reasonably stable. If
the Fed stabilized interest rates, then the rate of growth of the
money supply was outside the control of the Federal Reserve—if
firms and individuals wished to borrow more from the banks, then
the increase in their loan demand would lead to an increase in the
money supply. In effect, the Fed set the price of money when it
pegged interest rates, and together private bankers and the public
determined the amount of money that the system would produce.
If the rate of growth of the money supply then proved too rapid,
the inflation rate would accelerate. The Fed then would allow
interest rates to rise and that usually put the economy into a
recession. As interest rates increased, there usually was a liquidity
squeeze; the economy would move into a recession before the
inflation rate reached 5 percent.

The uniqueness of the 1970s was that inflation increased more
rapidly than did interest rates, so that real interest rates declined
—and anticipated real interest rates declined even further because
the inflation rate was expected to accelerate. In the summer of 1979
borrowers were in heaven, or close to being there, in that the
inflation rate was higher than the interest rate, making the real
interest rate negative. So the higher the anticipated inflation rate,
the higher the incentive to borrow. This comparison was even more
acute on an after-tax basis, since the interest payments reduced
taxable income. Many investors positioned themselves to convert
ordinary income into capital gains—and capital gains were taxable
at much lower rates than was ordinary income.

Many investors and financial institutions based investment deci-
sions in the 1970s on the belief that inflation would continue. The
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price of crude oil was rising, and it took little imagination to
extrapolate the increase in oil price from $3 a barrel in 1970 to $12
in 1974, to $18 in 1979, to $65 in 1985, and to probably $85 in 1990.
Farmland prices rose rapidly. Residential real estate prices doubled
and tripled. The price of land that might contain oil was also rising
sharply. These investment decisions were smart in the inflationary
1970s. Aggressive investors did very well. So did aggressive lend-
ers, since the losses on their loan portfolios were extremely low
because rising asset values meant that the banks could sell the
collateral behind any bad loans.

To break inflationary expectations, the Fed had to secure a level
of interest rates higher than the anticipated inflation rate. Then
investors would no longer find it worthwhile to borrow to profit
from the inflation, because the carrying costs would exceed the
price level increases. After October 1979 the Fed sought to limit
the rate of increase in the money supply, which was what moneta-
rism was all about. The consequence was that U.S. interest rates
soared, and double-digit interest rates began to chase—and then
surmount—the double-digit inflation rates. U.S. interest rates
soared to the highest level in the two hundred years of the
Republic.

Soon after the new monetarist policies were in place, inflation
anticipations were reversed. In January 1980 the market price of
gold peaked at $970 an ounce. The silver price peaked several
weeks later. The most rapid monthly increase in the U.S. inflation
rate occurred in the spring of 1980.

One impact of the reversal of inflational expectations was that
the U.S. economy went into a tailspin, and the most severe U.S.
recession in the postwar period resulted. Some firms were obliged
to continue to borrow to complete a number of their investment
projects. Even though inflation expectations had been reversed,
their demand for borrowed funds remained high. So there was the
beginning of distress borrowing, meaning that firms continue to
borrow to complete projects underway, even though these projects
would be unprofitable when completed. For example, a number of
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U.S. electric utilities had started construction of nuclear generation
facilities in the late 1960s and early 1970s; in the early 1980s some
of these utilities needed to borrow to complete the facilities.
Many investors who had discovered how to get rich in oil,
farmland, and real estate in the inflationary 1970s soon experienced
how to get poor once the interest rates had risen significantly
relative to the inflation rate. The value of U.S. farmland declined
sharply. The U.S. financial system was under great stress, with
more bank failures than in any previous period since the Great
Depression. For a while, the U.S. savings and loans associations in
the United States had a negative net worth of $4 billion—their
liabilities exceeded their assets by $4 billion. Several hundred
failed. Many U.S. commercial banks probably were underwater,
given the market value of their loans to the booming sectors of the
1970s—agriculture, real estate, energy, and oil tankers.

Disinflation and the Valuation of Farmland

U.S. farmland prices illustrate the turn from inflation to deflation.
The value of U.S. farm real estate rose from $170 billion in 1965
to $830 billion in 1981, an annual rate of 10 percent. In effect, farm
prices were doubling about every seven years. One explanation for
the increase in the price of farmland was that the prices of corn,
wheat, cattle, and chicken feed were increasing. Prices received by
farmers in 1982 were two-and-one-half times higher than they had
been in 1965; prices paid by farmers were three times higher in
1982 than in 1965. Farm incomes, however, increased more rapidly
than did the prices farmers received, because farm productivity was
increasing; farm output was up even though there were fewer
farmers.

A second explanation for buying farm real estate was that the
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anticipated capital gains from the anticipated increase in its price.
This gain averaged $40 billion a year in the 1970s; in some year the
gain was $60 billion; and in 1980 the gain exceeded $100 billion.
The increase in farmer’s wealth from the increase in the price of
farm real estate was about equal to the income that farmers were
getting from raising crops. In effect, many farmers found them-
selves in the land speculation business rather than in the crop
production business. Not every farmer played this game. Yet any-
one contemplating the purchase of real estate—or even contem-
plating the expansion of existing real estate holdings—had to be
concerned with the possible increase in the price of land. Owning
farmland was one of the best investments around; the return on
farmland exceeded that on most other investments. Some farmers
were leveraging themselves into great riches, in that they pur-
chased farmland with very small down-payments. Modest in-
creases in the price of farmland led to a sharp increase in their net
worth; so they doubled up and bought more farmland.

Some nonfarmers got into the act, including some Europeans
who belatedly rediscovered what Christopher Columbus had dis-
covered in 1492—namely, that land prices in the United States
were a bargain compared with land prices in Europe. Foreclosures
of farmland—forced sales—were infrequent, for in a period of
rising prices those farmers who had difficulty meeting their interest
payments could sell their land at a price above the amount of their
mortgage.

Farm debt was increasing slightly more rapidly than was the
increase in the value of farm real estate. Total farm debt was only
10 to 15 percent of the value of farmland, so farmers’ net worth
went up sharply. A few of the new entrants into farming as well
as those who had greatly increased their land ownership were
heavily in debt; most farmers had little debt.

It was too good to last—and it didn’t. Once interest rates surged,
the carrying costs of farm debt soared. The prices that farmers were
receiving for their products began to fall in the early 1980s reces-
sion. Once the prospect of further increases in the price of farmland
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had disappeared, the demand for farmland declined and thus the
price of farmland began to fall. Foreclosures increased. Singer
Willie Nelson gave a concert in 1985 and raised $160 million for
“farm-aid” relief. The value of farm real estate fell by $50 billion.

The farmers’ lenders were caught in a squeeze. These lenders
were obliged to pay higher interest rates on their deposits. But
some of the farmers were unable to pay the interest on a scheduled
basis, and farmers who had bought their land in the late 1970s were
in deep trouble. The consequence was that dozens of small banks
in Iowa, Illinois, and Nebraska were in trouble.

In Los Angeles, San Francisco, San Diego, and selected other
sections of the country, the price of residential real estate rose by
several hundred percent. The story was the same: a little money
down, home prices would increase, and individuals would sell,
taking their capital gains and trading up. In some neighborhoods,
the houses were too expensive to live in, or so it seemed. But the
story was like that of farmland. People were buying houses because
they anticipated that the prices would increase. For many inves-
tors, houses and condominium agreements became the principal
way to hedge wealth against inflation.

Disinflation and Financial Institutions

Banks and savings and loan associations were extremely hard hit
by the move to disinflation, for two reasons. The first was that their
interest costs were higher; these institutions could either pay the
higher interest rates or lose deposits to institutions that were will-
ing to pay them. The second was that the losses of these institutions
were large on loans to agriculture, energy, residential real estate,
and oil tankers—indeed, to all of the borrowers who had done so
well in the 1970s.
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The savings and loan associations were especially hard hit be-
cause a large part of their loans were at relatively long maturities,
frequently twenty or thirty years and at fixed interest rates. In
contrast, their deposits were of much shorter maturities; most of
their deposits had maturities of six months or less. And in a period
of financial deregulation, the interest rates the savings and loans
were obliged to pay on their deposits were increasing rapidly—
much more rapidly than the interest rates that they were receiving
on their outstanding mortgages. So many savings and loans had a
negative income. However, several believed that the way out of this
bind was to grow more rapidly, which would mean that a larger
proportion of their mortgages would be recent and carry high
interest rates, and that they would have large fee income associated
with placement of new mortgages. To maintain their growth, these
institutions had to be a little less demanding in the quality of the
mortgages they were buying. These institutions were on a treadmill
—and in 1984 and 1985 there were substantial depositor runs on
the state-guaranteed associations in Ohio and Maryland.

The U.S. commercial banks had two big advantages relative to
the savings and loans. First, commercial banks were generally able
to raise interest rates on their loans as their own cost of deposit
funds increased; they were much less likely to be caught in a
squeeze caused by the maturity of their loans being much longer
than the maturity of their deposits. Second, the banks had a much
more diversified set of loans. In addition to loans to farmers, the
commercial banks had substantial loans to consumers, industry,
energy companies, urban real estate developers, and the developing
countries. Yet these loans were less diversified then they had
thought. What the lenders learned is that loans for real estate in
Houston and Denver, loans for oil in Oklahoma and Kansas, loans
for oil tankers, and loans to Mexico and Nigeria were all affected
by changes in both oil prices and interest rates.

In the spring of 1984 the largest U.S. lender to industry, Conti-
nental Illinois National Bank, was subject to a massive depositor
run that exceeded $10 billion. Only a few years earlier one of the
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major U.S. business magazines had described Continental Illinois
as one of the best managed U.S. financial institutions. And in the
inflationary 1970s, Continental Illinois had grown rapidly. One
reason for its growth was that it had greatly increased its energy
loans. Nearly $1 billion of its energy loans had been made through
loan participation with Penn Square, a modest-sized bank in Okla-
homa. When the oil business went South, these loans proved to be
worth much below book value. Large uninsured depositors eventu-
ally realized that Continental Illinois’s loan losses might exceed its
capital, so they took their money and ran. U.S. authorities re-
sponded with measures to forestall the closing of the bank—in
effect, Continental Illinois became a ward of the U.S. government.
The shareholders of the bank lost their investments, the directors
of the bank and the top officers lost their positions. The stock
options of the senior officers became virtually worthless.

Disinflation and the U.S. Government Deficit

Disinflation is the inevitable aftermath of an inflation. By defini-
tion, once inflation is over, disinflation begins. And one regularity
of every disinflation is that real interest rates rise. The consequence
of the increase in real interest rates is that business activity falls.
The Great Depression occurred as a result of high real interest
rates.

The U.S. fiscal deficit of the mid-1980s was attributable to the
tax cuts of 1981. The Reagan administration bought the supply-
side rhetoric and cut taxes by $100-plus billion. The large fiscal
deficits meant that U.S. interest rates were higher than might
otherwise have been the case. But fortunately for the U.S. econ-
omy, the stimulus of the large fiscal deficit offset the depressing
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effect of the higher real interest rates associated with the move to
disinflation. So the U.S. economy expanded in the 198285 period
because of the large U.S. government deficits. As investors came
to realize that the inflation was less likely to return, U.S. interest
rates began to fall—despite the persistence of the U.S. fiscal
deficits.
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Oil and the OPEC Roller Coaster

The quadrupling of the price of crude petroleum in late 1973, from
$2.75 a barrel to $12.50 a barrel, led to visions of financial disaster
for the industrial countries and for many developing countries like
Brazil and India. The World Bank, headed by Robert McNamara,
remembered at Ford for the Edsel and at the Pentagon for the
McNamara Line in Vietnam, projected that the financial wealth of
oil-producing countries would climb to $300 billion by 1980 and
$650 billion by 1985. The specter was that the West would transfer
much of its money and wealth to the OPEC countries, who would
stuff dollars into the wells as fast as they pumped the oil out. Since
OPEC wealth would increase more rapidly than world wealth
would, it was only a matter of time before OPEC would own the
world.

The Western industrial countries seemed squeezed; the OPEC
countries sat on their lifeline. Price levels were higher and employ-
ment lower in both the industrial countries and the developing
countries, as a result of the fourfold price hike in oil. The sharp
price increase did not cause the inflation of the early 1970s—
indeed, the OPEC countries probably could not have increased the
oil price sharply in the absence of a world boom. Yet the inflation
rate in the Western industrial countries in 1974 was several per-
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centage points higher because of the increase in energy prices.
While the OPEC action did not cause the recession in the industrial
countries, it did intensify unemployment, especially in the automo-
bile and auto supplies industries.

The financial collapse of the West seemed imminent. Italy
seemed about to go bankrupt, with the rise in oil prices the straw
that tipped the boot. Japan seemed alone and defenseless, since all
of its petroleum and most of its energy were imported. Great
Britain was threatened because the OPEC members would eventu-
ally shift from holding British pound funds in London to U.S.
dollar funds in New York and Swiss franc funds in Zurich, and the
British pound depreciated sharply as a result. Western capitalism
was said to be in serious danger, for the OPEC members would buy
up the shares of the major industrial companies and run them to
suit their own (largely Arab) political aspirations.

Newspaper headlines gave content to the threat. Iran bought 25
percent of Krupp, the major German conglomerate. Kuwait
bought a large bloc of shares of Mercedes Benz, probably one of
the most prestigious automobile firms in the world. Libya bought
into Fiat, the major Italian automobile firm. The Iranians showed
interest in Pan Am and offered to become bankers for Grumman
Aircraft. All of the major symbols of Western industrial success
seemed to be on the auction block. One unidentified group of Arab
investors tried to buy a small town in the United States—George,
Washington. The Arabs later bought General Motors, the Bank of
America, and the Bank of England.

The view that the OPEC members would eventually own the
world was based on extrapolation: the $12.50 a barrel price of
crude petroleum was multiplied by 30 million barrels a day of
OPEC production and exports. But determining long-term trends
by extrapolating from a few short-term observations can be risky.

Take, for example, the case of Charlie Ponzi, who in the early
1920s ran a bank in Boston that paid 30 percent interest a month.
Supposedly Ponzi had earned the money to pay the interest by
buying International Postal Reply coupons with depreciated Euro-
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pean currencies; he would exchange the coupons at par for U.S.
stamps, and then cash the stamps, much as if they were checks, for
U.S. currency. Ponzi would then buy more British pounds, French
francs, and Italian lira at their depreciated values, then buy more
International Postal Reply coupons, and so on. In fact, once in
business, Ponzi used the money received from February depositors
to pay interest to January’s depositors; the money received from
March depositors was used to pay interest to February depositors.
Many depositors were content to let their funds remain with Ponzi;
where else could they get 30 percent a month? So Ponzi could
readily satisfy those who wanted to withdraw their money with the
cash from the inflow of new deposits. Other financiers—Billie Sol
Estes, Tino de Angeles—also developed business empires using
today’s receipts to pay yesterday’s interest. Each succeeded—for a
while.

Unless financiers are able to attract new funds at a rapid rate,
their individual systems falter, for the inflow of new money is
inadequate to meet cash withdrawals. Deposits cannot grow more
rapidly than the entire system forever, any more than IBM’s sales
or profits can forever grow more rapidly than total corporate sales
and total profits. If they could, IBM would eventually become
larger than the economy. Ponzi and Co. forgot the principle that
no element in the system can grow more rapidly than the system;
the system will eventually restrain the individual element’s more
rapid growth.

The implication is that OPEC wealth can grow more rapidly
than world wealth for only a short interval. An economic system
has its checks and balances, even if it does not have a written
constitution. One possible check to the growth in OPEC wealth is
that the OPEC countries might, for example, become increasingly
reluctant lenders as their wealth increases; they might feel that the
supply of safe investment is not large enough to justify pumping
more oil: better to keep their wealth in the ground than to acquire
high-risk investments. Or the check to the growth of OPEC wealth
might arise because the borrowers prove unwilling to increase their
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debts as rapidly as McNamara had suggested they would. Or the
check might arise because the OPEC countries would increase
their spending on imports for consumption more rapidly than he
had predicted. Finally, the check might occur because the demand
for OPEC energy might decline in response to its very high real
price.

All countries want the best possible deal in selling their exports,
and the OPEC members are no exception. They want the highest
possible price for their oil; if there had not been a Yom Kippur
Waer, they might have invented one. Nevertheless, most OPEC
members face a dilemma. They know that sharp increases in the
price of oil today may lead to declines in the price tomorrow
because high prices encourage conservation, exploration for more
oil, and the substitution of other energy sources, including coal and
nuclear power. (See table 8.1.) By 1978 the imports of OPEC
countries had increased so rapidly that OPEC countries as a group
were spending all of their export earnings; they ceased adding to

TABLE 8.1
The Price of Oil, Nominal and Real
Nominal Price World Price Real Price

of Oil? Level of Oil
Year (Dollars/Barrel) (1980 = 100) (1950 Dollars)
1950 $ 171 17.2 $1.71
1960 1.50 23.6 1.09
1970 1.30 35.8 .62
1972 1.90 39.8 .82
1974 9.76 50.0 3.36
1976 11.51 62.9 3.15
1978 12.70 76.8 2.84
1980 28.67 100.0 4.93
1981 32.50 114.1 4.90
1982 33.47 128.1 4.49
1983 29.31 144.2 3.50
1984 28.47 164.5 2.98
SOURCE: International Monetary Fund, International Financial Stauistics (Washington, D.C.:

IMF, 1982, 1985).
3Saudi Arabia.
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their foreign exchange reserves. Some OPEC members were spend-
ing more than their export earnings and financed the difference by
spending reserves and by borrowing abroad. And it seemed only
a matter of time before OPEC would appear broke.

In 1979 the oil-producing countries increased the price of oil to
$18 a barrel; these higher prices held because oil production de-
clined following the departure of the Shah from Iran and the sharp
reduction in Iranian oil exports. A further increase in the oil price
occurred when exports of oil from the Middle East declined after
the Iraqi attack on Iran. By early 1981 the oil price was nearly $34
a barrel. Projection of OPEC surpluses for 1981 reached $120 to
$150 billion. Once again the seers forecasted that OPEC surpluses
would remain a permanent feature of the economic scene. Yet by
1982 OPEC countries as a group were in a payment deficit. The
check arose this time from the combination of an increase in their
imports and a reduction in export earnings, as both export volume
and price per barrel of oil declined.

The skeptics were proved correct; by 1978 OPEC wealth had
grown far less rapidly than had been anticipated in 1974. More-
over, in terms of 1974 prices, the $180 billion in financial assets of
OPEC countries was worth only about $120 billion, much below
the earlier forecasts. By January 1986 the OPEC countries were in
a desperate situation, for the price of oil had fallen to $20 a barrel
—and appeared to be headed south.

Recycling Money

If the OPEC members spend less than their export earnings on
imports of goods, their financial wealth accumulates in the indus-
trial countries. While they might be able to bury their checkbooks
in the desert sands, they cannot bury the money: it remains as
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deposit balances in the banks of petroleum-importing countries
(PICs). The early common view was that the money paid to
sheikhs for oil had to be recycled, or it would somehow disappear
from the system. But this view was incorrect: money paid for oil
imports is recycled automatically. The oil exporters are paid for oil
with checks drawn on the major international banks. They deposit
these checks in their own banks (which are the fifty or sixty major
international banks), and their bank deposit balances increase ac-
cordingly. Then they can spend the money, give it away, or lend
it—and they may simply produce less oil if the investment oppor-
tunities do not appear sufficiently attractive. Unless the OPEC
countries spend, lend, or give the money away, the banks will be
in a position to increase their loans—for example, to importers
of oil, to developers of new energy sources, and to many other
borrowers.

The rich have one problem that the poor lack: they must decide
how to invest their wealth. OPEC members have the same prob-
lem. They have to choose between securities issued by primary
borrowers, such as firms and governments, and securities issued by
banks and other financial intermediaries; between securities
denominated in the U.S. dollar and those denominated in Swiss
franc, the German mark, the British pound, or another currencyj;
between fixed-price assets, such as bank deposits and bonds, and
variable-price real assets, such as land and equities. And if invest-
ments are made in equities, they have to decide whether they want
a controlling interest or a minority interest in the firms whose
shares they buy.

Soon after the first increase in the oil price, concern developed
over whether there was a sufficient volume of the “right” securities
—securities that would appeal to OPEC members—among the
PICs. The fear was that the rapid growth in oil wealth meant that
OPEC members could quickly buy all available PIC securities,
then reduce their oil production.

In 1973, when OPEC wealth rose sharply, the $50-billion annual
projected increase in OPEC financial wealth seemed large com-
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pared to the value of listed equities in the United States, Great
Britain, and continental Europe (see table 8.2). At the end of 1974
the market value of IBM (the product of its shares outstanding and
their price) was $8 billion. The implication was that if OPEC
countries invested all of their savings in IBM shares, they could
buy the company—Ilock, stock, and barrel—in two months. Ponzi
might have calculated that it would take only ten years for OPEC
to buy all U.S. equities, three years to buy all British equities, and
one year to buy all of the equities in continental Europe. But the
extrapolators fell into a trap, for the prices of these and all other
shares would rise as OPEC members bought them. The rumor that
the Kuwaitis would buy IBM shares led to a 10 percent increase
in the price of the shares in one day—before the Kuwaitis had
bought even one share. Relatively small OPEC purchases of shares
would lead to increases in their price, so that the same dollar
volume of purchases would buy fewer and fewer shares.

Long before OPEC countries could buy up IBM or Shell, the
governments of their countries of origin would apply limits on
these purchases, out of concern about loss of control. So total

TABLE 8.2

International Reserve Assets of Selected OPEC Countries
(Total Reserves Minus Gold, in Millions of U.S. Dollars)

Saudi
Year Arabia Iran Kuwait Indonesia Nigeria
1950 0 111 50 147 110
1960 167 53 72 294 343
1970 543 77 117 156 202
1972 2,383 818 269 572 355
1974 14,153 8,223 1,249 1,490 5,602
1976 26,900 8,681 1,702 1,497 5,180
1978 19,200 11,977 2,500 2,676 1,884
1980 23,437 15,478 3,928 5,342 10,235
1982 29,549 5,701 5,913 3,144 1,613
1984 24,748 — 4,590 4,773 1,462

SOURCE: International Monetary Fund, International Financial Statistics (Washington, D.C.:
IMF, 1982, 1985).
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foreign ownership of “security sensitive” industries might be lim-
ited to 25 percent or less. Such limits would deflect OPEC demand
toward other assets.

Matching the $50 billion annual increase in OPEC wealth with
the increase in the supply of PIC equities, or even with the total
supply of equities, is a straw man argument; equities are a modest
part of total financial wealth. The more effective comparison is
between the annual increase in OPEC financial wealth and the
annual increase in world wealth. The increase in financial wealth
covers a wide range of financial instruments—bank deposits,
stocks, equities, mortgages, and so on. Total financial wealth in the
United States is about $8,000 billion, and the annual increase in
U.S. financial wealth is about $200 billion; comparable numbers for
all other PICs combined are $10,000 billion and $400 billion. So
$50 billion of OPEC purchases is less than 10 percent of the annual
increase in the supply of financial wealth of $600 billion. The
OPEC countries might buy more than 10 percent of some assets,
relatively less of others. If they develop large appetites for particu-
lar types of assets, the prices of these assets would rise, and more
of them would be produced.

True, $50 billion a year is a large number, even when compared
with $600 billion. But there a wide array of investment assets is
available in the PICs, and if OPEC has the money to invest, the
PICs have the securities to sell.

The asset preferences of OPEC members are similar to those of
investors in other countries in one important respect: they like
diversification. To the extent that the oil producers prefer assets
denominated in a particular PIC currency, the price of this cur-
rency will rise in the foreign exchange market. The greater their
demand for assets denominated in the Swiss franc, for example, the
greater the appreciation of the Swiss franc. Then, as the Swiss franc
becomes more expensive relative to the German mark and the U.S.
dollar, Switzerland’s ability to export cheese and chocolate bars
declines. However, the Swiss will find it relatively easy to finance
their oil imports.
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A preference for assets denominated in some currencies means
that assets denominated in other currencies are disfavored. Some
PICs may not be able to borrow to finance their oil imports. Ban-
gladesh and India are in this group, and for a while Italy appeared
likely to join them. If these countries cannot borrow, they may
have to curtail their imports, if not of oil then of other raw materi-
als and of various producer goods. The analogy with the household
is useful: if John Doe loses his job and cannot borrow to finance
his consumption of cars and corn muffins, he must consume less.
Charity from the Salvation Army and checks from the unemploy-
ment insurance bureau and the welfare department set an upper
limit to his consumption. If Doe consumes only essentials and their
prices rise, then he must tighten his belt even further and consume
fewer essentials. Similarly, if a country cannot borrow to finance
its imports of petroleum and other essentials, the country is obliged
to reduce its imports. Consequently, OPEC exports would decline.

The OPEC countries might find it in their interest to extend
credit to Bangladesh, Ethiopia, and Paraguay; subsidized or cheap
credit is a sales supplement for high-priced oil. As long as the
effective price of oil exceeds the cost of producing the oil—and it
does, by a factor of 50 or 100—then such sales are desirable. If the
cost of producing a barrel of oil is 20 cents, the world price is $30,
and the discounted price is $20, the profit from cutting the price
for the poorer countries is $19.80 per barrel.

The difference between the $30 world price and the $20 dis-
counted price is counted as OPEC foreign aid. OPEC members
have sold some oil to the developing countries at reduced prices or
on subsidized credit terms; these discounts and credits have been
small relative to their total sales to the developing countries. If the
OPEC members are not willing to recycle to the least credit worthy
borrowers, then the rate at which their foreign investment grows
will be smaller than McNamara’s estimates.

The IMF has developed a credit arrangement under which the
IMF borrows from OPEC members and lends to its poorer mem-
bers. Similarly, Saudi Arabia has made funds available to the
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World Bank. While OPEC members could lend directly to the oil
importers, the international institutions provide more attractive
guarantees, and they can still sell their oil at the discounted $20
price. Bangladesh may fail to repay OPEC and not go out of
business, but the IMF is not about to fail to repay OPEC.

Every Surplus Requires a Deficit

Half of the readers of this book are above average in intelligence.
Booms have meanings only if there are busts. Bulls and bears are
a pair. And for every surplus there must be a deficit.

The oil price increases were a major shock to the international
monetary system, the biggest shock since World War II. From
1974 through 1981, the sum of OPEC surpluses was $300 billion.
Where did the money go? How did they invest the money? Most
of the investments were made by government agencies. A few of
the purchases were of part of or entire ongoing businesses—the
Kuwaitis bought Santa Fe International, a U.S. oil field service
business, for more than $2 billion, and 25 percent of Daimler-Benz,
producer of Mercedes cars and trucks. Individual businessmen
from various oil-producing countries bought banks and insurance
companies and hotels.

The oil price increase would have affected exchange rates even
if the OPEC countries had spent their export earnings as fast as the
money came in. There are two sides to oil price increases—one
involves the impact of the importing countries’ increased oil bills
on the foreign exchange value of their currencies. These countries
must somehow obtain the dollars to pay for their oil imports; their
export earnings will increase only if their currencies depreciate.
The second side involves the oil exporters’ pattern of expenditures;
these countries must spend or invest the funds as rapidly as they
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come in. To the extent that the OPEC countries buy Swiss goods
or securities, the Swiss franc will appreciate.

If OPEC members as a group have surpluses of $50 billion a
year, then the PICs as a group must have deficits of $50 billion a
year. Some oil importing countries that have been international
lenders may become borrowers; others who have been interna-
tional lenders may become large borrowers. Unless the PICs as a
group are willing to borrow $50 billion a year, OPEC cannot have
surpluses of $50 billion a year.

The $50 billion of PIC borrowings must be distributed among
the oil-importing countries. One approach toward the distribution
of $50 billion would be for each PIC to increase its annual borrow-
ing by the increase in its oil import payments, less any increase in
its commodity exports to OPEC members. For example, assume
that the oil import bill for Japan and Germany increases by $10
billion as a result of a higher oil price. To the extent that Japan and
Germany could increase their commodity exports to various
OPEC members, their need to borrow would decline. If each PIC
increased its exports to OPEC members in proportion to the in-
crease in its oil import bill, then the position of one PIC would not
appreciate or depreciate. The difference between the increase in its
oil import payments and the increase in exports would be borrowed
from OPEC countries or, indirectly, from other international lend-
ers. This approach toward the distribution of PIC borrowings leads
to a standstill, since the payment position of each PIC does not
change relative to the payment position of other PICs.

The alternative way to distribute the $50 billion among PICs
would be for many or most PIC countries to choose to pay for oil
on a pay-as-you-go basis, because of their reluctance to incur the
international indebtedness by the amounts implied in the standstill
approach. These countries would adjust to the increase in their oil
import bills by allowing their currencies to depreciate in the foreign
exchange market; thus, while their exports would increase to help
finance the increase in their oil import payments, their non-oil
imports would decline. The combination of the increase in export
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earnings and the reduction of non-oil import payments would
equal the increase in their oil import payments.

At the extreme, the currencies of all PICs except one might
depreciate in the foreign exchange market; this country would
incur the indebtedness that would mirror the increase in OPEC
investments. This Nth country would be the United States. Just as
the U.S. payment deficits in the 1950s and early 1960s were deter-
mined by the reserve demands of other countries, so would the
post-OPEC increase in foreign holdings of U.S. dollar assets equal
the difference between the increase in wealth of OPEC members
and the increase in foreign indebtedness of all of the other PICs.
At most the United States would increase its indebtedness by $50
billion annually. Germany, Japan, and other PICs would increase
their exports of automobiles, steel, and chemicals to the United
States to earn the dollars to pay for their oil imports; their foreign
indebtedness would remain unchanged.

Both the standstill and the pay-as-you-go approaches are con-
cepts that represent the ends of a spectrum. And so the question
becomes where each country is on the spectrum. If countries follow
the standstill approach, then they must take the initiative and
borrow abroad. If they are reluctant or unwilling to borrow, their
currencies will automatically depreciate, and they will, willy-nilly,
move toward the pay-as-you-go end of the spectrum.

The more that individual PICs borrow abroad—that is, the
more they export their securities—the less their currencies will
depreciate. Increased exports of securities are a substitute for in-
creased exports of goods. But there is a difference—if a PIC bor-
rows, then at some time it must repay. To get the foreign exchange
necessary to repay the loan, the country must either increase its
exports in the future or borrow in the future to repay its maturing
loans.

The choice for the authorities in each PIC is not whether its
currency will depreciate to pay for oil, since the currency will
depreciate anyway—in the immediate future if the country follows
the pay-as-you-go approach, and in the distant future if it follows

147



I / THE INTERNATIONAL MONEY SYSTEM

the standstill approach. If the line of least resistance is to do
nothing, the automatic and instantaneous depreciation of the cur-
rency will ensure that oil imports can be paid for currently without
any initiative toward borrowing abroad, provided that the country
has the ability to increase its exports.

Whenever a PIC permits its currency to depreciate, the domestic
price of oil increases and the amount spent on oil imports declines.
Domestic production of coal, petroleum, and other types of energy
will be encouraged. Some countries have taken non-market mea-
sures to limit their oil imports, such as placing ceilings or quotas
on imports. Others have raised tariffs to reduce oil imports. Several
have engaged in barter deals with individual OPEC members,
exchanging tanks, trucks, and atomic plants for oil. Some have
placed a ceiling on the rate at which they will allow their foreign
indebtedness to increase. Taken together, these various measures
determine the upper limit of PIC borrowings—and the OPEC
payment surplus.

The increased oil payments by the PICs caused their currencies
to depreciate; the increased PIC exports of goods and securities
caused their currencies to appreciate. Both depreciation and appre-
ciation were measured relative to the U.S. dollar, because most
payments for oil traditionally have been made with dollars.
Whether an individual PIC currency appreciated or depreciated
depended on whether the increase in its payments for oil was
smaller or larger than the increase in its exports of goods and
securities.

Shortly after the oil price increased, the common view was that
the Western European currencies and the Japanese yen would
weaken relative to the dollar, because these countries imported
much more of their oil than did the United States. The European
currencies and the Japanese yen appreciated, however, for the
increase in their exports of goods, services, and securities to OPEC
members dominated the increase in their oil payments. Germany’s
oil import bill increased by $10 billion as a result of higher oil
prices; yet in 1974 the increase in German exports was several
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billion dollars larger than the increase in German oil imports. And
the Germans borrowed several billion dollars abroad. Similarly,
the Japanese trade surplus in 1974 decreased much less than did
the increase in the Japanese oil import bill. While U.S. payments
for imported oil went up by $25 billion, U.S. imports rose by only
$10 billion.

Thus Germany and Japan, two of the three largest countries in
the system, followed the pay-as-you-go approach, and for a brief
while, the United States leaned in this direction as well. The major
PIC borrowers were Great Britain, Italy, and to a lesser extent,
France. More than half of the increase in OPEC financial wealth
was associated with the increase in the payment deficits of the
developing countries.

Initially, the countries with the weakest economies did much of
the borrowing. As they reached the limit of their ability or their
willingness to borrow abroad, the deficits were shuttled elsewhere
in the system. If OPEC had a surplus, the United States would end
up with the counterpart deficit as all other countries eventually
moved to the pay-as-you-go-approach.

Decline in Oil Imports

Twice in a decade—once in 1973-74 and again in 1979-80—sharp
increases in the price of OPEC oil shocked international financial
arrangements. In both instances, OPEC countries achieved large
payment surpluses, peaking at $60 billion in OPEC I (1973-74)
and $120 billion in OPEC II (1979-80). Yet the OPEC surpluses
evaporated almost as rapidly as they had appeared. When the oil
price went up sharply, the OPEC countries appeared to have un-
limited market power; and, again, apparently only their benevo-
lence toward the oil-importing countries restrained them from
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pushing the oil price even higher than they did. Yet by mid-1980
an oil glut had appeared, and by 1985 OPEC’s share of the world
oil market had been cut in half.

Each producer of oil—and every other raw material—faces the
following economic decision: am I better off if I produce one more
barrel of oil and put the money in the bank, or would it be more
rewarding to keep the oil in the ground and profit from the increase
in its price? If the interest rate that might be earned on money in
the bank is higher than the anticipated rate of increase in the price
of oil, then the producer benefits from pumping one more barrel
of oil and putting the wealth in the bank. But if the interest rate
is lower, then it is more profitable to reduce or delay production.

Some OPEC countries, the “Hawks,” leaned toward reducing
output and charging a higher price; others, the “Doves”—primar-
ily the Saudis—wanted to increase production and charge a lower
price. The Hawks raised their selling prices—and for a while, they
were able to sell all the oil they could produce. The OPEC Hawks
believed that they would benefit by raising the current price even
more rapidly than they did. Other OPEC countries, however, were
concerned that too-sharp increases in the price would prove coun-
terproductive in the long run, because producers would increase
the output of other types of energy—coal, gas, nuclear, hydro, even
biomass and solar—while energy users would economize on their
consumption of gasoline. Countries like Algeria, Nigeria, and
Venezuela, where populations were large relative to oil reserves,
were in the first group. Saudi Arabia and Kuwait were in the
second group; their oil reserves would last for decades because their
relatively small populations required only a limited amount of
imports.

The dispute between the OPEC Hawks and the OPEC Doves
became especially sharp in 1980. Then, in the context of the short-
age brought about by the Khomeni government in Iran and then
the Iran-Iraq war, the Hawks raised their selling price to $38 to
$40 a barrel, substantially above the agreed-upon OPEC price of
$32. The oil companies bought as much as they could of the
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lower-priced oil; then, to meet world demand, they filled up at the
higher-priced suppliers. The companies able to buy from Saudi
Arabia had a bonanza, for they were able to buy oil at the lower
price and sell at the higher world price.

As the demand for production fell, the oil companies reduced
the amount of oil they bought from the Hawks. Meanwhile, the
Saudi’s increased their output from 9 million to 10.5 million barrels
a day as part of the deal to induce the U.S. government to sell
AWACs; more production of lower-priced Saudi oil meant less
demand for the Hawks’ oil. Subsequently the Saudis cut produc-
tion to 6.5 million barrels a day to reduce excess supply.

By the spring of 1982 the demand for OPEC oil had fallen to
17 million barrels a day, only slightly more than half of the 30
million barrels a day that OPEC had produced in 1980. One expla-
nation for the decline was the worldwide recession; the implication
was that the market power of OPEC—its ability to raise produc-
tion and increase exports—would be restored when the recession
ended. The other explanations for the decline in OPEC production
were less favorable to the restoration of OPEC power; these expla-
nations centered on the replacement of OPEC oil by non-OPEC oil
—from sources like the North Sea, the North Slope of Alaska,
Mexico, and Egypt—and the substitution of other types of energy
for oil. Moreover, demand for energy declined in response to the
much higher price; thus the 1983 model automobiles were twice as
efficient as the older automobiles being scrapped. The 1983 models,
however, were designed when the oil price was $18 a barrel; the
new cars entering the fleet were even more efficient. As new, more
energy-efficient automobiles enter the fleet and older models are
scrapped, the energy demand will continue to decline. Similarly,
throughout the 1980s new aircraft will be introduced that are 50
percent more efficient than older aircraft in terms of passenger-seat
miles per gallon of fuel. The changeover to a more energy-efficient
capital stock in housing and industry and office buildings means
that the total amount of energy demanded may decline for ten or
more years.
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So the OPEC countries found themselves in a quandary as their
export earnings fell relative to their import bills. If they raised their
selling price in an effort to generate more revenues, they might
quicken the reduction in demand for energy and the substitution
of non-OPEC energy for OPEC energy. If they reduced the price
to maintain market share, other energy producers might follow
with price cuts of their own.

Moreover, OPEC’s ability to sell at $30 plus and then at $28 was
strengthened by the reduction of Iranian and Iraqi oil exports.
When hostilities between Iran and Iraq cease, both countries will
seek to increase their oil exports, if only to get the foreign exchange
to help pay for the imports necessary to rebuild their economies
and their military machines. Increased oil exports from these coun-
tries will put sharp downward pressure on the oil price unless other
OPEC countries reduce their production significantly. Yet few if
any OPEC countries can afford to reduce production.
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The Dollar and Coca-Cola
Are Both Brand Names

The money-producing industry is like the soda pop industry: a
large number of firms make a similar product. Soda pop is basically
colored, carbonated water. One brand of pop is a good substitute
for another. Each soda pop—producing firm strives to make its
products attractive; the product is available in large, small, and
medium-sized packages, and the packages are attractively de-
signed. Coca-Cola has been so successful in its marketing strategy
that a gallon of Coke—caramel-colored, fizzy water—sells for
more than $1, or more than twice the pretax price of a gallon of
gasoline. High profits automatically attract competitive imitators
who frequently choose a similar name and in other ways try to
infringe on the market position of the leading brand. The market
leaders strive to distinguish themselves from their competitors;
they protect their brand names by copyrights.

So it is with money. Each national central bank produces its own
brand of money. Each of these national monies serves an identical
set of functions—as a medium of payment, a store of value, and a
unit of account. Each national money is a differentiated product.
U.S. dollars and Canadian dollars are not perfect substitutes for
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each other, and neither are French francs and Swiss francs, or
British pounds and Irish pounds. However, one national money
may be a good substitute for another as a means of payment, and
even a better substitute as a store of value or a unit of account.

The analogy between the soda pop and money industries may
seem invalid within the United States, for while the supermarkets
carry numerous brands of soda pop, the banks carry only one
brand of money. Nearly all transactions are settled by payments in
U.S. dollars. But some U.S. firms and some U.S. residents hold
large amounts of money in London, the Bahamas, Zurich, and
elsewhere for business convenience, or to avoid U.S. monetary and
fiscal regulations (see chapter 10 on the Eurodollar market and
chapter 15 on tax avoidance). More important, foreign residents
have had a much greater incentive to hold U.S. dollar assets be-
cause of the dollar’s brand leadership position in the money-
production industry.

For much of the postwar period the U.S. dollar was the leading
brand name in the money industry. Immediately after World War
II, U.S. currency notes circulated extensively in Europe. In Latin
America, Europe, and Asia, many firms and individuals held a
substantial portion of their money and other financial assets in
dollars. And some business firms in Europe and Asia with substan-
tial international business interests kept their books in dollars—
even though they met the payroll in the local currency.

Some central banks have changed the brand names of their own
products to “dollar” to increase its attractiveness; this name
change is sometimes accompanied by changes in packaging. When
Australia, Jamaica, and Malaysia gave up pounds and shillings and
decimalized their currencies, they named their standard currency
unit the dollar, a tribute to the preeminent standing of the U.S.
dollar. But there is only one U.S. dollar; the other central banks
are poaching on the established market position of the U.S. pro-
ducer.

Another favored brand of money, and one that appeals to a
specialized and small segment of the market (like the Ferrari in
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automobiles, Chivas Regal in Scotch whiskey, or Perrier in bottled
water), is the Swiss franc.

Central banks, like the soda pop-producing firms, sell their pro-
ducts. The public “pays” for the money produced by the central
bank by supplying goods and services. When Brazil’s central bank
produces more cruzeiros, the Brazilian investors acquire these
cruzeiros by selling goods, services, and securities to the central
bank and to its owner, the Brazilian government. The larger the
public’s demand for money in the form of cruzeiro currency notes,
the larger the volume of goods and services that the Brazilian
government can acquire without having to raise taxes. Each central
bank, like each firm in the soda pop industry, has a vested interest
in increasing the demand for its brand of money.

The production of commemorative postage stamps as well as
Green Stamps, Plaid Stamps, and other trading stamps provides a
good analogy to the production of money. Like money, these
stamps can be produced at very low cost; the major expense is
developing both designs and paper that are costly to imitate. The
producers of these bits of colored engraved paper want the public
to hold more and more of their stamps; they much prefer to have
these stamps pasted into collectors’ books than onto letters. Liech-
tenstein would go broke if most of the postage stamps it sells were
used to mail letters. Similarly, the producers of Green Stamps and
Plaid Stamps want the public to collect their stamps rather than
redeem them; therefore they offer high-priced “gifts” in exchange
for thirty or forty books of stamps as a way to lengthen the period
between the time the stamps are sold and the time they are re-
deemed. In the meantime, the stamp companies have free use of
the stamp collector’s money.

Similarly, the producers of traveler’s checks profit handsomely,
for the receipts from the sale of these non-interest-bearing checks
are used to buy interest-earning assets. So more and more banks
and travel companies have begun to produce traveler’s checks
under their own names, hoping to cash in on the profits of the
leaders in the industry.
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Each central bank has a marketing strategy to strengthen the
demand for its particular brand of money. Just as each of the soda
pop firms wants the public to buy more of its soda pop and less of
its competitors’, each central bank wants the public to buy and
hold more of its money. The greater the demand, the more readily
the product—the national money—can be sold. The more money
that is sold, the smaller the need to sell interest-bearing bonds or
to raise taxes to pay for the government’s expenditures.

Packaging is one element in the marketing strategy—two or
three colors are generally used in printing money. In the United
States, bank notes carry the portraits of presidents; in Great Brit-
ain, the king or queen; in Austria, the composers. Frequently, a
central bank provides a money-back guarantee, and offers to repur-
chase its own money in exchange for a leading foreign money at
a guaranteed price, the exchange parity for its currency.

The packaging arrangements in the soda pop industry are also
a component of pricing policy: the more attractive the package, the
higher the price. Brand name products sell at substantially higher
prices than do virtually identical generic goods. In some cases the
firm sells a way of life or a self-image rather than a product.* In
much the same way, the packaging arrangements in the money-
producing industry are designed to enhance the attractiveness of
brand names, and thus to reduce the interest rates on assets carry-
ing those brand labels. Finance ministers and treasury secretaries
want low interest rates to minimize their own borrowing costs and
the interest costs of managing the nation’s debt. In Britain, holders
of certain treasury securities can participate in a special lottery; the
British Treasury sells these securities at a lower interest rate. The
lottery prizes cost the government less than the savings in interest
payments would be. Similarly, holders of some U.S. Treasury
securities receive special tax advantages which are intended to
reduce the interest rates necessary to attract investors to buy these
securities. From the U.S. Treasury’s point of view, the cost of the
tax advantages should be smaller than the reduction in interest

*This technique conforms to Michael Aliber’s First Theorem: “when you buy
the baseball cards, you get the gum free.”
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payments. Some countries link the interest rates on domestic
securities to the price of gold or to the foreign exchange price of
the U.S. dollar, to increase the attractiveness of these securities. All
such devices are marketing gimmicks designed to create investor
interest in particular money brands—the central bank’s counter-
part of trading stamps and baseball cards.

In the money industry, just as in the soda pop industry, overpro-
duction occurs. In the soda pop industry, any firm that increases
its output very rapidly may have to cut its price, or its cans and
bottles will pile up on supermarket shelves. When too much money
is produced, people may shift from domestic money to goods or to
other brands of money. Central banks can produce more money,
but they cannot force people to hold it. So the price of money—
the exchange rate—falls until customers can be attracted to acquire
and hold the money.

Authorities frequently take direct measures to enhance investor
demand for the national brand of securities. Most governments
stipulate that only the national money is legal tender within their
boundaries, and their tax collectors refuse to accept payment in
foreign monies. Ministers of finance and secretaries of the treasury
continually “talk up” the national brand by wrapping their policies
in the flag. When the voluntary approach proves inadequate, com-
pulsory measures are often used, and purchases of monies and
securities denominated in foreign currencies may be taxed or
licensed.

The Market Position of Currency Brands

The contrast between the number of brand names in money—more
than one hundred—and the number available in automobiles and
jet aircraft is strong. While every country except the very small
ones—like the Panama, Liechtenstein, Togo, and Benin—has its
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own currency brand, most countries import their jet aircraft and
automovbiles from foreign producers. Thus, the German and Cana-
dian airline companies buy U.S.-produced jet aircraft because they
are cheaper than domestically produced jets would be. Their na-
tional airlines—which compete with Pan Am, TWA, Japan Air
Lines, and other foreign airlines in the search for customers and
for profits—are reluctant to incur the additional cost of buying
higher-priced, domestically produced aircraft, for then they would
be at a competitive disadvantage in the world market.

One reason why nearly every country insists on producing its
own money is that there seems to be no cost to having a national
money—at least the costs are not obvious. But for most countries,
the decision to have a national money raises the interest rate on its
domestic loans. If Denmark, for example, were to give up its own
money and adopt the Swedish brand, or if Canada adopted the U.S.
brand, the interest rates to borrowers in Denmark and in Canada
almost certainly would decline. Having a national currency clearly
puts borrowers in Denmark and Canada at a cost disadvantage in
the international marketplace.

Indeed, many Canadian firms, as well as the Canadian provin-
cial governments like those in British Columbia and Quebec, come
to New York and Chicago and issue U.S. dollar-denominated
securities to reduce their interest costs to below the rates they
would pay if they borrowed in Canada. To the extent that the
higher interest rates charged to Canadian borrowers are a result of
having a national money, there is a real cost to Canada, for some
investment projects that might be undertaken if interest rates were
lower are never launched.

Yet governments continue to retain national monies despite the
costs. Countries want the prestige of a national money. Moreover,
only with a national money can a country have its own monetary
policy. And kings and presidents want their constituents to be
proud of their heritage: in theory, the prouder they are, the less
reluctant they will be to pay taxes.

The government profits from having a national money, for the

158



9 / The Dollar and Coca-Cola Are Both Brand Names

cost of producing the money (printing the bank notes or issuing the
deposits) is less than the cost of its purchasing power in terms of
goods and services. These profits are an indirect form of taxation.
Indeed, issuing money is often a less costly way of taxing the
public, especially if the administrative fiscal apparatus is inade-
quate or corrupt or cumbersome. Being able to produce money
enables government leaders to circumvent parliamentary opposi-
tion to higher tax rates.

In market economies, the prices of most financial assets vary
continuously in response to changes in the supply and demand of
securities. Prices adjust to find buyers. If prices are sufficiently low,
buyers can be found even for such risky securities as the bond issues
of Penn Central in 1976 and the Czar Bonds of 1912. Within a
country, investors continually shuffle the ownership of short-term
debts, long-term debts, growth stocks, and public utility stocks as
their assessments of the future change. Similarly, investors con-
tinually compare the attractiveness of monies with different brand
names.

All financial assets—bank notes, demand deposits, government
bonds, corporate bonds—must have a brand name. The buyers of
these assets can choose among twelve kinds of dollars, eight kinds
of francs, the cruzeiro, the baht, the kip, and numerous other
national currency brands. These investors must calculate whether
the currency brands that currently are most attractive will remain
so. Possible changes in the market position of the various brand
names and in their exchange rates are closely examined.

In part, interest rates on assets denominated in Danish kroner
exceed those on assets denominated in Swedish kroner because
investors anticipate that the Danish currency will depreciate; they
want the additional interest income to offset any loss from holding
depreciating Danish kroner securities. If there were complete
confidence in the predictability of future changes in exchange rates,
then investors would shift funds between Danish and Swedish
securities until the difference between interest rates on assets
denominated in these currencies reflected the anticipated change in
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the Danish krone price of the Swedish krone. If they expect Danish
kroner to depreciate 1 percent a year more rapidly than Swedish
kroner, they would buy Swedish assets and sell Danish assets until
interest rates on Danish assets were 1 percent a year higher than
on Swedish assets. In all likelihood, if the Swedish assets are pre-
ferred, then the interest rates on Danish assets will exceed those on
comparable Swedish assets by somewhat more than 1 percent a
year—a reflection of a currency preference.

Currency brands can be ranked like songs on a hit parade, with
the standings based on the interest rates on assets that are similar
except for currency denomination. Investor preferences for cur-
rency and checking account money—assets that usually carry no
explicit market yield—can be inferred from their preferences for
short-term, interest-bearing assets denominated in the same cur-
rencies. For example, if the interest rates on short-term U.S. dollar
assets are below those on short-term British pound assets, then the
U.S. dollar stands above the British pound on the currency hit
parade. Investors would hold assets denominated in the British
pound only if interest rates were sufficiently high to compensate for
the probable fall in the value of the British pound relative to the
U.S. dollar. Higher interest rates are necessary to find buyers for
money and other financial assets denominated in the pound—that
is, to adjust for overproduction of British pound assets. Higher
interest rates are the international money market’s counterpart to
price cutting in the soda pop market.

True, some borrowers seemingly ignore the brand name prob-
lem when issuing liabilities, as do some lenders when acquiring
assets. Most investors deal in securities denominated in the na-
tional brand, the currency of the country in which they live, just
as most individuals vote for the same party in election after elec-
tion. Candidates for office pitch their campaigns to the 10 to 20
percent of the electorate whose changing preferences might swing
the election results. Brand loyalty is—or once was—strong in ciga-
rettes and beer. Producers within the money, politics, and tobacco
industries market their products toward the minority of voters and
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buyers with changing preferences. Convenience, ignorance, uncer-
tainty about exchange rates, and exchange controls help explain
the preference for the domestic brand of money.

Still, some borrowers calculate the advantages of issuing securi-
ties denominated in foreign currencies, just as some lenders calcu-
late the advantages of acquiring such securities. The smaller the
country, the more likely that its residents will compare foreign
alternatives to domestic monies and securities. Dutch and Swiss
investors, for example, are much more aware of assets denominated
in foreign currencies than U.S. investors are; many U.S. dollar
securities are listed on the stock exchanges in Amsterdam and
Zurich.

For most of the last fifty years, U.S. dollar-denominated assets
have been at the top of the brand name hit parade. In contrast,
currencies which have been more or less subject to continuous
devaluations have ranked low; the yields of assets denominated in
such currencies have been correspondingly high. Thus, interest
rates on assets denominated in the British pound, the Canadian
dollar, the Japanese yen, and even the German mark have been
higher than interest rates on assets denominated in the U.S. dollar,
because investors believed that assets denominated in these curren-
cies were riskier.

One exception is Switzerland: interest rates on assets denomi-
nated in Swiss francs have been lower than those on U.S. dollar
assets. Switzerland is attractive to investors for a variety of reasons
—one is its political stability. The Swiss franc has been a very
strong currency. And the tax rates on interest income are low. The
Swiss authorities are not especially curious about the sources of the
suitcase money carried over the Alps to Lugano, or flown in from
the United States. The Swiss provide a laundry for money—for a
price.

Before World War I London was the world’s principal finan-
cial center and the British pound was at the top of the currency
hit parade. At that time, borrowers from around the world found
it cheaper to issue sterling-denominated securities than to borrow
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TABLE 9.1
Interest Rates, Nominal and Real (in Percent)

1965 1970 1975 1980 1981 1984

United States

Interest Rate? 4.5 6.9 8.2 114 13.7 12.5

Inflation Rate® 1.3 42 6.8 8.9 9.8 9.6

Real Interest Rate® 3.0 2.7 1.4 2.5 39 2.9
Canada

Interest Rate 52 7.9 9.0 12.5 15.2 12.8

Inflation Rate 1.6 39 7.3 8.7 9.7 8.3

Real Interest Rate 3.6 40 1.7 3.8 5.5 4.5
Great Britain

Interest Rate 6.6 9.2 144 13.8 14.7 10.7

Inflation Rate 33 4.6 13.0 144 13.4 9.1

Real Interest Rate 33 4.6 1.4 —0.6 1.3 1.6
Germany

Interest Rate 7.1 8.3 8.5 8.5 104 7.8

Inflation Rate 2.7 24 6.1 4.1 44 44

Real Interest Rate 44 5.9 24 44 6.0 34
France

Interest Rate 5.3 8.1 9.5 13.0 15.7 12.4

Inflation Rate 3.7 4.4 8.9 104 11.1 10.6

Real Interest Rate 1.6 3.7 0.6 2.6 4.6 1.8
Switzerland

Interest Rate 4.0 5.8 6.4 .8 5.6 4.7

Inflation Rate 3.2 35 7.7 9 33 43

Real Interest Rate 0.8 23 —1.3 .1 2.3 0.4

SOURCE: International Monetary Fund, International Financial Statistics (Washington, D.C.:
IMF, 1982, 1985).
9nterest rate = long-term government bond rate.
Inflation rate = inflation over previous five years.
“Real interest rate = arithmetic differential.

in their domestic markets; American firms went to London to
borrow.

The U.S. dollar displaced the British pound at the top of the hit
parade as a result of financial events associated with World War
I. The U.S. dollar was the only currency that remained pegged to
gold during World War 1. Moreover, the U.S. price level had risen
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much less during the war than did those in various European
currencies. U.S. financial markets offered investors a wide range of
securities, and the United States took on a dominant role in the
international economy. Central banks in Europe and elsewhere
began to acquire U.S. dollar assets as part of their holdings of
international money.

The question today is whether the successive devaluations of the
U.S. dollar in terms of gold and the concurrent appreciation of the
German mark, the Japanese yen, and the Swiss franc may lead to
a displacement of the dollar from the top spot, much as the British
pound was displaced earlier.

A Dollar Standard War?

The U.S. dollar has been a workhorse currency in the postwar
period. Thus, it has been the currency used by most central banks
in their exchange market transactions. Holdings of U.S. dollar
assets have been the largest component of central bank reserves
since 1970. International firms and investors have used the U.S.
dollar as a vehicle currency; more international trade transactions
are denominated in the dollar than in any other currency. These
multiple roles reflect the dominant size of the <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>