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he was a very good economist. What | think he meant was that democracy
resultsin anincreasein socia demandsand redistribution programsthat governments haveto supply or else
be gected at the next dection. In the effort to financethe new programs governmentsraisetaxesto thelimit
and then engage in borrowing and deficit financing from the centrd bank, leading to a breakdown of
convertibility and the collapse of the gold standard. The gold standard will no longer act as the “ Golden
Brake” Rist’ sideawas very prophetic, but | think it does not provide the right clue asto what destroyed
the gold standard. We have to look €l sawhere.

Strong currencies are the children of empires and greet powers. The dollar became the greatest
currency of the 20™ century becauseit was comparatively stable and Americabecamethe superpower. As
the US came to dominate the international monetary system, the dollar elbowed out gold as the principa
asset of the system. When Generd de Gaullein the 1960swanted to attack the United Statesand its“ dollar
imperidism,” he served up ademand for areturn to the gold standard, the only conceivableriva to adollar-
based system. The US, of course, wouldn't hear of it and after it was taken off gold in 1971 the dollar,
ingeed of sinking into oblivion, had no rivals. What killed the gold standard wasthe financid supremeacy of
the United States and its ddivery system, the dallar.

Currency power configurations, however, are never getic. They evolvedong predictablelineswith
the growth and decline of nations. Looking a the international monetary system as an congtantly-evolving
oligopaly, it seemsinevitable that a countervailing power would develop to chalenge the dollar. Now, at
thecloseof the” American century,” the euro has appeared asapotentid riva, the countervailing power, to
the dollar.

The euro may turn out to be more of animportant changein theinternationd monetary sysemthan
the breskdown of the Bretton Woods arrangementsin 1971. If it fulfilsits promise as an dternative to the
dallar, the euro can change the power configuration of the system. The breskdown of Bretton \Woods
changed itsveneer but not itsfundamenta s. Before and after the collapse, the dollar remained unchalenged
as the de facto monarch, the most important currency used in reserves, in denominating vaues, settling
contractsand effecting paymentsin theinternationa monetary systlem. The advent of the euro may therefore
turn out to be the most important devel opment in international monetary arrangements since the emergence
of thedollar asthe dominant currency shortly after the crestion of the US central bank, the Federal Reserve
System, in 1913.

Internationa monetary arrangements make a big difference to the success or failure of the world
economy. Bimetalism in the first part and the gold standard in the second part of the 19" century were
important catalystsin the* century of peace’ under the*pax Britannica,” and thereign of thedollar hasbeen
a least a concomitant of the general (and comparative) peace and prosperity of the last part of the 20"
century. Globalization has been fadilitated by the dollar just as it was fadilitated in the 19" century by the
pound and the gold standard. The modern trend toward globalization has been accelerated by systematic



tariff reductions, free trade areas, enhanced capital mobility and revolutions in transportation,
communications and information technology.

It needs to be emphasized, however, that globalization is much less efficient now because of some
telling defectsin our internationa monetary system. The inefficiency of our current “syst
the hundreds of trillions of dollars of waste capitd movements that cross internationa borders every year
solely as a consequence of uncertainty over exchange rates. In this respect we should look with more
respect a theinternational monetary system at the beginning of the century when the gold standard provided
ahighly efficient internationd monetary system. If we cannot recreate that system, we should &t least be dble
to duplicate it with amore modern dternative.

2. The Pre-Eminence of the Dadllar

Inmy Nobd Prizelecture (Munddl, 1999, 2000), | argued that the international monetary system of
the 20" century had played afundamental role asadeterminant of political events. Itsbreskdownin World
War |, restoration in the 1920s, and subsequent breakdown in the 1930s, played amagjor causal roleinthe
Great Depresson and World War 11, and these great events in turn had a feedback effect on the
internationa monetary system, atering itspower configuration. The US economy andtheUSdoallar played a
determining role in this story.

The US economy wasthe star performer of the 19" and 20™ centuries. It started the 20" century as
the biggest economy in theworld. In agpeech presented at Cambridge University in 1906, Whitdaw Reid,
the US Ambassador to Britain, discussed the subject, “ The Greatest Fact in Modern History,” which he
took to be the rise of the United States!

Bismarck said that the grestest fact of the 19™ century wasthat Britain and the US spokethe same
language. That prescient comment acknowledged the growing might and domination of the Anglo-Saxon
powers. By 1914, the US economy was three times as large as its British or German counterparts,
respectively the second and third largest economies in the world. By the 1920sthe United Stateswasfive
timesaslarge asits next rival. The US had dready become the superpower in the 1920s.

At theend of World War I1--amidst thewreckage of Europe and much of the Far East--the United
States had become the supereconomy. It was at thistimethat the Bretton Woods agreements set the course
of the internationd monetary system for the next generation. But as the post-war period evolved, the US
economy lost some of its ludter; it became duggish and lagged in growth, while the European economies
spurted ahead. In the meantime, Sputnik showed that the U.S. had atechnologicd rival.

The seeds of thisrelative decline had been sown as early asWorld War | when tax rates soared to
punitive levels. It took a decade after the end of thewar before margind tax rates at the highest level were
lowered to 25 per cent. What confirmed the dump of 1930-31 as a great depression was the risein
margind tax ratesin June 1932 to 60 per cent, the first manifestation of the spread of the class conflict that
had dready infected much of Europe and would pendize production in favor of redigribution. Rist’'s
predictions (mentioned above) were coming true! With World War 11, tax rateswere pushed up even higher
to levels above 90 per cent, and stayed that way after the war. While the economies of Europe and Japan
were soaring, the US economy began to stagnate.

Americans|ooked with envy onthe growth ratesand low unemployment in Europe and Japan inthe
1950sand, to alesser extent, the 1960s. Then camethe breakdown of theinternationd monetary systemin
the 1970s, which ended the discipline of fixed exchange rates anchored to gold. The result was lax
monetary and fiscd discipline dl over the world and an outbreek of inflation and



gtagnation. It will astonish someto learn that the increase in the US price leve in the 1970s exceeded the
increasesin dl the American wars since the War of Independence. In 1979-81, the US had three years of
back-to-back two-digit inflation, flarking aninflation rate of 13 per cent in 1980. Thetide turned only with
the advent of supply-3de economics during the Reagan adminidration, which implemented a policy mix of
tight money to control the inflation and sweeping tax cuts to expand the economy. After asharp but short
recesson, the US economy moved into a long expanson in which employment revived and inflation
subsided. In abook entitled The Seven Fat Years, Robert Bartley, editor of the Wall Street Journal,
describes in detail the sequence that led to the creation of no less than 19 million new jobs between 1982
and 1990. Between 1980, the last year of the Carter administration, and 1988, when President Ronald
Reagan |eft office, margind federd incometax rates a the highest brackets had been lowered from 70 per
cent in 1980 to 28 per cent, and corporate tax rates, from 48 per cent to 34 per cent, a supply-sde
revolution that, in amore limited form, spread to the rest of the world.

Except for anine-month recession in 1990-91, the US economy has been expanding now for 18
years. Theresult hasbeen anincreasein employment of about two million people per year, 38 million new
jobs since 1982, dmost as much as the entire labor force of the third largest economy in the world,
Germany. Itisfairto say tha inthelast two decades the US economy hasbeen the mainspring of growthin
the world economy.

There was some backdiding on tax rates snce Ronald Reagan | eft office. Top margind incometax
rates were increased to 33 per cent under President George H. W. Bush and to 39.6 per cent under
Presdent Bill Clinton. When account istaken of state and locd taxes, the aggregate top margina income
tax rate is again well over 50 per cent--despite the fact that the nationa budget has recently moved into
aurplus. Neverthdess, the US economy, under the impetus of the I T revolution and the “New Economy”
has continued to expand. A new round of supply-sde tax cuts will be needed when the economy dows
down.

3. The Fate of the Gold Standard

In the 1920s, in his book, A Tract on Monetary Reform, John Maynard Keynes had dready
pointed out that the gold standard after World War | was nothing like the gold standard of earlier years. It
was in this context that Keynes made his famous (and much misquoted) remark that “ Claready the gold
dandard isabarbarousrdic.” Keyneswasthefirst to point out that gold was no longer operating efficiently
as a mechaniam in the old- fashioned decentralized way, and that the stability of gold now depended
increasingly on the policies of a few centra banks-- mainly the Federa Reserve System, the Bank of
England, and the Bank of France. His statement is precocious and correct but it did not go far enough. In
understanding the 20™ century, it is necessary to understand the overwhe ming importance of the Federal
Reserve System.

The importance of the United States in the international monetary system would have been
recognized much earlier had the United States possessed a central bank in the 19" century. Upon its
creation in 1913, it was ingantly the most powerful centra bank in the world—this despite the much-
vaunted prestige of the Bank of England, the acknowledged importance of sterling and the London financid



market. The creation of the Federd Reserve System in 1913 was one of the most important events of the
20™ century. It was the Federal Reserve System that enabled the paper dollar

to becomethe most important currency intheworld. The primacy of thedollar can besaid to have begunin
1915, the second year of World War |, when the dollar took over from the pound sterling the role of most
important currency in the world.

Thewhole future of the gold standard came to depend on the policy of the USwith regard to gold.
During World War |, the vdue of gold hed falen in hdf asthe US dollar, which remained more or lesson
the gold standard, experienced adoubling of its price level between 1914 and 1920. In 1921 the Federd
Reserve liquidated assets and tightened credit. Pricesthen fdll precipitoudy, from anindex of 200 (1914 =
100) in 1920t0 140in 1921. The Federa Reservethen shifted to apolicy of stabilizing thepriceleve and it
remained more or less constant until 1919. Thus, during the 1920s, the US price level was about 40 per
cent above the pre-war gold-standard equilibrium.

All other countriesgradudly got rid of gold from their monetary systems, and then the satus of gold
became just a question of US economic policy. After World War 1l came the Bretton Woods
arrangements. Gold was Hill an important part of the internationa monetary system as the officid
denominator of currency vauesinthe system, evenif it ceased to be aredly effective anchor. But the dollar
was increasingly filling the functions of aworld currency.

4. Currency Areas and Currency Unions

The growing importance of the dollar was alittle-noticed event at the start of the 20™ century. The
advent of theeuroisthebig newsat the close. It hasled to aredrawing of the map of currency areas. When
the euro was created it instantly became the second most important currency in the world.

Monetary massisimportant. Judging by its monetary massthe euro ismore important than the yen,
but less important than the dollar. The even countries of the EU that went into monetary union have a
GDP of something like saventrillion dollars, which comparesto aUS GDP of 9trillion and Japan’ s GDP of
S5trillion dollars.

These currency areas are of course evolving. The euro area--and possibly the dollar area-- are
getting bigger. The euro area has e even countries now, and Greeceis dready on board. In afew yearswe
can expect the EU-12 to be joined by Britain, Sweden, and Denmark. By the end of the decade, the EU
will contain severd more of the thirteen countries that have been invited to gpply for membership. Though
meeting the requirements pose a sgnificant chalenge, entry into EU and EMU represents the best chance
they haveto lift their sandards of living toward EU levels and mogt of the countries are working very hard
towards meeting them.*

In ten years, therefore, there could be as many as 28 member countriesin the European Union. In
addition, thirteen CFA franc countriesin West and Centra Africa, snce 1946 tied to the French franc, are
adsotied to thiseuro area. If, as seems plausible, afew countriesin North Africaand the Middle East dso

1 Just some weeks ago, | had a discussion with President Kwasniewski of Poland. He said they were
absolutely setting their Sghts on 2004 for the entry of Poland into this market.



choosetofix their currenciesto the euro, the euro areacould eazsly contain asmany as 50 countrieswith a
population exceeding 500 million and a GDP subgtantidly larger than the United States within a decade.
Turning to Asa, what about the chances of a currency areaforming in that burgeoning

continent? There has been some discussion of akind of APEC Monetary Fund, and even acurrency area
basad on the yen. But the European mode of single currency would not fit at the present timein Asia. The
sumbling block is not economics but palitics. The Sngle-currency project of the European Union became
possible because Europe became a security areg, i.e., an areawithin which war could be, inal probability,
ruled out; the long-standing Franco-German enmity was laid to rest. An Asan currency areawould be
possible in the future only if aformula could be found for correcting the political disequilibrium. An Agan
Monetary Fund could, however, be acatayst for congtructive political developments and might pave the
way eventually to aviable Asan currency area

We musin't forget the dollar! The dollar area will dso expand over the next ten years. Some
countriesin Latin Americaand dsewherewill beinclined to follow the path pioneered by Argentinain 1991.
They will beusing the dollar asan anchor for their currency, just ascountriesin Africaand dsewherewill be
using the euro as an anchor for their currencies. The dollar areaislikely to expand. New currency areas
may form. A currency area has been talked about for Brazil, Argentina, Uruguay and Paraguay, the
countries that form the Mercosur Free Trade Area. It might even be possible to establish some kind of
currency union for al the Americas, akind of Latin dollar.

There are many modelsfor currency aress. Thetightest form isa single currency monetary union.
Dallarization represents a hegemonic gpproach to a single-currency monetary union. The dternative of a
new currency created by political agreement (such asthe euro, or Herbert Grubel’ splan for an “amero” in
North America), involves a high degree of political cooperation and sharing of sovereignty. Multiple-
currency monetary unions could include currency board arrangements, and apardld currency system, both
of which could be looked at or not as stagestoward amore complete Single-currency monetary union. The
less tight monetary unions depend for their success on credibility.

When one fixes exchange rates to a currency area, there are many ways to buy credibility for the
exchange rate commitments. Oneway isto build up reserves. After nine yearswith a currency board—an
enormoudy important step toward monetary stability-- Argentinagtill has credibility problemsespecidly in
times of crigs. These problems are reflected in high interest rates in dollars. But | doubt Argentinawould
have any problemswith the credibility of itsexchangerateif it had theforeign exchangereserves of Tawan.

Tawan has more than US$100 billion in foreign exchange reserves. That’ s very high for a country of 22
million people, and it has to be high partly because of the paliticd isolaion and vulnerability of Tawan.
Nevertheless, larger rather than smaller currency reservesareabig plus, and that’ sone dternative. By and
large, | believe most countries have too few currency reserves?

2 A country may not want, or may not be able, to invest its resources in building up that large currency reserve
over the long run. Like everything elsg, it's costly, but it's not that much of a cost. A country can invest its



currency reserves in Treasury Bills that earn 5%.



Convertibility isaunilatera fix. Another way to achieve credibility isthrough abilatera gpproach.
Would a monetary agreement with the US help? The answer is yes, certainly. If the Federal Reserve or
Treasury guaranteed the peso rate whenever there was a run on the peso it would be unnecessary for
interest ratesto rise. There is a problem (or worry), though, about mord hazard. Instead of building up
reserves or keeping to the gtrict requirements of acurrency board, the country might rely on the guarantee
to do the job! The US might be more willing to give Mexico a guarantee, because Mexico is part of
NAFTA and Mexico's problem isthusthe US s problem too. There might be more willingnessif Mexico
had a currency board with the United States. | could well imagine the Federd Reserve being willing to
guarantee thisin atime of criss, and to avoid the need for a complete dollarization of the economy with
which that was associated.

5. The Importance of Monetary Rules

At the Davos meeting of the World Economic Forum thisyear, the governor of the Centrd Bank of
alLatin American economy said that one thing we have learnt from the recent currency crisesisthat fixed
exchangeratesare no good! | think nothing could be more opposite from the truth. I’ m sure that he was
thinking of pegged rates.

It isessentid to make adistinction between “pegged” and “fixed” rates. The differenceliesin the
adjusment systlem. A fixed rate in one where intervention in the exchange market is dlowed to affect the
money supply. If a country has a surplus the centrd bank has to intervene to prevent its currency from
appreciaing; it buys foreign exchange in return for domestic currency. The increased supply of domestic
currency increases the reserves of the banking system and increases domestic expenditure, automeaticaly
correcting the surplus. Smilarly, a deficit requiresintervention in the opposte direction. The centra bank
sdlsforeign exchange to support the domestic currency and gets back domestic currency, which reduces
the reserves of the banking system, the money supply and domestic expenditure, and thereby correctsthe
deficit. A fixed exchange rate system is a monetary rule that contains a sdlf-adjugting equilibrating
mechanism of the balance of payments

By contrast, apegged rate is an arrangement whereby the centrd bank intervenesin the exchange
market to peg the exchange rate but il kegps an independent monetary policy. To maintain an independent
monetary policy it may offset the monetary effects of intervention in the exchange market by derilization
operations. For example, when a country has a surplus, the centrd bank must intervene to prevent the
pegged rate from gppreciating; it buysfore gn exchange and suppliesin return domestic currency, increasing
reserves as before. But now, to neutrdize the monetary effects of intervention, the centra bank sdlsan
equa quantity of domestic assets (say government bonds) canceling the effects on the money supply. 1t then
makes a separate decision to expand or contract the money supply, increase or lower interest rates. The
result isthat thereisno mechaniam of adjustment for ensuring baance of paymentsequilibrium. Thisisinfact
the automatic practice of the US and British central banks (in the event of intervention in the exchange
market), which adhereto flexiblerates. A pegged exchangerate may be defended asatemporary expedient
in certain Stuations, but as a generd rule, because it matches an internationd system with a domestic
monetary policy, it involves conflictsthat lead to crises and breakdowns. Pegged exchange rates sooner or
later dways collapse.

Thegold standard wasagood example of fixed rates. Countries defined their currenciesintermsof
weights of gold and exchange rates represented the ratios of the weights. When gold Ieft the country (a
balance of payments deficit) the money supply shrunk, domestic expenditure (tota spending) was cut and



the deficit was corrected; when it arrived, the money supply increased, expenditure rose and the surplus
was eliminated. The system got into trouble only rarely when, as during war, countries turned to deficit
finance. Success of the gold standard depended of course on

fisca prudence.

Panamais a contemporary example of a country that has afixed exchangerate. Its currency isthe
balboa, whichisametallic currency equivadent to and fredy convertibleinto the US dollar. Upon itscregtion
as a country, in atreaty with the United States, the government committed itself not to create a paper
currency. As consequence, Panamais “dollarized” and the paper dollar circulatesfredy in Panamaandis
equivaent as lega tender and unit of account. Panama could of course a any time abrogete this “ self-
denying ordinance’ but has chosen not to because the dollar anchor has given it a degree of monetary
dability thet is quite uniquein Latin America The baance of paymentsis kept automaticaly in equilibrium
by the unhindered exportsand imports of dollars, shrinking and expanding the money supply inthe process,
and Panama gets the same core inflation rate as the United States.

A currency board represents arigorous form of afixed exchange rate system. A country fixesthe
exchange rate between its currency and an important foreign currency. Intervention to keep the rate fixed
automaticaly affectsthe money base of the system. When acentrd bank buys (say) dollars, it paysfor them
with nationd currency and that expands the reserves in the monetary system; smilarly, a sde of dollars
contracts reserves. A currency board lets this intervention determine monetary policy, and t works
automaticaly to preserve eguilibrium in the balance of payments a deficit, for example, leads to a
contraction of the money supply, which lowers expenditure and correctsthe deficit. Currency boardswere
commonly used in smdl countries or colonies of the great European empires of the twentieth century but
they have made a come back in independent and much more important countries today. Severd of the
trangtion countries of Central and Eastern Europe have used currency boards as an anchor for ther
monetary policy, and Hong Kong's currency board has been in place since 1983. But the outstanding
examplein the modern world is, of course, Argentina.

It isworth taking time out to reflect on why “ currency boards,” asaspecia case of fixed exchange
rates, have come back into fashion. It is mostly because of the common confusion between pegged and
fixed exchange rates. Largely because of the way international economics has been mis-taught in many of
our schoolsand our internationd financid inditutions, fixed exchange rates have been identified with pegged
rates, i.e, asystem with abuilt-in mechanism of re-equilibration has been confused with a system with no
adjusment mechanism at dl. The practice is reinforced by the absurd classfication d exchange rate
arangementsin the IMF International Financial Statistics, which lumpstogether (amidst severd other
confusons) under the same system--“currency pegged to the US dollar”--Panama and Irag! This
misinformation has cast discredit on the phrase “fixed exchange rates’ which has become mixed up with
“pegged” exchange rates so that, to avoid confusion, some writers now speak of a*currency board” in
order to describe afixed exchangerate system that lets the balance of paymentsinfluence the money supply
in an equilibrating way.

Argentina, for example, doesnot have acurrency board in the sensethat thisterm was used before
World War 1. But it has afixed exchange rate system with an autometic adjustment mechanism, governed
by the Convertibility Law that every new peso created is backed by one US dollar. Under convertibility,



Argentina by and large gets the US inflation rate, modified according to the differences in the Argentine
basket of goods in the price index. Currency boards represent one extreme end of the spectrum of fixed
exchange rate sysems. Other viable fixed exchange rate systems thet differ substantially from currency
boards are Austria and the Netherlands, two countries

that kept their currencies fixed to the DM.

But let us come back to the question which has been posed in much fo the literature: Should
countries have fixed or flexible exchange rates? But to meit isnot agood question. Firgt of dl itisnot clear
what “fixed” exchangerates mean in the question, so that economistswho debate theissue are often talking
about quite different animas. How many timeshave | heard young (and sometimes old) economistsrant on
about the superiority of flexible rates over “fixed” exchange rates, proving their case by pronouncing asa
theorem that fixed exchange rate sysems aways break down! The dert student will seethistheorem asan
oxymoron.

But even “fixed rates’ referstotruly fixed rates, the questionisaterribleone. Asl defined it, afixed
exchange rate is a moretary rule. It's arule that gives the country the monetary policy of the partner
country. How can you compare a fixed rate, which is a monetary rule, to aflexible rate, which is a nor+
committal absence of amonetary rule? Fixed exchange ratesimply a precise monetary policy that will give
the country theinflation rate of its partner countries. By contrast, aflexible exchangerateis consstent with
any monetary policy a al—hyperinflation, hyperdeflation or price sability! You can only legitimady
compare afixed rate, which is amonetary rule, with other monetary rules.

The proper question is, | think, what is the best monetary rule? What variable should be fixed?
Should it be acurrency fix? A currency fix would fix the domestic currency to a currency, or a basket of
currencies. Should it be a commodity fix? A commodity fix would fix anchor the domestic currency to a
commodity (e.g., gold) or abasket of commodities (inflation targeting). Should it be amonetary fix? That
would gahilize the level or growth rate of some definition of the money supply. Which of these three
systemsisthe best? Just asking the question in thisway should caution againgt glib and dogmatic answers.
The choice of monetary rule depends on the size configuration of countries. Some countries don't havethe
option of fixing the exchange rate.

Some countriesaretoo small not tofix, but at least one country istoo largetofix! The United States
cannot have afixed exchange rate. What currency would it fix t0? Y ou can fix the Canadian dollar or the
Mexican peso to the US dollar (not a bad ideal), but you can't fix the US dallar to the Canadian or
Mexican currencies. If there were a single world currency, you could never have a currency fix! With a
sangle world currency, the only choice is between inflation targeting or monetary targeting.

The choice between inflation and monetary-targeting depends on the inflation rate. Monetary
targeting comesinto itsown in cases of hyperinflation and a very high inflation rates, say over 3 per cent a
month. Very high inflation rates are typicaly caused by budget deficits financed by the central bank.
Stabilization policy depends on getting the rate of monetary expanson down.

After inflation has been brought down below 3 per cent a month, inflation targeting becomes a
superior rule. Monetary targeting istoo heavy-handed awegpon for fine-tuning at low rates of inflation and
it iscompletely dominated by inflation targeting. Every country that hastried it hasfound out sooner or later
that theratio between monetary growth and inflation rate fluctuatestoo much to berdied on. Someleading
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countries continueto publish monetary “targets’ they havetended to become predictionsrather than policy
determinants. Quite gpart from their use astargets, however, it must always be remembered that monetary
aggregates contain important information about the economy.

At low inflation rates the serious choice is between inflation targeting, usng a goods-and-

services basket, and exchange rate targeting, using acurrency basket. With acommaodity basket, acountry
is free to choose its own inflation rate. Its inflation target rate is a matter of nationa preferences. By and
large, however, the mgor currency areas—thedollar, euro and yen areas—have adopted O- 2 per cent as
theinflation target and there are trong argumentsfor inflation ratesto remain withinthisrange. Alternaives
outside this range tend to be arbitrary and readily subject to change.

Sahility of the inflation rate is an important policy god and low inflation rate targets produce in
generd more stableinflation rates. But if acountry wanted to maintain ahigher inflation rate than that which
prevailed in one or more of the mgor currency aress, it would have to ruleout the possible dternative of a
fixed exchange rate.

Argentina s system can be contrasted with Chile's. Argentina gets the inflation rate of the United
States by fixing its peso to the dollar, and it has been successful in that respect for nearly adecade. Chile,
by contrast, has managed to use inflation targeting with a consderable degree of success, and achieved a
good record on growth, but it has neverthdesshad to rely on controlsover capital movements. It remainsto
be seen which method will be more successful in the long run.

Capitd controlsare not necessary if uncertainty over the exchangerateiseiminated. Remember the
eleven European members of EMU that will be soon be twelve when Greece comes in. The deven
countries now have an absolute fix of the exchange rate and they have no need for controls over capita
movements. It isthefix that gives you market freedom, if you can find an gppropriate currency to which to
fix!

6. Monetary Arrangements in Free Trade Areas and Customs Unions

What isthe relation between free trade areas or customs unions and the exchange rate system? Put
somewhat differently, isit possibleto achieve thefull benefits of afreetrade areaand a the sametime have
exchange rates that fluctuate? | will make the argument that free trade areas and currency aress (zones of
fixed exchange rates) reinforce one another.

In the post-war world, agresat dedl of effort was devoted to tariff reduction through the numerous
negotiating roundsin GATT. Pat of the gainsin red incomesin the modern world can be attributed to this
effort. But the post-war eraneedsto be divided into two parts. In thefirst two and ahalf decadestherewas
aninternational monetary system that produced fixed exchangerates. Thissystem was destroyedintheearly
1970s. Some of the gains made in an open system were wiped out by fluctuating exchange rates.

Uncertainty over exchangerates affectstrade directly becauseit affects profit marginsand indirectly
becauseit misdirectsinvestment. Smell changesin exchange rates can completely wipe out expected profits.
Thisis no doubt why trade between areas sharing a common currency is severd times higher than trade
between areaswith different currencies. Someempirica studies have demongtrated—subject to al sortsof
qudifications, of course—that thetrade among or between Canadian provincesisseverd timesgreater than
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trade with the American states south of the border, which use a different currency. This is despite the
exigence of the free trade area. A very recent study further demondtrated that Britain's trade with the
continent would triple if she joined the European Monetary Union.

Europe has many impediments to trade that keep it from the ided of a complete free trade

area. Uncertainty over exchangerateswas one of the problems. After the 1992 Exchange Rate Mechanism
(ERM) crigs, there were dl kinds of problems associated with Itay's departure from the exchange rate
mechanism. After Ity left the ERM, the liradepreciated by 25 per cent asthe DM rosefrom 800 to almost
1000 lire. Germans and other nonresidents poured into Italy to buy German cars, the prices of which had
been fixed in lire. This was of course illegd under EU rules and the parent companies were eventualy
required to rescind their threats. The episode neverthdessillugtratesthe problems of exchangerate changes
in free trade aress.

Argentina has experienced the problem of devauation by a partner country in afree trade area.
Brazil's devauation threstened for atime to break Mercosur apart. Fortunately, the effects, harmful and
damaging as they may be in the short run, do not persst indefinitely. But the incident, which probably
affected Argentina s redl income in one year more than the tariff reductions, demonstrates the advantages
that would be gained by a fixed exchange rate zone among the Mercosur countries and even acommon
currency. Even the former would be a good instrument for achieving economic convergence.

The next question is. What kind of fixed exchange rate zone would be desirable? Thereisawide
gpectrum of possihilities, ranging from the degp monetary integration of a Sngle-currency zoneto alooser
union of separate currencies connected by fixed exchange rates. Provided there is a common and low
inflation rate, dl the options would be superior to pegged rates or fluctuating rates. But a sngle currency
monetary union possesses advantages. trangparency, saving ininformation and transactions codts, and sense
of permanence that does not exist with separate currencies connected by fixed exchange rates. Isthere a
chance of creating asingle Mercosur currency?

Theanswer to this question depends on anumber of factorswhich form thebasisof strong currency
areas. One issue to consder is monetary mass. It isimportant for a currency areato be large. Think of
currencies as ships on a sormy ocean. The most stable ship would be the largest. That is why the dollar
today best meets the requirements of aworld currency. The monetary mass of the four countries of the
Mercosur areawould not at the present time rank very high among currency aressin the world economy.

Another issue concerns the potentid stability of its monetary policy. The Mercosur countries have
recently been approaching monetary stability. In Argentina, Stability is gpproaching its tenth anniversary.
Brazil’ sstability ismore recent, but there seemsto beared commitment to maintain the gainsadready made
and bring the inflation down further, to 4 per cent as next year’ s target. These are very encouraging Signs,
but it is not completely clear how the national commitment to stability would carry over to amultinationa
enterprise such as a Mercosur Central Bank.

The European modd does not exactly fit Mercosur. No single country in the European Monetary
Union isdominant in theway Brazil isdominant in Mercoaur. It ishard to think of amonetary union of one
country with 160 million people, another country of 35 million, and two tiny countries of 3 or 4 million
people, hat would not be dominated by the larger country or a best the two largest countries. An
hegemonic pattern seemsunavoidable. If thiswere politicaly acceptable, it might be possibleto gotheextra
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step and build the monetary union around the Brazilian currency, suitably internationdized, controlled by a
Mercosur Central Bank that including al four countries. An dternative gpproach would be to converge
toward an outsde currency—either the dollar or the euro or a basket of the three main currencies.
Argentina has aready achieved this convergence,

though not perfectly, with respect to the dollar. If this approach were adopted, Brazil would need to bring
itsinflation closeto the USIlevd and thenfix itsred to the dollar. Paraguay and Uruguay would then follow
suit. All four countries would have then converged to the dollar and therefore to each other. Given
convergence, it would then be comparatively easy to develop a separate Mercosur currency.

Wheat should be said about the choice between the dollar, the euro or abasket of those currencies
and possibly the yen? In a speech | made in Seoul, South Korea at an APEC Forum, | suggested thet if
APEC wasthinking of having akind of monetary fund, they needed aunit of account. One possibility would
be abasket of thethree currencies, with weights of 45% dollar, 20% yen, and 35% in euros. That would be
apretty good basket for the whole world economy for the next few years. It wouldn’t be dl that different
from the Specid Drawing Rights (SDR). The SDR is now based on the euro plus the dallar, the yen, and
the pound, because the franc and the mark have been submerged together in the euro. That three-currency
basket could be agood unit of account. However, aproblem with using acurrency basket isthatitisusudly
not a trangparent target for monetary policy. In countries used one in the past, the authorities kept saying
yes, we have abasket, but we are not going to tell you what the proportions of currenciesin the basket are.
Thisisthe opposite of trangparency. Clever econometricians working on this topic tried to determine out
whét the basket was. They could figureit out for sometime, but they usudly caught the authorities changing
the basket. Asimplemented in the pas, it's not been a stable basket.

A more badc problem with a multiple-currency basket is that you don't get capitd market
integration. If acurrency isabsolutdly fixed to the dollar or the euro, then you will get the interest rate of that
area. If you have a mechanism that convinces people that you' re not going to end up with abudget deficit
that will lead to relax the convertibility law or the automatic system, then you can get exactly the same
interest rate asin the partner currency. That kind of integration is not as straightforward or as transparent
with a multiple-currency basket. On the other hand, a multiple-currency basket does not suffer from the
possble defect of a gngle-currency basket, namely, that the currency appreciates (or depreciates)
sgnificantly againg other currencies.

The only strong argument againg a Sngle-currency basket is that the country that produces the
currency to which the national currency is fixed might become ungtable. Is the United States (or the euro
aeq) likey to be ungtable? There were periods in the twentieth century when the US economy was
ungtable. The most glaring example was in the 1930s, when the United States let itself be dragged into
deflation and depression by the gold stlandard. Forty yearslater, in the 1970s, the United Stateslet itself in
for inflation after it cut the link between the dollar and gold. In both these Stuations, the United States
economy was ungtable. Gradualy, however, the United States learned from its earlier experiences and
rescquired stability. The countries that fixed to the dollar in the 1990s, including Argenting, did very well.
Both the dollar and the euro areas can be counted on in the future to have ahigh degree of stability or at any
rate more stability than most other areasin the world.

One argument sometimes made againgt fixed exchange rates is that a“ one-d9ze-fits-dl” monetary
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policy isno good. (Thisisapopular argument made by euro-skeptics opposed to Britain’ sjoining the euro
area). One example often pointed out is the Stuation of fast-growing countries. Are differentia growth
rates an argument for flexible, rather than fixed, exchange rates? One must ask, firg of al, about the
implications of differential growth rates on the red exchangerate. If

productivity growth isbiased toward domestic goods, thereal exchangerate must depreciate; if itisbiased
toward traded goods, it must gppreciate; and if it isneutrd the red exchange rate remains unchanged. But
none of these ingtancesisaconvincing case for flexible exchangerates. Rel ative prices can change without
difficulty under differentia growth ratesand thefaster increasein money and red wagerates, whichisbound
to raise the prices of labor-intensive goods is not a problem.

Hong Kong and Jgpan in the 1980s were good examples of two very rapid growing economiesthat
were both probably having very rapid growth intheir international traded goods sectors. Hong Kong had a
fixed exchangerate currency board with the US since 1983, while Japan | eft its exchangerateflexible. Both
countries had to have an appreciation of therea exchange rate. Japan took itsreal appreciation through an
appreciation of the nominal exchangerate, asthe dollar went from 250 yen down toward 100. Hong Kong
took its real gppreciation through an increase in the rate of inflation as measured by their nationa price
index. People kept asking, “Oh, Hong Kong'sinflation rateis of 6 or 7%. America sinflationis?2 or 3%.
Does it mean that Hong Kong's currency is getting overva
domestic factors of production (e.g., barber services) were getting richer, and that land and rents were
risng. Thisreflected the gppreciation of thered exchangerate, which every country in acommon monetary
areawould have. A smilar examplein the 1990swould be the case of Irdland, the fastest growing country
in Europe, and one that has benefitted by becoming a member of the euro area.

Under fixed exchange rates, most of the time nobody bothers about the adjustment process
between two areas of a common currency area because there are no problems. The adjustment is
effortless® Of course, the problems of dow-growing and poor countries are greater than the problems of

% This same question wasfrequently asked in Europe abouit |reland, acountry which hasovertakenthe U K.
in economic growth and overtaken Canadain per capitaincome - an amazing feat for a country that was
aways one of the poorest in Europe -. Irdland has had very rapid economic growth. People kept saying
Ireland shouldn’t join the monetary union of Europe because it is growing rapidly and countries growing
rapidly have to have a higher interest rate than other countries. Of course, that isnot true. Ireland now is
part of the Union, it hasthe samenomina interest rate asintherest of Europe, and it’ sthe samered interest
rateintermsof the common basket of goods of the European Union. | think the people say the same about
the Spanish economy, avery rapid growing economy. According to its nationd inflation basket, Spain has
an inflation rate that is a couple of percentage points above the European average. Thisis a natura
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fast-growing and rich countries. The dow-growing country lacksthe progpect of improving itself asrapidly
astherapidly growing country. Rapid growth is good and dow growth or negative growth isbad. Why
add st to the wound by imposing an unstable monetary or fisca system?

7. Central Banks, Dollarization and the Maastricht Conditions

While the Europeans are completing their trangition to a currency union, recent discussion in the
Americas has been about the benefits of dollarizing. Dollarization, and itsdternatives, isan option open not
only to Latin America but to other countries with substantia trade and connections to the United States,
such as Canada. The same arguments have been applied to Canada and thus our examination of the merits
and cogts of dollarization in Canadawill generdly apply to most nations in Latin America

Theinterest in dollarization semsat root from the belief that the centra bank movement hasbeena
falure. People need to be reminded that central banks are in most countries a comparatively recent
phenomenon, a product of the 1920s or 1930s. It istrue that the Riksbank in Sweden and the Bank of
England were created as early as the late seventeenth century. But most centra banks in the world were
cregtures of the twentieth century and, specificdly, the period after World War | when the internationa
gold standard had broken down. Even the largest economy (by far) in the world did not have a centra
bank until the Federd Reserve System was created in 1913. Most colonid countries had currency boards
or alowed their commercia banks to manage the gold standard.

Centrd banks were introduced to fulfill a degply-felt need. Even under the gold standard, periodic
crises had created a demand for a more “dastic’ monetary system, and the central bank became an
indrument of thet eadticity. Intimeof criss, when gold was flowing out, the centra bank could mitigate the
harsh effects of contraction by the provison of domestic credit, sterilizing the effects of gold outflows. There
was of course a danger: if caried too far, serilization would undermine the adjustment process and
confidence in the gold parity. The Federal Reserve System was created to diminate defects in the US
banking system but during the process, the* solution” created new problemswith which the Sysem wasill-
prepared to cope.

With the ingtability of gold during World War | and its aftermath, new arguments appeared for
centra banks. Rather than submit to imported pricefluctuations under the gold standard, acountry could set
upitsown central bank and useit to creste amanaged currency. In an agewhere colonidism was beginning
to be unpopular, a centrd bank as well as a nationa currency could be looked upon as a badge and
confirmation of sovereignty. It was not redlized until much later that these central banks would become
ingruments of inflationary finance under the thumb of the ministry of finance or treasury.

The Bank of Canadawas acomparatively young centra bank, created only in 1935. A quick glance
at its subsequent history will set the stagefor adiscussion of dollarization. During World Wer 11, the Bank of

conseguence when countriesthat are poorer than others start to grow rapidly: wageratesrise and the prices
of services and labor intensive goods have to rise. It may aso be partly attributed, as Larry Saastad has
suggested, to the more rapid pass-through effect of the euro’s depreciation againgt the dollar.
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Canada served as ahandmaiden of the Ministry of Finance, assisting in thewar effort by providing credit to
the government that doubled the price levd. (In this respect the Bank was no better and no worse that its
peer group, the Federd Reserve and the Bank of England.) The traditiond parity of the Canadian dollar
with the American dollar was maintained by exchange controlsand “ audterity” inthe post-war period. After
September 1949, following the great 30 per cent deval uation of sterling, Canada devaued by 10 per cent.
However, after the opening of hodtilitiesin Korea, capitd inflows swamped the monetary authorities and
they reacted, not by returning to parity (it would have focused attention on what could be called the mistake
of 1949), but by moving on to floating exchangerates. Thiswasin violation of the IMF charter, but Canada
was given permission to float pending its determination of anew parity. By accident, therefore,

Canada pioneered in the devel opment—for what would become a G- 7 country—of floating exchangeraes.

The Canadian dollar was kept strong, at a premium over the US dollar, by the Bank of Canada’'s
tight monetary policy, but it proved to be at the expense of growth and caused excess unemployment. Inthe
early 1960s, the Canadian authorities came to believe that the Canadian dollar was overvalued and the
Minigter of Finance announced its determination to use the resources of the Bark of Canadato depreciate
therate. Thisaction proved to be a mistake as the bottom fell out of the market. In a panic, the authorities
reacted by supporting the rate a US$ 0.92, fixing the rate & that level and drawing on the Internationa
Monetary Fund. The Canadian dollar wasthen kept fixed throughout the rest of the decade, and during this
period Canada experienced the USinflation rate and the great growth boom of the United States. In 1970,
however, in the midst of the US recession of 1970-71, the Canadian dollar was again set loose, and it
promptly appreciated. Sincethat time Canadahas had afloating exchangerate. The experiencefrom 1970
until the present therefore condtitutes auseful test case of the efficiency and effectiveness of flexiblerates. In
fourteen of the twenty years between 1972 and 1991, Canada had a higher inflation rate than the United
States, but in the 1990s, the Canadian inflation rate has been in genera lower than the American. The
Canadian dollar, however, which had onceinthe 1970sbeen ashighas US$ 1.07, fdl to a(sofar!) dl-time
low of US$ 0.62 in 1998. A fixed exchange rate would obvioudy have given Canada a lower rate of
inflation over the period. At the same time Canada s unemployment rate and growth rate werein generd
ggnificantly lower than those in the United States and Canada, contrary to the long-term pattern, did not
participate in the magnificent boom that got its art in the early 1980s. The primafacie evidence is that
Canada has paid a price for its flexible exchange rate in the form of a poorer economy.

Now let us consder dollarization. One quick and brutd way to accomplish it would beto abolish
the Bank of Canada. If you abolished the Bank of Canada, and destroyed dl the Canadian dollars in
exigence, what would Canadians do? Firg of dl, they would have suffered a capitd |oss and would fedl
poorer. They would need anew money and it would be natura for them to turn to import the currency south
of the border, the most important currency in the world. Of course Canadians would have to earn US
dollars by generating an export surplus or by going into debt. Thiswould involve ared cog, whichisa
factor that on balance must be taken into account. Putting that issue aside for the moment, Canedawould
have the same money as the United States, the same price level and inflation rate, and the same interest
rates. Trade between Canada and the United States would soar and Canada s standard of living would
convergetoward that of the United States. Thetwo countrieswould become much more closdly integrated
economicaly. Instead of having apurely loca currency, Canadianswould now participatein the benefits of
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aworld currency.

The casefor dollarization rests not just on the gains from monetary integration but a so on thefact
that American monetary policy is better than Canada’s. In the early 1970s, the 1974 the Canadian dollar
was as high as US$ 1.07, but it fel in 1998 to a low of US$0.62 cents. In this respect the Canadian
currency was more like the Australian dallar, which depreciated from US$ 1.5 in 1974, to around US$
0.65. Both central banks arrogantly thought they could improve upon US performance when the United
States inflation rate increased, but both subsequently did much worse.

The gains from dollarization are subgstantid if, as can generdly be assumed, it implies a better
monetary policy in addition to gain of world class currency. But what about the costs, which

haveto be balanced againgt the benefits. There arethree costs Oneisthelossof seigniorage. Thesecondis
the loss of anationa symboal. Thethird istheloss of sovereignty arising partly from the fact that the United
Stateswould not adjust itsinflation rate to take into account the policy interests of Canada. Theimportance
of these cogsarelikdy to differ between countries, but would haveto beweighed againg the advantages of
amonetary policy that, | am assuming, would be superior aswell asthe benefitsfrom using inaworld-class
currency.

What would happen if suddenly the whole hemisphere became dallarized? 1t would surdly resultina
great increasein the gainsfrom trade and investment and probably economic growth. The gainswould be
greater the more countries participated. Whatever gains Argentinamight capture dueto dollarization would
be much enhanced if Chileand Brazil and other countriesjoined. Smilarly, Brazil would gain additiondly if
Argentinaand Chileweredallarized. Dollarization of the hemispherewould represent aconsderable gainto
al the countries in the hemisphere, including the United States.

Of courseit is necessary to anticipate objections. A clever economist might say: “We don't need
complete dollarization. Why not creste a central bank and create some of our own money and have 50%
dollarization. Every country could have its nationad dollar, convertible into US dollars, saving both
seigniorage and nationd facel” A Latin American dollar fredy convertibleinto US dollarswould give Latin
Americathe best of both worlds.

Theoreticdly, thisadternativeisan atractive one. The problem arisesfrom thevicisstudes of human
nature, dways hoping to get something for nothing. Back in the 1920s, when Edwin W. Kemmerer,
Professor of Internationa Finance at Princeton University, washelping to creste central banksal over Latin
America, no one anticipated that they would be transmogrified into instruments of inflation, handmaidens of
thefiscd authorities. If central banks were created to produced national dollars, what would prevent them
from exceeding the limits of prudence and rendering the nationd currency inconvertible How can we
prevent history from repesting itsdf? 1t would be necessary to impose some statutory limit on thefiduciary
component of the backing for domestic money.

If there existed a single world currency (say gold, for example, as in the past), countries would
aways have an incentive to economize on the expense of gold payments by bank money or nationa
currencies, the pattern historically since the seventeenth century. Evenif countries agreed to prohibit netiona
currencies they would take steps to economize on the use of foreign currency and find money subdtitutes at
home, creating an inflationary bias in the world economy. You would get a gradud decline—or more
exactly adower rate of growth--in the demand for money that would, if not taken into account, creste more
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inflation than otherwise.*

If dollarization were good for Latin America, would it not be even better for the entireworld? L et
us suppose that the whole world were dollarized! Essentialy, then, the world would have a common
currency and aworld centra bank called the Federd Reserve System. Aslong as the Federa Reserve
kept to itspolicy of stabilizing the American basket of goods—epresenting between afifth to aquarter of
world output—it would have the merit of being a very stable currency, more stable even than the gold
standard or its bimetallic predecessors.

Thereis, of course, dways a danger that Federa Reserve policy might lgpse into the

inflationary pattern of the 1970s or (much less likely) the deflationary pattern of the 1930s. But these
historical episodes have produced their lessonsand arenot likely to be repeated. In the discussion below,
| shdl assume thet US monetary policy continues to be as exemplary asit hasin the recent past..

The benefits from a world currency would be enormous. Prices dl over the world would be
denominated in the same unit and would be kept equd in different parts of theworldto the extent that the
law of one pricewas allowed to work itself out. Apart from tariffs and controls, trade between countries
would be as easy asit isbetween states of the United States. It would lead to an enormousincreaseinthe
gains from trade and red incomes of al countriesincluding the United States.

Another dimension of the benefits from aworld currency would be a greet improvement in the
monetary policiesof perhapstwo-thirdsof the countries of theworld. The benefitsto each country frama
gable currency that isaso auniversal currency would be enormous. If the whole world were dollarized,
there would be a common inflation rate and smilar interest rates, a consderable increase in trade,
productivity and financid integration, dl of which would produce a consderable increase in economic
growth and well-being.

* | have warned e sewhere (Mundell 2000a) that the money multiplier in Europe might increase because of
this phenomenon.
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Two argumentsagaing dollarization relateto the transfer of seigniorage and the palitica barrier or
“cod.” Globa dollarization would involve atransfer of seigniorage to the United States, greater than the
dready substantial seigniorage gained from the use of the dollar as an internationa reserve assst and
money. The seigniorage transfer could be substantia, perhaps amounting to more than $100 billion per
year.” But the seigniorageissueisnot insuperable. Thebill proposed in the US Senate by Senator Connie
Mack represents one way the seigniorage issue could be handled.? An dternative approach would beto
set agde the seigniorage profits for internationd publicuses.  Thepoalitica issueor costismoredifficult
to quantify. Countries would have transferred monetary sovereignty to the United States in return for a
better money and (probably) monetary policy without receiving any share of agloba sovereignty. Unlike
members of the euro area, which have asharein the ownership and control of the centra bank, members
of the dollarized world smply transfer sovereignty to another country.

An andogy may help to make thisissue clear. Many countriesin the world are poorly managed.
By contragt, the United Statesiswell-managed. Why not turn over the tasks of government to the United
Saes?By interndizing the problem of foreign relations, military conflict would be diminated and the gains
from disarmament put toward an improvement in welfare. The US government asthe world government
would be aforce for stability and peace! But whatever the potentia gains, how much of the rest of the
world would be willing to scrap their

sovereignty for membership in an American Empire?

The costs and benefits of dollarization are not independent of the number of countries that
participate. With economies of sze the gains are larger when more countries participate, and thus
economic gainswould be greatest if the entire world were dollarized. But in the other direction consider
costs that arise when only apart of theworld isdollarized. If mgor countries stay outside the dollarized
zone, exchange rate volatility appears as a new problem. When there are two or more blocs, asin the
present, dollar, euro and yen currency aress, getting locked into a dollar area that is appreciating (or
depreciating) strongly againgt the other currencies would impose substantia adjustment problems.

Taken from the starting point of abarter economy, dollarizing iseasy. Inthe asence of anexigting
currency, people would be quite willing to import a foreign currency to fill its monetary requirements.
Higtory isrepletewith examples of countriesthat have used aforeign currency. Most of thecoloniesinthe
Americas used Spanish, Portuguese, English, or French currencies—in some casesdl of them--over that
period. Thereis no need for Maastricht-type conditions in a barter economy, because if you have a
barter economy the government has no means of cresting an unbalanced budget or an erring monetary

5

Suppose, for example, that reserve money in the world economy amounts to $4 trillion and ished in
paper dollars. Something less than one-quarter of thiswould be held in the United States. Interest on the
remainder at 5% would be $150 billion.

6

The short title of the bill (S.2101), introduced into the US Senate of February 24, 2000, is the

“International Monetary Stability Act of 2000" and its purposeis stated to be “to promote international
monetary stability and to share seigniorage with officidly dollarized countries”
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policy. Once the economy is dollarized, and people sart to use dollars, the new monetary economy
makes it possible for the government to make mistakes. But because the government can't print any
money, it can’t have an unba anced budget. It can borrow and run adeficit, but it can’t run aninflationary
deficit. It can run deficits up to the limit of its borrowing capacity, but discipline is assured without any
Maadtricht type conditions.

But in our actud economies, the problem is different. The experience of Europe is indructive.
Monetary union would have been easy immediately after the Hague summit in December 1969 because
the European currencieswere fixed to the dollar and had converged todollar variables and therefore one
another’s; under the Bretton Woods arrangements countries knew that its was dangerous to run budget
deficitsthat would threaten convertibility. But monetary union wasnot politicaly possbleinthefirg years
and by the time the internationa monetary system had broken down, in two stepsin 1971 and 1973,
countries lost their convergence around the dollar. As a consequence of flexible exchange rates, the
European countries went their own way and coordinated policy became much more difficult. The
Maadtricht condition were imposed as aresult of the undisciplined policies of the 1970s and 1980s and
the commendably- stern insstence of the Bundesbank on fiscal and monetary rectitude. Gradualy, they
worked their way back to monetary stability. Tekethe caseof Itdy. Ity had afixed exchangeratefrom
the post war period until 1971, and throughout this period recognized that it had to maintain fisca balance
as well as pursue a monetary policy that would keep the baance of payments in equilibrium. The
exchangerate was 620 lire to the dollar and Itay had one of the fastest growing economiesin the world,
with astable price leve and alow leve of unemployment. FHexible exchange rates, however, led to the
breakdown of discipline. Monetary inflation wastheresult. By theend of the decade, Italy decided it had
enough inflation, ot joined the Exchange Rate Mechaniam (ERM). Its monetary stability wasimproved,
but Italy then succumbed to fiscal ingtahility, running up its Debt/GDP ratio to over 100 per cent of GDP.

The Maastricht conditionswere needed to strap down ministers of finance. Like naughty children,
they kept running deficits and forcing the central banks to buy government bonds when the market no
longer wanted them.

Inmy Nobe Lecture (Mundell, 1999), ddivered in Stockholm on December 6, 1999, | cdledthe
first and last decades of the twentieth century as*bookends’ of the century, in the sense that they were
decades of monetary stability separated by a long period of ingtability. In both decades there was
monetary and fiscal discipline. The gold standard imposed it automeaticaly in the first decade of the 20™
century. In the last decade, when dmost dl the OECD countries had inflation rates below 3-4% ayear,
many of the countries achieved sability not automaticaly but by sdif discipline or, in the case of Europe,
the Maadtricht conditions. The creation of the euro zone in fact prepared countries for the kind of gold
gtandard mechaniam that would be automeaticaly imposed on them when their currencieswerelocked to
the euro. It was akind of replay—an automeatic programming of the conditionsthat existed under thegold
gandard. The eleven countries of Europe are now following a gold standard type mechanism thet gives
these countries autométicity.

8. Exchange Rate Volatility and Internd vs. Externd Stability
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The dollar, euro and yen areas make up nearly Sixty per cent of the world economy. Because
there isahigh degree of price gability in each areathey can be seen asthreeidands of sability. Despite
the stability, however, exchange rates are very voldile. The dollar-yen rate has in the past been very
ungtable. The dallar-euro rate may be in the future, equaly unstable--we do not know yet.

If we judge the future of the dollar-euro rate by the history of the mark (the backbone of the ecu,
which becamethe euro), we d haveto be pess mistic about volatility. Asfor the DM-dollar rate, in 1975
the dollar was about 3.5 DM. Five years later, in 1980, the dollar was worth hdf that, 1.7 DM. Five
years later, by February 1985, the dollar had doubled to 3.4 DM. By 1992, the dollar had plummeted
below 1.4 DM - afdl to 40% of itsvaue -, and now the dollar isup around DM2. It is hard to believe
this extreme volatility isn't a very serious problem. Think of the problems at the time of the 1992 ERM
crigsin Europe. A doubling or halving of therate would be devastating for Europe. If the euro went down
to 50 cents that would be awful for inflation, and if it doubled to US$2 that would be terrible for
unemployment.

How much flexihility is good? How much can a country stand? Well, flexibility of the kind that
existed between the dollar and the mark rate over the past 25 years would crack euro-land apart. And
when the dollar-euro rate changes, it creates hard problemsfor the countries on the periphery of Europe
that are doing business with both currency aress. It’s disturbing to third countries and to the rest of the
world.’

The same difficulty exigs for Ada. Look at the voldtility of the dollar-yenrate: in 1985 the dollar
was 250 yen. Tenyearslater, in April 1995, it was 79 yen (onethird thevaue). 1nJune 1998, the dollar
had soared from 79 yen to 148 yen, and speculators were saying it was going to go up to 200 yen.
Instead it came down to about 105 yen. Thisvolatility isterrible for countriesthat are closdy involved
with the Japanese and American markets. Thisvoldility played abig role in the so-caled Adan criss.

’ Too much flexibility creates problemsfor third countries. For instance, one of Argentina sproblems has
been that dthough the dollar has gone down againgt the yen, the dollar has been appreciating against the
euro for the past few years. That means that the Argentine peso appreciates gaing the euro. Should
Argentina think of shifting from a dallar fix to an euro fix? When you sart apalicy, it is a bad idea to
changeit if it's been a successful palicy. If you do make a permanent shift, you should have very good
reasons, and make sure you don't shift into a currency that’s going to be appreciating more than you
would like. If you shifted over to the euro in what may be the bottom of its cycle, you might shift into a
currency that would be further gppreciating, making matters worse.
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Why “so-called”? Because the crisis hit only a few countries in Asa® It wasacrisis for four
countries: Thaland, Maaysa, Indonesaand Korea. Their currencieswere pegged, not very efficiently, to
the dollar, which was strongly appreciating againgt the yen and currenciesthat stayed pegged had dso to
appreciate. They lost markets in Japan.® Many had debts fixed in dollars, which exacerbated their debt
burdens. To understand the crisis better, however, onemust aso look at the countriesthat did not havea
criss, to seewhy Singapore, China, Hong Kong, Taiwan, and Japan were ableto avoid it. What were
these economies doing differently from the others? The differences were remarkable. Each of these
countrieshad avery explicit target for their monetary policy. Their targetswere trangparent and autométic,
and everybody knew they were. Singapore, Taiwan and Japan had commodity basket targets (inflation
targeting), China had a fixed exchange rate with the dollar with capital controls, and Hong Kong had a
currency board fix againg the dollar. They had a successful track record in following that policy, and
everybody knew what they were going to do when important things were happening such as changesin
the exchangerate e sewhere. They aso had huge amounts of internationd reserves, sothey didn’t haveto
draw onthe IMF or listen to advice, whether bad or good. They could follow their own policies, whichin
the past had been successful.

Keynes, inhisbook “A Tract on Monetary Reform” (Keynes, 1923), madethe crucid dsindion
between “internd stability” and” externd stability.” Interna stability refersto astable priceleve. Externd
dability refersto astable exchange rate and equilibrium in the balance of payments. He said it was good
to have both. But if you had to make a choice, choose internd stability first and make externa stability
only a secondary choice.

When Keyneswrotethat book, hewas|ooking at the world economy in the economic crisisafter
the war—and oneimportant event especidly: thefluctuation in the US pricelevel and (becausethedollar
wastied to gold) gold. The pricelevel inthe US had soared from 100 in 1914 to 200 in 1920. At this
point, belatedly, the Federal Reserve System shifted to tight money and the US economy went into a
nosedive. Thepriceleve camefrom anindex of 200 down to anindex of 140. Thisfall inthedollar price
level (and consequent appreciation of gold) posed agreat problem for the pound and other currencies.

Keynesclearly recognized the consequencesfor Britain. If Britain kept the exchangerate sable, it
would suffer deflation too. On the other hand, if she kept the pricelevd stable, Britain would haveto dlow
the pound to appreciate againgt the dollar and gold. Because the dollar, now the dominart currency, was
ungtable againgt commodities, Britain could not have both internd and

externd stability; she would have to choose between them.

Keynes digtinction between interna and externa stability, and hispreferencefor internd sability is
well known. What is often ignored is the importance he attached to externd stability, even though it was
secondary to internal stability. Hewas quite explicit in saying it was better to have both, if it were possible.
If the United States and gold are stable against commodities, Britain could have both interna and externd

8 Lessknown, some cdl it the “Asian- IMF crisis’. | think this denomination is more gppropriate than to
gamp awhole areawith acriss.
° A related problem was the deval uation of the Chinese yuan on January 1, 1994.

22



dability. Thereis a contemporary lesson for our three idands of stability eight decades later.

If there is price ability within each of the dollar, euro and yen areas, why should there be
exchange rate fluctuations between them? Volatility of the exchange rates aggravates ingability of the
financid markets, disrupts trade and the efficiency of capitd flows. Exchange rate uncertainty is an
immediate cause of gross, excessve volatility in financia markets and the massve shiftsin cross-border
fundstoday. Capitd market transactionsin foreign exchange currently amount to something liketwaottrillion
dollarsaday! It'slargdly capitd that isgoing in and out, in and out, every five or ten minutes. Peoplewith
their computers are pushing the funds back and forth, and it's nearly al pure waste. Only atiny part of
these shifts represent legitimate and beneficia capita movements.

9. Towards a World Currency

Earlier, we discussed the possibility—and the costs and benefits—of dollarizing the world economy.
That would be the quickest and most effectiveway to produce aworld currency. The palitica limitations of
that solution, however, would make it difficult if not impossible to negotiate. It would greatly increasethe
power of the United States and |leave the world at the mercy of potentidly aggressive unilaterdism. The
temptation to exploit itsmonopoaligtic postion and raise the inflation rate to maximize off- shore seigniorage
would be too tempting.'® The power of nationalism continuesto rule emotionsand soverdignty** isthe last
asset to bepawned. Theideawasintheair at the 1944 Bretton Woods meeting but it was dropped at the
ingstence of the United States. A world currency could only havelegitimacy within theframework of anew
Bretton Woods type international agreement.*

The advent of the euro, however, invitesarecond deration of the need for and possbility of aworld
currency. Historically, the superpower has been an obstacleto monetary reform'® becauseit hasthe most
sovereignty tolose. England, the producer of the dominant currency in the 19" century, rejected the efforts
of France and the United States to establish a world currency in that century. In the 20 century, the
United States has been the obstacle. The creation of the euro,

however, diminishesthe monopoalistic postion of thedollar and in thisrespect US power intheinternaiond

arenawill increasingly have to be shared. The United States may thereforefind it initsinterest to become
lessof an obstacletointernationa monetary reformin thefuturethanit hasinthepast. At thevery leest, the
need for some guidelinesin conflict Stuations over management of the dollar-euro-yen exchangerateswill

become increasingly apparent.

10

| have discussed the optimum inflation rate’ in the context of maximizing off- shore seignioragein Mundell
(1971).
11

| have discussed the problem of monetary sovereignty in Mundell (2000d).
12

See Mundell (1995) for adiscussion of the Bretton Woods agreement and why theworld currency idea,
which was contained in both the White and Keynes plans, was dropped.
BMunddll (1995),
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It is entirely possible that in the future the United States may adopt a sympeathetic gpproach to
internationa currency management and even agenuineinternationa currency. Let usexperiment with some
possibilities. Imagine an agreement for the world economy model ed after the monetary union forged by the
eleven countries of the euro area. Ingtead of doing it for 11, do it for 200 countries. If everyone used the
same currency, wouldn't that make a great improvement in the way in which prices are compared,
transactions are effected, and payments are made? There would be no currency crisesand thetwottrillion
dollarsworth of cross-border transactionsthat exist only because of uncertainty over exchange rateswould
disappear.** Good riddance!

Of course there would be problems of management. A Governing Council modeled onthat of the
ESCB, with more than two hundred members, would be much too unwieldy. It would be necessary for the
Board of Governorsto designate afew leading countriesto managethe new system and the new currency.

Isit redidtic to think of international monetary reform aong the lines, pioneered by EMU, of a
gangle currency for the world? | mysdf doubt it. The Sngle-currency option adopted by the European
Union wasagamblethat happened to pay dividendsat atimewhen members of the European Union were
and 4ill are consdering closer palitica integration. But in the absence of closer paoliticd integration, a
dngle-currency monetary union, requiring that nationa currencies be given up, would probably not be
successful on the world stage. Quite apart from the preferences of smdler countries, the United Statesis
not likely to bewilling to give up the most successful currency of the 20™ century, and the rest of theworld
ishot going to be content with the dollar asitsworld currency. Nor would the countries of the euro areabe
willing to scrap their new currency after decades of negotiations to bring it into being, which in any case
they want partly for politica reasons. And if Americans and Europeanskeep their currencies, the Japanese
will not bewilling to give up theyen. A single currency monetary union isnot feasiblein the present world
and could not be negotiated in the absence of greeter palitica integration.

Let’s be more modest and consider a multiple-currency monetary union for two or three of

our three idands of dability, the dollar, euro and yen areas, and then consider how this union might be
generdized to accommodate the interests of the rest of theworld. There are no technica obstaclesto a
three-currency monetary union among the G-3. It could be patterned onthe EMU construction, stopping
short of replacing the three currencies by asingle currency. Europehaslocked its currencies. Thereisno

14

A dngle currency monetary union would eiminate speculative capital movements. Capita never movesin
the wrong direction from New Y ork to Cdifornia, or Illinois, or Louisana. It dwaysmovestowhereitis
more profitably employed, because there is no speculation about exchange rates. The same holds for
securely-fixed exchange rates. Panamaand the United States have had amonetary union since 1904 with
the passve Panamanian bal boa coins maintained at par; Scotland and England have had amonetary union
for centuries with the passive Scottish pound till in existence; Luxembourg and Belgium have amonetary
union sincethe 1920s, withthe passive Luxembourg franc il in existence. Nor havethelocked exchange
rates of the euro area produced any speculative capita movements. There are no bad capital movements,
there are only bad exchange systems
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gpeculation whatever for or againg the franc, lira, mark, peseta and al the other currenciesin the euro
area. Even before the new currency has been introduced in tangible form, there is a fixed exchange rate
multiple-currency monetary union. The same gpproach could work with two or three of the three main
currency aress. Given convergence of inflation rates, it would be possbleto lock exchangeratesand bring
interest ratesinto linewith one another.™ The mechanism for locking exchangerates could be smplified by
assgning different tasks to the three centra banks. One of the three currencies could be chosen as the
pivot currency. Itisbest to choosethe currency with the largest monetary mass, a the moment, the dollar.
The other countries could be assigned the task of fixing exchange rates. Jgpan could fix the yen to the
dollar at arate of 100 (to make use of round numbers), 100Y =$1, so that 1 yen equals 1 cent. The Bank
of Japan would stand ready to buy and sdll dollars at that rate for al spot and forward offers and cease
open market operationsin domestic assets. Smilarly, the ECB would stand ready to buy and sell dollarsat
(say) _1=9%1.

The assgnment for the Bank of Japan and ECB would be to keep exchange ratesfixed while that
for the expanded Federd Reserve would be to stabilize the price level. The Policy Committee of the
Federal Reserve (now the Open Market Committee) would incorporate Japanese and European aswell as
American experts. A nine-member Committee might include four Americans, three Europeans and two
Japanese. Members of the Committee should be independent of their governments (as are, theoreticaly,
members of the Governing Council of the ESCB).

The expanded Fed would make the decisions about tightening or loosening credit. Therewould bea
common target for monetary policy. The priceindex would incorporate goods representative of al aress,
much like the harmonized index of consumer pricesin Europe (Eurostat’ sHICP). The next step would beto
agree on acommon target for inflation. Members would then cast votes for tightening or loosening credit
just asthe three central banks do today.™® Therewould aso be aformulafor redistributing ssigniorage, just
asinthe ECB. The syssem would be very smilar to asingle currency monetary union, but it would preserve
theindividua currencies. The system would work in much the sameway asin asingle-currency monetary
union.*

The arrangement would work best if al three areas participated. But it would aso be possiblewith
any two of the three areas. Any two of the three areas would become the dominant currency force, the
maingtream of the world economy. The codgs of being left out might be substantia, however, and an

15

Interest differentia s arise because of expectationsof exchange rate changes. Locking thedollar and theyen
would equdize interest rates, mainly through a rise in Japanese rates, which have been traditionaly low
because of bullish expectations about the future of the yen.

1® Thereisill arolefor goldin theinternational monetary system. In the development of the three-currency
monetary union among the G-3 countries, one of the uses of gold would be asanindex of inflation. Almost
everyonethinksthat if the price of gold suddenly shootsway up, that isan index of inflationary expectations,
because people think that in the event of an increase in inflation, the expectations of people will shift into
gold and gold will risein price.

17

A multiple-currency monetary union may not, however, impart the same sense of permanence asasingle-
currency monetary union, and to the extent this was so, interest rates would not fully become equalized.
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exchange rate fix of the three currencies would be superior to a currency fix of only two.

In the example given, the numbers accidentaly work out neetly, with the yen being acent and the
euro and dollar at parity, the currenciesarelike different denominations and the need for aparald currency
is not so gpparent. In generd, however, it would be useful to introduce a common numeraire for
denominating prices. All members would quote prices in this numeraire currency in addition to loca
currencies.

Let us now see how the exchangerate stability of thethree mgjor currency areas could beused to
creste a multiple-currency monetary union for the world as a whole. The Internationd Monetary Fund
could beturned into aworld central bank and granted the authority to produce aworld currency. Thethree
largest currency areas could be designated as agents of the Board of Governorsof theIMF. Thenumeraire
currency might be equated to adollar or aeuro or 100 yen. We might cal this new currency “intor” or

Ipating member inthe union would fix itslocd currency to theworld currency, following
the adjustment principles of acurrency board, and denominate pricesin theworld currency aswell asthe
loca currency. The world currency itself would be backed by the currencies of the three largest central
banks. The WCB would stand ready to buy and sell the world currency on demand so that it would not
add to or subtract from the world money supply. Some provison could be made for redistributing
seigniorage on agloba rather than tripartite basi's, perhaps with the three designated |eaders setting up a
specid fund that could be used to finance agreed international projects.

Think of the greet bendfit to the rest of theworld, including Latin America, if it never had toworry
about changes in the dollar-euro, the dollar-yen, or the euro-yen exchange rates and could link its
currenciesto atrueinternationa currency in the production of which they participate. There would be no
currency crisesin participating countries as long as they adhered to the rulesfor fixed exchange rates. A
world currency would provide a universal unit of account for transmitting values and be a source of a
subgtantia increase in the gains from trade.

The link between language and curency has often been noted. Language is a medium of
communication and currency isamedium of exchange. Nationd, ethnic and liturgicad languagesare hereto
gtay, but a common world language, understood as a second language everywhere, would obvioudy
fadilitateinternationd understanding. By the sametoken, nationd or regiond currencieswill bewith usfor a
long time in the next centuries, but acommon world currency, understood as the second most important
currency in every country, in which va ues could be communicated and payments made everywhere, would
be a magnificent step toward increased prosperity and improved internationa organization.
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