
PAST AND PRESENT INTERNATIONAL MONETARY ARRANGEMENTSPRIVATE 

Gold Standard
Commodity versus fiat money

1 oz of gold = $20.67

exchange rates set by gold prices

gold flows between countries change money supplies and price levels

gold standard ended with WWI

Bretton Woods System
1944 search for workable system

fixed exchange rates and gold exchange (dollar) system

IMF and World Bank

"chronic disequilibrium" leads to devaluation

failure to adjust to dollar depreciation pressure leads to end of fixed exchange rates in 1970-71

Floating Exchange Rates, 1973-
Managed float for major currencies

Many currencies fixed against single or composite of currencies

SDRs and ECUs

Choice of an Exchange Rate System
Size - bigger tend to float

Openness - more open tend to peg

Inflation - more divergent tend to float

Trade Concentration - more concentrated tend to peg

Optimum Currency Area
within which exchange rates are fixed and between which exchange rates are flexible

mobility of resources one determinant

Example:  assume Malaysia produces rubber and Indonesia produces oil

a change in tastes or technology shifts demand from rubber to oil

Malaysia has an excess supply of labor and capital and a trade deficit and Indonesia has an excess demand for labor and capital and a trade surplus

Adjustment possibilities?

*resources move from Malaysia to Indonesia changing wages and incomes

*prices could fall in Malaysia relative to Indonesia

*the ringgit could fall in value relative to the rupiah (thereby changing relative prices)

If resources are immobile, then flexible exchange rates help to adjust relative prices when the monetary authorities try to limit price changes

Reserve Currencies
Serve standard functions of money as unit of account, store of value, and medium of exchange

Evolution from British pound to U.S. dollar and now to German mark and Japanese yen

Why have Japan and Germany resisted currencies serving as world money?

Seigniorage: the revenue from money creation is limited

Reserve currency status creates problems for central bankers

Multiple Exchange Rates
currently 25 countries

work like taxes and subsidies

European Monetary System (EMS)
Established in 1979 to maintain 2.25% band on exchange rate fluctuations

16 realignments due to failure of policy to support 2.25% band

1992 breakdown with removal of "capital controls" and expansionary government policies

Sept. 1992, British pound and Italian lira neared the bottom of their exchange rate limits and speculators started betting on a realignment

speculative flows of money forced them both out of the "ERM" and resulted in new 15% bands for the EMS

Maastricht Treaty for single money by 1999

*establish EMI in January 1994 to coordinate policy and prepare for single money

*fix exchange rates and have euro as currency by Jan. 1999

*"Convergence criteria" to move to last step

1. inflation rate must not exceed the average of the 3 lowest inflation countries by more than 1.5 points

2. long term government bond interest rate must not exceed the rates of the 3 lowest inflation members by more than 2 points

3. government budget deficit must not exceed 3% of GDP and government debt must not exceed 60% of GDP

euro
The European Central Bank (ECB) is kind of like a European Federal Reserve

New money introduced on Jan. 1, 2001

*national monies disappeared Feb. 28, 2001

*euro cents and 1 & 2 euro coins have common side & national side

*euro bills 10, 20, 50, 100, 200, 500

*problems of introducing a new currency?

Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain

