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Foreign Exchange

1. Historical background.
· Gold standard. Emerged in 19th century. The purchasing power of a currency was defined with reference to its gold value. All national (central) bank notes and coins were backed up by the gold reserves of a country. Consequently, when the international monetary flows over a given period, known as the balance of payments, were negative, excess holdings abroad of a country’s currency would be redeemed for gold. This in turn would cause domestic gold reserves to decline, and, hence, would cause declines in the domestic money supply. Declining money supply in turn meant downward pressure on prices and rising pressure on interest rates (why?). Falling prices would stimulate exports, while rising interest rates would attract foreign capital inflows, thereby correcting the imbalance.

· There were several problems with the gold standard. To start with, the world money supply was controlled by the rate of production of gold, and demand for other uses, which have been erratic over the years. Domestic economic policies also were limited by the gold standard – in particular, monetary policy was completely impossible.

· In the United States during the 19th century, sectors of the economy with an export focus and limited capital needs liked the gold standard; growing regions with need for cheap credit hated it. Combined with the fact that Colorado enjoyed a silver production boom in the 1880s, the western US wanted a silver standard rather than to risk being crucified on a “cross of gold,” as William Jennings Bryan put it.

· Bretton Woods system – named after the BW agreement signed in 1944, which also established the IMF (and World Bank). This was in effect a system of “pegged” exchange rates. Several “hard currencies” were established that had fixed gold conversion rates (the US rate was $35/ounce), but money supply was no longer determined by gold reserves. These hard currencies in effect added to the stock of international reserves. In 1969, the IMF created Special Drawing Rights (SDRs), which in effect added still further.

· The trouble with the BW system is that it included restrictions on exchange rates, especially for hard currencies. But pressures emerged to cause these rates to change, and in practice substantial if reasonably infrequent movements occurred. As the dollar declined relative to other currencies in the late 1960s, there was a run on gold. This resulted in a two-tier gold market (central banks still exchanged currencies at official rates), followed by the US’ renunciation of gold convertibility in 1971.

· Since 1971, major currencies have enjoyed a floating exchange rate system, wherein demand and supply for currencies determine their values.

2. The current system. In practice, the system today is not a pure float in virtually any country. At some point, almost every country has intervened to keep their exchange rate from moving too much, either gaining strength (value) -- appreciating -- or losing value -- depreciating -- against other currencies. When this happens, we call it a "dirty float". Other practices include:

· Currency Boards. A CB fixes the exchange rate, and backs the domestic currency with an equivalent amount of reserves of the currency (or whatever) that the exchange rate is fixed to. For example, from 1991 to 2001, Argentina fixed its currency against the US dollar, and its money supply was backed by dollars. Advantage: inflation was brought down from near hyperinflationary levels to those of the US; domestic and foreign investment both recovered. Disadvantages: it costs money to "buy" one's money supply this way, and independent monetary policy ceases. CB's also require a full, credible commitment by the monetary authority; otherwise, it invites speculative attacks.

· Fixed currencies without full backing. Countries that already enjoy widespread credibility might choose to fix their exchange rates without full backing. An example is Hong Kong, which maintains a fixed exchange rate of HK$7.8 = US$1.0.

· CFA franc zone: 14 African countries have their currency formally tied to the French franc (all except for Guinea-Bissau are former French colonies). They maintain two central banks (in Dakar, Senegal and Yaounde, Cameroon) that emit currency with French input, since France is committed to honoring CFA francs at the fixed conversion rate. Until about 1995, the rate was CFA50 = FFr1, but appreciation of the French franc made Central and West African goods increasingly uncompetitive. Devaluation to CFA100 = FFr1 followed, which, of course, was met with less than unanimous enthusiasm. 

· In January 1999, most of the countries in the European Union adopted a common currency, the "euro" ( (I do not have the actual symbol on my computer, so a Greek epsilon will have to suffice). National currencies continue from 1999-2001, with a common set of notes and coins in place as of 2002. Rates of exchange for national currencies were set for the period 1999-2001, though, so in effect there was only one currency. Based on the 1992 Maastricht Treaty, criteria for eligibility among EU members were (a) annual budget deficit less than 3% of GDP; (b) total public debt less than 60% of GDP; and (c) an inflation rate within 1.5 percentage points of the three lowest-inflation EU countries. Great Britain, Denmark, and Sweden elected not to join the euro club (though Sweden and Denmark are likely to reconsider), and Greece was rejected, even though a lot of fudging went on when it became clear that many countries would not meet the criteria. Thus, of the 15 EU countries, 11 (Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal, and Spain) are original euro members. Greece ended up joining at the last minute, and Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, the Slovak Republic and Slovenia are expected to join the EU in 2004 (and the euro zone at that time, or shortly thereafter).  For a history of the EU, go to http://europa.eu.int/abc/history/index_en.htm. 
The issues surrounding currency pegging and optimal currency areas are among the hottest debates in economics these days. Economists are deeply divided over whether the euro is a good idea, and it is clear that many of the benefits are political rather than purely economic (among other things, belonging to a common currency area forces responsible macroeconomic behavior on politicians). Whether or not managed floating is desirable also is strongly debated.
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