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Foreword 

Merton H. Miller 

Economic events have a way of catching up with tired economic 
orthodoxies. The fixed-exchange rate orthodoxy of the 1940s and 1950s 
was eventually undermined by the overproduction of U.S. dollars in 
the 1960s. The post-Bretton Woods, floating rate orthodoxy that suc­
ceeded it in the early 1970s eroded steadily during the 1980s in the 
face of turbulence in the foreign exchange markets and led, in Europe 
at least, to a new, single-currency orthodoxy. The disastrous European 
Monetary Union debacle of October 1992 has in tum discredited that 
orthodoxy, while many questions the U.S. academic establishment con­
sidered long settled have been reopened by the collapse of the Mexi­
can peso (but not the Argentine peso) in December 1994. 

The crumbling of tired orthodoxies can lead not only to bitter dis­
putes over current policy decisions but lead also to equally conten­
tious reinterpretations of the critical historical episodes that give rise 
to those orthodoxies. Of the many such defining historical episodes 
revisited by the authors in this excellent and very timely'volume, few 
such episodes have played a greater role in shaping the accepted wis­
dom than the British decision in 1925 to return to the prewar value of 
the pound. 

To Keynesians, that decision was a massive act of folly, as argued 
so vehemently at the time by Keynes himself in his polemic, The Eco­
nomic Consequences of Mr. Churchill. Churchill, then Chancellor of 
the Exchequer, though not an economist, surely knew that price and 
wage inflation during the Great War would make the pound at its pre­
war parity seem overvalued relative to the dollar and would create a 
competitiveness problem for the traditional British export industries. 
But he also knew that Britain would lose its role as the world's banker 
unless the pound could maintain its reputation as a safe and stable 
long-run store of value come what may, war or no war. For the pound 
to be maintainable at its prewar value, however, the British wage level 
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would also have to be restored eventually to its prewar value-ad­
justed, of course, for the modest improvements in productivity that 
had taken place over the interval. What Churchill failed to realize, alas, 
was that any chance the wage level might adjust was lost once his 
well-intentioned unemployment dole had set a floor under nominal 
wage rates. 

Keynes understood, as well as Churchill, that British competitive­
ness could be sustained only by lowering British real wages. But why 
do it, he asked, by the socially divisive tactic of using depression and 
unemployment to force nominal wages down? Why not lower real 
wages the easy way-by keeping nominal wages steady and using 
monetary expansion (and exchange rate devaluation) to raise domestic 
prices? This "don't lower the river, raise the bridge" line of argument, 
so characteristic of Keynes, turned up again ten years later as the cen­
tral policy theme in The General Theory. It has been invoked over and 
over again in every devaluation crisis right up to Italy in 1992 and 
Mexico in 1994. The official view in Washington today, and among 
most U.S. academics, is that the Mexican disaster could easily have 
been avoided with a "modest" devaluation of the "overvalued" Mexi­
can peso in the spring or summer of 1994. 

To the authors in this volume, the case for devaluation was never as 
simple as the Keynesian orthodoxy made it appear either in Mexico in 
1994 or Britain in 1925. Workers can be fooled by rising prices for a 
while, but sooner or later they will catch on (or their spouses will tell 
them, as Abba Lerner, himself an early Keynesian, once confessed). 
And then Y0!1're right back to where you were before the devaluation, 
only a good deal poorer and with the government's credibility destroyed. 

But let there be no mistake: no single-minded new orthodoxy about 
devaluations is being expounded here. The authors, though clearly pre­
ferring free markets to the dubious performance of central banking and 
government "management" of monetary affairs, feel free to disagree 
among themselves in their interpretations of key events, empirical evi­
dence on devaluations, and a variety of other monetary issues. But 
they do so in ways that should command the full attention of all who 
seek deeper understanding and solutions to the serious financial prob­
lems we face. Money and the Nation State provides the essential frame­
work for those willing to return to first principles in thinking about the 
role of monetary arrangements in economic life. A careful reconsid­
eration of today's failed monetary orthodoxies is clearly overdue, and 
this book contributes significantly toward that reassessment. 



Introduction 

Kevin Dowd and Richard H. Timberlake 

A large and growing number of observers recognize that monetary 
and banking problems in the world today arise, not so much from the 
failure of this or that individual or policy, but from more deep-seated 
reasons that lie within the institutional structure. While individuals 
clearly make mistakes and legislatures make bad laws, the institutions 
from which decisions and laws emanate are the critical factors that 
determine the efficacy of social operations and the value of social de­
cisions. Unless the present institutional structure changes, we are not 
likely to get stable solutions to today's most serious monetary and fi­
nancial problems: ongoing and often erratic inflation and serious bank­
ing instability. 

The chapters in this book examine the history of modern monetary 
and banking arrangements, some of the major monetary and banking 
problems, and several options for meaningful reform. To a greater or 
lesser extent, all the essays incorporate the view that what really mat­
ters is institutional structure. The common theme is that the history of 
current arrangements is less the history of "great men" than the history 
of man-made institutions society has inherited-specifically, central 
banks and the legal and regulatory frameworks that accompany them. 
The faults of this or that chairman of the Federal Reserve System, for 
example, or the faults of this or that president of the United States, 
have less significance than the incentives and expectations that present­
day institutional structures offer to the individuals who operate or deal 
with them. Similarly, meaningful reform is not so much a question of 
getting the "right man" for the job-appointing a better Federal Re­
serve chairman, for example-as it is the task of changing the environ­
ment within which any Federal Reserve chairman must work. 

The chapters in this book also emphasize two other related points. 
First, they stress the impact of political interference on the workings of 
monetary and financial institutions. Much of the banking structure that 
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2 Money and the Nation State 

society has inherited has resulted from politicians operating by means 
of government fiat or through misguided legislation. These human 
designers have often operated for their own ends rather than for any 
broader "social welfare." They set up central banks to provide cheap 
loans with which to fight unpopular wars; they abolished the gold stan­
dard because they wanted more inflation than the gold standard would 
provide, all the while advertising their "commitment" to sound money. 

Not surprisingly, a common theme in these papers is that many prob­
lems arise because these politically generated structures have proven 
to be inappropriate to the real needs of the individuals and groups they 
allegedly were meant to serve. Many of today's problems arise from 
the way in which the extra-constitutional political process has impinged 
on the financial system. 

The second point emphasized by this book is the multifaceted role 
of monetary nationalism. Monetary policy is usually framed in a con­
text where it cannot help but be influenced by the priorities of national 
governments. A decision on whether or not to defend an exchange rate 
is usually taken, or at least influenced, by a national government with 
its own political agenda. So, too, are decisions whether to join an ex­
change rate system, whether to pass a legal tender law, and whether to 
establish a system of deposit insurance. In short, monetary policy is 
almost always politicized. It has become a means to further central 
government objectives. The alternative is a monetary system, consti­
tutionally prescribed, that would operate under the rule of law. 

History of the International Monetary System 

The chapters of the book fall naturally into three groupings. The 
first section focuses on historical issues and, in particular, the history 
of the international monetary system. Chapter one examines the evo­
lution of the state's monetary monopoly from ancient times to the 
present. As David Glasner notes, the history of money is virtually the 
history of the state's debasement, depreciation, and devaluation of the 
currency. The state has usually acted for its own ends with relatively 
little concern for the general public's welfare. The state's common 
motive has been to raise revenue, normally in circumstances in which 
it wished to wage war and where alternative forms of revenue-raising 
were politically and technically difficult or just inconvenient. These 
abuses of state power provoked much outcry. Yet, while many sincere 
statesmen criticized particular instances of abuse, they only infrequently 
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challenged the state monetary monopolies that initiated and perpetrated 
such abuses. 

Even more surprising is the fact that state money monopolies have 
received relatively little challenge from the economics profession, a 
group that embraces, almost as an article of faith, the belief that mo­
nopoly is an evil. This lack of challenge might be more understandable 
if the production of money was logically or empirically a natural mo­
nopoly with only one producer arising under conditions of free entry. 
Far from being a natural monopoly needing the aegis of the state, how­
ever, money arose spontaneously in many lands, always originating in 
the private sector with no help from the state. Only when money's 
productivity as an economic item became apparent did the state enter 
the picture, and then only as an exploiter of, never as a contributor to, 
money's utility. 

Glasner enhances this picture. He suggests that the state established 
a monopoly over the production of money because such a monopoly 
was vital to state security. In the ancient world the state's power to tax 
was rudimentary, and a state that allowed private mints to operate was 
vulnerable to takeover by the mint owners. Political power was often 
captured by the individual or group able to finance the most mercenar­
ies. The owner of a private mint was in a particularly favorable posi­
tion to raise his own anny to carry out an expedient coup d'etat. 

Even if governments of the day did not monopolize the production 
of money-and they often did-a state monopoly would often arise 
anyway because the owner of the mint would take over the state and be 
anxious to protect himself from a similar coup by another mint owner. 
Ownership of a mint gave a government a source of emergency funds 
often crucial in assuring its survival in a crisis such as fighting off an 
invader. States with their own monopoly mints thus had a better chance 
to survive political emergencies than states without. 

Though the institution of a government monetary monopoly was 
rarely questioned, there were repeated attempts to restrain the 
government's monetary powers to prevent abuse. A commodity stan­
dard, such as the bimetallic standard or the gold standard, was one 
such means to limit the state's excesses. But these institutions enjoyed 
only temporary success; they were not tamper-proof. Governments 
could always find ways to evade the limitations. 

The most successful period for commodity standards was the nine­
teenth century, when most major governments adopted gold or bime­
tallic standards. Nonetheless, the relative success of those standards in 
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maintaining a high degree of price-level stability was something of an 
historical anomaly. Glasner argues that such arrangements only worked, 
to the extent they did, because governments were willing to go along 
with them for self-serving reasons. Governments desired stable prices 
in peacetime, not so much because they hallowed the principle of price­
level stability, but because the maintenance of peacetime price stabil­
ity increased the ex-post levies they could get out of their subjects in a 
wartime emergency! Since wars were unpredictable, private individu­
als would normally operate on the assumptions that the monetary re­
gime would not change gears and that prices would remain reasonably 
stable. When wars did break out, convertibility was abandoned and the 
government or its pet bank(s) inflated the currency on the pretext that 
the emergency required it. A good example was the Civil War period 
in the United States, when the federal (Northern) government aban­
doned gold convertibility of the currency and embarked on greenback 
inflation to help finance the war, but much the same thing happened in 
many other countries at different times. 

While Glasner focuses on the minting privilege and seignorage rev­
enues from monarchies in earlier times, Frank van Dun in chapter two 
examines the relationship between political sovereignty, on the one 
hand, and the issue of fiat paper money and central banking preroga­
tives on the other. He notes that Adam Smith did not include monetary 
manipulation in his list of the duties and perquisites of the sovereign. 
Most modern economists, however, have fallen under the influence of 
political and legal arguments that accept the legitimacy of the state's 
alleged monetary sovereignty, the state's powers to specify what shall 
be legal tender, and the state's right to create a central bank. Van Dun's 
chapter focuses on the development of these political and legal con­
cepts and their influence on the political and financial milieu. 

Perhaps the critical issue is where does sovereignty reside. The doc­
trine of sovereignty has its roots in Roman law as interpreted in the 
Justinian Code, but modern notions of sovereignty date from the work 
of writers such as Jean Bodin, Thomas Hobbes, and Jean-Jacques 
Rousseau. These writers saw sovereignty as the prerogative of the 
state-perhaps its defining attribute. Sovereignty, therefore, played an 
important role in providing modem arguments for state power and in 
giving support to those who held that the state had a legitimate role in 
the monetary system. Some argued, for example, that the state had a 
"natural right" [sic] to the seignorage profits from money creation since 
only the state could give legitimacy to money. The state, therefore, 
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should monopolize the minting industry or the supply of banknotes. 
Others argued that protecting the integrity of the monetary system was 
one of the duties of the sovereign-a duty, they implied, the unaided 
private sector was unable to handle. 

The doctrine of sovereignty, when applied to the monetary system, 
also lent support to arguments for legal tender laws, by which private 
agents were to be compelled to accept state currency that was worth less 
than the real value of the contractual debt it cleared. The power to im­
pose legal tender laws contradicted the state's supposed duty to protect 
and enforce the laws of contract; however, the proponents of legal ten­
der argued that state sovereignty took precedence over private interests 
and thereby justified what otherwise would have been a violation of 
contract. In the twentieth century, the doctrine of monetary sovereignty 
found its extreme expression in Georg Knapp's State Theory of Money, 
which put forward the view that the state not only had sovereignty in 
monetary affairs but that state fiat gave acceptability to money in the 
first place! Significantly, some of Knapp's ideas were later picked up 
and propagated much more widely by John Maynard Keynes. 

The next two chapters treat the history of monetary standards, in 
particular metallic monetary standards. Leland Yeager in chapter three 
considers the contemporary history of the international monetary sys­
tem. Present-day monetary arrangements arose from the international 
gold standard; yet the gold standard has been a relatively recent devel­
opment. It functioned as the world's monetary standard only for a brief 
period of time between the early 1870s and 1914. Before then, the 
international monetary standard was largely bimetallic. 

Britain, traditionally on a silver standard, was eased onto a bimetallic 
standard in 1717 when Sir Isaac Newton, Master of the Mint, recom­
mended the adoption of a mint ratio between gold guineas and silver 
shillings. The parity chosen made gold cheaper in Britain, relative to 
silver, than it was elsewhere. Over time silver disappeared except as 
token coinage; and Britain became de facto, if not de jure, a gold stan­
dard country. The Bank of England suspended convertibility in 1797, 
when the government's demands for credit from the bank made it im­
possible for the bank to redeem its own notes. Upon resumption of gold 
convertibility in 1821, the legal fiction of bimetallism was abandoned. 
Thereafter, the British monetary system was gold-based monometallic. 

The United States adopted bimetallism in 1792, but with a world 
gold-silver price ratio of about 15.5: 1. The chosen U.S. ratio meant 
that gold was undervalued at the mint. Therefore, gold did not come to 
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the mint and the U.S. monetary system functioned as if it were on a 
silver standard. In 1834 the U.S. gold-silver price ratio was revised to 
near 16: 1. Since the world price ratio remained much as it was before 
(around 15.6:1), this new ratio put the United States onto an effective 
gold standard. 

In 1861 the federal government of the United States abandoned con­
vertibility to finance the Civil War with issues of paper money. When 
convertibility was finally restored in 1879, the U.S. system returned, 
as Britain did in 1821, to a gold standard in name as well as in fact. The 
period from the 1860s onward also saw a number of other countries 
reform their monetary standards, most of them eventually adopting a 
formal gold standard. 

The international gold standard, in the proper sense of the term, 
dates primarily from the late nineteenth century to World War I, during 
which time it functioned reasonably well. However, the financial and 
monetary upheavals accompanying the war obliterated the gold stan­
dard and seriously jeopardized its reestablishment after the armistice. 

Murray Rothbard in chapter four details the rather bizarre machina­
tions of the world's major central bankers during the 1920s. Montagu 
Norman, governor of the Bank of England, and Benjamin Strong, presi­
dent of the Federal Reserve Bank of New York, tried to structure a 
"gold standard" in which all the gold would be held by the central 
banks and would not be used to redeem paper currencies, and under 
which no corrective adjustments for central bank excesses would oc­
cur. Rothbard's account of the relations between the Bank of England 
and the Fed, and their efforts to counteract the pressures of what would 
have been routine gold standard adjustments, emphasizes the validity 
of the maxim that a true gold standard and an activist central bank are 
incompatible institutions. A nation-state either has one or the other. 

In the face of the world financial crisis of 1931, the Bank of En­
gland permanently abandoned gold convertibility of the pound ster­
ling. Many other government central banks also abandoned the gold 
standard, and exchange rates were for the most part left to float for the 
rest of the decade. As the Second World War drew to a close, the Allies 
agreed to set up a government-operated, pseudo-gold standard struc­
ture. In the postwar era, the Bretton Woods plan provided the basis for 
a world exchange rate system until the incompatible policies of the 
major central banks finally brought about its collapse in the early 1970s. 

The next chapter by Richard Timberlake focuses on a different as­
pect of the history of the gold standard. In the late nineteenth and early 
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twentieth centuries, many governments set up central banks and initi­
ated legal tender paper money systems that encroached on the adjust­
ment procedures of the earlier self-regulating commodity-money 
standards. The constitutional rule of law in monetary affairs began to 
give way to the discretionary rule of men. 

The roots of this transition are seen in the early history of metallic 
standards. For reasons discussed in chapter two, states had earlier as­
sumed the monopoly of minting coins and certifying their face value. 
Yet, they could never for long resist the temptation to debase or other­
wise devalue their own coins in order to extract seignorage revenue 
from the private sector. 

The state thus developed a Jekyll and Hyde character. The state as 
Dr. Jekyll issued coins and certified their content, a task that it insisted 
on doing itself but which would have been done by the private sector if 
it were allowed the opportunity. Then the state as Mr. Hyde would 
debase its own currency for essentially political ends. The appearance 
of constitutionally restrained governments in the seventeenth and eigh­
teenth centuries initiated a growing demand for rule-based monetary 
standards to facilitate both international and domestic trade. By the 
early nineteenth century Dr. Jekyll seemed to be very much in ascen­
dancy. Most countries were on gold or bimetallic standards that pro­
vided a reasonable degree of price stability. Prices would sometimes 
rise gently when gold was discovered, as they did after the strikes of 
gold in Australia and California in the late 1840s, but prices would 
also fall slightly in other periods. Over the long haul the price level 
was remarkably stable. Money prices in Britain in 1914, for example, 
were very close to what they had been ninety-nine years earlier at the 
time ofthe Battle of Waterloo! 

Yet, even as commodity-based monetary standards were reaching 
their operational zenith, statist sentiment had already begun to under­
mine them by setting up central banks. Judicial activism was also in­
strumental in providing legal tender apologias for government issues 
of fiat currency. 

The development of legal tender money and central banking had 
only a limited impact as long as most countries remained on the gold 
standard. When widespread convertibility was temporarily abandoned 
in 1914 and permanently in the early 1930s, these subsidiary institu­
tions became dominant. Once the statutory or constitutional link be­
tween the value of the currency and a quantity of gold was broken, no 
restraints could prevent government-sponsored central banks from is-
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suing whatever money they wished. Court-sanctioned legal tender laws 
compelled private agents to accept the depreciated paper of these cen­
tral banks as full payment for previously contracted debts. The undis­
ciplined fiat standard replaced the earlier gold standard, and the vagaries 
of the political process now determined the value of the currency. In 
the United States and in many other countries private holdings of gold 
held and used for monetary purposes were outlawed altogether in the 
1930s. The ancient monopoly rights of state coinage issues and de­
basement reappeared as legislatures gave central banks monopoly pow­
ers to issue paper money and depreciate it without limit. 

Modern Money and Central Banking 

The second part of this book explores various aspects of modern mon­
etary systems and central banking. Thomas Cargill in chapter six exam­
ines U.S. financial policy since the collapse of the Bretton Woods system 
in the early 1970s. Cargill argues that U.S. financial policy in the years 
before the collapse operated on the assumption that financial markets 
were inherently unstable. Financial policy in those years was designed 
to limit market forces by a variety of domestic legal restrictions. The 
failure of such policies to insulate domestic markets coincided with the 
collapse of Bretton Woods, when American authorities had to grant 
market forces a larger role in both domestic and foreign exchange mar­
kets. "Deregulation" of one sort or another became fashionable. 

Cargill makes three general observations about this deregulation 
process. First, he notes that U.S. policy has generally been reactive 
rather than constructive. Deregulation became an accepted principle 
only after market innovations had rendered earlier governmental at­
tempts to control the system an obvious failure. In many ways, 
deregulatory measures, such as the Depository Institutions Deregula­
tion and Monetary Control Act of 1980, merely ratified what already 
had been achieved by market participants in the 1970s. Far fmm un­
leashing market forces by deregulating them, deregulatory measures 
were often little more than attempts by legislators and regulators to 
accommodate current market realities. 

Second, Cargill shows that the commitment of U.S. legislators and 
regulators to enhance the role of competitive forces in the U.S. domes­
tic financial system is far from complete. They never have had a con­
sistent vision of deregulation, and their acceptance of deregulation such 
as it is has been slow, partial, and grudging. 
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Third, Cargill demonstrates that the process of deregulation that has 
already taken place is still very incomplete. Large areas of the U.S. 
financial system remain either regulated or are still suffering from the 
effects of previous regulatory policies. Furthermore, the reforms that 
have taken place have often been ineffective. Despite repeated reforms, 
for example, the thrift industry still remains a mess, and to a lesser 
extent the same can be said of much of the rest of the banking system. 
The high cost ofthe thrift bailout, the insolvency of the thrift industry, 
and the weakened condition of the financial services industry in gen­
eral all attest to the failure of regulatory reform to undo the web of 
financial regulations that have so crippled the U.S. financial sector. 

Chapter seven treats one specific and very important area of finan­
cial policy: the use of deposit insurance to protect banks against runs. 
Genie Short and Kenneth Robinson observe that economists generally 
agree about the source of U.S. banking problems. Geographic and prod­
uct restrictions have greatly hampered the ability of banks to compete 
and have limited their ability to protect themselves by diversifying 
portfolios and realizing economies of scale. At the same time, the op­
eration of the authorities' financial safety net, consisting of federal 
deposit insurance and the Federal Reserve's discount window, has fur­
ther weakened the financial services industry. By protecting banks 
against runs from depositors, these provisions have encouraged finan­
cial institutions to forgo sound policies that would maintain depositor 
confidence. Depositors know that some federal insurance agency, or 
perhaps the Federal Reserve, will repay their deposits if their banks 
default, so they have little reason to care about the soundness of their 
banks. In the presence of apathetic depositors, many banks take exces­
sive risks they otherwise would avoid. Furthermore, weak banks can 
remain in business simply by raising their deposit rates to attract more 
resources, regardless of the losses they may have suffered on their loan 
books. To make matters worse, banks no longer have the incentive to 
maintain their capital adequacy. They allow their capital ratios to de­
cline, thereby putting themselves in a position where they are less able 
to absorb loan losses and still remain solvent. 

The causes of these problems are widely accepted, but there is little 
agreement on what to do about them. Since 1980 Congress has passed 
five major acts to reform the financial services industry in one way or 
another, but these measures have so far proven ineffective. Indeed, 
many observers regard them as little more than cosmetic exercises to 
give the appearance of something being done. 
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As in the early 1980s, discussion of U.S. financial reform continues 
on how to eliminate the legal restrictions that prevent U.S. banks from 
competing effectively. There is also much concern over how legal re­
strictions can be removed without aggravating the moral hazard prob­
lem that has accompanied government subsidized deposit insurance. 
Nonetheless, discussions ten years ago and discussions today are no­
ticeably different. Ten years ago, the focus of attention was on whether 
U.S. policy needed to change the deposit insurance system. Today, it 
focuses on how to change it without creating a financial crisis in the 
process. 

Short and Robinson argue that effective financial reform in the U.S. 
requires a major reexamination of the extent to which the deposit in­
surance system can discipline banks. Deposit insurance was supposed 
to protect banks against what was perceived as the instability inherent 
in the industry. However, it has created moral hazard and related prob­
lems that have had the effect, over time, of severely weakening the 
industry at enormous cost to the taxpayer. 

Short and Robinson review the history of federal deposit insurance 
in the United States. They discuss the reasons insurance coverage has 
gradually risen over the years until virtually all deposits are 100 per­
cent guaranteed. They also discuss the spread of similar guarantees in 
other countries, arguing that such widespread coverage has played a 
major role in exacerbating financial instability around the world. They 
conclude that fundamental changes are needed to allow financial mar­
kets to function more freely in order to discipline banks that pursue 
excessively risky policies or fail to maintain their capital adequacy. 
Until such reforms are forthcoming, the prospects for a return to finan­
cial stability in the United States and elsewhere are not good. 

Chapter eight examines another major problem area in the modern 
world economy-the role of the IMF in promoting destructive policies 
on its client governments. The IMF has well over $100 billion in re­
sources which it lends out on conditional terms to client governments 
to help them out of short-term difficulties. In his review of IMF poli­
cies, Alan Reynolds asks: What is the nature and effect of the IMF 
package of economic policy reforms on which it bases its loans? Much 
Western economic policy presumes superficially that the IMF package 
works. Agreement to implement the IMF package is often made a con­
dition for other forms of Western aid to client countries, and the "suc­
cess" of IMF policies has been the principal reason given to Western 
parliaments and electorates for continuously supplementing IMF re-
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sources. Funding the IMF has been part and parcel of Western aid to 
less developed countries. 

The IMF record, however, is remarkably poor. There are no com­
monly accepted IMF "success stories." Some countries, including many 
in sub-Saharan Africa and Latin America, have been regular IMF "pa­
tients" for decades and still show no signs of recovery. Indeed some­
the Mrican ones in particular-have only deteriorated under IMF "care." 

Reynolds argues that this poor record is no accident but can be traced 
directly to the policy reforms that the IMF forces on its reluctant "pa­
tients." A typical IMF program features devaluation of the currency, 
ostensibly to improve the balance of payments; restrictions on the 
amount of domestic credit to improve inflation performance; specific 
targets to lower public sector borrowing, thereby reducing domestic 
credit expansion; and an agreement to remove restrictive trade prac­
tices to promote longer-term economic growth. Underlying this pack­
age are the views that a current account deficit represents a problem 
for the country concerned and that devaluation is an effective means of 
dealing with this problem. 

Both views are highly questionable. To say that a country has a cur­
rent account deficit is to say that it is importing capital. In fact, many 
poorer countries need large capital imports if their economic growth is 
to "take off." Capital import restrictions, therefore, prevent the eco­
nomic growth the IMF claims it is promoting. Even if one accepts a 
current account deficit as a problem, the available empirical evidence 
suggests that manipulating the exchange rate by devaluing the cur­
rency is not an effective means of reducing the deficit. 

The IMF package is also contradictory. While the IMF professes to 
be concerned about reducing inflation, devaluation of the exchange 
rate often leads to monetary polices that worsen inflation rather than 
abate it. Aggravated inflation in tum tends to make more difficult the 
effort to bring public finances under proper control, especially when 
inflation has been long-term. Greater inflation also tends to undermine 
the goal of trade liberalization, thereby deteriorating the economy's 
future growth prospects. In practice, therefore, the IMF package has 
often discouraged inflation control. Failure to control inflation has in 
tum hindered the achievement of economic stabilization, promoted 
widespread poverty, and prevented the establishment of a solid basis 
for future growth. 

A much better project for IMF promotion would be unqualified sta­
bilization of the price level. The current account deficit should be al-
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lowed to grow so as to accommodate capital imports, and trade should 
be freed. Japan, Korea, and other countries followed this recipe in ear­
lier decades, as did Israel in the 1980s. It has proven very successful. 
Instead of relying on inflationary devaluations to boost their econo­
mies artificially, these countries allowed their current account deficits 
to get larger-thereby providing economic growth-so that they even­
tually were able to payoff their debts. Success came from flouting 
IMF rules, in particular by rejecting its "devaluation theory" and its 
obsession with the current account deficit. 

Reynolds also notes irony in the fact that the IMF was founded not 
to promote devaluations but to prevent them. Its original purpose was 
to lend to member governments to enable them to carry out reforms 
that would prevent the need for currency devaluation. A commitment 
to avoid devaluation, except in extreme circumstances, was a funda­
mental principle of the Bretton Woods system. When Bretton Woods 
collapsed in the early 1970s, the IMF in true bureaucratic fashion sought 
a new, more activist role to justify its continued existence. 

The last chapter in this section, by Robert Keleher, examines re­
cent trends in the financial services industry and alternative policy 
responses. Perhaps the most important development has been the in­
creasing integration of the world financial services industry. This in­
tegration might be seen as a natural consequence of more general 
economic integration, but it also has been assisted by other factors 
such as the widespread, though not complete, deregulation of finan­
cial markets and the related phenomenon of widespread financial in­
novation. These developments have significantly reduced artificial 
or legal barriers to global financial integration. Revolutions in tele­
communication and information technology also have notably reduced 
other barriers. 

Many economists have argued that heightened international inter­
dependence severely limits the degree of control that national authori­
ties have on their countries' financial systems. Economists have also 
recognized the phenomenon of exchange rate "overshooting," and they 
realize that governments face an increasingly complex economic envi­
ronment that makes their holistic decision making ever more difficult. 
The greater interdependency and complexity of the world economy 
have placed a premium on wider coordination of economic policy 
making, an issue much discussed in recent years. 

Two different views have emerged on this issue. Those still wedded 
to the Keynesian approach to economic management argue that gov-
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ernments must retain major discretion to "do the right thing," but they 
also argue that this traditional type of policy making needs to be more 
coordinated. This view is very much in evidence at the regular G-7 
summit meetings where the political managers of the worlds' major 
economies meet to coordinate their macroeconomic and demand-man­
agement policies. 

Most economists also subscribe to policies of hands-on control in 
one form or another. According to this view, international policy 
coordination implies that national governments should rely less on for­
mulating independent demand-management policies and more on de­
veloping a unified demand-management agreement. The underlying 
idea is that by coordinating their macroeconomic policies, national 
governments will be less inclined to inflict undesirable "externalities" 
on each other. When formulating their fiscal policy, for example, the 
Germans would take into account the impact of their fiscal policy on 
other countries. Countries considering shifts in monetary policy would 
acknowledge the possibility that such change might induce exchange 
rate overshooting that would affect other countries. 

The alternative thesis is quite different. It regards information and 
knowledge as dispersed and the costs of acquiring information so high 
as to be unrealizable. It concludes that centralized decision makers 
cannot have the omniscience presumed by the interventionist view. 
This alternative perspective sees the problem of coordination as ulti­
mately resolved, not by political policy makers coordinating economic 
policy decisions, but by hundreds of market participants making their 
own arrangements for economizing resources under simple, accept­
able, and recognizable rules of the game. The important role of gov­
ernments is to carry out whatever structural reforms might be useful in 
assisting markets to function effectively. Governments are vital for 
establishing the rules of the game, for enforcing sensible standards for 
private agents to follow, and for removing obstacles to the free move­
ment of capital, labor, and goods. 

Professor Keleher observes that the available empirical evidence of 
benefits from interventionist policy coordination of the first type is 
relatively small or nonexistent. The second type of coordination ap­
pears to be more effective; one can point to a number of important 
success stories where it has clearly worked. The lesson for govern­
ment policy makers is that they should rely less on discretionary macro­
management of the old type and more on rules-based arrangements if 
they wish to maximize the welfare of their constituent peoples. 
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Monetary and Banking Reform 

The final set of chapters focuses on different proposals for mon­
etary or banking reform. The first paper discusses the public choice 
aspects of monetary policy. Burdekin, Westbrook, and Willett point 
out that serious endemic flaws in the control apparatus of the present­
day monetary system give it a pronounced inflationary bias. One fre­
quently cited problem is that elected governments typically have an 
incentive to manipulate the macroeconomy to maximize the incum­
bent administration's chances of winning the next election. Politicians 
have a decided preference, for example, to reduce interest rates in or­
der to improve their short-run popularity, regardless of whether such 
changes can be justified by current recessionary trends in the economy. 
The use of monetary policy to buy short-term popularity then trans­
lates into inflation, despite most politicians' claims that they oppose 
inflation and prefer price stability. 

Since the problem of this inflationary bias arises from the underly­
ing institutional structure, it cannot be dealt with by changing the par­
ticular individuals involved, such as firing the chairman of the Federal 
Reserve. What is needed is institutional reform, and here there are many 
choices. Some economists advocate the adoption of simple constitu­
tional rules, such as a return to the gold standard, or passage of a law 
mandating the growth rate of a particular monetary aggregate or the 
inflation rate. 

Burdekin, Westbrook, and Willett are skeptical about the chances of 
such measures being adopted. They argue that these rules would pro­
voke great opposition, and they question whether the legislature has 
the political will to implement them. They also question how effective 
such rules might actually be. The authors therefore focus on more 
modest reforms that they believe would stand a better chance of ob­
taining a consensus and would perhaps be easier to implement. 

Two possible types of reform come to mind. The first is adoption of 
a fixed-exchange rate system of one sort or another. This type of re­
form can come in many packages, ranging from an international gold 
standard, another Bretton Woods, an arrangement such as the Exchange 
Rate Mechanism (ERM) of the European Monetary System, or the cur­
rency board system discussed by Hanke and Schuler in the last chap­
ter. The argument for fixed exchange rates is that the obligation to 
maintain the exchange rate imposes a discipline on the domestic cen­
tral bank to follow the rule, but the authors admit that this discipline is 
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probably weaker than is often supposed. One might add that the disci­
pline will inevitably be ineffective if the national central bank can sim­
ply withdraw from the international system at will when the going gets 
tough. This problem was graphically illustrated by the ERM debacle 
in September 1992. The authors conclude that a fixed-exchange rate 
policy has little chance of success. They prefer the alternative of mak­
ing the central bank more independent. 

A strong body of empirical evidence supports the case that the more 
independent central banks tend to produce lower rates of inflation than 
those under the aegis of the central executive administration. The au­
thors argue that what matters here is not so much the stated objective of 
the central bank but its actual independence. The Reserve Bank of Aus­
tralia, for example, has a duty to stabilize prices; yet it has conspicu­
ously failed to do so. In fact, the Reserve Bank is not independent. As 
the Australian prime minister stated a few years ago when he was Aus­
tralian treasurer (in the mode of Louis XIV), ''They [the Reserve Bank] 
do as I say." Institutional arrangements clearly make a difference. 

The authors argue that statutes to make the central bank more inde­
pendent should be at the top of the agenda for monetary reform. Some 
of us would disagree and argue that monetary reform should abolish or 
privatize the central bank outright. Any improvement in the current 
monetary regime, however, is clearly welcome; the reforms advocated 
by Burdekin, Westbrook, and Willett are a step in the right direction. 

The next chapter also takes up the question of monetary policy re­
form, but in quite a different way. This chapter, by Kevin Dowd, pro­
vides a case study of one of the most important attempts to effect 
institutional change in recent years-the program to establish a mon­
etary union in Europe. While much of the literature on this subject is 
relatively sympathetic to what European leaders have been trying to 
do, Dowd condemns it as an ill-thought-out and politically motivated 
action that will almost certainly do much more harm than good. He 
argues that this drive to reform must be understood in its historical 
and, most especially, in its political context. 

The balance of power between the major Western European nations 
has always been precarious, and the emergence of Germany as the eco­
nomic powerhouse of Western Europe threatens to destroy that bal­
ance. The national states that feel threatened by Germany's economic 
success have devised, therefore, a plan that would erect a federal su­
perstate over German hegemony. Such a superstate also fits in with the 
desires of many of Europe's political establishments for a mercantilist 
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European federation big enough to "take on" the United States and 
Japan. Political factors have encouraged the planners to tout a dubious 
artificial European "unity." They propose a single European currency 
and a supranational European central bank as devices to promote and 
maintain that unity. 

The drive towards European monetary union is almost entirely mo­
tivated by political factors, not by a sensible discussion of its potential 
economic merits. The few attempts to defend the program on economic 
grounds have been little more than ex-post rationalizations to justify 
decisions taken for altogether different reasons. 

The lack of any sensible economic motivation bodes very ill. The 
Maastricht Treaty tends to be extremely vague and in places self-con­
tradictory. It states that the new European central bank should be com­
mitted to the objective of price stability, but it nowhere defines what is 
meant by price stability. Nor does it specify the means that would en­
sure achievement of price stability, nor the remedial measures to be 
taken if the effort is botched. If price stability were not forthcoming 
under the unified program, European citizens could do little about it. 

Many European politicians seem to want the new central bank be­
cause they are dissatisfied for political reasons with German monetary 
conservatism. Their behavior implies that they want more inflation than 
they are currently getting through the Bundesbank-dominated ERM. 
This design in promoting the new bank does not sit well with the claim 
that the bank would be committed to price stability, especially since 
the German Bundesbank has come closer to price stability than any 
other monetary agency. One cannot help but feel that the Maastricht 
Treaty's commitment to price stability is only an insincere facade. 

The proposed European central bank would face other serious prob­
lems. The Treaty states that the bank should be independent; but its 
independence would be seriously qualified by the Council of Minis­
ters, which would be able to impose its own norms on the bank. The 
Council might sign exchange rate agreements with foreign govern­
ments, for example, or pursue macroeconomic policies that would de 
facto compromise the maintenance of price stability. The new central 
bank might also be called upon to lend to the EC itself or to member 
governments. By financing such loans, the central bank would create 
more money than planned, thereby undermining its commitment, such 
as it is, to price stability. Serious inconsistencies and gaps in the de­
fined powers of the proposed bank and other awkward issues have 
been left unresolved for reasons of political expediency. In short, many 
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of the most serious problems with the scheme have been evaded. It is 
most unlikely that it will deliver the benefits its proponents claim. 

The last two chapters look further afield. In chapter twelve Lawrence 
H. White reexamines the phenomenon of monetary nationalism. Hayek 
wrote in 1937 that the rational choice for monetary reformers was that 
between full-fledged free banking (a choice that gives no scope for 
monetary policy as conventionally understood) and a world central 
bank conducting an international monetary policy. A national central 
bank pursuing its own policies toward an ostensible national interest 
falls, as it were, between these two stools. Monetary nationalism was 
widely practiced in the 1930s following the abandonment of the inter­
national gold standard in 1931, but it was then supplanted to some 
extent by the operation of the Bretton Woods system after the Second 
World War. Monetary nationalism came back into its own again after 
the Bretton Woods system collapsed in the early 1970s, and most ma­
jor countries have practiced it ever since. 

Hayek himself expressed a decided preference for monetary interna­
tionalism conducted by a world central bank, and this type of view has 
since found favor with a variety of other prominent economists (e.g., 
Cooper 1988, McKinnon 1988). The essential weakness of monetary 
nationalism, as Hayek saw it, was that the criteria for a good monetary 
policy in a single country in a closed economic system are equally valid 
for a single country operating in a network of global trade. He compared 
the choice between a policy of monetary nationalism with a local central 
bank and a policy of monetary internationalism with a world central 
bank and came out in favor of the latter. Despite the fact that he ac­
knowledged free banking as a rational option, Hayek paid relatively little 
attention to its operations as an international institution either in a pure 
form or mixed (a system in which some countries accepted free banking 
and some retained their provincial central banks). 

In his chapter White suggests that the choice is not just between 
national and international monetary arrangements. There is also the 
question of whether a central bank is desirable at all. White argues that 
any central bank-whether a national central bank or an international 
one-intrinsically harbors certain compulsions. It presumably will want 
to target the growth rate of a monetary aggregate or the price of its own 
liabilities, yet it will also have an obligation to provide lender of last 
resort services to the rest of the banking system. 

The problem, as economists have long recognized, is that these cen­
tral bank obligations do not sit well together. The central bank's obliga-
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tion to act as a lender of last resort can derail the commitment to control 
the quantity or price of its liabilities. Private banks might count on lender 
of last resort assistance, for example, and get themselves into difficulties 
that force the central bank to assist them. The central bank's aid to stricken 
banks would undermine its ability to control the quantity or price of 
money. It might try to avoid such difficulties by threatening not to pro­
vide assistance, but such threats would often not be credible to a politi­
cally sophisticated and pragmatic private sector. Since these and other 
such problems arise with any central bank, the main issue is not whether 
a central bank should be organized at the national or international level, 
but whether a central bank should exist at all. The real question is not so 
much monetary nationalism or monetary internationalism as it is mon­
etary statism or monetary constitutionalism. 

The last chapter, by Steve Hanke and Kurt Schuler, examines yet 
another alternative to central banking-a currency board system in 
which currency is issued at a fixed rate against a reliable foreign cur­
rency with a reserve ratio of 100 percent or greater in some high qual­
ity and highly liquid foreign assets. A currency board is much like 
using the foreign currency itself, except that the profits (seignorage) of 
issuing domestic currency go to the domestic agency (Le., the cur­
rency board or the government) instead of to a foreign issuer. A do­
mestic currency exists, but the issuing institution has no freedom to 
pursue its own discretionary policies. The system is therefore fully 
automatic. The domestic price level, interest rates, inflation rate, and 
other financial variables are tied down by the fixed exchange rate to 
the policies pursued by the issuer of the major currency to which the 
domestic currency is pegged. 

Currency boards originally arose to replace free banking. The first 
one was established in Mauritius in 1849. Many currency boards were 
subsequently established in other British territories, and less frequently 
elsewhere in countries such as Argentina, Russia, and the Philippines. 
Historically, currency boards issued currencies tied to stable foreign 
currencies such as sterling that were themselves tied to gold. Since the 
reserves of currency boards were often held in safe places abroad, cur­
rency boards could function with certainty and maintain public confi­
dence in their currencies even under very unstable domestic conditions. 
For example, a currency board in northern Russia was successfully 
able to issue a sterling-backed currency even in the midst of the Rus­
sian civil war. 

Currency boards are attractive for a variety of reasons. They have a 
significant advantage over an "undeveloped" central bank by avoiding 
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the credibility problem. When a novice central bank claims to commit 
itself to some policy, the private sector often has reason to doubt that 
the central bank will deliver the promised outcome. This lack of cred­
ibility can have real effects, such as higher inflationary expectations, 
thereby making the central bank's task more difficult. 

Currency boards avoid the monetary policy decision-making prob­
lems that central banks face because the rules of the currency board 
give it no authority to pursue an independent policy. In other words, 
the problems of monetary management do not arise and the task of 
running the currency board is very simple and straightforward. 

Currency boards are also very easy to set up and the principles be­
hind them are easy to understand. They offer an attractive option to 
governments indulging in high inflation and the various other prob­
lems caused by central banking or central planning. They are, how­
ever, only as good as the national currency to which they are anchored. 
If no national central bank is currently pursuing stable monetary poli­
cies, the currency board attachment to a stable foreign currency would 
be impossible. 

The implicit mission of these essays is to examine past and current 
institutional relationships between money and the nation-state. The 
experiences of the past and present serve as lessons for restructuring 
monetary institutions to be both more stable and more in keeping with 
the rule of law and a free society than the institutions we have with us 
everywhere in the world today. The rule of men and majorities has 
become dominant in the twentieth century and with catastrophic re­
sults. Correcting monetary institutions is just one task for constitution­
alists, but it is an important one. 

A single book can hardly pretend to cover this monumental task in 
its entirity. Here, only the most salient excesses of the state are ex­
posed for correction. Implememtation of reforms may seem elusive 
and politically unrealistic. Nonetheless, alternatives to the current 
(mis)mananged discretionary systems need constant publicity if any 
reforms at all are to appear. These essays are offered in that spirit. 
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An Evolutionary Theory of the State 
Monopoly over Moneyl 

David Glasner 

The history of money virtually coincides with a history of the de­
basement, depreciation, and devaluation of the currency by the state. 
Despite the discontent that the sovereign's debasement of the coinage 
has always provoked, neither the monopoly over coinage that allowed 
such debasement nor state control over more modem forms of money 
creation has occasioned any serious challenge to the legal monopoly 
over money that has permitted the state to depreciate the value of money 
for its own purposes. Perhaps more surprising is that the legal mo­
nopoly has scarcely ever been challenged by economists, a group that 
embraces, almost as an article of faith, the proposition that monopoly 
is an evil. 

The lack of opposition to the state monopoly over money would be 
less surprising if the production of money had the properties of a natu­
ral monopoly. But if, as I have shown elsewhere (Glasner 1991), there 
is no technical necessity for money to be produced by a monopolist, let 
alone by the state, the virtual ubiquity of the state monopoly demands 
a more satisfying explanation. This paper therefore examines the evo­
lution of the monopoly of the state over money. 

I shall argue that a monopoly over money was vital to the security 
of the state.2 In the ancient world, when coinage was just beginning 
and the power to tax was barely developed, states that allowed private 
mints to operate were vulnerable to takeover by owners of private mints 
who could raise large sums of money quickly to finance their take­
overs. Even after the state strengthened its power to tax, it found con­
trol over the mint to be a critical source of emergency revenue in wars 
against external enemies (Bums 1927). 

21 
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Although the state monopoly over money has rarely been questioned, 
repeated attempts have been made to restrain governments in exploit­
ing that monopoly. But periods such as the nineteenth century, when 
the world, under gold, silver, or bimetallic standards, enjoyed an un­
usual era of price stability, have been more the exception than the rule. 
Explaining the evolution of the monopoly over money will also illu­
minate the reasons for the temporary ascendancy of the gold standard. 

In the next two sections, I discuss how the state monopoly over 
money evolved. In the third section, I use the sovereignty-national­
defense argument for the state monopoly to suggest the optimality (for 
a selfish government) of price stability during peacetime. Since peace­
time price stability enlarges the ex-post, wartime capital levy on cash 
balances and on other fixed nominal liabilities of the state, a problem 
of time consistency arises. To cope with the time-consistency prob­
lem, governments can commit themselves to a contingent monetary 
rule or invest in a reputation for stable prices (Barro and Gordon 1983; 
Barro 1983, 1986). The fourth section argues that the growth of 
democracy and the extension of the franchise complicated the time­
consistency problem. The time-consistency problem provides the 
motivation for a public-choice-theoretic explanation of the evolution 
of constraints, such as the nineteenth-century gold standard, on the 
exercise of the state monopoly. I offer some concluding remarks in 
section five. 

The Evolution of Money and the Origins of the State Monopoly 

Monetary evolution began long before the state assumed any role in 
monetary affairs (Bums 1927, Ederer 1964, Menger 1892). Only after 
a few of the precious metals had evol ved to become media of exchange 
did the state assume a key role. The state never prescribed what money 
should be, but by minting coins the state did assure the weight and 
fineness of metals that had already begun to circulate as media of ex­
change. By reducing the costs of transacting, minted coins could com­
mand a premium over unminted metals of equal fineness. Seeking not 
to improve the monetary system but only to exploit the profit opportu­
nity implicit in this premium, governments extracted the premium as a 
charge for coining metal at the mint. 

Nothing about operating a mint requires the state rather than private 
enterprise to perform that function.3 The oldest known coins were struck 
in Lydia. Since the names on them are not those of any known Lydian 
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sovereigns, it is likely that they were minted privately (Burns 1927, 
75). Perhaps the imprimatur of the sovereign gave traders more confi­
dence in the weight and fineness of coins than any private trademark 
could have. Such confidence, however, would have manifested itself 
in the market and would have allowed the sovereign's mint to com­
mand a larger premium for his coins than competing private mints could 
for theirs. Technical superiority in the provision of confidence is not a 
rationale for a state monopoly over coinage. 

It is often said that the production of money is a natural monopoly. 
But the meaning of this assertion is not exactly clear. For the produc­
tion of a good to be a natural monopoly, the technology must exhibit 
economies of scale that ensure that the average cost of production is 
always lower if one firm produces the entire output of an industry than 
if two or more firms with access to the identical technology divide the 
output. But even if the state were the lowest -cost producer of money, it 
would not necessarily enjoy the economies of scale required for the 
existence of a natural monopoly. 

The assertion that money is a natural monopoly is sometimes al­
leged to follow from the demand-side characteristics of money instead 
of from its supply-side characteristics (Vaubel 1977). Thus, because it 
is cheaper to make calculations and execute transactions using just one 
currency unit rather than several, it is maintained that only one cur­
rency unit will survive within a reasonably self-contained economic 
area. But, as I have argued in another paper (Glasner 1991), the cost 
savings from trading in only one currency do not imply that the pro­
duction of money is a natural monopoly. To suggest that it is confuses 
the gains from standardizing technology with economies of scale. Stan­
dardization confers external benefits to consumers at large. It is pos­
sible that these benefits cannot be fully internalized by individual 
producers but could be internalized if production were undertaken by 
just one firm. But even then, there would be no natural monopoly be­
cause the market would accommodate entry by firms adopting the stan­
dards set by the monopolist. Just as the gains from standardization did 
not make IBM a natural monopolist in the computer industry, they do 
not make the production of dollars a natural monopoly. Competing 
issuers can (and do) issue distinguishable moneys denominated in dol­
lar units, thereby achieving the gains from standardization without lim­
iting production to a single issuer. 

That the state asserted a legal monopoly over the production of money 
cannot, therefore, be explained by any requirements implied by the 
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technology of producing or using money. A more plausible explana­
tion is that the monopoly was the result of the characteristic quest by 
the state for sources of revenue. In ancient times, when the state was 
just beginning to develop its power to tax, a potential source of rev­
enue could be critical to the survival of the sovereign. 

But control of the mint did more than provide the ancient state with 
a source of revenue. Control of the mint enabled owners of private 
mints to compete for control of the state itself (Burns 1927, 81-83). 
Minting a large quantity of debased coins might enable a private mint 
owner to finance an attempt to overthrow an incumbent sovereign. To 
be sure, such a debasement would violate the mint owner's promises 
about the content of the coins he was issuing. But upon becoming the 
sovereign, the owner could avoid any legal liability by annulling his 
legal obligation to those he had defrauded. 

Thus, coinage and tyranny seem to have emerged together, a 
confluence which is borne out by the experience of the ancient world. 
Both coinage and tyranny originated in Lydia. Gyges, the Lydian king 
of the seventh century B.C. to whom the term tyrant was first applied 
(Durant 1939, 122), is also credited with having made the coinage "the 
prerogative of the state after he had first used it to obtain supreme 
power" (Ure 1922, 143). 

A similar pattern appears in the Greek world during the seventh and 
sixth centuries B.C. (known as the Age of Tyrants), when currency de­
velopments were most rapid (Burns 1927, 81). The Greek tyrants "were 
the first men in their various cities to realize the political possibilities 
of the new conditions created by the introduction of the new coinage 
and ... to a large extent they owed their positions as tyrants to a finan­
cial or commercial supremacy which they had already established be­
fore they had attained supreme political power in their several states" 
(Ure 1922, 2). Moreover, "Sparta, the most antityrannical state in 
Greece, was without a real coinage" (Ure 1922, 14). 

Burns (1927, 82-83) suggests that it was the general economic power 
of the early tyrants rather than their control over the mints specifically 
that enabled them to seize power. Still, he concludes: 

Having risen to power, the tyrant assumed the monopoly over coining. This step 
was probably part of a policy aimed at the enhancement of his own power and 
commercial success and the hindrance of his rivals. He kicked away the ladder by 
which he had risen lest others might attempt to use it. 

Once they monopolized coinage, ancient sovereigns sought to in­
crease the revenue potential of their monopolies by limiting the circu-



An Evolutionary Theory of the State Monopoly over Money 25 

lation of coins minted by other states. The Greek city-states, which 
almost invariably established local monopoly mints, introduced the 
legal principle of legal tender to reinforce their local monopolies in 
just this way (Kraay 1964). 

Local monopolies required legal protection because, contrary to 
Gresham's Law, bad moneys do not necessarily drive out good ones. 
That only happens when, for some reason, it is costly to trade the 
good money at a premium over the bad money. For example, fu11-
bodied and debased coins were sometimes different denominations 
of the same money of account defined by a particular state (e.g., a 
debased one-pound coin and a full-bodied five-pound coin). The rela­
tive value of the two coins would be determined independently of 
their metallic content (Rolnick and Weber 1986). Heavier coins would 
then disappear from circulation and only the lightweight coins would 
be exchanged. But when two coins were defined in terms of different 
moneys of account, their exchange rate could reflect the difference 
in their metallic content. If one were debased more rapidly than the 
other, the debasement would show up in the exchange rates. If the 
public could choose to hold either currency, wealth maximization 
implies that they would hold the appreciating currency. But this pref­
erence would also imply the disappearance of the depreciating cur­
rency from trade. 

Despite the special legal privileges accorded to local coins, coins 
often circulated beyond the territory of the governments that minted 
them (Finley 1973, 166). The circulation of coins minted by foreign 
mints, and the opportunity of making payments by weighing precious 
metals as well as by counting coins, constrained the monopoly power 
of any single government. Only in modern times, when payments in 
precious metals have ceased, could the state increase the levy on hold­
ing its money virtually without limit.4 

As the apparatus of the state and its power to tax grew stronger,5 

maintaining a monopoly over coinage simply to prevent competition 
for power within the state became less necessary. Private minting might 
more safely have been tolerated, especially since complaints about 
shortages of coins abounded in ancient times (Finley 1973, 166), but 
the monopoly over coinage was as useful in defending the state against 
external threats as against internal ones.6 The monopoly over money is 
distinguished from monopolies over other goods by the power con­
ferred by the monopoly over money to impose an ex-post tax on cer­
tain forms of capital. Debasing the currency can be very lucrative when 
it is levied unexpectedly. Monopolizing other goods would generate 
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revenue over time, but they would not generate as much revenue on 
short notice as the monopoly over money via currency debasement. 

In the Near East it was not uncommon for the state to monopolize a 
range of commodities, usually through regulation rather than by direct 
operation. Only rarely did the Greek city-states do so, but the Hellenis­
tic kings followed the Near Eastern practice as did the Roman emper­
ors. Their motive was always openly fiscal (Finley 1973, 165-66). 
However, only the coinage was universally monopolized by the state. 

It is also significant that attempts to depreciate the coinage were 
almost always carried out in time of war (Burns 1927, 462-63). 
Numerous Greek city-states exploited their monopolies over coinage 
to raise additional funds during wars. It is well known that Athens 
issued token bronze coins in 406 B.C. to help defray the costs of the 
Peloponnesian War.7 Not long afterwards, Timotheus of Athens seems 
to have used a forced token coinage, which he promised eventually to 
redeem-an important promise, as we shall see later-to pay his sol­
diers in the war against the Olinthians.8 And Dionysius of Syracuse, 
trying to stave off the Carthaginians, used both depreciation and de­
basement of the currency to raise funds.9 After conquering Rhegium, 
Dionysius called in all coins for counterstamping. He reduced the stan­
dard by half and reissued the coins at double their nominal value, keep­
ing half the coins to payoff his outstanding debts, the real value of 
which he had just reduced by 50 percent. He later debased the cur­
rency by issuing tin-plated bronze coins to pass as silver coins. Al­
though his tactics have been deplored, Dionysius did prevent the 
Carthaginians from sacking Syracuse as they had other Sicilian cities 
(Bums 1927,366-69). 

Currency debasement in republican Rome was invariably associ­
ated with wars. As Bums (1927, 463) observed: 

The first issue of coins was probably made during the Samnite War, the first issues 
of silver during the Pyrrhic War, a possible reduction of the as during the first 
Punic War, a reduction of both silver and bronze and the issue of silver-plated 
coins during the second Punic War, and the reduction of the as and the reissue of 
plated coins during the Social War. 

Currency debasement became a continuing source of revenue when 
the Empire went into decline. Why the Republic and the early emper­
ors were able to maintain monetary stability during peacetirrle while 
the Empire lapsed into more or less continuous currency depreciation 
and debasement is an issue I shall come back to in section four. 
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In his history of Roman money Theodore Mommsen (1860) held that 
the monopoly over coinage was on a par in Roman law with the power to 
tax (de Cecco 1985, 811). The prerogative of the sovereign over coinage 
was preserved after the fall of Rome. In the Middle Ages, however, mon­
archs were forced to allow prominent noblemen to operate their own 
mints. Since medieval monarchs were certainly no more tolerant of com­
petition in coinage than the sovereigns of other epochs, the mUltiplicity 
of mints was symptomatic of the fragmentation of sovereignty that char­
acterized the Middle Ages. As Miskimin (1984) has shown for fifteenth­
century France, one of the main objectives of monarchs during the late 
Middle Ages, when they began to reassert their sovereign claims against 
the nobility, was to reclaim control over the coinage. 

The close relationship between control over money, sovereignty, 
and national defense would explain why counterfeiting was treated as 
a treasonable offense by the Greeks and Romans (Finley 1973, 167), 
as well as under English law (Blackstone 1979, 4:84; Maitland 1908, 
226). This treatment reflected a feeling, engendered by millennia of 
historical experience, that control of the monetary system cannot be 
relinquished without compromising the sovereignty and independence 
of a country.lO 

The Evolution of Banking and the State Monopoly over Money 

As money has evolved from its ancient origins as just another com­
modity, a growing share of all monetary instruments in most countries 
has been created by banks; and the significance of the monopoly over 
coinage has correspondingly diminished. Moreover, because banking 
requires far more business judgment than does minting coins, it was 
much more difficult technically for governments to operate their own 
monopoly banks than it was for them to operate monopoly mints. Con­
sequently, the development of banking institutions posed a threat to 
the existing state monopoly over money. If the benefits from banking 
and financial intermediation were not to be lost, the state had to cope 
with the threat without actually suppressing banks. 

Banking evolved because it combined two services that proved to 
be strongly complementary: provision of a medium of exchange and 
intermediation between ultimate borrowers and lenders. Banks en­
croached on the monopoly power of the state, because individuals could 
use less costly banknotes and deposits (from which governments earned 
no seignorage) instead of having to use coins (from which govern-
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ments earned seignorage) as media of exchange. Bank money was less 
costly than coins for several reasons. Holders of deposits often received 
interest and bore no losses from the wear and tear of coins. They also 
bore no costs of transporting coins or of protecting them against theft 
or robbery. And, when making transactions, they could avoid the costs 
of counting, weighing, and inspecting coins. 

By allowing people to avoid the costs of holding coins, banks re­
duced the demand for coins issued by the state and hence the value of 
the monopoly over coinage. The tension between the state monopoly 
over coinage and private banking is manifested in legislation that was 
frequently enacted to restrict the creation of notes and deposits by banks. 
In the fifteenth century, for example, hostile legislation in the Low 
Countries prohibited the payment of bills of exchange by direct trans­
fer from one account to another, causing virtually all banking activity 
to cease (de Roover 1948, 350-51). In the same century, the municipal 
government of Barcelona made the municipal Bank of Deposit the sole 
legal depository of money that was subject to litigation or was being 
administered by trustees, executors, or guardians. Some private banks 
were forced into liquidation, and the number of private banks was 
strictly controlled. In what seems to have been a misguided, predatory, 
vertical foreclosure of banking services from competitors, the munici­
pal government prohibited private banks from holding deposits at the 
municipal Bank of Deposit (Usher 1943, 246-50, 309-1O)Y 

But other governments understood that private banks could increase 
the access of the state to sources of credit as well as promote economic 
development. Instead of trying to suppress banking institutions, many 
governments extended monopoly privileges to certain banks in ex­
change for a share of the monopoly profits. As was true of coinage, 
monopolistic banks were created not to improve the performance of 
the monetary system but to create a source of revenue for the state. 

An excellent example of how the exigencies of wartime finance led 
to the creation of monopoly in banking is the establishment of the Bank 
of England in 1694. Overthrown in 1688, James II fled to France where 
he sought and received the protection of his fellow Catholic, Louis 
XIV, and the French monarch's support of his effort to recover his 
throne. After quelling loyalist resistance in Ireland and Scotland in 
1690-91 and facing the threat of a Jacobite restoration supported by 
French arms, the successor to James, William III, was committed to 
opposing French expansion on the continent. But strongly opposed 
internally by elements of the Tory aristocracy and the Church of En-
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gland, William III could not easily secure from Parliament funds to 
pursue his military objectives. Moreover, his access to private sources 
of credit was hindered by the memory of the default of Charles II on 
his debts in 1672. 

As an alternative to raising funds from Parliament, William's Whig 
supporters devised a plan for a bank that could provide financial aid to 
the throne. Under the plan, Parliament was to grant a corporate charter 
to a new bank that would be authorized immediately to lend William's 
government 1,200,000 pounds at 8 percent interest to fight the French. 
Although few were willing to lend to the King at 8 percent interest, 
there were many who were willing to acquire stock in a bank with a 
corporate charter. Such charters could only be granted by a royal grant 
or an act of Parliament. The corporate form provided access to formal 
capital markets and thus gave corporations a lower cost of capital than 
noncorporate firms. 12 Usually, Parliament or the Crown would not grant 
corporate charters to more than one firm in any industry, so that a char­
ter could, in effect, be sold for the expected present value of the future 
monopoly profits accruing to the firm because of the charter (Reiffen 
and Patterson 1990). Thus, the original subscribers to the Bank of En­
gland were willing to lend funds to the Crown at only 8 percent, be­
cause they correctly anticipated that the bank would earn monopoly 
profits in the future. 13 The loan would be paid back by funds raised 
from a duty on tonnage that was to be earmarked specifically for pay­
ing off the debt incurred to the bank's stockholders. 

How the bank saved William III from disaster has been described 
by Sir Arthur Feavearyear (1963, 127) as follows: 

Here was where William III had the advantage of Charles II. Charles's credit in 
1672 was utterly bad. His paper orders were payable, not on demand, but 18 months 
hence. He could not have issued notes payable on demand even if people would 
have accepted them, for he had no reserve. William and his government were 
themselves in no better position. But the Bank was an institution newly floated in 
triumph in the face of all opposition. At least half the City of London believed in 
it. The king's "pay" was bad; but where his tallies would no longer go he could 
place with ease the Bank's "bills," sealed with the common seal of the corpora­
tion, and engraved with the figure of Britannia seated upon a bank of money. Thus 
the king's immediate difficulties were surmounted by an inflation of credit of the 
simplest order. 

The bank effectively intermediated between the borrowing needs of 
the government and the countless small savers from whom the govern­
ment had formerly been required to borrow directly on less favorable 
terms and thereby solved the problem of the government's poor credit. 
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And as the leading creditor of the government, the bank was bound to 
support it against any threat of a Jacobite restoration, which would 
instantly repudiate all debts incurred by the usurpers and their govern­
ment. In his History of England, Macaulay (1914, 2438-39) vividly 
described the close connection between the government, the Crown, 
and the Bank of England in the years following the establishment of 
the bank. 

Seventeen years after the passing of the Tonnage Bill, ... described the situation of 
the great Company through which the immense wealth of London was constantly 
circulating. He saw Public Credit on her throne in Grocers' Hall, the Great Charter 
over her head, the Act of Settlement full in her view. Her touch turned everything 
to gold. Behind her seat, bags filled with coin were piled to the ceiling. On her 
right and on her left the floor was hidden by pyramids of guineas. On a sudden the 
door flies open. The Pretender rushes in, a sponge in one hand, in the other a 
sword which he shakes at the Act of Settlement. The beautiful Queen sinks down 
fainting. The spell by which she has turned all things around her into treasure is 
broken. The money bags shrink like pricked bladders. The piles of gold pieces are 
turned into bundles of rags or faggots of wooden tallies. The truth which this 
parable was meant to convey was constantly present to the minds of the rulers of 
the Bank. So closely was their interest bound up in the interest of the government 
that the greater the public danger the more ready were they to come to the rescue. 

Though it was certainly a remarkable example of the use of banking 
as a tool of wartime finance, the creation of the Bank of England was 
not the first such instance. Others can be found in the late Middle Ages 
and the Renaissance. 

Italian bankers in England advanced huge sums to Edward I in the 
late thirteenth and early fourteenth centuries, enabling Edward, when 
faced with a Welsh uprising and unrest in Scotland, to raise a much 
larger army (30,000) than any of his predecessors. Italian bankers also 
provided financing for the early stages of Edward Ill's invasion of 
France in the Hundred Years War (Prestwich 1979, 77-80). 

In the fifteenth century Barcelona used its municipal bank as a source 
of funds in the unsuccessful attempt by Catalonia, of which Barcelona 
was the chief city, to secede from Spain under the Castilian dynasty. 
The advances made by the bank were at least a partial cause of the 
suspension of the convertibility of deposits into specie (Usher 1943, 
382-86). 

Similarly, in the sixteenth and seventeenth centuries Venice used its 
private, but tightly regulated, banking system as a tool of war finance 
(de Roover 1976, 215). For example, around 1520, the Venetian banks 
helped the Republic finance a war by creating deposits against govern-
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ment debt. The demands of the government for funds were such that 
convertibility was suspended and bank money, which was recognized 
as being distinct from coin, depreciated against metallic currency (de 
Roover 1976, 215; Lane 1937,205). 

The development of monetary institutions in the United States sug­
gests a similar role for the monopoly over money. Private coinage and 
relatively free entry into banking continued until the Civil War, when 
the financial obligations of the war were met by issuing inconvertible 
greenbacks, abolishing private mints, establishing national banks that 
could issue notes backed by government bonds, and virtually suppress­
ing the note issue of state banks. After the war, when the federal gov­
ernment was beginning to assert a new dominance over the states, it 
would not surrender the supposedly temporary monopoly over 
banknotes acquired during the war. 

This explanation of the state monopoly over money would imply 
that free banking is most likely to be allowed and state control over the 
creation of currency is most likely to be relinquished when the governing 
authorities have no defense responsibilities. It is therefore noteworthy 
that four of the main historical instances of free banking-Scotland in 
the eighteenth and the first half of the nineteenth centuries, the United 
States before the Civil War, and Canada (Scherer and Clark 1984) and 
Australia in the nineteenth and early twentieth centuries---occurred 
because local authorities with minimal defense responsibilities could 
allow it. In the first two instances, the regimes were terminated by 
action of central governments that did have defense responsibilities; in 
the latter two instances, the regimes were terminated as both Canada 
and Australia assumed increasing political and military independence 
from Great Britain. 

Free banking in the United States was not ended until the Civil War, 
when the national government needed new revenue sources and de­
sired to limit the sovereign powers of individual states. Nor is it likely 
that the National Bank Act, which taxed the note issues of state banks 
out of existence, could have been passed while representatives of South­
ern states, who were resisting the power of the federal government, 
remained in Congress. 

Before Germany and Italy became unified national states, private 
banks of issue operated in both countries. One of Bismarck's first acts 
was to unify the currency under a monopolistic central bank of issue 
dominated by the government. The freedom of private banks in Italy 
was only gradually circumscribed, and the Bank of Italy did not gain 
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an exclusive monopoly of issue until 1926 under Mussolini (Fratianni 
and Spinelli 1984). Sweden, which permitted private note issue until 
1897, seems to be an exception in having a political regime respon­
sible for national defense that allowed free banking. But the regime of 
competitive note issue was terminated there even though the system 
performed well (Jonung 1984, 363-64; Sandberg 1978, 663-67). The 
motivation for terminating competitive issue seems to have been the 
desire of the Swedish government to capture the revenue accruing to 
the banks from the note issue. 

Other governments that have foregone monopolistic control of money 
supply are the administration in Hong Kong, which has no defense 
responsibility, and Panama, which, owing to the Panama Canal, was 
practically created by the United States and has remained almost con­
tinuously under the military control of the United States. 14 Moreover, 
the development of Eurodollars, which are a kind of competitor to do­
mestically produced dollar deposits, took place in Western Europe and 
the Caribbean islands, which at least since World War II have been 
partial free riders on American defense expenditures. Since a govern­
ment has little interest in protecting the currency monopoly of a for­
eign government, banks operating in the Eurocurrency market have 
been less regulated in creating deposits denominated in foreign cur­
rencies than in creating deposits in their home currencies. Whether 
there are instances of governments with substantial national defense 
responsibilities that have foregone monopolistic control over money 
and, if so, why they did forego such control, are questions meriting 
further historical inquiry. 

Optimal Exploitation of the State Monopoly over Money 

The state monopoly over money has been regarded as such a funda­
mental prerogative of the sovereign that its infringement has been held 
treasonous under numerous legal systems. No other good has been so 
universally monopolized by the state. Thus, in contrast to the view that 
the technical characteristics of a medium of exchange require the sup­
ply of money to be monopolized, I have been arguing that the state 
monopoly over money evolved because it enhanced the power of the 
sovereign to defend against internal and external threats. But my argu­
ment suggests that the monopoly over money is more than just another 
revenue source that the state has exploited. It also identifies a basic 
difference between the monopoly over money and other monopolies 
governments have established. 
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The difference arises because the monopoly over money can be ex­
ploited in two ways. First, the monopoly can generate a flow of sei­
gnorage if the state imposes charges at the mint or, equivalently, if it 
levies an inflation tax on cash balances. If this were the only way the 
state could exploit the monopoly over money, the incentive for the 
state to establish a monopoly over money would be no greater than the 
incentive to establish one over any other commodity. However, the 
monopoly over money also can be used to effect a one-time wealth 
transfer to the state from holders of its money and its debt. Since such 
transfers can be achieved on short notice and may evade the usual re­
strictions on the imposition of explicit taxes, it enables the sovereign 
to make extraordinary expenditures quickly in wartime emergencies. 15 

This, as I mentioned before, is because the monopoly over money can 
be used to levy a lump-sum, ex-post tax on the capital of holders of 
government money and holders of government debt (yielding a return 
that does not reflect the unanticipated depreciation), while other mo­
nopolies can only raise revenue as sales are made over time. 

Early analyses of the inflation tax suggested that the optimal infla­
tion rate for a "profit-maximizing" government would be derived analo­
gously to the profit-maximizing price for any monopolist (Bailey 1956; 
Friedman 1952, 1971). Although formally correct, those analyses over­
looked certain crucial issues. First, they ignored the competitive rela­
tionship between government currency and interest-bearing deposits 
created by the banking system. Since the cost of holding non-interest­
bearing currency rises along with the inflation rate while the cost of 
holding interest-bearing deposits is more or less invariant to changes 
in expected inflation, a competitive banking system constrains the 
amount of seignorage the government can collect by imposing a steady 
anticipated inflation. The higher the inflation rate, the greater the in­
centive to switch from holding non-interest-bearing currency to inter­
est-bearing deposits. This implies that the elasticity of demand for 
non-interest-bearing currency is more elastic with a competitive bank­
ing system than without one. Moreover, even reserve requirements may 
not prevent substitution from currency to deposits from eroding the 
tax base if financial innovation enables the financial system to avoid 
those reserve requirements while providing the public with close sub­
stitutes for currency or for deposits subject to reserve requirements. 

Second, and more important, the early analyses failed to recognize 
that a state may prefer collecting seignorage as a one-time emergency 
transfer to collecting it as a steady stream of revenue over time. Thus, 
a maximizing government ordinarily would prefer not to inflate at the 
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steady rate implied by the simple inflation-tax model. However, be­
cause of the time-inconsistency problem inherent in the preference for 
a low-inflation policy that facilitates the unexpected imposition of a 
one-time capital levy, some form of credible commitment to a long­
term noninflationary policy is necessary for the preference to be real­
ized (Kydland and Prescott 1977). 

And third, there are strong reasons to suppose that an ongoing infla­
tion tax is inherently inefficient. If money provides no direct utility but 
is held merely because it reduces transactions costs and provides other 
indirect services, it is an intermediate good for which the optimal tax 
rate is zero. A positive tax rate causes an inefficient substitution of 
other inputs in place of monetary services. In other words, the standard 
exercise in which the profit-maximizing inflation rate corresponds to 
the point where the money demand curve is unit-elastic is an incorrect 
application of partial-equilibrium analysis. In a general-equilibrium 
framework, the cost (measured by potential revenue foregone) of im­
posing the inflation tax exceeds the revenue generated. 16 

Note, however, that the second, more crucial method of exploiting 
the state monopoly over money is effective only if it is applied unex­
pectedly. For if a capital levy is anticipated, people can avoid it by re­
ducing their holdings of forms of capital subject to the tax. Thus, for a 
government to be able to exploit its monopoly over money in emergen­
cies, it must refrain from doing so at other times, even though the gains 
from doing so are very large. This is the well-known time-consistency 
problem. Because the incentive to exploit the monopoly over money is 
large and ever-present, the sovereign requires a means of creating and 
fulfilling expectations that the monopoly will not be exploited. 

The time-consistency problem has been recognized in some analy­
ses of optimal seignorage from inflation (Calvo 1978; Barro 1983, 
1986). Barro, in particular, discusses how a government can create an 
expectation of low inflation that it can exploit in periods when sei­
gnorage has a high marginal value. 

Barro (1983) considers two possibilities. One is a commitment by 
the government to a rule prohibiting inflation. As long as the rule is 
followed, expectations of low inflation are validated by the govern­
ment's behavior. But once the rule is broken, expectations oflow infla­
tion can no longer be sustained. The other possibility is that the 
government can invest in a reputation for low inflation by consistently 
generating low rates of inflation. The reputation allows the govern­
ment to collect substantial seignorage from its monopoly in periods 
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when seignorage has a high value. Thereafter, the government can re­
invest in its reputation for low inflation by generating unexpectedly 
low inflation or unexpected deflation. 17 

In accord with Barro's analysis, one might expect to find that states 
seeking to maintain their war-making capacity would reinvest in their 
reputation for protecting the value of their currency by restoring the 
value of the currency after wartime inflation or debasement. More­
over, the expectation of such a postwar restoration would permit long­
term borrowing at low rates of interest rather than high rates reflecting 
the wartime inflation. 18 It is difficult to rationalize such restorations on 
other grounds since there seem to be so few economic benefits from 
deliberate deflation. Yet, Sir Arthur Feavearyear in his history of the 
pound sterling (1963, 12-13), records that between 1100 and 1300 
there were seven recoinages designed to eliminate worn, clipped, and 
counterfeit coins, whose share of the circulation tended to increase 
over time. These recoinages all maintained the same legal standard. 
But that meant raising the de facto standard as the metallic content of 
coinage was increased. It was the nearly uniform commitment of Brit­
ish monarchs to maintain the purity, if not always the weight, of the 
silver pound sterling that made "sterling" an adjective describing any­
thing of the highest standard or qUality. The confidence in the pound 
sterling built up over centuries enabled Henry VIII, when under for­
eign attack and with foreign troops fighting on British soil, to success­
fully use currency debasement on a massive scale to raise the funds 
needed to defend his throne. As Feavearyear (1963,84) put it: 

Henry VIII carries most of the blame for the [debasement]; but if we could forget 
that he certainly began it as a deep-laid scheme in time of peace, we should be 
compelled to point out that he did no more than inflate the currency at a time when 
England was engaged in a serious war, when the country was threatened with 
invasion, when foreign troops actually landed on our shores, and when the Exche­
quer was empty. 

French monarchs, on the other hand, relied heavily on the mint as a 
source of revenue and resorted several times to debasement in the fif­
teenth century. Each debasement was an emergency measure taken 
during the Hundred Years War with England and was quickly followed 
by a return of the standard nearly to its previous level. None of them, 
as Miskimin (1984) has shown, solved the financial problems of the 
impecunious French monarchs, as Henry VIII's debasement helped to 
do in the next century.19 The comparison confirms my earlier sugges-
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tion that frequent resort to currency debasement undermines the rev­
enue-generating potential of subsequent debasements. 

In the Low Countries in the fourteenth and fifteenth centuries, de­
basements were frequently followed by restorations (renforcement, or 
retour a Laforte monnaie). Since, as de Roover (1948,225) observes, 
the deflationary and recessionary consequences of raising the standard 
were understood by the Flemish authorities, it is not outlandish to sup­
pose that some sort of national defense rationale was behind their will­
ingness to bear the costs of raising the standard back to its original level. 

By increasing their command over resources in wartime, states that 
invested in the value of their monopoly over money in peacetime im­
proved their chances of surviving in military competition with states 
that depreciated the value of their monopoly during peacetime. As a 
consequence, states that either did not maintain a monopoly over money 
or, by exploiting it for nonmilitary purposes, underinvested in that 
monopoly tended not to survive in such competition. A form of social 
evolution has therefore selected the state monopoly over money as a 
nearly universal political institution. However, contrary to the views 
of most monetary economists, this institution has little relationship to 
the technical requirements of a medium of exchange. 

The Evolution of Constraints on the State Monopoly over Money 

In the preceding section I argued that investing in a reputation for 
maintaining stable prices (e.g., by making a credible commitment to 
preserve price stability) is an optimal policy in the sense that a state 
that does so improves its survival chances. However, a further ques­
tion arises about what incentives would induce decision makers to make 
such an investment. One disincentive to such investment is easy to 
identify: the limited tenure of government decision makers in office 
and the lack of transferable property rights over assets they create dur­
ing their tenure. Government decision makers therefore tend to under­
value benefits accruing to their successors and to underinvest in a 
reputation for maintaining stable prices. 

The lack of secure property rights in the control of the state suggests 
that the inflationary bias of government decision makers may be mini­
mized under an absolute and hereditary monarchy. However, the ten­
dency of absolute and hereditary monarchy to empower incompetent 
(or underage)20 monarchs unable or unwilling to follow policies and 
rules in the state's interest means that a relatively small and homoge-
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neous ruling elite, such as the aristocracy of a city-state, would perhaps 
be more likely to invest during peacetime in the monopoly over money. 

Another disincentive to investment in reputation is that any govern­
ment can remain in power only by maintaining the support of some 
coalition of interests. The value of the state monopoly over money, 
therefore, tends to be dissipated by ~he competition among potential 
ruling coalitions to amass the support necessary to retain power. Both 
of these problems, which are merely aspects of the general problem of 
inadequate property rights over a common property resource, suggest 
that governments (especially large democratic ones with diverse popu­
lations) invest too little in the value of the monopoly over money (that 
is, tolerate too much inflation) in peacetime. A stable and secure ruling 
elite would have less incentive to dissipate the value of the monopoly 
than would competing coalitions vying to control the state. 

The varying incentives here are exemplified by different phases of 
Roman history. While Rome was still a republic with a restricted citi­
zenship and governed by a small oligarchy, inflation was resorted to 
only in wartime emergencies. Monetary stability thus was maintained 
for the first century or so of the Empire. But as competition to become 
emperor grew more intense, competitors increasingly resorted to infla­
tion to finance obligations they had incurred while soliciting backers 
(usually from the army and the imperial guard).21 On the other hand, in 
Byzantium, where the monarchy was hereditary, the coinage was not 
debased until 1204.22 

While currencies were largely metallic, the potential gain from cur­
rency debasement was limited: debased coins would eventually circu­
late at a discount in comparison with full-bodied coins. Moreover, since 
taxes and other payments due to the sovereign were often fixed in nomi­
nal amount, the sovereign was likely to be a net monetary creditor over 
a not-too-distant time horizon and would therefore have little incen­
tive to create a prolonged inflation. 

It could be argued that until the eighteenth century the control of 
hereditary monarchies and oligarchies over governments was gener­
ally secure enough to limit abuse of the monopoly over money, espe­
cially when the predominance of metallic coins limited potential gain 
from currency debasement. But the democratization that began in that 
century and the shift from metallic to paper and token currencies pro­
gressively increased the incentives for government decision makers to 
exploit the monopoly over money for purposes other than national de­
fense emergencies. 
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However, the ascendant political attitudes that accompanied the trend 
toward greater democracy in the eighteenth and nineteenth centuries, 
especially in Britain, were hostile to the exercise of arbitrary govern­
ment power. Consequently, the exercise by the state of its monopoly 
over money was increasingly circumscribed by law and custom. For 
example, at the insistence of the more doctrinaire Whigs, the Tonnage 
Bill that established the Bank of England stipulated that the bank could 
advance no funds to the Crown without authority of Parliament 
(Macaulay 1914,2435). And throughout the eighteenth and nineteenth 
centuries, official discretion over the money supply was sharply lim­
ited by various rules that were either explicitly enacted or that came to 
be regarded as morally and politically binding. The Bank Charter Act 
of 1844 was an attempt by Parliament to prescribe explicit rules over 
the creation of money by the Bank of England even as it strengthened 
the bank's monopoly over money creation in Great Britain. An unfet­
tered monopoly over money was intolerable to political opinion pre­
vailing at that time. 

But the more fundamental constraint on the exercise of the monopoly 
was the gradual acceptance of an obligation to maintain the convert­
ibility of currency into gold or silver at a fixed parity. Although an­
cient currencies were made of precious metals, the concept of a formal 
monetary standard was an innovation of the eighteenth and nineteenth 
centuries. Before 1816 the pound had never been legally defined by 
Parliament as a specific weight of either gold or silver. From 1717 
England had been on a de facto gold standard, but that standard was 
due to the undervaluation of gold relative to silver at the mint decreed 
by Sir Isaac Newton, not to a legal definition of the pound in terms of 
gold. In the far distant past, a pound originally did correspond to a coin 
containing a pound of silver, but occasional debasements and the gradual 
loss of weight of coins in circulation led to a permanent disjunction 
between the formal pound and its original weight (Feavearyear 1963). 
That the pound was defined for the first time as a weight of gold in 
1816 after a suspension of convertibility during the Napoleonic Wars, 
reflected the desire of Parliament to formalize a legislative rule that 
would preclude any tampering with the currency. 

In his account of the development of British monetary orthodoxy in 
the nineteenth century, Fetter (1965) emphasizes the extent to which 
attachment to the gold standard by midcentury became a matter of be­
lief and moral principle rather than a question for political debate or 
even scientific inquiry. He notes (234-37) that the leading economists 
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and political figures of the period were loathe to raise the issue of the 
gold standard lest debate over its merits create doubts about continu­
ing adherence to the standard itself. The only alternative to the gold 
standard seemed to be political tampering with the currency-an alter­
native they wished to avoid at all costs. 

The gold standard was never characterized by any well-defined set 
of rules. The notion that there were "rules of the game" incumbent on 
monetary authorities adhering to the gold standard was largely an in­
vention of the post-gold standard era.23 But a temporary wartime sus­
pension was not considered an abrogation of the gold standard if there 
was a commitment to restore the prewar parity after the war. If so, the 
gold standard can be viewed as a contingent rule with an emergency 
escape clause. To support expectations of future price-level stability, 
the contingent rule had to include an irrevocable commitment to re­
store the original parity after the war. The British resumption at the old 
parity after the Napoleonic Wars and the U.S. resumption at the old 
parity after the Civil War, despite the resulting serious postwar reces­
sions, indicate how seriously the commitment was regarded. Yeager 
(1984,654) has shown that Russian and Austrian advocates of the gold 
standard late in the nineteenth century recommended the standard pre­
cisely because it would improve the credit of the government's paper­
money issues in time of war. 

If we think of it as compliance with the implicit rules of the gold 
standard monetary regime or as an investment in reputation, the return 
by Great Britain in 1925 to the gold standard at the prewar parity is not 
as senseless as it is usually represented to have been, not only by Keynes 
([1925] 1972) and his followers but by such hard-money advocates as 
Hayek (1976), Mises (1952), and the early Robbins (1934). Like similar 
instances cited previously, the 1925 decision exemplifies the time-con­
sistency problem. If future expectations are assumed to be independent 
of that decision, then Keynes et al. were certainly right to condemn the 
decision for needlessly imposing substantial costs of deflation on Brit­
ain for no apparent gain. But if the decision enhanced the government's 
reputation for fulfilling its solemn commitments, it also enhanced the 
capacity of the British government to finance future wars. 

Recognition of the time-consistency problem may help rationalize 
the seemingly irrational attachment to the gold standard that Fetter 
noted with apparent disdain and the seemingly even more irrational 
attachment to the prewar parity that Keynes scornfully attacked. What, 
viewed from a narrow perspective, seems to be an irrational commit-
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ment may have been a necessary component of a monetary regime that 
was optimal in the long run. 

Conclusion 

I have proposed in this paper an evolutionary explanation of the 
state monopoly over money that views the monopoly as contributing 
to the security of the state against internal and external threats. Many 
aspects of monetary history, I have argued, are better explained by this 
approach than by one that views the monopoly as required by the tech­
nology of money creation. 

There are, however, some reasons to suspect that the sovereignty­
national defense rationale for the state monopoly is less important now 
than in earlier stages of monetary evolution. Changes in military tech­
nology that require heavier peacetime expenditures and the increase in 
the tax-collecting and borrowing power of the state all seem to have 
diminished the contribution of the state monopoly to national defense. 
Moreover, the Keynesian revolution shifted the focus of monetary policy 
to macroeconomic stabilization, so that the state monopoly is now held 
to be desirable because it permits a more activist countercyclical policy 
than would be possible in its absence. Challenges to the monopoly 
over money in advanced countries would now be less likely to be re­
sisted on the ground that to abolish the monopoly would infringe on 
the sovereign power of the state and more likely to be resisted on the 
ground that to abolish it would deprive the government of an essential 
tool for promoting high employment and economic growth. 

Whether the monopoly over money indeed helps to achieve those 
goals is a question for a much different inquiry from the one I have 
conducted in this paper. But there is little reason to suppose that those 
concerns had anything to do with the evolution of the monopoly over 
money in the past. Since there seems to be no technical reason inherent 
in the nature of a medium of exchange that would have necessitated a 
monopoly over money, the defense-sovereignty explanation I have pro­
posed here seems to be a more plausible explanation for the monopoly 
than any other yet proposed. 

Notes 

1. This chapter is a further development of ideas contained in the first two chapters 
of Glasner (1989). 
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2. This hypothesis was suggested to me by Earl Thompson. See Thompson (1974, 
1979) for attempts to use a national defense hypothesis to rationalize seeming 
inefficiencies in the tax code and the protection of certain industries against for­
eign competition. A full application of his national defense theory to monetary 
institutions is presented in Thompson (1997). 

3. Private mints operated in the United States until they were prohibited during the 
Civil War. 

4. Transactors, of course, could still resort to precious metals as a means of pay­
ment. However, precious metals have long since ceased to function as media of 
exchange. Resorting to precious metals as a means of payment would, in a mod­
em economy, be virtually to resort to barter exchange. 

5. Indeed, the power to tax helped the state increase its monopoly power over the 
coinage by allowing the state to declare that only coins from its own mint would 
be accepted in payment of taxes (Kraay 1964). 

6. Other commodities or activities were occasionally monopolized by the state in 
ancient times. It was understood that such monopolies could be sources of rev­
enue to the state, but not until the later Roman Empire did monopolization seem 
to have been widely introduced as a revenue source for the state. No enterprise 
other than coinage seems to have been universally monopolized by the state in 
ancient times. Nor does it seem that private producers of possibly strategic com­
modities were considered a threat to the state. 

7. The issue of copper coins elicited perhaps the earliest statement of Gresham's 
Law when Aristophanes complained in the Frogs, "in our Republic bad citizens 
are preferred to good, just as bad money circulates while good money disap­
pears." It seems that the quantity of copper coins was not sufficiently restricted 
to prevent a depreciation of copper coins in relation to silver (Burns, 289-90). 

8. The author of the pseudo-Aristotelian Economica described the episode as 
follows: 

Timotheus the Athenian, when he was at war with the Olynthians, and in 
need of money, struck a bronze coinage and distributed it to his soldiers. 
When they protested, he told them that the merchants and the retailers would 
all sell their goods on the same terms as before. He told the merchants if they 
received bronze money to use it again to buy the commodities sent in for sale 
from the country and anything brought in as plunder, and said that if they 
brought him any bronze money they had left over they should receive silver 
for it. (II, 2) 

9. The distinction here between depreciation and debasement is that the former 
openly reduces the weight of the coin while preserving its fineness, while the 
latter surreptitiously reduces the fineness while maintaining the weight. Depre­
ciation presumably causes a more or less immediate adjustment in prices, while 
debasement only does so gradually as the public learns of the reduced metallic 
content of the coins. 

10. The abortive 1983 proposal for monetary reform by the Israeli finance minister, 
Yoram Aridor, illustrates the strength of this feeling. The proposal, immediately 
identified as the Aridor Plan, was to make the shekel fully convertible into the 
dollar at a fixed parity and to make all contractual liabilities, including tax li­
abilities, payable in dollars or the stipulated dollar value. The plan, therefore, 
envisioned virtually complete dollarization of the economy. Despite the far-reach­
ing de facto dollarization that had been achieved, the Aridor plan was denounced 
immediately by all segments of Israeli opinion. Although it is likely that Israel 
had exceeded even the short-run, profit-maximizing rate of inflation, so that the 
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contribution of the monopoly over money to national defense had been to a large 
extent exhausted, the typical response to the Aridor plan was the comment of a 
right-wing, nationalist politician suggesting that, if the plan were implemented, 
Israel might as well begin flying the American flag and adopt the "Star-Spangled 
Banner" as its national anthem. (New York Times, 14 October 1983, p. A4). 

11. See Reiffen and Kleit (1990), who explain why the vertical foreclosure of an 
essential input for downstream competitors is generally not a profit-maximizing 
strategy for a monopolist over a unique facility. 

12. The original charter did not formally grant the bank any monopolistic privileges 
aside from its corporate charter. Subsequent legislation, however, did restrict the 
business of banking to partnerships with no more than six partners, which was 
responsible for the characteristic undercapitalization and instability of English 
country banks. Banks in Scotland were not prohibited from adopting a corporate 
form, which allowed Scottish banks to expand to an efficient size and to avoid 
widespread failures. 

13. The incentive for subscribers was described as follows by Sir Arthur Feavearyear 
(1963, 125): 

There is no doubt that the intention from the commencement was that the 
Bank should do an ordinary banking business, that is to say, that it should 
receive deposits and create a credit currency. It cannot be made too plain that 
it was the Bank and not the original subscribers to the Bank who lent the 
money to the king. Most of these would not have been attracted by the offer 
of 8 percent. They were attracted by the opportunity which the foundation of 
the first joint-stock bank in England provided of taking a hand in the busi­
ness of banking, a business which in the last fifty years had raised up more 
junior clerks and scriveners to be wealthy alderman than had any other in 
treble the time. 

14. Interestingly, the lack of a domestic currency left Panama vulnerable to an attack 
by the United States on the Panamanian banking system when the United States 
began its attempts to topple the Panamanian military dictator because of his al­
leged involvement in the drug trade. 

15. A similar view was taken by R. J. Ederer (1964, 105-106). As he put it: 

Another decisive factor was the rise of national states which took place in about 
the period when monetary evolution passed from the state-issued to the bank­
issued money era. Medieval princes who hoped to survive the realignment of 
political powers, which was then taking place, had to rely upon mercenary 
soldiers to a large extent and upon expensive cannon and ammunition. The 
more successful ones became kings of emergent national states. It so happened 
that when this struggle for supremacy took place, warfare methods underwent 
a decided revolution. With the arrival of gunpowder, the legendary knight in 
shining armor became obsolete, and warfare became a far more costly proposi­
tion than it had ever been before. Small wonder that the ambitious nobles of the 
day used debasement of their currencies to levy hidden taxes on their subjects. 
In doing this they did nothing which modem states do not chronically resort to 
in times of national peril. Hence they continued to guard jealously the power of 
issue which helped them to attain their dominant positions. This power and the 
power to debase coins came to be looked upon as the surest marks of sover­
eignty. Seignorage became a prime source of revenue. 

Also see Ronald W. Batchelder and Herman Freudenberger (1983), who use 
changes in military technology to explain the transformation of European politi­
cal entities in the sixteenth century, and L. Aurenheimer (1974), who makes the 
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crucial distinction between the seignorage the government can earn from a fully 
anticipated inflation and the seignorage it can extract from an unanticipated one. 

16. It is only the greater speed with which the inflation tax generates revenue that 
makes it preferable in emergencies to other less distorting taxes. As an ongoing 
revenue source, it is probably highly inefficient. 

17. Barro's discussion is consistent with either a pure fiat currency that the govern­
ment can issue at will or with a commodity or convertible currency whose par 
value the government can determine. He provides no reason why a government 
might use convertibility to create expectations of stable prices. Barro's theoreti­
cal account ofthe gold standard (1979) suggests that, analytically, he views the 
gold standard as a kind of quantitative limitation on the monetary base. 

18. The importance of the expectation of postwar deflation for a resort to inflation to 
be a successful strategy of wartime finance has been emphasized by Earl 
Thompson in a forthcoming book (1994). 

19. Bordo (1986, 343-44) suggests that Miskimin may have been too categorical in 
denying that the repeated debasements by the French monarchs earned no sei­
gnorage. The main point remains that repeated debasements, even when fol­
lowed by restorations of the standard, would be anticipated by the public and 
hence rendered far less effective than an unanticipated debasement. 

20. When underage monarchs assume the throne, regents rule on their behalf. Such 
situations are obviously extreme instances of principle-agency problems. 

21. See Gibbon's account of the brief and unhappy reign of Didano Julianus, a Ro­
man Senator who purchased the support of the Praetorian guard and was elected 
emperor after the assassination of his predecessor. 

22. Whether any conclusion can be drawn from the absence of debasement in 
Byzantium is perhaps questionable since Mommsen (1860) argues that, as a part 
of his monetary reform, Constantine decreed that all payments in gold coin be 
made according to weight. Once coins no longer carried a premium over their 
metallic content, there was little opportunity for profitably depreciating or de­
basing the coinage (de Cecco 1985,812-13). 

23. By "rules of the game" I mean a much broader (and probably disjoint) set of 
rules than Bloomfield (1959) discussed in his study of "the rules of the game" 
under the gold standard. 
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National Sovereignty and 
International Monetary Regimes 

Frank van Dun 

The nature and extent of government 
power over monetary affairs depends 
entirely on the underlying political 
relationship between government and 
the individual. 

-H. M. HOLZER 

Introduction 

It is noteworthy that Adam Smith, in his discussion of the duties of 
the sovereign ([1776] 1937, Book Y, chapter 1), did not include any 
which required him to manage the monetary system of the nation. Smith 
saw no economic rationale for any such prerogative. l Yet economists 
of later generations have tended to take its existence for granted; they 
have fallen under the spell of political and legal conceptions of money 
that led them to accept the legitimacy oflegal tender laws, paper money, 
and central banking.2 

Despite the many episodes of monetary instability since the begin­
ning of central banking, economists long looked upon central banks as 
necessary elements of any sound monetary system. In fact, most people 
tend to look at money and its social functions from a perspective defined 
by the existing monetary and financial institutions. This perspective 
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reflects basic presuppositions about the legal and political organiza­
tion of society from which the institutions derive their claims to le­
gitimacy. In this respect the doctrine of national sovereignty should be 
considered as a significant factor in any explanation of the current 
monetary arrangements. This paper focuses on the logic of sovereignty, 
its influence on constitutional interpretation, and its relevance for un­
derstanding national monetary policy making. 

The principle of national sovereignty has recently become contro­
versial in discussions of future monetary arrangements in the Euro­
pean Community. Two proposals, one for a European central bank and 
the other for the denationalization of money in the form of free cur­
rency competition,3 confront the claims of national sovereignty head­
on, but they do so in very different ways. The one envisages a "transfer 
of sovereignty" to some newly created institution with monopoly pow­
ers backed up by a European political authority. The other transfers 
sovereignty to the market, in other words, ultimately to all individuals, 
leaving them free to support the currencies and the banks of their choice. 

The Locus of Sovereignty 

Medieval legal theorists, building upon Roman Law as transmitted 
to them by the Justinian Code, included coinage or minting among the 
traditional prerogatives of the king. They presented no specific argu­
ments for this royal monopoly but merely recorded the existence of an 
old practice and sanctified it in the language of their discipline.4 The 
royal prerogatives, or regalia, became the cutting edge for the devel­
opment of a systematic theory of the sovereignty of the king. 

The power of the "logic of sovereignty" proved to be immense. Ar­
ticulated by Jean Bodin (1530-96) as part of a richly textured histori­
cal and sociological account of royal power (Bodin [1576] 1962), it 
was then used by Thomas Hobbes (1588-1679) for his theory of abso­
lute sovereignty (Hobbes [1651] 1909). Both were highly influential 
in giving definite form to the modern concept of the sovereign state. 
For them, the state is sovereign only if there is within it some natural 
or corporate person who can be considered the sovereign of the state. 

Eventually, controversies about the locus of sovereignty in the state 
(the king, the parliament, the people) subsided. Sovereignty came to 
be seen as the attribute of the state itself, regardless of its particular 
system of government (Raphael 1976, 54-55). Within the state one 
could make a distinction between the government and the people or 
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society, but sovereignty could be attributed only to their union: the 
state itself. 

A crucial figure in this development was Jean-Jacques Rousseau 
(1712-78). He objected that earlier theories vested sovereignty in only 
a part of the state-its ruler. For Rousseau only the people as a whole 
could be sovereign, otherwise there is always a risk of conflict of inter­
ests. But the people had to be considered as a collective entity, not as a 
mere collection of individuals each of whom had selfish as well as 
moral (civic) impulses. The people had to be seen as a single corporate 
person, defined by nothing else than the commitment to the common 
good of all its members (i.e., citizens). For Rousseau the citizen was 
not simply an individual human being subject to the authority of the 
state, but the embodiment of an idea formed by a process of abstrac­
tion. The citizen is only "a partial and artificial person" (Rousseau 
1762, Book II, chapter 7);5 he lacks all individuality, because only the 
common "moral" and not the individual "selfish" components of the 
human person constitute his essence. In that sense every citizen qua 
citizen is identical with every other; they all have the same general 
will. The possibility of a conflict of interests is then logically excluded. 

Rousseau's sovereign is an abstract person with no biological or 
historical reality. That was precisely Rousseau's point: he was con­
vinced that he had identified the conditions under which a state could 
be legitimate. It was the task of politics, in particular of "wise" (quasi­
divine) legislators, to undertake the difficult attempt to realize those 
conditions by "changing human nature," that is, by making citizens 
out of men (ibid).6 Rousseau's program would then fulfill the Hobbes­
ian program of absolutism. For Hobbes had insisted that people "should 
receive their motion from the Authority of the Soveraign" (Hobbes 
1651, chapter 29, in fine), that is, from the law, and from no other 
source. Rousseau's point was that this could only happen if people 
completely and spontaneously identified with the law, that is, with the 
general will, which they have to see as nothing but an expression of 
their own interests.7 

An important feature of Rousseau's and later conceptions of state 
sovereignty was that the distinction between government and society 
could no longer be interpreted as a distinction between the rulers and 
the ruled. If every legal action can, merely because of its legality, be 
traced to the same sovereign source, legal action exemplifies "the seam­
less web of (collective self-) government." Questions about the locus 
of sovereignty could then be dismissed. The state is sovereign because 
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it is the source of law. As Kelsen summed up: state and law are identi­
cal. Thus, the notion of state sovereignty ends up as an absolutist and 
formal legal positivism: the law is supreme but it can have any content 
whatsoever (Kelsen 1960). In Kelsen's view, the fundamental distinc­
tion is between legal and illegal actions. The echo of Rousseau's di­
chotomy between man as a natural person and man as a citizen is 
unmistakable: legal actions, even those of private citizens, are to be 
ascribed to the law, and so to the state; illegal actions are the proper 
mark not of the individual qua citizen (for the citizen is a creature of 
the law itself and as such incapable of illegal action) but of the indi­
vidual as a natural person. 

With regard to money this positivistic view led to Knapp's "state 
theory of money" (Knapp 1905; Bendixen 1908, 1912),8 which regards 
money as a mere symbol of legally defined powers delegated by the 
political sovereign to its legal possessor. Knapp accounted for the ex­
istence of an international monetary system by depicting it as a conse­
quence of "imperialism" in which one state imposes its own commercial 
and monetary regime on the rest of the world.9 

The Concept of Sovereignty 

The Logic of Sovereignty 

Greek, Roman, and medieval political thought recognized many at­
tributes of rulers and forms of political organization and domination 
which were very similar to what the modems call sovereignty and which 
were eventually subsumed under the concept. But premodern political 
thought did not have the concept of the sovereignty of the state (Vincent 
1987, 10:-16). The crucial consideration is that sovereignty applies 
primarily to persons, and classical and medieval political thought did 
not personify forms of political organization or domination. To speak 
of the state as sovereign is to regard the state as a person. This is the 
essence of the peculiarly modern notion of the state. 10 It implies that 
the state is to be considered as a kind of moral agent, with interests and 
purposes of its own, with rights and duties, a capability to assume re­
sponsibilities and obligations, having the right to hold and manage and 
dispose of its property, and liable for its actionsY The personification 
of the state, first proposed for primarily analytical purposes in Plato's 
Republic,12 implied a distinction between the government (the head, as 
the seat of mind and reason) and society (the body, as the seat of matter 
and desire). The idea of the sovereign state is analogous to the classi-
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cal notion of the sovereign person, the wise man, who is governed 
from above by reason, is immune from the passions, and is in complete 
harmony with the natural and divine laws. 13 

Personification of the state by itself does not imply its sovereignty. 
Not all persons need be sovereign. To claim that one person belongs to 
another is to deny sovereignty to the former (without necessarily as­
cribing sovereignty to the latter). For example, a slave is not a sover­
eign person because he belongs to his master. A created being is not 
sovereign if he belongs to his Creator. 14 These examples point to the 
defining characteristic of sovereign persons. A sovereign person is one 
who belongs to none other. With the help of a few general assumptions 
and auxiliary definitions (van Dun 1984),IS this definition leads di­
rectly to the commonly accepted attributes of sovereignty.16 

Semantics 

It should be clear that the definition of sovereignty is purely formal; 
the same logical relations hold regardless of particular semantic inter­
pretations of the terms involved. Catholic political thought does not 
generally object to the use of the concept of sovereignty as such, but 
only to the idea that sovereignty can be attributed to any other person 
than God (Maritain 1951, chapter 2). The common modem view is that 
states (and perhaps only states) are sovereign persons,17 while a liber­
tarian would insist that human beings (and perhaps only human beings) 
are sovereign persons. Using the same logic, differing interpretations 
thus imply radically different political views. 

Today, personification of the state is likely to cause some embar­
rassment, more in countries such as the United Statesl8 and the United 
Kingdom,19 less on the European continent where there has been a 
stronger state tradition. Yet even if not explicitly acknowledged, per­
sonification continues to underlie a good deal of political speech in 
ordinary language. That the state has become "impersonal" merely 
means that it is no longer identified or associated with one particular 
natural person-the king--or one particular office and its office­
holder(s). It does not mean that the state lacks a legal personality as 
such. In fact, while some proponents of the doctrine of monarchical 
absolutism valiantly strove to identify the state and the person of the 
monarch-as in Louis XIV's L'Etat c'est moi-most writers even in 
the absolutist tradition made ample use of the juristic notion of the 
persona Jicta to characterize the state as a corporate body with a unity 
of its own, in other words, as a legal person. 
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There is perhaps little to object to when the state is characterized as 
a fictional person, but does it make sense to regard a fictional person as 
sovereign? The short answer is that it does not. The idea that a fic­
tional person belongs to no other person does not make sense at all, if 
the members of the corporation are themselves persons,2O because there 
is no action it could conceivably undertake without the consent of any 
member. To ascribe sovereignty to it is pointless fantasy. 

Two Concepts of State Sovereignty 

In view of practices such as taxation, compulsory military service, 
and far-reaching regulation of all sorts of activities, state sovereignty 
can only be justified if one accepts that citizens belong to the state.21 

We may call this the strong concept of state sovereignty. It conflicts 
with deep-rooted sentiments concerning human freedom and the in­
violability of human rights. 

It is, however, conceptually possible to reconcile the idea of state 
sovereignty with that of the sovereignty of individual human beings or 
citizens: Let both the state and the individual citizens be sovereign 
persons. Now suppose that there is some collection of things, which 
belong to the state, such that nothing an individual citizen (or anybody 
else within the borders of the state) can do can fail to affect at least one 
of these things. Then, by the logic of sovereignty, no such individual 
within the borders of the state has a right to undertake any action with­
out the consent of the state. This seems sufficient to enable us to con­
tinue to speak of state sovereignty and of the preeminence of the state 
in its relations with citizens and others, even if it is no longer n~es­
sary to assume that citizens belong to the state. Thus, we have here a 
weaker concept of state sovereignty. 

I believe Jean Bodin's theory of sovereignty, as put forth in his Les 
six livres de la republique ([1576] 1962), is such a theory of sover­
eignty in a weak sense. This interpretation removes the difficulty 
(Sabine 1973, 379-82) of reconciling Bodin's insistence both on the 
absoluteness of the king's sovereignty and on the limitations which the 
natural and historical constitution of society imposes on his sover­
eignty-divine and natural law, institutions such as the family and its 
inviolable private property, and constitutional practices that predate 
the king's rise from the position of a supreme judge applying the cus­
tomary law of the land to that of a supreme legislator (Le., a sovereign 
in the full sense, the true and unique source of man-made law). 
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For all his "absolute power," the Bodinian sovereign did not have the 
right to levy taxes without the consent of the taxpayer, as this power 
would violate the private property rights of the families that, in our ter­
minology, are the other sovereign persons in the Bodinian state. For Bodin, 
the several families were the basic units of society. Bodin also denied 
the king the right to interfere with contracts, and he insisted the king 
should faithfully keep his contracts with his subjects. Property and con­
tract belonged to the sphere of natural law (Skinner 1978, 284-301). 
The sovereign king merely took charge of the public domain (roads, 
woods, etc.) and the public institutions that grew out of the social fabric, 
to the extent that they could not be claimed by any family as its property 
or did not rest on explicit and specific consent of identifiable parties.22 

However, if there was little or nothing a private person could do 
which did not have repercussions in the public domain, the king's con­
sent became a necessary condition for the legitimacy of most or all 
actions. In this view, Bodin's reputation as an advocate of "absolute, 
limitless" sovereignty of the king rests more on his extensive interpre­
tation of the "public sphere" than on any distinction between the na­
ture of the rights of the king and the nature of the rights of his subjects. 

Is this weaker version of state sovereignty a plausible notion for le­
gitimizing current state practices? I do not think so. In the first place, it is 
difficult to determine just what the "public" things are which no citizen 
can supposedly fail to affect in some relevant way.23 Then there is the 
problem of monopoly: one would have to explain just why these things 
should be thought of as necessarily and exclusively belonging to one 
"person," the state.24 Finally, the weak concept of state sovereignty im­
plies that the state should seek the consent of each and every citizen its 
actions affect-something states are not in the habit of doing.25 

It is easy to derive even weaker notions of state sovereignty by sup­
posing that there are in fact some, or even a great many, actions avail­
able to individual citizens and others which in no way affect the proper 
domain of the state. At some point even the preeminence of the state 
will disappear, as the state is more and more submerged within the 
rights-based order of a community of sovereign persons, without any 
particular distinction of its own.26 

Internal and External Aspects of Sovereignty 

There is an obvious difference between internal and external as­
pects of sovereignty. The internal aspect, comprising the relations be-
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tween the sovereign person and his belongings, presents all the charac­
teristics of absolutism with which we are familiar in political discourses 
on sovereignty. The sovereign person has an absolute and supreme 
authority over himself, over every thing and every person that belongs 
to him, but to no independent person. Within his own domain the sov­
ereign person is the sole source of law; he is fully autonomous, no 
other persons having the right to force him to obey their will. If, for 
example, we take the state to be a sovereign person, state sovereignty, 
as Maritain noted, implies state absolutism: the omnicompetence of 
the stateY Within the state we have an authority-based order grounded 
in the sovereign right of the state to do with its own what it wills. 

In its external aspect sovereignty presents an entirely different pic­
ture. The sovereign person's rights are limited by the rights of inde­
pendent persons, especially other sovereign persons.28 He has no right 
to do any action that affects the domain of another independent person 
without the latter's consent. On the other hand, he has the right to give 
or to refuse his consent whenever independent persons affect his own 
domain. Among mutually independent persons, in particular among 
sovereign persons, all interactions must be based on mutual consent. 
The order that exists among them is rights-based, there being no per­
son with the right to compel them to adhere to his own rules. The in­
violability of property and freedom of contract, subject only to the 
limitations imposed by the sovereignty of third parties, are its funda­
mental normative principles. Self-defence29 is its rightful method of 
enforcement, whether exercised individually or on the basis of mutual 
help and cooperation. 

Applied to states, the logic of sovereignty shows us the fundamen­
tal structure of classical international law-territorial integrity, nonin­
terference in the internal affairs of other states, the binding force of 
treaties, the justification for defensive wars.30 Applied to human be­
ings, it shows the fundamental legal institutions of a system based on 
the natural rights of individuals: private property, freedom of contract, 
and personal liability. 

Moral and Methodological Aspects 

Moral Aspects 

With respect to the internal aspects of sovereignty, the sovereignty 
of the individual natural person means that he has absolute and final 
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authority over himself and over himself alone. The borders are drawn 
very close around each person, and his range of permissible action is 
restricted by the existence of other individuals who mayor may not 
give their consent to his request for cooperation in the pursuit of his 
goals. To the strong individual, natural justice is a confining condition 
as he is required never to treat another as a mere means, even if he has 
the power to do so. In this sense the requirement of natural justice 
corresponds to the Kantian categorical imperative. 

While the weak version of state sovereignty (which restricts the di­
rect authority of the state to some "public sphere") is compatible with 
sovereignty of the individual, the strong version is not. If states are 
looked upon as sovereign persons in the strong sense, which actions an 
individual may carry out can only be decided with reference to the will 
or the law of the sovereign in the state. Legality replaces natural jus­
tice.3l It may well be legal to take from others without their consent, to 
force them to provide labor services, and so forth.32 From the perspec­
tive of the theory of state sovereignty, no stigma attaches to the pecu­
liar modus operandi of government, which is to impose solutions by 
force or the threat of force against natural persons. The main achieve­
ment of the theory of state sovereignty is thus to give the legal exercise 
of government power a solid basis in the sovereign right of the state: it 
provides a blanket justification for actions outside the restricted range 
permitted by natural justice. 

Methodological Aspects 

Leaving aside the obvious moral questions, acceptance of this legal 
point of view is less than satisfactory for purposes of analysis. We are 
forced to separate radically our normative and our causal worldviews. 
What in a legal analysis would appear as an ultimate agent or decision 
maker would not be so considered in a causal analysis. In this way the 
semantics of rights-talk (based on fictional persons) and the semantics 
of action-talk (based on natural persons) are largely disconnected. The 
distinction between rightful and other actions becomes, to that extent, 
a matter to be settled not by reference to any causal reality but by the 
arbitrary authority of some dominant opinion. Legal science seems to 
have resigned itself to this state of affairs, as for example, when it is 
claimed that the object of legal science is legal science itself.33 It is a 
discipline that takes its own fabrications for the ultimate reality. It makes 
law into a closed self-referential category, with no other obvious use 
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than to justify existing power relations by interpreting them as rela­
tions among suitably but arbitrarily defined legal persons.34 

When we are analyzing legal conceptions in the context of real world 
economic processes, however, it is especially advisable to apply a 
methodological individualism not only to an analysis of actions but 
also to an analysis of rights. Just as we assume that individuals are "the 
ultimate agents of change" (Mises 1966, 18), so we should assume 
they are the ultimate bearers of sovereign rights. As indicated above, 
the concept of natural rights can be deduced from the idea that human 
beings (natural persons) are sovereign persons, that is, separate per­
sons who do not belong to any other. And this idea can be taken to 
correspond to the view that individuals are capable of independent ac­
tion.3s Thus normative and descriptive-explanatory approaches to so­
cial phenomena could be methodologically unified. 

As a matter of fact, however, the social sciences have often tended 
to accept the legal view of social processes and to ascribe ultimate 
causal relevance to the legal persons themselves, at least as far as legal 
actions are concerned. Macroeconomics is a good example: the state is 
seen as a causal agent whose actions determine the condition of its 
own national economy (e.g., the price level, rate of growth, level of 
employment, and so on). Like the wise man of old, the good state is 
characterized as fully rational and self-controlled. The legal person, 
being defined by law, cannot be a source of illegal action. Coupled to 
the assumption-which became common with the theory of popular 
sovereignty-that what is legal cannot produce evil consequences,36 
this way of looking at social reality gives a recipe for a systematic bias 
in social science. Evil consequences have to be traced either to illegal 
activity or to insufficient legal organization and regulation. The indi­
vidual, never a source of legality, can only be a source of trouble. 

Sovereignty and the Omnicompetent State 

To the extent that the theory of state sovereignty was accepted, it 
accounted for the traditional prerogatives of the king by providing a 
sufficient ground for their legitimacy. But its logical import could not 
be restricted to any particular list of activities. In fact, the theory of 
sovereignty provided a justification for any exercise of the sovereign 
power of the state. It completely undercut the legal case for any limita­
tion of state power, if not with respect to the form in which state power 
could be exercised then certainly with respect to its goals or objects.37 
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Over time the insistence on a legal form-on compliance with formal 
rules of procedure-grew stronger, but so too did the insistence on 
implied powers,38 even in states with a formal constitution. Whatever 
the proper authorities consider to be conducive to an otherwise unde­
fined "public interest" or "common good," is by implication a legiti­
mate activity of government. 

In that sense the doctrine of absolutism survived the demise of mo­
narchical absolutism and the rise of the constitutional state. It fostered 
the idea that constitutional limitations on the government must be seen 
as auto-limitations imposed by the state itself. The constitutionallimi­
tations on the government can be changed or even lifted by constitu­
tional processes--e.g., amendment, interpretation, the declaration of a 
state of emergency, or even the appeal to a "living constitution," an 
evolving set of practices and precedents which permit a continual re­
definition of the meaning of constitutional texts.39 The ultimate deci­
sion always and inevitably rests with some organ(s) of government. 
Even when the wisdom of a particular extension of government pow­
ers may be questioned, the notion that such an extension is under no 
circumstances to be permitted should not be expected to survive in the 
regular processes of constitutional change. The history of the federal 
government's monetary powers under the American Constitution is as 
good an example of this process as any.40 

Legal grounds for an expansion of government authority can al­
ways be found, if not in specific constitutional texts or precedents, 
then in the reading of those texts as containing the constitution of a 
sovereign state. The appeal to the inherently absolutist notion of sov­
ereignty imparts a systematic pro-government bias to constitutional 
interpretation. 

Leviathan Revisited: Power and Money 

The Fiction of Absolutism 

The logic of sovereignty only applies to rights, not to effective power. 
Omnicompetence is not the same as omnipotence. But theories of sover­
eignty had to conjoin rights and effective power to fulfill their political 
purpose, which was to strengthen the position of the central authority in 
the ongoing struggle for power and control. Bodin and Hobbes con­
structed their theories against a background of civil and religious wars. 
Following a long tradition going back to Dante and Marsilius of Padua, 
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they looked to the temporal power, the emperor or king, to restore order 
and peace. Part of the appeal of the argument was its relation to the 
Christian metaphysics of order: all order is artificial, that is, created by 
or at least dependent on some authority to whose care it is entrusted 
(Bodin [1596] 1962; see also Greenleaf 1973). Hobbes took the argu­
ment to its absurd41 but influential conclusion by making the claim that, 
without the state, life is not worth living. Society cannot exist outside 
the state, "that Mortall God, to which wee owe under the Immortall 
God, our peace and defence" (Hobbes [1651] 1909, chapter 17).42 De­
spite his demand that the sovereign should not shackle the economy, 
Hobbes held fast to the central idea that people "should receive their 
motion from the Authority of the Soveraign" and from no other source.43 

The sovereign is then placed under the impossible demand to control 
everything in order to be able to intervene quickly and effectively and to 
prevent any of the things "that Weaken, or tend to the Dissolution of a 
Common-wealth" from getting out of hand. But how can the sovereign 
comply with these demands, unless he can be assured of the loyalty of 
many others? And who will guard the guardians? 

Hobbes' argument was designed to justify absolute, yet effective, 
power, which is a practical absurdity in a large political society.44 Ab­
solutism always was much less fact than fiction, even under the 
reign of Louis XIV of France. The practice of absolutist regimes was, 
of course, to buy the allegiance of powerful parties (popular men, great 
cities, corporations, churches), as well as of soldiers and bureaucrats, 
with money and privileges, and to give in to popular demands when 
the pressure became too strong-all things Hobbes condemned on theo­
retical grounds, without being able to suggest a practical alternative. 
Those things in fact served not to concentrate power in the hands of 
the sovereign, but to dilute it. Against the realities of political power, 
Hobbes' theory of sovereignty had little to offer but wishful think­
ing.45 Keeping government powerful and access to it closed is extremely 
difficult, even for a nominally absolute monarch. 

The need to secure support and the consequent problem of isolating 
the government from pressures to accommodate particular interests 
exist in democratic regimes as much as in any other. In fact, formal 
democracy has tended to exacerbate the problem.46 In the wake of the 
demand for universal suffrage came the demand for universal access to 
the government. Now deemed to serve the people directly, the govern­
ment could only be responsible by being responsive to the demands 
made upon it. In modem economic jargon, the government became a 
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"common pool" resource, access to which could in principle be denied 
to no citizen or group. As the private costs of using government for 
one's own purposes are not likely to reflect its social costs, economic 
theory leads us to expect that people will make excessive demands on 
governmental resources (the means of power and/or the resources these 
give access to) (Hardin 1982; De Jasay 1985, 1989). As a result, pres­
sure builds up to bring ever more resources into the common pool­
e.g., by tax increases or more extensive regulatory powers47--or to 
institute a privatization of sorts of the commons, with special interests 
achieving some measure of exclusive control over parts of the govern­
mental apparatus and its budget.48 

Markets and Money 

The accommodation of all those interests exposes the government 
to immense pressure to intervene on their behalf in "spontaneous" social 
processes, especially in the market. However, the record of govern­
ment intervention in the market is not a successful one. Simpleminded 
attempts to merely outlaw undesired effects, such as by regulating be­
havior or prices, tend, if effective, to create shortages or gluts and to 
generate complex and largely unpredictable patterns of substitution 
effects within and without the law. Intervention in the market is one 
thing, controlling it for specific effects is another. If the government 
allows a market at all, it must to some extent respect its essential insti­
tutions-private property, contract, personal liability--or face the 
consequences. In other words: its laws must to some extent simulate 
the system of natural justice. It cannot have a market and prohibit people 
from having wide discretion over a wide range of choices. Unable to 
predict or monitor the pattern of individual choices, government inter­
vention can only be a source of mostly unintended consequences which 
it may not approve of, and which may induce it to further interventions.49 

Moreover, control over society by means of direct regulations--of 
prices or behavior-is costly to enforce as well as damaging to the 
creation of taxable wealth. It is here that its monopoly of money is 
most valuable for the government. By creating money and controlling 
the ways in which it enters the economic system, the government can 
buy support for its policies without incurring large enforcement costs. 
Money creation also has an advantage over other, more explicit, forms 
of taxation. It clearly benefits some people, while the harm it does is 
not easily ascribed to government policy. Redistribution of purchasing 
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power does occur because of changes in relative prices, but these take 
time to manifest themselves. Since the victims of the distributive ef­
fect are usually those who are far removed from the point where the 
new money enters the system, they are more likely to blame the market 
(rising prices) than the government. Thus, the political aspect of money 
creation differs from the political aspect of explicit taxation. 

Today, with nonredeemable fiat money and central banking firmly 
in place, governments have ready access to money and credit. But people 
must be willing to accept a particular money in exchange for goods 
and services or it will be worth nothing. To enjoy the advantages (rev­
enue) of an inflationary monetary policy, the government must pay 
attention to the demand for its money. It is likely to do so by cumber­
some interventions in order to protect its money. 

The value of money is now completely determined by the demand 
for something the supply of which depends to a large extent on the 
discretion of the monetary authority. If the public perceived its value 
as falling and could switch costlessly to readily available substitutes­
easily tradable commodities or other assets ("near-moneys") or for­
eign currencies, the demand would presumably evaporate immediately. 
To explain continued demand for an inflating currency in the presence 
of more stable alternatives,50 one must look for factors which artifi­
cially prop up demand and which restrict competition from other for­
eign or domestic suppliers of money (Vaubel 1986, 927-42). Legal 
tender laws come under this head, especially if they go to the extreme 
of requiring all contracts involving money to be denominated in the 
national currency. So does the government's use of its "economic 
power": it can easily decide to accept only its own money in payment 
for services sold to the public. As a rule, the government will not be a 
successful competitor as a seller on the market for goods and services­
that is, not unless it can secure for itself a legal monopoly or some 
significant cost advantage (such as direct subsidies or not having to 
pay taxes). Ultimately, the demand for the government's money may 
have to be propped up by the requirement that it be used for the pay­
ment of taxes and transfers. 

If the utility for the government of its monetary powers depends on 
its ability to enforce legal tender laws for payments in general or for 
payments to the government in particular, it remains true that the sup­
ply and demand for money cannot be completely controlled by the 
state-at least not unless the government wants to forego the benefits 
of a money-economy altogether (Mises 1971, chapter 8). 
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The Chimerical National Economy 

The preceding discussion of familiar political and economic reali­
ties bears directly on the question of the economic significance of the 
doctrine of national sovereignty. From the perspective provided by the 
logic of sovereignty this significance should be beyond dispute. Ety­
mologically, an economy (from the Greek words oikos, house, home, 
and nomos, rule) is nothing but a well-ordered household. Economics, 
in its original meaning, is the art of managing a household. In this 
sense it has almost the same meaning as "government," which can also 
be used as a synonym for "management"-as in the antiquarian ex­
pression "the government of a farm." The basic idea is that of the 
authoritative ordering of all the assets (including people) of a house­
hold to the pursuit of its purpose. By concentrating all rights over soci­
ety in the sovereign, that is, by denying the people in that society any 
rights opposable to the state, the theory of the sovereign state actually 
enshrined this teleological, monocentric conception of the national 
economy as an implication of the concept of the state itself.s' The right 
to determine economic activities belongs to the state and has to be 
exercised by or under supervision of the government. 

The absolutist state can still be imagined to have its own economy, 
geared to achieving the overriding goal of strengthening the military 
and diplomatic position of the king on the international scene (Col­
bertisme). But in a democracy, despite regular nationalistic appeals to 
"unity" in the pursuit of "national" goals, legitimate rule depends on 
allowing common access to the government, that is, on allowing vari­
ous groups to pursue their own ends through the channels of the state. 
Policy coordination, in the sense of organizing a coherent set of mutu­
ally compatible polkies, becomes a chimerical undertaking under a 
regime of political pluralism within a sovereign state. Without legal 
pluralism one cannot rely on the spontaneous coordinating tendencies 
of market processes. One must rely on some sort of explicit planning 
and budgeting-i.e., on explicit agreements in an atmosphere charac­
terized by strategic bargaining. 

Destructi ve of the liberal conception of a limited government, demo­
cratic pluralism also forced a retreat from socialistic thinking, which 
saw the central government as a single agent "in charge of the national 
economy." One response was to redefine the national economy as a 
macroeconomy that the government ought to take care of by means of 
its traditional fiscal and monetary prerogatives, without bothering to 
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intervene directly in market processes or to attempt to engineer policy 
coordination by explicit agreement. Keynesianism (stressing fiscal 
policy) and monetarism (stressing monetary policy) were both, I be­
lieve, inspired by the desire to restore autonomy to the central level of 
government, where the pursuit of the common good (defined as "stable 
economic growth") would supposedly be immune from particular in­
terests. Both doctrines cling to a very traditional vision of government 
as a single rational and benevolent agent clearly separated from the 
rest of society, with undisputed authority and a capacity for sustained 
coherent action in the public interest. Fiscal and monetary policies are 
seen as auxiliaries, serving no specific fiscal or monetary ends. Their 
job is to facilitate the implementation of any mix of policies-military, 
social, industrial, commercial, or whatever-by a macroeconomic at­
tempt at harmonization.52 

Disappointment with Keynesian fiscal policies led to a greater reli­
ance on monetary macromanagement but not to greater monetary sta­
bility. Some monetarists, blaming the discretionary nature of monetary 
policy making for continued monetary instability, called for a rule or 
constitution which would oblige the authority to pursue monetary sta­
bility as its only goal (Friedman 1987; Buchanan 1982). Whether this 
is sensible, not just in theory but in practice as well, is debatable. In 
order to keep its central bank in command of the monetary system, the 
government should be prepared to stifle in the bud all market pro­
cesses that might eventually reduce the economic significance of gov­
ernment money, both nationally and internationally. 53 If the government 
does not relinquish its monopoly over money, it is hard to see how it 
could effectively resist pressures to make monetary policy once again 
subservient to nonmonetary goals, or why it should want to resist such 
pressures, especially when confronted with a crisis. 

The Sovereign State in a Global Economy 

Political pluralism in conjunction with the formalism of law (which 
traces all legal actions to the same source) has blurred the distinction 
between government and society. This blurring has prima facie strength­
ened the case for a nationalistic interpretation of national sovereignty 
(Le., of the state as a self-governing individual unit), but the close co­
operation between government and special interests may actually have 
undermined the appeal of nationalism and national sovereignty. A co­
operation of that kind is likely to foster an extremely utilitarian per-
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spective on government, as well as political loyalties focused more in 
the particular group than in the nation as a whole.54 Yet, national sov­
ereignty has accustomed people in general to the idea that everything 
that is legal is morally acceptable. They learn to seek their own private 
ends by legal means, irrespective of whether achieving their ends in­
volves the use of government power to take what belongs to others or 
to make them comply with imposed rules. What people value is not the 
source of the power put at their disposal but the power itself-not na­
tional sovereignty, but the vast expansion of the range of courses of 
actions they can legally follow if they make use of state power. 

In an international economic system groups within various states 
might discover they have common interests which can be served most 
efficiently by an international agency or organization with governmental 
powers. Alternatively, governments may have a similar incentive to 
set up inter- or supranational structures. Borders, in open economies, 
confine governments rather than citizens. To the extent that citizens 
are free to move, policies may attract or chase away people and capi­
tal; and governments have clear incentives to prefer attractive rather 
than repulsive policies. Only the borders between states, when not 
successfully sealed off, provide citizens of national states with the op­
portunity to "vote with their feet," or at least "with their wallets" (Cf. 
Tiebout 1956; Hirschman 1970). 

Migration and capital flight have always been significant factors 
checking discretionary policies, because they directly threaten the lo­
calor national power base. In that sense, national borders are an ulti­
mate safety valve for the citizens. Especially when they are numerous 
(as is the case when many states coexist in a relatively small area, such 
as Europe), borders are important elements of the international consti­
tutional order, not the least in respect to the protection of human rights, 
but also in respect to the creation of wealth. 

From the perspective of the politically powerful within the na­
tional state, borders severely limit their capacities to impose their 
will, especially in an age of increased mobility and telecommunica­
tions. One solution is to enter into "market-sharing" and other coop­
erati ve agreements (cartels) with other governments in order to further 
diminish the citizens' expected gains from physical or financial emi­
gration.55 Fiscal and monetary policies provide obvious examples of 
means by which states can compete for citizens and capital. Given 
the nature of the fiscal extraction process itself, such fiscal competi­
tion would be to the advantage of the (net-)payers of taxes and to the 
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disadvantage of the (net-)recipients of taxes, primarily the political 
class and its clientele. 

Foregoing the benefits of inflation, governments can presumably 
attract large funds from outside their borders. Significantly, for many 
years now one of the most effective arguments against inflationary 
policies, as well as against high taxation and overregulation, has been 
the need to remain internationally competitive. One should not over­
look the possibility that in the areas where governments are more in­
ternationally oriented than their citizens, the government's desire to 
eliminate competitive pressures from abroad is a primary motive.56 

Either cartels break down, or they evolve into more unified struc­
tures. Given the nature of the interests that fuel the attempts to strengthen 
governmental cartels, it is to be expected that the second alternative is 
the preferred outcome of those seeking cartelization. It is true that 
intergovernmental cooperation and coordination tend to restrict the 
national government's freedom of action; but there are indications that 
such restrictions, to the extent they are effective, merely reflect a gradual 
shift of interventionist and discretionary policies to the inter- or supra­
national level.57 In fact, the restrictions imposed on them by treaties 
and supranational governmental institutions may even strengthen the 
position of the national governments vis-a-vis the national pressure 
groups, by allowing them to shift responsibility for their policies to the 
international level. 

To assume that national governments in Europe will not give up 
their national monetary prerogatives because money creation is an 
important source of revenue, is to overlook the fact that governments 
(corporate persons) are not causally active agents. The individuals who 
at any time make up the government and determine its decisions may 
well feel that the advantage to them of a European central bank out­
weigh its disadvantage. From their point of view, the loss of discre­
tionary powers on the national level may be compensated by the 
increased opportunities for access to prestigious and lucrative offices 
and contacts in the international bureaucracies. Moreover, depending 
upon the specifics of its charter and prerogatives, such a bank could 
still be a source of revenue and of discretionary monetary power. It 
would in any case be far less exposed to the pressures of international 
competition. 

Inevitably, the question has been raised as to where the develop­
ment of supranational governmental institutions leaves the principle 
of national sovereignty. Leaving aside for the moment whether this 
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question is as interesting as is sometimes suggested, 58 we may note 
that the concept of state sovereignty does not appear to be an impor­
tant obstacle to the emergence of international and supranational gov­
ernmental agencies. History--even very recent history-shows that 
the concept is readily adapted to cover new political realities on the 
national front (changing structures of government) as well as on the 
international (redrawing borders after wars, conquests, the breakup of 
empires, etc.). In addition, the identification of state and law has al­
lowed a reformulation of sovereignty theory in terms of the supremacy 
of the formal lawmaking process itself. This can be applied with equal 
ease to national and to international and supranational law. 

From a legal point of view it may not be very illuminating to talk 
about "transfers of sovereignty" in connection with the outcome of 
international negotiations. The doctrine of national sovereignty inter­
prets treaties, when not imposed by force, as an exercise, and not as a 
limitation or transfer, of sovereignty. International agreements no more 
involve transfers of sovereignty than do laws that permit individual 
citizens to engage in actions of a certain kind without prior authoriza­
tion or licence. From a legal point of view they are no more than "auto­
limitations"(Stankiewicz 1977, 312). It seems to me, however, that such 
an interpretation attests to the enduring influence of the old personal­
ity theory which lies at the heart of the concept of the sovereign state. 
An individual person, considered to be sovereign, does not lose his 
sovereign status by the mere fact of assuming contractual obligations, 
or empowering another to make certain decisions for him, which he 
will accept as binding. But it is far from self-evident that this conclu­
sion can be transposed from reasoning about natural persons to an 
argument about corporate persons, without begging the question 
whether it makes sense to attribute sovereignty to a persona ficta in 
the first place. 

Regardless of such niceties of legal doctrine, we may in fact be wit­
nessing something analogous to the emergence of the strong state sov­
ereignty of the past. At present, national states are still considered to 
be the basic units of the international order. But there is a growing 
sense of an international public sphere which needs to be policed un­
der international law. The tendency is to create international or even 
supranational institutions with sovereign powers over this public sphere. 
Although the doctrine of noninterference in internal affairs is still de­
fended, an increasing number of exceptions (e.g., human rights) are 
being contemplated and sometimes used to justify interventions. So 



66 The History of the Modem International Monetary System 

far, the emerging "international" sovereigns (such as the UN, EU, IMF, 
and so on) are sovereign only in a relatively weak sense, but there is no 
reason to suppose that international power structures will be less able 
to break through the barrier of national borders than the old sovereign 
was able to set aside the Bodinian barrier of private property. On the 
contemporary scene, this process has perhaps advanced further in Eu­
rope than elsewhere. Eventually, taxation or some other form of legal­
ized direct intervention, without consent of individual states, will force 
transition to a concept of strong supranational sovereignty. The logical 
end-state of this process is a world-state, with a world-government. 

Whatever one may think of the appropriateness of talk about the 
transfer of sovereignty from the national to a supranational level, or of 
the costs and benefits of such a transfer, surely the more fundamental 
question lies elsewhere. Supranational sovereignty and national sov­
ereignty are birds of a feather. In both cases there is the same negation 
of individual sovereignty, the same disregard for natural persons and 
their natural rights, the same justification of legal takings and legal 
monopolies and other privileges. International or supranational gov­
ernment is still government. If not dictatorial it will be democratic, and 
if democratic it will be under high pressure to finance all kinds of po­
litical projects by whatever means possible, including manipulation of 
the money supply. The prospects of an international monetary regime 
under political control thus present little that is new, or appealing. 

Concluding Remarks 

Perhaps the increased distance from local or national influences may 
make it easier for supranational monetary authorities to pursue sound 
monetary policies, but only if the weakening of international competi­
tive pressures does not tempt the authorities to exploit the far wider 
range of discretion open to them. The subjects of petty tyrants have 
always appealed to faraway emperors and kings to deliver them from 
local abuses of power. Kings and emperors have generally been will­
ing enough to comply with the request, and their Willingness to do so 
is a significant part of the explanation of the rise of national states 
(RUstow 1980, 101-06). The transfer of quasi-religious awe from the 
king to the national parliament to the European Parliament or the United 
Nations shows a remarkable continuity in the belief that somewhere 
up there a truly good ruler is waiting to set matters straight. But the 
bottom-line is that talk about national or supranational sovereignty, 
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with its implicit or explicit references to fictional legal persons, merely 
serves to mask the realities of political power-regardless of the direc­
tion and nature of ongoing processes of state-formation. As Blaise Pas­
cal noted in his Pensees, "Unable to fortify justice, we have justified 
force" (Pascal 1958, part 1, no. 81). 

Notes 

1. As a cause of the wealth-as opposed to the poverty-of nations, governmental 
monetary policy apparently had no role to play. The late-scholastic theologians 
ofthe sixteenth century had already commented extensively on the ways in which 
rulers could impoverish whole nations by abusing their monetary prerogatives 
(e.g., the monopoly of minting). See Chafuen 1986, chapter 5. 

2. This despite the fact that central banks were organized and evolved to meet the 
financial needs of governments. Their primary function has always been politi­
cal, or fiscal, rather than monetary. See Glasner (1989,30-35); Dowd (1989). 

3. Klein (1974); Hayek (1976, 1978). The argument was taken up by Roland Vaubel, 
Pascal Salin, and many others. Especially in the United States, there has been a 
boom in studies on free banking by Murray Rothbard, Lawrence White, Richard 
Timberlake, George Selgin, and others. 

4. "Learned studies of public law (Ie droit public) are often nothing but the history 
of ancient malpractices" (D' Argenson, quoted by Rousseau 1762, Book I, n. to 
chapter 2). 

5. The "citizen" thus stands in contrast to the individual who exists as a "perfect 
and solitary whole," that is, as a "physical and independent" being. 

6. The idea that the key to a good society was to change human nature, to create a 
"new man," was to have a fateful impact on political thought and praxis in the 
nineteenth and twentieth centuries. See, for example, Heller (1988). Rousseau him­
self, however, cannot easily be blamed for the totalitarian and collectivist excesses 
against which he warned constantly. His point was that unless the state was consti­
tuted by citizens in the true (i.e., his) sense, it could not possibly have legitimacy. 
But the attempt to change human nature was not likely to succeed except under 
very propitious circumstances (Rousseau 1762, Book II, chapter 1 0). In any case, 
Rousseau's llgislateur had no legislative powers (which would have made him the 
sovereign). Hence, the superhuman or quasi-divine qualities which legislation re­
quires, but which few men are likely to have and fewer would know how to use 
effectively without having recourse to force. Thus Rousseau's argument in Du 
Contrat Social comes close to a philosophical justification of anarchism: if there is 
to be a legitimate state, it should be possible to change man from a natural and 
individual into an artificial and collective being; but as such change is impossible, 
so is the justification of the state. Substitute "unlikely" for "impossible" and you 
get the basic presupposition of Rousseau's political philosophy. 

7. See also Rousseau (1762, Book II, chapter 12): "a nation can always change its 
laws, even the best of them; for if the people desire to harm themselves, who has 
the right to stop them?" 

8. Nussbaum (1925) elaborated Knapp's state theory into a "societary theory," mainly 
to account for the public's occasional repudiation of government money. See 
Pribram (1983, 237-39), 

9. Thus, in Knapp's view, the international gold standard of his day should be seen 
not merely as a manifestation of British dominance in international trade and of 
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the preeminence of the City of London as the world's leading financial center 
(Timberlake 1991,49, who refers to Casse11936 and Bordo 1984), but also and 
primarily as a manifestation of the acceptance of British legal and political sov­
ereignty by the world's leading trading nations in matters of trade and interna­
tional payment. 

10. The modern concept ofthe state has been credited to Machiavelli; however, most 
modern research dates its appearance as late as the sixteenth century. See Hexter 
(1973); Skinner (1978); Dyson (1980). "There is ... a complex and subtle con­
nection between the 'State as the monarch' and the 'State as standing over and 
above the monarch' and the 'impersonal abstract State'" (Vincent 1987, 65). The 
same author rightly stresses, "It is also the case that the cohesive unity of the 
twentieth-century State is the direct result of the personal theory [of the six­
teenth-century French theorists of absolutism)" (Ibid., 51). 

11. It is a small step from the conception of the state as a moral or legal person to the 
idea that this person is, or is analogous to, a real organism. Hobbes (1651, chap­
ter 24) and Rousseau (1755) made ample use of this analogy, and both saw money 
as the blood of the social organism. 

12. As a political concept Plato's personification of the polis was rejected as irrel­
evant and even pernicious by Aristotle and by most other classical (and medi­
eval) writers. It left no mark on political practice. It should be noted, however, 
that Plato introduced the concept as a means to investigate the notion of a just 
man. As R. L. Nettleship (1925, 4) put it, despite its title, we very soon find that 
The Republic is a book of moral rather than political philosophy. 

13. Cf. Maritain (1951, n. 48 to chapter 2, with a reference to Thomas Aquinas, 
Summa Theologica, la-I1ae 96:5). 

14. Locke (Second Treatise, II: 2, 6) uses this idea to foreclose the possibility of an 
absolute power (i.e., sovereignty) in human affairs. 

15. For a full presentation with proofs of theorems, see my "A Formal Theory of 
Rights" (1985 unpublished working paper, University of Maastricht). The as­
sumptions upon which the derivations rely are: 1) every person belongs to at 
least one person; 2) whatever belongs to a person A belongs to person B, if A 
belongs to B; 3) if an action makes use of a means M then it affects M; 4) for 
every action, there is some means such that the action makes use of the means; 5) 
for every means, there is some action such that the action makes use of the means. 

16. For example, it can be shown that a sovereign person has authority over his own 
property (i.e., such things as belong to him and to no independent person) with­
out the consent of any person. Also, that no person has authority over what be­
longs to a sovereign person without the latter's consent. Now, the fact that a 
sovereign person has absolute authority over his own property does not by itself 
mean that he has the right to do with it whatever he likes, for there may be in 
effect no action available to him which does not also affect something that is not 
his, but another's, property. He has to consider the rights of independent persons 
(i.e., persons who do not belong to him, such as other sovereign persons). How­
ever, if there is an action available to him that does not affect the property of 
independent persons, then it can be shown that a sovereign person does have the 
right to do the action without the consent of any person. If there are persons who 
belong to a sovereign person (and to no independent person), then the former are 
under the supreme authority of the latter. The sovereign has the right to deter­
mine what they shall do, for example, to command them to obey his will or to lay 
down the law for them. He also has the right to force or compel them to obey, 
because he has the right to do to or with them whatever he wants, as long as his 
actions do not also affect others over whom he has no authority. These state-
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ments are all paraphrases of theorems of the formal system referred to in the 
previous note. 

17. In one interpretation, going back to Jean-Jacques Rousseau (1762, Book I, chap­
ter 6), popular and state sovereignty are really the same thing, "the State" and 
"the People" being but names for the same phenomenon. 

18. At the time of the founding of the United States, there was a conscious effort to 
distinguish the American political system from that of European states. Never­
theless, many Americans have been willing to look upon the United States as 
one sovereign nation, not just in an international context but also with regard to 
the internal aspect of sovereignty. 

19. In Great Britain the "common-law perspective from the middle ages and the 
general lack of separation between public and private law, has tended 
historically ... to diminish the significance and function of the State" (Vincent 
1987, 11). 

20. The problem disappears if the members are not persons. In that case the analogy 
between a corporate person and a natural person becomes perfect. The natural 
person also is a composite body, but its parts are not persons. Here again Rousseau 
(1762, Book I, chapter 7) deserves special mention: only "citizens" are members 
of the state, natural persons are not. Citizens are the state, natural persons be­
long to it. Therefore, force may be used against natural persons in order "to 
compel them to be free," i.e., to become citizens, sharing indivisibly in the sov­
ereignty of the state. 

21. In the Memoiresfor the Dauphin (1666), Louis XIV of France wrote that "Kings 
are absolute Lords and by nature have complete and true disposition of all wealth 
owned by either churchmen or by laymen ... according to the general needs of 
their state." (Quoted in Rowen 1961,91-92). 

22. Bodin was apparently willing to recognize that the king's monopolistic control 
over the public sphere rested not on law but on force. For Bodin, the state was 
geographically defined by the reach of the king's power, not by any internal 
unity. Therefore, the same state could comprise many communities or cites and 
even peoples (nations), all of them with their own customary laws. What inter­
ested Bodin was not the foundation ofthe king's power, but the conditions under 
which its exercise would be lawful. 

23. The problems of defining the "public sphere" are still with us, as is evident in the 
controversies surrounding the political significance of the theories of "public 
goods" and "external effects". In the Hobbesian and Rousseauist theories of sov­
ereignty, these problems evaporate: it belongs to the office of the sovereign to 
draw the line between public and private spheres (Hobbes 1651, chapter 21; 
Rousseau 1762, Book II, chapter 4). 

24. The monopoly question remains at the heart of political philosophy. Nozick (1974) 
has a complex (and unconvincing) explanation of the emergence of a monopo­
listic state. 

25. One aspect of the problem emerges clearly in Locke's remarks on taxation (Sec­
ond Treatise, sections 139-40). Locke hesitates between an individual's own 
consent and the consent of the majority. 

26. If one reverses the steps of this conceptual exercise, the sequence will mirror the 
evolution from a chieftain as a ceremonial head and warleader, to a king with 
various enumerated prerogatives, to the king as supreme judge (the medieval 
conception of kingship), to the lawful and constitutional king as the supreme 
lawgiver in some restricted public sphere (Jean Bodin), to the absolute monarch 
as the supreme lawgiver with respect to all things (Hobbes), and finally to the 
state as a sovereign corporate person constituted by people in their "corporate 
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capacity," i.e., qua citizens to which people qua natural persons belong 
(Rousseau). 

27. I use the word "omnicompetence" rather than "omnipotence" to stress the legal 
character of the notion under discussion. What the state may legally do is not 
always physically or politically feasible. Also, an absolutist state need not be 
totalitarian; although it would have the right to move towards totalitarianism, 
even if it would be very foolish to do so. Hobbes insisted that, while the 
sovereign's laws, whatever they are, are necessarily just (i.e., in accord with the 
sovereign's right), not every law is a good law (Hobbes 1651, chapter 30). 

28. Obviously, if only one person is sovereign and there are no persons who are 
independent of him (e.g., God in some politico-theological systems), then there 
simply is no external aspect of sovereignty. 

29. Self-defence is itself a right based on the sovereign person's right to do with his 
own what he wills as well as on the no-right of any other persons to interfere 
with his rights without his consent. 

30. Most of the early history of the concept of state sovereignty was concerned only 
with its internal aspect, that is, with the relations between a sovereign and his 
subjects. International law got little attention. Consequently, the concept was 
often criticized because of an alleged incompatibility of state sovereignty and 
international law. Characteristically, Kelsen (1945, 384) put the problem in the 
following terms: ''The question whether the State is sovereign or not thus coin­
cides with the question whether or not international law is an order superior to 
national law." Apparently, the incompatibility could only be overcome by subor­
dination! In fact, international law and national law both have their logical foun­
dation in the concept of the sovereignty of the state, and the question of the 
superiority of the one or the other should therefore not arise. However, when the 
distinction between an internal authority-based order and an external rights-based 
order is neglected, and national-i.e., authority-based-Iaw is regarded as para­
digmatic, international law will only be recognized as law if it conforms to the 
pattern of an authority-based system of binding rules. The question of the supe­
riority of either the one or the other authority then becomes inescapable. 

31. From Locke to H. L. A. Hart (1961) much has been made of the deficiencies of 
natural justice and of the remedies for them in the context of the state. However, 
the question as to why the remedies should be supplied under a system of a 
territorial monopoly of force (the state) is passed over in silence. See Benson 
(1989). Before the nationalization of lawmaking and law enforcement under the 
doctrine of national sovereignty, legal pluralism was the rule rather than the ex­
ception (Berman 1983). 

32. Hobbes (1642, chapter 6, par. 16) rejects the old doctrine of mala in se; only the 
civil law determines what is a crime. 

33. Samuels and Rinkes (1992, chapter 14). It should be noted that Frederic Bastiat 
(1801-50) often presented the clash between the worldviews of liberals and so­
cialists in terms of a clash between economistes andjuristes, the former basing 
their science on the reality of things (natural law) and the latter on conventional 
rationalizations of existing social relations. See especially his pamphlets Propriiti 
et loi and La Loi (Bastiat [1848] 1983, 1850). 

34. Kelsen (1960) stresses "effectiveness of the legal order" as a presupposition of 
its validity. However, "effectiveness" has nothing to do with the long-run viabil­
ity of a social system in terms of human welfare. It refers only to the degree to 
which the norms of the legal order are obeyed. 

35. Spinoza (1665, chapter 20), while generally adhering to an even more absolutist 
theory of state sovereignty than Hobbes, argued from the impossibility to con-
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trol another's thoughts to a natural right to freedom of thought. It is absurd to 
say that as a being capable of thought one person belongs to another. The argu­
ment can be extended to generate a notion of self-ownership, i.e., of individual 
sovereignty. See Van Dun (1983). 

36. Cf. Rousseau's famous dictum (1762, Book II, chapter 3): ''The general will is 
always right." Also Joseph Chamberlain: "Now Government is the organised 
expression of the wishes and the wants of the people, and under these circum­
stances let us cease to regard it with suspicion." Speech at the Eighty Club, 28 
April 1885 in Schultz (1972, 54). 

37. This applies only to the internal aspect of state sovereignty. Most theorists, though 
not Hobbes, accept that a sovereign state has no right to interfere in the internal 
affairs of other sovereign states. 

38. In his 1791 controversy with Jefferson over the constitutionality of a national 
bank, Alexander Hamilton maintained as a general political principle "that every 
power vested in Government is in its nature sovereign, and includes by force of 
the term, a right to employ all the means requisite, and fairly applicable to the 
attainment of the ends of such power; and which are not precluded by restric­
tions & exceptions specified in the constitution; or not immoral, or not contrary 
to the essential ends of political society." The Papers of Alexander Hamilton 
(New York: Columbia University Press, 1965), VIII, 98. 

39. Chief Justice John Marshall, relying on Hamilton's opinion (see previous note), 
defended in M'Culioch vs. Maryland (1819) the power of Congress to charter a 
bank by noting that the principle "was introduced at a very early period of our 
history, has been recognized by many successive legislatures, and has been acted 
upon by the judicial department ... as a law of undoubted obligation .... An exposi­
tion of the constitution, deliberately established by legislative acts, on the faith 
of which an immense property has been advanced, ought not to be lightly disre­
garded." Quoted in Beveridge (1919, IV, chapter 6:291). 

40. "From 1862 on, law after law and judicial interpretations thereof eroded the 
monetary norms ofthe Constitution, until today the U.S. monetary system is the 
complete antithesis of everything the Founding Fathers prescribed" (Timberlake 
1989,320). 

41. The absurdity was first pointed out by Leibniz (1988, 118-19). 
42. Deification of the state reached its zenith during the period of "enlightened des­

potism" (Bluche 1969,364) and in the nineteenth century with Hegel's influen­
tial Rechtsphilosophie (Plant 1973, 122-23). 

43. "[The Sovereign] hath the use of so much Power and Strength conferred on him, 
that by terror thereof, he is inabled to forme the wills of them all, to Peace at 
home, and mutuall ayd against their enemies abroad" (Hobbes 1651, chapter 
17). The idea is an old one. It can be found in the Book of Lord Shang, one of the 
extant treatises representing the teachings of the legalist philosophers in ancient 
China from around the fourth century B.C. 

44. This was noted earlier by Etienne de la Bootie (1530-63) in his radical essay on 
tyranny, De la servitude volontaire, an uncompromising investigation of the 
sources of political power. 

45. Rousseau admitted this quite openly. With respect to public finance, he noted: 
"Especially in this delicate part of the administration, virtue is the only effective 
instrument .... Let us forget about registers and paper-work, and leave financial 
matters to trusted hands; there is no other way to ensure trustworthy manage­
ment" (Rousseau 1755, 85). 

46. Rousseau, the champion of popular sovereignty, objected to democracy on prin­
ciple-the sovereign should be above the government not coextensive with it-
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as well as for prudential reasons: ''There is no government so subject to civil 
wars and intestine agitations as democratic or popular government .... Were there 
a people of gods their government would be democratic. So perfect a govern­
ment is not for men" (1762, Book III, chapter 4). 

47. Crises in the provision of what people consider to be public goods (i.e., goods 
they feel the government should provide) often shift the limits of the politically 
possible. Wars are the obvious examples (Tilly 1975). For the American case see 
Higgs (1987). 

48. Depending on one's appreciation, one could call this pbenomenon the "new plu­
ralism," or the "new feudalism," or the "institutionalization of rent-seeking be­
havior." Often praised as the perfect antidote to authoritarian, even totalitarian 
tendencies of states, pluralism has also been criticized as hostile to individual 
liberty, on the ground that it insufficiently distinguishes between the leaders and 
managers of associations or corporations, on the one hand, and their members, 
employees, or consumers, on the other. See McConnell (1966); Lakoff and Rich 
(1973). 

49. Recognizing this, Rousseau formulated "the most important maxim in the matter 
of financial administration, viz. that it is much more important to avoid expendi­
tures than to increase revenues ... ," otherwise "government will grow weak, and 
little will be achieved at great cost" (Rousseau 1755, 85). 

50. This condition is necessary to meet the objection, pointed out to me by Kevin 
Dowd, that continued use could be explained by noting the "external econo­
mies" of the use of a particular money: "I use this money because everybody else 
here does." The problem, it seems to me, is then to explain why everybody else 
continues to use that particular money. If other people do not perceive its value 
as falling, or if they are not aware of the available alternatives, the external econo­
mies will be sufficient to induce me to continue to use that money, regardless of 
other factors. But if the public does perceive the loss of value and is aware of the 
alternatives, and there are no factors which artificially prop up demand, 1 cannot 
see the force of the external economies argument. Does good money drive out 
bad money on the free market, or doesn't it? 

51. The classic discussion of oikonomeia is in Aristotle's The Politics (Book I), which 
deals with the problems of managing a household's property, especially its slaves, 
as well as with those of managing the wealth of a city or state. For Aristotle the 
concept of economy is irrevocably linked to that of rule or government. Faithful 
to this classic conception, Rousseau (1755) divided l'economie generale into 
the government of persons and the administration of goods. But it was the Ger­
man philosopher Johann G. Fichte (1762-1814) who went furthest in deducing 
the notion of a centrally planned national economy from the premise of a self­
sufficient, autonomous (i.e., sovereign) political entity (Fichte 1800). 

52. For Rousseau (1755) such macroeconomic manipulation was, understandably, a 
sign of weakness and moral decay: "a government has reached the final stage of 
corruption when it has no other power than money." 

53. Financial innovations have to be controlled very carefully if the government is 
to protect its monopoly. Various funds outside the traditional financial system 
(banks and thrift institutions) have begun to create an alternative system of pay­
ments by offering transactions services to depositors. Such developments may 
in time reduce the use of the government's money in economic transactions, thus 
to a significant extent depriving the authorities of their monetary power. There is 
a strong case for the proposition that communication technologies and product 
differentiation in the financial markets of the world have already outstripped the 
regulatory powers of the national monetary authorities, while the discretionary 
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controls imposed by central banks and governments (with respect to exchange 
rates, often it would seem for fiscal, rather than monetary, reasons) merely serve 
to create or exacerbate turbulences in financial flows (Stockman 1988; Bovenberg 
1989). 

54. Both Hobbes and Rousseau warned against pluralism and intermediate organi­
zations that would compete with the state for the loyalties of its members. All the 
advantages of the state would be lost if diversity and divisiveness replaced its 
essential unity of purpose and organization (Hobbes 1651, chapter 29; Rousseau 
1762, Book II, chapter 3, Book IV, chapter 1). 

55. Another solution to this "problem" is to seal off the national economic borders 
while trying to maintain a strong military position internationally. The internal 
contradictions of this approach, which has been tried within the socialist bloc, 
should by now be too evident to require elaboration. 

56. These considerations are likely to be rated weightier in small countries, such as 
Belgium or the Netherlands, than in large countries. While participating as the 
Belgian minister of finance in the preparation of what was to become the Treaty 
of Maastricht, Philippe Maystadt repeatedly warned his collegues in the Euro­
pean Community against "the pernicious effects of fiscal competition." In an op­
ed piece in De Standaard (a Belgian newspaper, June 1992), an influential Belgian 
economist, Paul van Rompuy, warned against a transfer of fiscal powers from 
the national Belgian government to the regions (Flanders, Wallonia) by pointing 
to "the sorry state of public services in the USA," which he attributed to fiscal 
competition among the states. 

57. This is certainly the case in the European Community and in international aid 
bureaucracies which have spawned large and opaque bureaucratic systems of 
decision making (Tuft 1989; Hancock 1989). 

58. With respect to European monetary unification, it has been asserted that "the main 
costs arise from the loss of autonomy over domestic monetary policy" (Leigh­
Pemberton 1989, 12). But then the main costs of monetary union are assumed to 
fall exclusively on the politicians and officials who actually exercize that autonomy. 
It is not clear why their welfare should be the overriding consideration. 
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3 

From Gold to the Ecu: 
The International Monetary System 

in Retrospect 

Leland B. Yeager 

Our present international monetary system evolved from the inter­
national gold standard, to which, even nowadays, some reformers would 
have us return. It is not a standard hallowed by the ages. Although gold 
and silver coins appeared in ancient times, widespread standardization 
of money units as weights of gold goes back only to the nineteenth 
century. Money in medieval Europe was a hodgepodge of gold, silver, 
and base-metal coins of various degrees of fineness issued by a great 
variety of national and local rulers and traded at fluctuating rates of 
exchange. As standardization gained ground, silver was probably a 
more important monetary metal than gold. Fiat paper currencies were 
far from unknown, as in Sweden in parts of the eighteenth century and 
in the American colonies before and during the Revolutionary War. 

Great Britain had traditionally been on the silver ("sterling") stan­
dard. It eased into a bimetallic system after 1717, when Sir Isaac New­
ton, as Master of the Mint, recommended a particular value at which to 
fix the guinea gold coin in silver shillings. Britain was inflated off its 
metallic standard, leaving Bank of England notes as irredeemable stan­
dard money, from 1797 until 1821. When redeemability was restored, 
the one-pound gold sovereign, first minted in 1817, became the stan­
dard unit. 

The United States officially adopted bimetallism with the Coinage 
Act of 1792. Silver was in fact the dominant metal, as reflected in the 
very word "dollar," the widely used name for the Spanish piece-of­
eight reales, one of various large silver coins that were popular in Eu-

77 
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rope and that had first been minted in Bohemia in 1519. (The Conti­
nental Currency of the American Revolution had been denominated in 
"Spanish milled dollars.") Silver continued as the effective standard 
through the operation of Gresham's Law because the 15:1 relation be­
tween the values of gold and silver specified by the 1792 law clashed 
with the 15V2:1 bimetallic ratio adopted by France under Napoleon. 
That discrepancy lasted until the coinage acts of 1834 and 1837 cut the 
gold content of dollar-denominated coins by 6.2 percent, thus chang­
ing the U.S. bimetallic ratio to 16: 1, reversing the discrepancy with the 
outside world, and effectively switching the country from a silver to a 
gold standard. Legally the system was still bimetallic. From the Revo­
lutionary War until the Civil War (with a partial exception during the 
War of 1812), the U.S. government issued only coins, no paper money. 
The issue of banknotes was left to privately owned banks (and, in a 
few states, to state-owned banks). 

Gold discoveries in California and Australia around midcentury 
tended to cheapen gold relative to silver and, through the operation of 
Gresham's Law, to turn bimetallic standards into effective gold stan­
dards. Some economists worried about a serious loss of the purchasing 
powers of gold currencies, and the French economist Michel Cheva­
lier even recommended a switch to the silver standard (Jevons [1884] 
1964, 101). In 1865 France, Belgium, Switzerland, and Italy-and later 
Greece-formed the Latin Monetary Union in hopes of promoting in­
ternational standardization of currencies on a bimetallic basis. 

The Civil War in the United States inaugurated a regime of irre­
deemable paper money that lasted until January 1879. Gold and silver 
coins were still issued, but they traded at a premium against the green­
back dollar, which became the usual monetary unit except in the Pa­
cific Coast states. Meanwhile, laws of 1873 and 1876 discontinued the 
unrestricted coinage of silver dollars and revoked the limited legal­
tender power accorded to the somewhat heavier silver trade dollars. 
These changes meant that a return to convertibility of paper money 
would no longer restore bimetallism in the United States; rather, it 
would establish a gold standard with subsidiary silver coinage. 

Around 1873 silver began depreciating against gold on world mar­
kets. The newly established German Empire was selling off silver to 
acquire gold reserves, and silver discoveries in the American West were 
contributing to its depreciation. The Netherlands and the Scandina­
vian countries switched from silver to gold standards in the 1870s. The 
members of the Latin Monetary Union discontinued the free coinage 
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of silver, fearing that the inflow of silver into their mints, which had 
offered an unlimited market for silver, would inflate their money sup­
plies. Their bimetallism became a "limping" standard, a de facto gold 
standard. Early in 1879, Austria-Hungary, whose paper gulden had been 
inflated off its traditional silver standard, saw the quantity of silver 
formerly defining the gulden sink in value below supposedly equiva­
lent coins and banknotes. Austria and Hungary feared an inflationary 
inflow of silver into their mints and so closed them to the free coinage 
of silver. For the next thirteen years the gulden remained a paper cur­
rency floating in midair at a higher value, in relation to gold curren­
cies, than the silver-bullion content of coins. 

The actions of Germany, Scandinavia, the Netherlands, and the 
United States (with its return to redeemability in 1879) thus led a wide­
spread move onto the gold standard from the 1870s. Austria-Hungary 
moved onto a gold standard in 1892, introducing a new unit, the crown, 
equal to one-half of the old gulden. Its gold content was set in close 
correspondence to the foreign-exchange quotation of the gulden at the 
time of transition. (Actually, Austria-Hungary moved onto a gold-ex­
change standard: paper money was not unconditionally redeemable in 
gold coin, but the Austro-Hungarian Bank stabilized the crown's ex­
change rate against gold-standard currencies through market interven­
tions.) Russia, by piecemeal steps culminating in 1897, adopted a gold 
standard at a gold content· corresponding to the then prevailing ex­
change rate of the paper ruble (which, like the gulden, had earlier been 
a silver unit). After a transitional period of floating from 1893 to 1898, 
India switched from a silver standard to a gold-exchange standard; 
official foreign-exchange operations pegged the rupee to sterling. 

To judge from parliamentary and academic discussions and pam­
phlet literature in Austria-Hungary and Russia, the chief motive for 
moving onto the gold standard was not so much unsatisfactory perfor­
mance of the earlier monetary system as, rather, one of prestige: the 
gold standard was considered the most modem monetary system, the 
one most appropriate for advanced countries (Yeager 1984). 

This argument from modernity testifies to the absence of a long tra­
dition behind the gold standard. As a truly international system it pre­
vailed for only a few decades up to 1914; its beginning dates somewhere 
between 1870 and 1900. The Gold Standard Act of 1900 consolidated 
the de facto gold standard existing in the United States since 1879. 
Nevertheless, for about three decades, greenback and then bimetallist 
agitation had caused real doubt about the durability of the U.S. gold 
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standard, doubt reflected in otherwise surprisingly high interest rates 
on dollar-denominated bonds (Friedman and Schwartz 1982, 515-17). 

In 1914 the major powers shared practically a common currency: 
exchange rates between their currencies were nearly fixed within the 
gold points. China was still on silver, and several Latin American cur­
rencies still had silver currencies or fluctuating paper currencies. But 
the major powers seemed firmly set on gold. 

The decades just before World War I exhibited greater freedom of 
trade, capital movements, migration, and travel than ever before, although, 
with hindsight, historians can detect signs of moves back from near free 
trade toward protectionism as early as the 1870s. Human freedom and 
the gold standard appeared to support each other. In two of my favorite 
passages on monetary history, two otherwise quite dissimilar economists, 
Benjamin M. Anderson and John Maynard Keynes, waxed lyrical about 
the personal freedom and the expectations of continued progress that 
characterized the heyday of the classical gold standard. 

Those who have an adult's recollection and an adult's understanding of the world 
which preceded the first World War look back upon it with a great nostalgia. There 
was a sense of security then which has never since existed. Progress was generally 
taken for granted .... We had had a prolonged period in which decade after decade 
had seen increasing political freedom, the progressive spread of democratic insti­
tutions, the steady lifting of the standard of life for the masses of men .... 

In financial matters the good faith of governments and central banks was taken 
for granted .... No country took pride in debasing its currency as a clever financial 
expedient. 

London was the financial center, but there were independent gold standard 
centers in New York, Berlin, Vienna, Paris, Amsterdam, Switzerland, Japan, and 
the Scandinavian countries. There were many other countries on the gold stan­
dard, with some tendency for the weaker countries to substitute holdings of ster­
ling or other means of getting increased earnings. For their purpose the sterling 
bill was quite as good as gold .... But, in general, the great countries held their own 
gold. They relied upon themselves to meet their international obligations in gold. 
At times of great crisis a country under very heavy pressure would seek interna­
tional cooperation and international assistance, and would get it-at a steep rate of 
interest. (Anderson 1949,3-4,6) 

What an extraordinary episode in the economic progress of man that age was which 
came to an end in August 1914! The greater part of the population, it is true, 
worked hard and lived at a low standard of comfort, yet were, to all appearances, 
reasonably contented with this lot. But escape was possible, for any man of capac­
ity or character at all exceeding the average, into the middle and upper classes, for 
whom life offered, at a low cost and with the least trouble, conveniences, comforts 
and amenities beyond the compass of the richest and most powerful monarchs of 
other ages. The inhabitant of London could order by telephone, sipping his morn­
ing tea in bed, the various products of the whole earth, in such quantity as he 
might see fit, and reasonably expect their early delivery upon his doorstep; he 
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could at the same moment and by the same means adventure his wealth in the 
natural resources and new enterprises of any quarter of the world, and share, with­
out exertion or even trouble, in their prospective fruits and advantages; or he could 
decide to couple the security of his fortunes with the good faith of the towns­
people of any substantial municipality in any continent that fancy or information 
might recommend. He could secure forthwith, if he wished it, cheap and comfort­
able means of transit to any country or climate without passport or other formality, 
could despatch his servant to the neighboring office of a bank for such supply of 
the precious metals as might seem convenient, and could then proceed abroad to 
foreign quarters, without knowledge of their religion, language, or customs, bear­
ing coined wealth upon his person, and would consider himself greatly aggrieved 
and much surprised at the least interference. But, most important of all, he re­
garded this state of affairs as normal, certain, and permanent, except in the direc­
tion of further improvement, and any deviation from it as aberrant, scandalous, 
and avoidable. The projects and politics of militarism and imperialism, of racial 
and cultural rivalries, of monopolies, restrictions, and exclusion, which were to 
play the serpent to this paradise, were little more than the amusements of his daily 
newspaper, and appeared to exercise almost no influence at all on the ordinary 
course of social and economic life, the internationalization of which was nearly 
complete in practice. (Keynes 1920, 10-12) 

The Decline of the Gold Standard 

Far beyond the realm of mere monetary arrangements, the outbreak 
of World War I was a watershed in world history, one all the more 
poignant for the string of avoidable blunders that caused it. I Anyway, 
in the words of Howard S. Ellis, the gold standard has been "dead as a 
dodo ... since the guns of August 1914, since which it has only twitched" 
(quoted in Hinshaw 1971, 105-06). The word "twitched" refers to ef­
forts to resurrect it after the war. 

Exchange rates among major currencies fluctuated until the mid-
1920s. Hyperinflations plagued eastern and central Europe. Perhaps 
the best-chronicled hyperinflation of all time climaxed in Germany in 
1923, when stabilization was finally achieved at one new mark for 1 
trillion (1012) old marks. (It was not the most extreme inflation, how­
ever. My favorite economic statistic is the black-market rate on the 
dollar at the climax of the Hungarian inflation of 1946-4.6 x 1030 

pengos [Nogaro 1949, 119 n. 3, and 120], a figure 10 trillion times as 
large as the number of seconds of estimated time elapsed since the Big 
Bang at the start of our universe.) 

France pulled back from the apparent brink of hyperinflation in July 
1926 and eventually stabilized the franc at about one-fifth of its pre­
war gold parity, a rate that somewhat undervalued the franc and gave 
the country a comfortable balance-of-payments position for several 
years. Great Britain returned in May 1925 to the gold standard-no 
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longer the gold-coin standard, however, but a gold-bullion standard­
at the full prewar parity. In contrast with the new French parity, this 
rate turned out to overvalue the pound at least slightly, which made the 
balance-of-payments position precarious. Britain was particularly vul­
nerable to withdrawal of foreign funds deposited or invested in Lon­
don at short term. 

Foreigners held voluminous deposits in London, partly because many 
of the smaller countries returned after World War I not to the full gold 
standard but to a gold-exchange standard. Under that arrangement, a 
country's currency, instead of being redeemable in gold directly, was 
tied at a fixed exchange rate to a major currency that was on the gold 
standard. This arrangement was widely recommended as a device for 
"economizing" on gold by making gold reserves do double duty, serv­
ing directly as backing for gold-standard currencies and at one remove 
also as backing for gold-exchange-standard currencies. Like the gold­
bullion standard, this arrangement was an attempt-whether conscious 
or not-to have the trappings or symbols of the gold standard without 
its full restraint on money issues. As such, it contributed to the precari­
ousness of the whole system of the 1920s, aptly described as "pegging 
operations on a vast scale" (Brown 1940, 2:805). The systems insti­
tuted after both world wars resembled each other in that respect. (A 
fuller story of the precarious interwar system would have to bring in 
international wrangles over war debts and reparations.) 

Foreshadowed by earlier departures of some minor currencies from 
the gold standard, an international financial crisis broke out in 1931. 
Starting in Austria, a morbidly fascinating international chain reaction 
culminated in Britain's departure from the gold standard in September 
(Yeager 1976, 339-44). Instead of clinging to gold, most of the British 
dominions and colonies, along with some other countries, pegged their 
currencies to sterling, thus inaugurating the Sterling Area. 

The United States clung to gold for another year and a half, then 
allowed the dollar's exchange rate to float from April 1933 through 
January 1934. Official transactions manipulated the price of gold up­
ward until, under the Gold Reserve Act of January 1934, President 
Roosevelt redefined the dollar in gold at a 41 percent devaluation. Thus 
began a thirty-seven-year period during which gold's price was fixed 
at $35 an ounce. What was restored was not a full gold standard, how­
ever, but a so-called limited gold-bullion standard. Gold coins were 
abolished and, with minor exceptions, private ownership of gold was 
forbidden. Redemption in gold bullion was limited to dollars presented 
by official foreign holders such as governments and central banks. 
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A congressional joint resolution of June 1933 abrogated the gold 
clause. The clause promised payment of bond interest and repayment 
of principal in dollars "of the present weight and fineness." Before 
1933 the clause had been included almost routinely in many private 
and government issues, and its wording assured bondholders of pay­
ment in dollars containing as much gold as the dollar had contained 
when their bonds were issued. If the gold content of the dollar were to 
be reduced in the meanwhile, then a bondholder would receive enough 
additional dollars to make his payment equal in value to the amount of 
gold originally stipulated. In effect, the clause made gold, not the dol­
lar, the standard of deferred payments. 

The congressional resolution set this provision aside. Now a bond­
holder was to receive only the originally specified number of dollars, 
regardless of what had happened to the dollar's gold content. Contend­
ing that this resolution was unconstitutional, some holders of private 
and government bonds brought suit to collect what they had been prom­
ised. The Supreme Court ruled in February 1935 that abrogating the 
clause in private bonds was indeed constitutional: private agreements 
must not infringe Congress's constitutional power to coin money and 
regulate its value-that is, to define the dollar. A different situation 
existed with u.S. government bonds: Congress did not have authority 
to repudiate obligations undertaken by the United States. Partly be­
cause their legal briefs were judged deficient in proving actual dam­
ages suffered, however, the plaintiffs could not collect the additional 
dollars they sought. 

To forestall more cleverly prepared lawsuits, Congress passed a fur­
ther law amending the jurisdiction of the federal courts to bar them 
from hearing additional gold-clause cases. The episode is interesting 
as an example of the U.S. government quite deliberately repudiating 
its own solemn promises. Some economists have argued that this ac­
tion, regrettable as it was, was preferable to the alternative under the 
exceptional economic conditions of the time. Still, memories of this 
episode must have affected people's reactions later on, as in the 1960s, 
when gold-value guarantees on foreign-held dollars were suggested as 
one way to palliate the developing weakness of the U.S. balance of 
payments and the dollar. 

Despite the Sterling Area depreciations of 1931 and the subsequent 
depreciations of the dollar and currencies linked to it, France, Switzer­
land, the Netherlands, Belgium, Italy, and Poland issued a joint state­
ment during the London Economic Conference of July 1933 expressing 
their intention to maintain the existing gold parities of their currencies. 
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France in 1935 and 1936 even minted tOO-franc gold pieces corre­
sponding to the franc's new gold parity defined by a law of 1928. Fur­
ther events, to be described below, kept these coins from actually going 
into circulation. 

Amidst world depression and in the face of the depreciations of ster­
ling and the dollar and the currencies that followed them downward, 
gold currencies became increasingly overvalued. Countries that nev­
ertheless tried to cling to gold suffered balance-of-payments strains 
and unnecessarily severe domestic depression. Czechoslovakia deval­
ued in 1934, Belgium and Danzig in 1935. Increasing distrust of the 
French franc's parity showed up in forward discounts reaching 37 or 
38 percent annual rates at times in the late summer of 1936. 

The franc was suffering from one-way-option bear speculation such 
as sterling had suffered in 1931 and such as sterling and many other 
currencies would sometimes suffer under the Bretton Woods system 
after World War II. (A one-way option means almost a heads-I-win­
tails-I-break-even opportunity; for speculators know in which direc­
tion any adjustment of a fixed exchange rate will occur, while the worst 
that could realistically befall them is not a change in the opposite di­
rection but simply no change.) As things worked out, the franc had to 
be devalued in September 1936 by about 30 percent; devaluations of 
the Swiss franc and other gold currencies quickly followed. Yet after a 
few months, the devalued French franc came under renewed bearish 
pressure. 

The U.S., British, and French governments announced the French 
devaluation of September 1936 along with a Tripartite Monetary Agree­
ment. In it they recognized that exchange rates are matters of common 
concern. Each participant promised to maintain its own currency's ex­
change rate against the other two currencies at levels that would not be 
changed without twenty-four hours' advance notice. This assurance would 
facilitate cooperation in managing rates. Belgium, the Netherlands, and 
Switzerland soon adhered to the agreement, which has been widely in­
terpreted as a forerunner of the Bretton Woods agreements of 1944. 

The decade of the 1930s brought severely shrunken world trade, 
"beggar thy neighbor policies" by which governments tried to create 
jobs at other countries' expense (as by raising tariffs and tightening 
import restrictions), and unstable exchange rates. Exchange controls 
were widespread and stringent, most notably in Nazi Germany. Most 
of these troubles were consequences, however, of the world depres­
sion and of the inadequate monetary arrangements and policies that 
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made it so severe. People complained frequently about competitive 
exchange depreciation, that is, of governments' actions to drive their 
currencies below their equilibrium values to promote exports and ward 
off imports. Yet harmful delays in correcting overvaluations were prob­
ably at least as common as deliberate undervaluations. 

Interwar experience was widely supposed-notably in Ragnar 
Nurkse's influential International Currency Experience (1944)-to 
teach enduring lessons about the evils of floating exchange rates. Nurkse 
cites four episodes in particular as horrible examples: the French expe­
rience of 1922-26 of floating amidst domestically inflationary condi­
tions; Britain's float for the first several months after being driven off 
gold in September 1931; the U.S. float in 1933-34; and the French 
float of June 1937 to May 1938, when the franc, after a second devalu­
ation, was still under bearish pressure. But these were exceptional epi­
sodes-periods of transition flanked by exchange-rate pegging and 
themselves characterized by official manipulations. The most unsatis­
factory episodes of the 1930s were not examples of free floating. 

If the 1930s properly count as the death-throes period of the gold 
standard, some summary remarks about that system belong here. First, 
as a generally practiced international system, it was a brief episode in 
world history, stretching from somewhere between 1870 and 1900 un­
til 1914. Its resurrection after World War I was incomplete and tempo­
rary. Second, despite its short-lived influence, the ideology of the gold 
standard contributed to deflationary monetary policies tragically inap­
propriate to conditions of the early 1930s (Temin 1989; Eichengreen 
1992). As long as they clung to the fixed exchange rates of the gold 
standard, many countries experienced the clash between the require­
ments of internal and external balance that would be fully explained 
only by macroeconomic theories still to be developed. Especially in 
countries that had suffered severe inflations in the 1920s, fear of infla­
tion conditioned policies, inappropriately, under drastically changed 
conditions. Third, history shows that a government-managed gold stan­
dard does not ensure price-level stability or macroeconomic stability, 
though the record of government-managed paper moneys has often 
been worse. Fourth, the historical gold standard was not a self-main­
taining system: governments eventually perverted it and finally replaced 
it with discretionary paper standards. (Remember the U.S. abrogation 
of the gold clause.) Fifth, what really interferes with commercial and 
financial transactions, especially international ones, is not lack of offi­
cial convertibility of currencies into gold but impediments to convert-
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ibility in the contemporary sense, that is, government interference with 
free buying and selling of currencies on the foreign-exchange market. 
Sixth, the mystique that the gold standard may earlier have possessed­
its being esteemed as at once modem, permanent, and ethically obliga­
tory-no longer exists; and such a mystique, once destroyed, can hardly 
be resurrected. 2 

The Postwar Monetary Order 

Monetary experiences during a world war like that of 1939-1945 
are so exceptional, with governments dominating and tightly control­
ling international monetary relations, as hardly to require review here. 
The conference held at Bretton Woods, New Hampshire, in July 1944 
does deserve mention. Postwar international monetary arrangements 
trace to the charter of the International Monetary Fund (IMF), negoti­
ated there. 

The Fund was organized in 1946 and opened for business in the 
spring of 1947. The philosophy of the Bretton Woods or IMF system 
supposedly embodies lessons of interwar experience and embraces sev­
eral points. One is a horror of fluctuating exchange rates. Another en­
dorses freedom of national governments to aim their monetary and 
fiscal policies at domestic macroeconomic objectives, including full 
employment, uninhibited by rigid exchange rates. The American ne­
gotiators tended to sell the scheme as a return to the essentials of the 
gold standard, improved in 'its details, while the British negotiators, 
notably Lord Keynes, tended to sell it as achieving freedom from the 
fetters of the gold standard. The IMF philosophy also recognized 
exchange rates as matters of intergovernmental concern, not to be 
changed outside specified initial limits without international consulta­
tion and approval. 

The IMF was supposed to enforce its rules. Each member country 
was to declare a par value for its currency against either gold or the 
U.S. dollar and to prevent exchange transactions on its territory at rates 
further than 1 percent away from the declared parity. Ordinarily, each 
national authority would enforce these limits by whatever exchange­
market transactions of its own proved necessary. (The United States, 
by exception, fulfilled this obligation by standing ready to buy and sell 
gold at its official price.) Each country was free to change its exchange 
rate up to as much as 10 percent away from the initially declared rate, 
but further changes might be made only after consultation with and 
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approval of the IMF. (As things worked out, several momentous ex­
change-rate changes were made without the Fund's approval and even 
without its being notified in advance.) The Fund was required to give 
its approval if it found the change necessary to correct a "fundamental 
disequilibrium" (a concept left without precise definition), and the Fund 
might not withhold approval because of dissatisfaction with a member 
country's internal policies. In principle the IMF required free convert­
ibility of currencies, that is, their exchangeability for other currencies 
on unhampered markets, but exceptions were provided. Countries might 
maintain exchange controls during a "postwar transition period" of 
unspecified length. Beyond that, countries could maintain-and might 
even be expected to impose--exchange controls to cope with disrup­
tive capital movements, as distinguished from current-account trans­
actions. (In practice, controlling capital-account but not current-account 
transactions ultimately proved almost impossible.) 

Besides administering these rules, the Fund was charged with help­
ing to finance exchange-rate pegging. A country suffering from bal­
ance-of-payments difficulties and weakness of its currency on the 
market was expected to support its currency-provided this condition 
was deemed temporary rather than indicative of "fundamental disequi­
librium." It would buy its own currency in whatever amounts were 
necessary to keep its quotation from sinking below the prescribed nar­
row band, paying with foreign exchange (notably dollars) or gold 
(readily salable for dollars) drawn from reserves previously accumu­
lated for that purpose. Facing exhaustion of these reserves, a weak­
currency country could borrow the necessary additional foreign 
exchange from the IMF. (Technically, the transaction was called a "pur­
chase," not a borrowing, because the country deposited the counter­
part in its own currency of the foreign currency drawn; but as the rules 
required eventual reversal of the transaction, though with a few excep­
tions, the transaction was in effect a loan from the IMF.) The IMF was 
able to make such loans out of a fund of gold and, more important, 
U.S. dollars and other currencies subscribed by the member countries. 
The bulk of these contributions took the form of home-currency de­
mand notes that each member could be required to redeem when nec­
essary in actual money. Subsequent arrangements enabled the IMF to 
supplement the funds obtained from members' SUbscriptions with funds 
obtained by special borrowings and with funds created in the form of 
Special Drawing Rights (described below in the section on the col­
lapse of Bretton Woods). 
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The Bretton Woods system had no automatic method of balance-of­
payments adjustment. It lacked the mechanism inherent in a system of 
truly fixed exchange rates such as a full-fledged gold standard, namely, 
the mechanism that would regulate each country's domestic money 
supply through the currency's link to gold and the country's gain or 
loss of gold through balance-of-payments surpluses or deficits in a 
way that tended to correct or forestall those imbalances. Nor did the 
system employ the mechanism of floating exchange rates, forbidden 
by the IMF's rules. Rather, it confronted balance-of-payments disequi­
libriums, particularly deficits, with a mere "breath-holding policy" 
(Allen 1961): ordinarily a country would simply wait and hope for a 
payments deficit to go away more or less of its own accord, meanwhile 
continuing to peg its exchange rate by drawing on its own gold and 
foreign-exchange reserves and perhaps drawing on the IMP. In excep­
tional cases the country might try to restrain imports and capital out­
flows by trade and exchange controls, although controls violated the 
system's philosophy, or it might devalue its currency in cases of "fun­
damental disequilibrium." The Bretton Woods system thus held the 
exchange-rate mechanism of balance-of-payments adjustment in abey­
ance. Fundamental adjustment to changing conditions was at the mercy 
of national monetary managers. 

In the course of events, exchange-rate adjustments occurred less 
often than, according to the usual interpretation, the intellectual founders 
of the IMF system expected. One can plausibly argue that rates exhib­
ited too much rigidity. Circumstances described below apparently dis­
couraged official readiness to make rate adjustments. 

Yet many adjustments did occur. The first notable wave of adjust­
ments came with Britain's devaluation of the pound from $4.03 to $2.80 
in September 1949, promptly followed by devaluations of most other 
nondollar currencies. This upheaval invites comparison with the one of 
almost exactly eighteen years later. Britain devalued again in November 
1967, from $2.80 to $2.40, followed on this occasion by far fewer coun­
tries than before. After earlier adjustments, France devalued the franc 
again in 1957, 1958, and 1969. Devaluations were common in high­
inflation countries of Latin America, Africa, and Asia. Some upward 
revaluations, such as Germany's in 1961 and 1969, did occur, but they 
were much less common than devaluations. One reason is that whereas 
the finite size of reserves and credits limits the defense of an overvalued 
currency, no symmetric limit restrains maintaining an undervaluation: 
the country can simply keep on accumulating external reserves bought 
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with newly created home money, though at the eventual risk of import­
ing inflation. Some exchange-rate adjustments during the collapse of the 
Bretton Woods system will also be mentioned later on. 

At least three reasons explain why exchange rates were not altered to 
adjust balances of payments as often as originally expected. The first 
concerns the J-curve effect: it takes time for the price changes caused by 
an exchange-rate adjustment to affect incentives and responses and so 
affect balances of payments in the "normal" way. Meanwhile, the sheer 
arithmetic of the changes, applied to old and sluggishly responding trade 
patterns, is actually perverse. Working with short-time horizons, gov­
ernments are naturally reluctant to make moves likely to appear unsuc­
cessful for some time. Second, an exchange-rate adjustment may appear 
to be a sign of government failure. In particular, political opponents and 
adversely affected economic interests may point to a devaluation as proof 
of domestic inflationary blunders. Third, merely the live possibility, not 
to mention the expectation, of an exchange-rate adjustment flags on one­
way-option speculation. If adjustments had become a routine recourse 
in times of balance-of-payments difficulty, making them seem frequently 
possible, then specUlative capital movements would have torn apart the 
intended system of even usually fixed exchange rates. 

For such reasons, the Bretton Woods system turned out to be one of 
fixed exchange rates punctuated by only infrequent parity adjustments 
among the major currencies. (A different story applies to the inflation­
prone currencies of many smaller countries.) No automatic balance­
of-payments adjustments operated, but only a melange of patchwork 
expedients. 

The Supposed Heyday of the Bretton Woods System 

Nowadays it is common (e.g., in editorials of the Wall Street Jour­
nal) to look back with nostalgia to the supposed heyday of the Bretton 
Woods system, dating from after the first years of postwar recovery, or 
perhaps from the end of the Korean War, to around 1970. Prosperity 
generally prevailed, and the real volume of world trade grew even faster 
than countries' total real outputs. Several rounds of multilateral nego­
tiations reduced tariff levels. The postwar transition period of exchange 
controls permitted by the IMF charter eventually came to an end as, 
around 1958-60, the major countries that had not already done so now 
made their currencies externally "convertible," that is, freely tradable 
on the exchange markets. 
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It seems, therefore, that the Bretton Woods system of fixed but ad­
justable exchange rates, administered and financially supported by the 
IMF, was a clear success. This impression could be wrong for at least 
two reasons. 

First, exchange-rate arrangements hardly caused the prosperous 
times. Instead, prosperity accompanied national full-employment poli­
cies that, through monetary and fiscal measures, kept total spending 
ample to buy the outputs of fully employed economies. Such actual or 
apparent success could not last forever. Sooner or later people would 
catch on to "expansionary" policies (as they clearly did in the 1970s) 
and would respond to high or rising levels of spending more with price 
and wage increases than with sustained rises in output and employ­
ment. But the period of fully catching on can be and apparently was 
quite long-roughly two decades. Meanwhile, domestic prosperity fa­
cilitated tariff reductions and the growth of international trade. 

Second, the system was a "disequilibrium system," lacking any "au­
tomatic" and continuously operating balance-of-payments adjustments. 
It was marked early by exchange controls and later by backsliding. 
After a period of "dollar shortage," palliated by U.S. financial aid to 
the outside world, chronic balance-of-payments problems shifted to 
the United States. 

Various U.S. controls of the 1960s, notably the Interest Equaliza­
tion Tax and a ban on private American ownership of gold not only 
within but even outside the United States, as well as other measures to 
restrain lending, investing, and travel abroad, exemplify the patchwork 
measures characteristic of the Bretton Woods system. Calling in 1965 
for "voluntary" controls over capital exports, President Johnson sought 
the effect of momentous legislation without enactment by Congress. 
Business firms were asked to subordinate profit considerations to the 
administration's notions of national interest. The program's spurious 
voluntary character and its inherent vagueness violated sound legal 
principles and were questionable on grounds of political philosophy. 
Vagueness and appeals to patriotic volunteering put a premium on com­
pliance with the program's spirit as well as its letter, inhibiting vigor­
ous dissent and democratic debate. 

Disequilibrium showed up in crises of one-way-option specUlation 
that periodically swept the system. Besides those mentioned elsewhere 
in this survey, Great Britain experienced crises in 1947, 1951-52, 1956, 
1957, 1961, 1964, 1966, and 1968. Even when the defenders of existing 
parities do succeed in riding through a crisis, it causes much disruption. 
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In sum, the Bretton Woods system fulfilled original expectations 
only briefly, for a few years in the 1960s. 

The Collapse of Bretton Woods 

The system's collapse stretched out over many years. It was pretty 
clearly complete by 1 March 1973, but it is hard to say just when it 
began. One might even argue that the decline started as soon as re­
moval of the controls of the postwar transition period inaugurated the 
full-fledged system. The switch in the general direction of world dis­
equilibrium-from precariously suppressed payments deficits and cur­
rency weakness outside North America (the "dollar shortage") to 
weakness in the U.S. balance of payments and the dollar-came around 
1960, give or take a few years. The early and mid-1960s brought vari­
ous expedients to shore up the U.S. balance of payments and defend 
the dollar. They included not only the already mentioned controls but 
also measures to finance external deficits, such as the government's 
issue of special bonds denominated in foreign currencies ("Roosa 
bonds") and creation of a network of swap credits among central banks. 

In November 1967, after coping over the years with several crises 
of bear speculation, Great Britain finally devalued the pound sterling 
from the $2.80 rate set in 1949 to $2.40. Speculative attention then 
turned bearishly to the dollar and bullishly to gold. Since 1960-61 the 
United States and several other governments had been cooperating in 
the London Gold Pool, feeding gold to the open market when neces­
sary to keep its price from rising appreciably above the official figure 
of $35 an ounce. In March 1968 the members of the Pool discontinued 
this effort. A two-tier market was established: gold would continue to 
trade among governmental and intergovernmental agencies at the old 
official price, but its open-market price was freed from intervention. 
Although the U.S. government remained avowedly willing to redeem 
officially held dollars in gold, in practice various pressures behind the 
scenes discouraged large-scale redemptions. Late 1968 brought an epi­
sode of bear speculation on the French franc and bull speCUlation on 
the German mark. The authorities withstood this crisis with emergency 
and patchwork measures and with no change in official currency pari­
ties, a supposed success that brought a congratulatory message from 
President Johnson to General de Gaulle. 

Notable events of 1969 were another franc-mark speCUlative crisis 
in May, again temporarily weathered without parity changes, a sur-
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prise devaluation of the franc in August, and a temporary float of the 
mark in September before its upward repegging in October. 

In 1970 the United States registered an unprecedentedly large bal­
ance-of-payments deficit, nearly $10 billion on the official-settlements 
basis, reflecting dramatic reversals of short-term capital flows. In June, 
after floating from 1950 to 1962 and then being pegged for eight years 
at 92Y2 U.S. cents, the Canadian dollar was again allowed to float up­
ward against the U.S. dollar. 

In 1971 the U.S. official-settlements deficit reached nearly $30 bil­
lion, largely reflecting precautionary or speculative transfers of funds 
out of dollars. U.S. dollar liabilities of kinds that count in the foreign­
exchange reserves of their foreign official holders more than doubled: 
their increase in 1971 alone exceeded their total accumulation through­
out all earlier history, even counting in that cumulative amount the 49 
percent increase that had already occurred in 1970. 

Besides these numbers, 1971 brought momentous events. In early 
Maya speculative stampede out of dollars into several European cur­
rencies occurred, resulting in upward floats of the German mark and 
Dutch guilder, upward revaluations of the Swiss franc and Austrian 
schilling, and a fuller separation of the commercial and financial for­
eign-exchange markets in Belgium. Worse than being mere palliatives, 
these piecemeal adjustments aroused expectations of more to come. 
One-way-option speculation against the dollar mounted in the sum­
mer. The "Nixon shock," so called by the Japanese, came on 15 Au­
gust. The United States "closed the gold window," dropping all 
remaining pretense that officially held dollars were still redeemable in 
gold. Foreign authorities faced the choice of either continuing to peg 
their currencies against the now purely fiat dollar or else floating or 
revaluing them. A temporary 10 percent import surcharge was meant 
to prod other countries to raise their currencies against the dollar. At 
home, President Nixon imposed a wage and price freeze, which would 
later thaw into a complicated system of controls. 

After four months during which major currencies floated against 
the dollar, negotiations culminating at the Smithsonian Institution in 
Washington in December 1971 achieved what President Nixon hailed 
as "the most significant monetary agreement in the history of the world" 
(Solomon 1977, 208). Most major currencies were revalued upward 
against gold, while the dollar was devalued by 8 percent. (The official 
gold price was raised to $38. By now, however, gold parities had ceased 
to be operational except as a way of implying the central rates of cur-
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rencies against each other.) By these Smithsonian adjustments, the cen­
tral rates became $2.6057 per pound sterling (as against the $2.40 rate 
set in 1967), 31.0 cents per German mark (as against the 25 cents set in 
1961 and 27.3 cents set in 1969), and 308 Japanese yen per dollar (as 
against the long-standing rate of 360). Furthermore, the Smithsonian 
agreement widened the permissible ranges of currency fluctuations to 
2.25 percent on either side of the central rate from the 1 percent speci­
fied in the IMF charter and the 0.75 percent generally practiced. 

Supposedly, after a few months' interruption, the Bretton Woods 
system was now reconstructed on a sounder basis, with new equilib­
rium central rates set according to econometric calculations. The re­
construction lasted scarcely fourteen months. Already in June 1972 
the British pound came under bear speculation and had to be set afloat. 

Which particular events triggered the final collapse of early 1973 
was almost a matter of accident, but vulnerability to accidents had 
marked the system all along. Disappointment about delay in the Viet­
nam settlement was evidently one factor. Others were worries about 
the federal budget deficit and rapid money-supply growth in the United 
States, along with the particular timing of the inevitable further easing 
of wage and price controls. In January a flight of funds from Italy into 
Switzerland triggered introduction of a floating "financial lira" and an 
upward float of the Swiss franc, which left other nondollar currencies 
all the more attractive for speculators fleeing the dollar. On 12 Febru­
ary the United States announced a further devaluation, this time by 10 
percent. The now almost meaningless official gold price became $42.22. 
(Actually, the dollar's new parity was expressed against the IMF's 
Special Drawing Right, to be explained below.) Japan allowed the yen 
to float, and Italy allowed the lira to float in its commercial as well as 
financial market, thus joining Canada, Britain, Ireland, and Switzer­
land as floaters. 

Speculators evidently considered the latest U.S. devaluation inad­
equate. On 1 March alone the German Bundesbank had to absorb $2.5 
billion in support of the dollar against the mark, its most massive inter­
vention ever in a single day. Then it gave up trying. Similar actions 
affected other major currencies not already floating. When the major 
European foreign-exchange markets reopened officially on 19 March, 
after partial suspensions, several European currencies were floating 
jointly against the dollar. (With varying membership, the European 
currency "snake" had existed since April 1972. It was to be consoli­
dated in March 1979 into the present European Monetary System.) 
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Significantly, policymakers did not choose to switch from fixed to 
floating exchange rates; the recommendations of academic economists 
are not what prevailed. Instead, after prolonged and vigorous defense, 
the Bretton Woods system simply collapsed. Meanwhile, the defense 
effort had entailed massive purchases of dollars around the world as 
central banks and governments strove to maintain fixed parities and 
keep their currencies from rising against the dollar. During 1970-72 
and the first quarter of 1973, foreign official holders increased their 
dollar claims of types counting as international reserves by 346 per­
cent. In the process, they created massive amounts of local high-pow­
ered money, unintentionally setting the stage for mUltiple expansions 
of total money supplies through the operation of fractional-reserve 
banking. This monetary "explosion" fueled a subsequent severe speedup 
of price inflation throughout the world. (See International Financial 
Statistics, Ingram 1974, Rabin 1977, and Rabin and Yeager 1982.) 

By now the original rationale of the International Monetary Fund­
to supervise and help finance a system of fixed but adjustable exchange 
rates-had vanished. Like all good bureaucrats, however, the staff of 
the Fund had already been busy devising new functions for themselves. 
Under decisions made at the Rio de Janeiro meetings of the Fund in 
September 1967 and the provisions of an amendment to the Fund's 
charter ratified in the summer of 1969, the Special Drawing Right (SDR) 
had been created as one device for patching up the decaying system. 

The chief rationale for the SDR was that the role of the U.S. dollar 
as the main component of official foreign-exchange reserves was 
anomalous. A continuing uptrend in the volumes of world trade and 
payments, balance-of-payments disequilibriums, and official trading 
to peg exchange rates required a growing volume of reserves. Con­
tinuing growth of dollar reserves required continuing deficits in the 
U.S. balance of payments; yet these deficits and the attendant buildup 
of U.S. liquid liabilities to foreigners, especially seen in relation to 
dwindling U.S. gold reserves, made the position of the dollar seem 
increasingly precarious and vulnerable to speculation. The system as it 
had unintentionally evolved, in short, made continuing U.S. payments 
deficits both necessary and alarming. 

The supposed solution was to create a new international reserve as­
set, the SDR, sometimes nicknamed "paper gold." The IMF could cre­
ate it out of thin air and distribute it to its members in such amounts as 
would contribute to a correct total of so-called international liquidity. 
The United States could then attend to correcting its international defi-



The International Monetary System in Retrospect 9S 

cit without blocking the necessary growth of foreign-held reserves. 
Furthermore, the SDRs allocated to the United States would supple­
ment its gold reserves and aid in defense of the dollar. 

It is unnecessary here to review the complicated rules concerning 
the issue and employment of SDRs. Suffice it to say that the scheme 
did not work as intended. Years elapsed between its being first pro­
posed, then adopted, and finally implemented. More or less by coinci­
dence, the first issues of SDRs came just when they were least 
appropriate, in 1970, 1971, and 1972, when foreign official accumula­
tions of dollars were reversing any supposed shortage of international 
liquidity into a glut of international-and domestic-liquidity. SDR 
holdings have never amounted to more than a very small percentage of 
official reserves anyway. 

The SDR has, however, gained some prominence as a unit of ac­
count, especially in operations of the IMF itself and in denominating 
some private loans and bonds. Originally defined by the same quantity 
of gold then theoretically defining the dollar, the SDR was subsequently 
redefined in such a way as to avoid any jump in its size at the time of 
the change. In 1974 it was defined by a basket of sixteen currencies, 
then simplified in 1981 to a basket of only five. The simplified basket 
originally consisted of 40 U.S. cents plus specified amounts of the 
German, Japanese, French, and British currencies. The weights of the 
five currencies in the basket are periodically adjusted (as of 1996 the 
U.S. component is 58.2 cents). The SDR is thus defined by national 
fiat moneys lacking any defined values of their own. Under the current 
system of floating, the value of the SDR in any particular currency 
changes from day to day (except for a few minor currencies pegged to 
it). On 7 March 1997 the SDR was quoted at US$1.3758. 

For some time after the events of March 1973, the IMF maintained 
that floating was only temporary. Its Committee of Twenty labored at 
devising a return to a system of "stable but adjustable par values." That 
hope lapsed well before the Second Amendment to the IMF Charter was 
proposed in 1976 and ratified in 1978. Belatedly, floating became legal. 
Each member might choose to peg its currency to some other currency 
or to let it float. The original Bretton Woods requirement that each cur­
rency have a declared parity against gold or the U.S. dollar was reversed 
into an actual ban on gold parities. Further to reduce the monetary role 
of gold, in 1976 the IMF began a program of disposing of part of its gold 
stocks, partly by returning gold at the low official price to member gov­
ernments, partly by selling gold in periodic auctions. 
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Since general floating began, the scale of IMF operations has actu­
ally increased greatly. Instead of serving only to defend fixed exchange 
rates, its loans go largely to help finance official interventions in the 
markets for floating currencies. Furthermore, the IMF has from time to 
time created and reshuffled so-called special "facilities" for loans on 
specially favorable terms to countries suffering designated troubles, 
such as burdensomely expensive oil imports or weakened export mar­
kets. The IMF has been getting into the foreign-aid business, blurring 
the originally sharp demarcation between its activities and those of its 
sister Bretton Woods institution, the World Bank. 

Arrangements and Events Since 1973 

Although the dollar is floating against the major foreign currencies 
and although the bulk of world trade takes place at floating rates, the 
current system is by no means one of universal floating. Many Latin 
American, African, and Asian currencies still remain pegged to the 
dollar, although flexibly or adjustably. Several are pegged to the French 
franc, a few to other currencies, and several to the IMF's SDR. Several 
floating currencies are subject to official intervention intended to keep 
them stable against a basket of foreign currencies. 

The most notable exception to general floating is--or was-the 
European Monetary System, which succeeded the similarly intended 
currency "snake" in 1979. The system's significance was much re­
duced when its bands of permissible exchange-rate fluctuation were 
widened after episodes of speCUlative currency crisis in 1992 and 1993. 
In any case, its members are the countries of the European Union, al­
though not all participate in its exchange-rate-stabilization mechanism. 
Each participating member declares a parity for its currency against 
the European currency unit, the ecu, which is defined by a basket of 
member currencies. (Besides being an acronym, "ecu" is the name of 
an old French dollar-sized silver coin.) These ecu parities imply pari­
ties of each participating currency against each of the others. Central 
banks are required to intervene in the markets to keep their bilateral 
exchange rates from deviating beyond prescribed margins. For short 
periods, each member central bank makes its own currency available 
to its partners in amounts necessary for these stabilizing interventions. 
Since 1994 a European Monetary Institute, succeeding an earlier Eu­
ropean Monetary Cooperation Fund, has provided longer-term credits 
and issued ecus for settling debts arising from these interventions. 
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The ecu, presumably to be renamed "euro," may serve someday as 
the basis for the projected European monetary unification. (It now seems 
unclear whether the participating countries will introduce their com­
mon currency on schedule in 1999.) Like the SOR of the International 
Monetary Fund, the ecu does not yet exist in banknote form and rarely 
serves as a medium of exchange in private transactions. However, some 
official and private bonds and loans have been denominated in both of 
those basket currencies (with payments and repayments taking place 
in equivalent amounts of national currencies). The ecu has won more 
acceptance than the SOR in private markets. One apparent reason is 
that the ecu is a better alternative to or hedge against the U.S. dollar, 
since the dollar remains outside the ecu basket but is the largest com­
ponent of the SOR basket. 

Resemblances between the ecu and the SOR, along with exchange­
rate arrangements, suggest interpreting the European Monetary Sys­
tem (EMS) as a Bretton Woods system in miniature. As one might 
expect, crises of one-way-option speculation have occurred, and sev­
eral readjustments of currency parities have been made. One main dif­
ference from the Bretton Woods system is that its members have 
contented themselves with less independence for domestic monetary 
policy. The German Bundesbank has provided leadership, promoting 
convergence of national inflation rates at a lower level than would 
presumably have occurred under free floating. Anyway, this is the repu­
tation that the EMS has enjoyed. It will be interesting to see how it or 
its successor arrangement performs after the almost complete aboli­
tion of controls over trade and capital movements within the European 
Union. 

From the start, the period of worldwide floating, like the Bretton 
Woods period, has been eventful (though, except within the EMS, with­
out major crises of one-way-option speculation). October 1973 saw 
the Yom Kippur War between Israel and several Arab states, the Arab 
oil embargo against the United States and the Netherlands, the awak­
ening of OPEC, and the near-quadrupling of oil prices around the turn 
of the year 1973-74. 

Price inflation in countries ar6und the world also heated up at about 
the same time; year-over-year rates of price increase reached double­
digit levels in 1973 and 1974 (Rabin 1977). Superficial observers 
blamed the severe inflation of the 1970s on OPEC's predation, on other 
"real" shocks (even including disappearance of anchovies from off the 
coast of Peru), and, above all, on the floating of exchange rates and 
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attendant loss of the supposed financial discipline of fixed rates. Post 
hoc, ergo propter hoc. The explanation most in accord with economic 
theory, well supported by historical evidence, points to the earlier bout 
of worldwide money-supply inflation tracing to dogged but ultimately 
futile defense of fIXed exchange rates. Money-supply inflation raised 
prices with the usual lag of roughly two years. 

Other events include the world recession of 1975, associated with 
the macroeconomic consequences of the oil price increases, another 
oil shock in 1979, the sharp depreciation and then recovery of the Brit­
ish pound in 1976, associated with changing expectations of monetary 
policy and exchange-rate support, and the vicissitudes of the U.S. dol­
lar in 1978 and 1979, culminating in appointment of Paul Vo1cker as 
Federal Reserve chairman in hope that he would stop inflation and 
save the dollar. What turned out in retrospect to be the rather light­
hearted "recycling of petrodollars" to finance trade deficits caused by 
increased oil prices contributed to the international debt problem of 
third-world countries that reached the headlines in 1982. 

More pertinent than further details of this unstable environment in 
which exchange rates have been fluctuating are some comments on 
volatility and misalignments. Rates have moved widely, even wildly. 
"As someone who has always strongly favored floating exchange rates," 
Milton Friedman admitted that he "did not anticipate the volatility in 
the foreign exchange markets that we've had" (New York Times, 26 
December 1985. op-ed page). Bilateral rates have fluctuated 10 and 20 
percent over periods of months and sometimes several percent from 
day to day or even within days. The dollar fell nearly 10 percent against 
the German mark from early April to early May 1986. climbed 7 per­
cent for three weeks, then dropped 5 percent in a week (Wall Street 
Journal [WSJ), 9 June 1986,27). Earlier. between Friday 20 and Mon­
day 23 September 1985, on news of the Plaza agreement concerning 
market intervention. the dollar plunged by a reported record amount 
from one business day to the next-by 5.4. 5.3, 5.2. and 5.0 percent 
against the yen. mark, Swiss franc, and pound sterling. respectively 
(WSJ. 24 September 1985, 3; 26 September 1985. 3). After falling 
sharply during December 1991, in one week of January 1992 the dol­
lar jumped nearly 8 percent against the mark and other European cur­
rencies (WSJ. 16 January 1992. CI5). Contrary to hopes pinned earlier 
on development of market institutions and accumulation of experience. 
rate fluctuations appear not to have been getting milder over time. Again 
the question arises of how to apportion blame. if any is due, between 
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the markets themselves and the climate of irresponsible and unpredict­
able government policies in which they operate. 

It is an unsettled issue whether official intervention, together with 
rumors of its being started, altered, or suspended, has made exchange 
rates less or more volatile on the whole than they otherwise would 
have been. (Yeager 1976, chapter 14, explains how intervention might 
increase volatility and surveys episodes in which it apparently did. 
Gyrations of the British pound in 1976-77 and of the U.S. dollar in 
1977-78 further illustrate the influence of official intervention, its sus­
pension, negotiations for international support of a currency, and re­
lated rumors, true and false.) In the view of Professor Steve Hanke, 
chief economist for a commodity- and currency-trading firm, the threat 
of more central-bank intervention leads to greater market volatility. It 
raises the risk for currency speculators and forces them to seek greater 
returns in compensation. "We're getting another set of big players in 
the market and you never know when they're going to hit the accelera­
tor or slam on the brakes" (WSJ, 8 May 1986,34). The financial press 
frequently carries stories interpreting day-by-day exchange-rate jumps 
as responses to news and correct or incorrect rumors about presence, 
intensification, absence, or diminution of official intervention. News­
paper stories scarcely prove cause and effect, of course. Hard evidence 
on such matters is elusive. But an economic historian, like a detective 
(cf. Winks 1970), would be ill-advised to rule out any evidence a priori. 
Newspaper stories offer clues to the thinking of people in the markets, 
and their thinking and reactions are bound to affect what happens. 

Explanations of exchange-rate volatility, however plausible, do not 
explain it away. How serious its consequences are is not clear. Volatil­
ity seems not to have impaired the volume of international trade, or not 
enough for the effect to be detectable beyond doubt (Aschheim and 
others, 1987, esp. 433-441). Capital movements have flourished, per­
haps excessively in some sense; and foreign-exchange transactions 
associated with them now vastly overshadow transactions associated 
with trade in goods and services. 

Volatility, some proponents of intervention argue, is a nuisance but 
not the worst defect of the current float. More serious, they say, are 
exchange rates "misaligned" with their long-run equilibrium levels or 
with relative price levels and other "fundamentals" (Williamson 1985; 
Bank for International Settlements 1986, 150). Misalignments cause 
alternations of splurge and austerity as a country's currency floats too 
high and then too low. They distort the allocation of resources between 
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tradable-goods and nontradable-goods industries; they impose unem­
ployment and other costs of otherwise unnecessary interindustry re­
source shifts; they contribute to inflation through ratchet effects; they 
breed protectionist measures; and so forth. Such concerns about mis­
alignment form the core of the case for exchange-rate management­
for "target zones" and the like. 

The most conspicuous case of misalignment was the growing strength 
of the U.S. dollar up to early 1985. From its low in July 1980 to its 
peak in February 1985 "the multilateral trade-weighted value of the 
dollar rose 87 percent in nominal terms and 78 percent in real terms" 
(U.S. Council of Economic Advisers 1986,31; other measures show 
roughly the same degree of nominal appreciation against other curren­
cies on average). 

Around the peak, concerted intervention by the Federal Reserve and 
other central banks worked for a decline in the dollar; and the Plaza 
Agreement of September 1985 reenforced this interventionist posture. 
Yet the turnaround and subsequent sharp decline cannot be attributed 
mainly to intervention. The dollar had risen unsustainably high. By 
early 1987, official worries focused on its weakness, and the Louvre 
Accord of February 1987 was intended to restrain its fall. Although the 
Louvre target zones for exchange rates never were publicly announced, 
it had become evident by late in the year that the official support of the 
dollar had collapsed. By the end of 1987 the dollar had fallen to below 
half of its 1985 peak values against the mark and yen. Thereafter it 
recovered somewhat, reportedly thanks in part to official intervention; 
but by late 1991 and early 1992 the dollar was again scoring record 
lows against the mark. 

This is not the place to offer and test explanations of the dollar's rise 
and fall in the 1980s. Changing influences of and reactions to the U.S. 
government budget deficit enter into the most prominent conjectures. 
The size of the exchange-rate swings in comparison with fundamen­
tals such as relative price levels suggest that if the dollar was not mas­
sively overvalued at its peak of 1985, it must have been massively 
undervalued in mid-1980 and again at the end of 1987. 

Some free-market champions are inclined to answer the question 
whether exchange rates have been correct during the period of floating 
by observing that markets are efficient and take account of all informa­
tion cost-effectively available. Anyone who knew better than the opin­
ion already reflected in exchange rates was free to profit from such 
superior knowledge. The rates that did emerge must have been correct. 
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This interpretation comes dangerously close to tautology, to defining 
whatever happens on a free market as correct and not subject to sec­
ond-guessing. 

I am willing to employ hindsight. But I press the question: What 
would the alternative have been to the rate swings actually experi­
enced? Dissatisfaction with one course of events does not imply know­
ing how and being able to achieve a more satisfactory course. Anyone 
who argues that the dollar's appreciation to its peak of early 1985 
should have been prevented should say how and should examine the 
likely consequences of the measures contemplated. The alternative 
policies that occur to me do not seem attractive. (I refer, of course, to 
palliative policies of the usual variety, not to genuine commitment 
by governments and central banks to currencies of stable purchasing 
power.) 

On the issue of the exchange-rate system, it is superficial to say that 
we should have kept rates fixed in 1973 and should fix them again 
now. Prodigious efforts to keep them fixed simply collapsed. More 
recently, even the Louvre accord for pegging rates loosely within fuzzy 
and unannounced ranges collapsed within several months. What is the 
point of saying that something should have been done or should now 
be done if in fact it could not and cannot be done? 

Where Do We Go from Here? 

Although my task has been to describe historical developments, I 
feel entitled to offer some hints about possible reforms. 

First, we should be clear about just what is absurd in the existing 
system. It is not the free determination of prices on the foreign-ex­
change market (rates are not freely flexible anyway). The absurdity 
consists in what those prices are the prices of. They are the prices of 
national fiat moneys quoted in each other, each lacking any defined 
value. At bottom, the unit of account in the United States is whatever 
value the supply of and demand for cash balances fleetingly accord to 
a scruffy piece of paper, the dollar bill. The value of each money re­
sponds to conjectures about the intentions of the government issuing ·it 
and about that government's ability to carry through on good inten­
tions. These conjectures are understandably subject to sharp change. 

Ideas for reform along the lines of the European Monetary System 
and its ecu are popular nowadays. Yet the ecu does not represent a 
fundamental reform. It is merely a basket of national currencies, each 
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continuing to suffer erosion of its purchasing power for reasons amply 
illustrated in the entire history of fiat money. 

In contrast, the "Eurostable" proposed by Jacques Riboud (1975, 
1977) would be a stable unit. The Eurostable would also be a basket of 
currencies, but the number of units of each currency included in the 
basket would be periodically adjusted up (or down) in proportion to a 
price index of its home country. The Eurostable would thus have a 
stable average purchasing power over the goods and services whose 
prices entered into calculating the national price indexes employed in 
adjusting the basket's composition. So conceived, Riboud's Eurostable 
presupposes the continued existence of national currencies. 

The idea underlying the Eurostable might be implemented in a sim­
pler way. Instead of being defined by periodically adjusted amounts of 
national currencies, a stable unit might be defined directly by a basket 
of goods and services of the kinds and in the amounts appropriate for 
calculating a wholesale or cost-of-living index. 

The issue of money denominated in a new stable unit need not nec­
essarily be entrusted either to a supranational agency or to national 
governments. Proposals for radical reform can at least stimulate ideas. 
One promising approach would privatize the monetary system 
(Greenfield and Yeager 1983; Yeager and Greenfield 1989; Dowd 1989). 
No longer allowed to issue money, the government would merely des­
ignate a new unit of account and promote its general voluntary adop­
tion by using it in its own accounting, taxation, contracting, payments, 
and other operations. Instead of being defined by government money 
or by any other particular medium of exchange, the unit would be 
defined by a bundle of goods and services comprehensive enough for 
the general level of prices quoted in it to be approximately stable. Pri­
vate banks would issue notes and checkable deposits, and they might 
also offer checking privileges against equity mutual funds. The quan­
tities of these media of exchange would accommodate themselves to 
the demand for them at the price level corresponding to the definition 
of the unit. Incipient imbalances would trigger corrective arbitrage. 
This automatic equilibration of demand for and supply of media of 
exchange at a stable price level would prevent price inflation and ma­
jor recessions. 

Under the discipline of competition, the private issuers of notes and 
deposits would probably stand ready to redeem them in convenient 
assets (gold or agreed securities) in amounts having the same total 
value in bundle-defined units as the denominations of the notes and 
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deposits being redeemed. Most redemptions would probably take place 
at clearinghouses, where banks acquiring notes issued by or checks 
drawn on other banks would routinely present them for settlement 
against their own obligations presented by others. Net balances at the 
clearinghouse would be settled by transfers of the agreed redemption 
medium. The necessary calculations and operations would be carried 
out every business day by professionals. With the proposed reform in 
effect, ordinary persons would no more need to understand what deter­
mined the purchasing power of the unit of account than they needed to 
understand how the gold standard worked before World War I or than 
they need to understand Federal Reserve operations and the rest of 
today's unsatisfactory process of determining the purchasing power of 
the fiat dollar. 

The particular reform just sketched needs no further argument here 
and no defense against appealing alternatives. It already illustrates what 
a fundamental monetary reform would be, in contrast to superficial 
tinkering with the arrangements under which undefined national fiat 
currencies trade against each other. The root absurdity of our existing 
system will eventually become manifest. How long will the U.S. gov­
ernment, like other governments, remain able to run up debt denomi­
nated in an undefined unit and ultimately repayable in nothing more 
definite than pieces of paper to be printed by itself? 

Notes 

1. The explanation of the war that invokes the Leninist theory of imperialism, one 
theme of a course I was assigned to teach at the University of Maryland long 
ago, seems to me contrary to fact and reason. 

2. Credible commitment to gold before World War I "depended on a unique con­
stellation of political and economic factors." The kind of cooperation among 
central banks that facilitated the system's operation "rested on a specific con­
juncture of political, economic, and intellectual circumstances unique to the late­
nineteenth and early-twentieth centuries" (Eichengreen 1992,390-91). 
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The Gold-Exchange Standard 
in the Interwar Years 

Murray N. Rothbard 

Great Britain emerged victorious from its travail in World War I, 
but its economy, and particularly its currency, lay in shambles. All the 
warring countries had financed their massive four-year war effort by 
monetizing their deficits, most of them doubling, tripling, or quadru­
pling their money supplies, with equivalent impacts upon their prices. 1 

The massive influx of government paper money forced these warring 
governments to go rapidly off the gold standard. The currencies depre­
ciated in terms of gold, but the ongoing relative changes were hard to 
see due to the exchange controls that prevailed in these economies 
during World War I. Only the United States, which entered the war two 
and a-half years after the other countries and hence inflated its cur­
rency less, managed to remain de jure on its prewar gold standard. De 
facto, however, the U.S. barred export of gold during the war, and so 
was effectively off gold during that period. In March 1919, when for­
eign exchange markets became free once more, the bad news became 
evident: while the dollar, again de facto as well as de jure on gold, 
remained at its prewar par (approximately 1120 a gold ounce), Euro­
pean fiat paper currencies were significantly depreciated. The once 
mighty pound sterling, traditionally at (approximately) $4.86, now sold 
at approximately $3.50, and at one point, in February 1920, was down 
to $3.20.2 Here was a 30 to 35 percent depreciation of British sterling 
from its prewar par. 

The editors are grateful for the editorial assistance of Robert Formaini in preparing 
this chapter for publication. 

lOS 
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Europe, both during and after the war, saw its monetary and finan­
cial markets broadly affected and transfonned by the effects of that 
war; inflation,3 depreciation, and exchange rate volatility were the con­
sequences. For the first time since the Napoleonic Wars, commercial 
markets lacked an international money, a medium of exchange that 
could be used throughout the trading world. They also lacked the in­
ternational harmony, monetary stability, and calculability that a gener­
ally accepted worldwide money could provide. The entire commercial 
world went through a period of difficult adjustment after the war as 
each nation sought both to protect its own interests and to reestablish a 
workable international system such as had functioned prior to the war's 
outbreak. Given the ongoing difficulties such a retrenchment imposed, 
it is not surprising that many looked back with nostalgia to the pre­
World War I period as an economic "Eden." 

The Classical Gold Standard4 

The nineteenth-century monetary system has been referred to as the 
"classical" gold standard. It has become fashionable among many 
economists to denigrate that system as only existent in the last decades 
of the nineteenth century and as simply a fonn of pound-sterling stan­
dard, since London was the great financial center during this period. 
This depiction of gold, however, is faulty and misleading. It is true that 
London was the major financial center in that period, but the world 
was scarcely on a pound standard. Active oversight from other great 
financial centers-Berlin, Paris, Amsterdam, Brussels, New York­
insured that gold was truly the standard money throughout the world.s 

Furthermore, to stress only the few decades before 1914 as the age 
of the gold standard ignores the fact that gold and silver have been the 
world's most often chosen monetary metals throughout history. Coun­
tries shifted to and from freely fluctuating parallel gold and silver stan­
dards in attempts, self-defeating in the long run, to fix the rate of 
exchange between the two metals ("bimetallism"). The fact that coun­
tries shifted from silver and toward gold monometallism in the late 
nineteenth century should not obscure the fact that gold and silver, for 
centuries, were the world's moneys, and that previous paper money 
experiments (the longest during the Napoleonic Wars) were consid­
ered to be both ephemeral and disastrously inflationary. Specie stan­
dards, whether gold or silver, have been virtually coextensive with the 
history of civilization.6 
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Under the classical gold standard, most national currencies are de­
fined as a unit of weight of gold and, therefore, the currency is redeem­
able by its issuer (the government, its central bank, or private issuers) 
in the defined weight of gold coin. While gold bullion, in the form of 
large bars, was used for international payment, gold coin could be used 
in everyday transactions by the general public. For obvious reasons, it 
is the inherent tendency of every money-issuer to create as much money 
as he can get away with. But governments, central banks, and private 
issurers on the gold standard were constrained in their issue of paper 
or bank deposits by the ultimate necessity of redemption in gold coin. 
This fact accounts for the often torturous legislation whose purpose, 
usually, was to prevent such treasury and central bank redemption. 
Such legislation took the form of legal tender laws, special tax regula­
tions, and central-government operated and regulated fractional reserve 
systems in general. 

As in the familiar Hume-Cantillon international price-specie flow 
mechanism, an increase of banknotes or deposits beyond the redemp­
tive gold stock increases the supply of money, for example, francs in 
France. The increase of the supply of francs and incomes in francs 
leads to (a) an increase in both domestic and foreign spending, hence 
increasing prices of imports; and (b) a rise in domestic French prices, 
thereby making domestic goods less competitive abroad and diminish­
ing exports, while making foreign goods more attractive and raising 
imports. The result is a deficit in the balance of payments, putting pres­
sure upon French banks to supply gold to English, American, or Dutch 
exporters. In short, since in government fractional reserve central bank­
ing, paper and bank notes pyramid as a mUltiple of gold reserves, this 
expansion of the already engorged top of the inverted pyramid must be 
followed by a loss in the apex supporting the swollen liabilities. In 
addition, clients who are holders of French banknotes or deposits are 
apt to become increasingly concerned, lose confidence in the viability 
of the French banks, and hence call on those banks to redeem in gold­
thus putting those banks at risk for a devastating bank run. The result 
was an often panicky and sudden contraction of banknotes, generating 
a recession to replace the previous inflationary boom and leading to a 
contraction in notes and deposits, a drop in the French money supply, 
and a consequent fall in domestic French prices.' The balance of pay­
ments deficit is reversed, and gold flows back into French coffers. In 
short, the classical gold standard put a severe limit upon the inherent 
tendency of monopoly money-issuers to issue money without check. 
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Britain Faces the Postwar World 

At the end of World War I, only the United States dollar remained 
on the old gold-coin standard, at the 1120 ounce par.s The other powers 
suffered from national fiat currencies. Suddenly, their currencies were 
no longer units of weight of gold but legal tender paper notes, such as 
pound, franc, mark, etc. Their rates depreciated with respect to gold 
and fluctuated with respect to one another. It was generally agreed that 
this system was intolerable and that a way must be found to recon­
struct the world's monetary system, including restoration of a world 
money and a universal medium of exchange. At the heart of the Euro­
pean monetary crisis was the British government, which took the lead 
in trying to solve the problem. In the first place, London had been the 
major prewar financial center; secondly, Britain dominated the post­
war League of Nations and, in particular, its powerful Economic and 
Financial Committee. Furthermore, though inflated and depreciated, 
the British pound was still in far better shape than the other major 
currencies of Europe. The pound sterling in February 1920 was depre­
ciated by 35 percent compared to its 1914 gold par, the French franc 
was depreciated by 64 percent, the Belgian franc by 62 percent, the 
Italian lira by 71 percent, and the German mark by 96 percent (Palyi 
1972,38-39). It was clear that Britain was in a position to guide the 
world to a new postwar monetary order, and the English government 
eagerly accepted what turned out to be one of the last remnants of its 
imperial task. 

Understandably, the British decided that the postwar system might 
be successfully replaced by the prewar one; that is, by a return to the 
old gold standard arrangement. However, at the same time they also 
decided that they would have to return to gold at the old prewar par of 
$4.86. Apparently, few economists or statesmen, Keynes being a no­
table exception, argued at the time for cutting British losses, starting 
with the real world as it existed in the early 1920s, facing reality, and 
going back to gold at the realistic, depreciated $3.20 or $3.50 per pound 
sterling. In view of the enormous difficulties the decision to go back to 
gold at $4.86 entailed, it is difficult in hindsight to understand why 
there was so little support for going back to a realistic par or why there 
was so much drive to go back at the old one.9 For going back to a 
pound 30 to 35 percent above the market rate meant that English ex­
ports, upon which the country depended to finance its imports, would 
be priced far above their competitive price in world markets. Coal, 
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cotton textiles, iron, steel, and shipbuilding-specifically-the bulk 
of the export industries that had generated prewar prosperity, became 
permanently depressed in the 1920s, with accompanying heavy unem­
ployment. In order to avoid export depression, the British government 
would have to have been willing to allow a substantial monetary and 
price deflation to make its goods once more competitive in foreign 
markets. 

In contrast to pre-World War I days, however, British wage rates 
had been made rigid downward by powerful government support of 
trade-unionism, and particularly by a massive and extravagant system 
of national unemployment insurance. Rather than accept a rigorous 
deflationary policy to accompany its return to gold, the British gov­
ernment therefore insisted on just the opposite: a continuation of mon­
etary inflation and a policy of low interest rates. England would emerge 
in the postwar world as committed to a monetary policy based on three 
rigid but mutually self-contradictory axioms: (1) a return to gold; (2) a 
return to the sharply overvalued pound of $4.86; and (3) a continua­
tion of a policy of inflation (cheap money). Given a program based on 
such internal self-contradiction, the British government, though they 
maneuvered on the world monetary scene with brilliant tactical shrewd­
ness, ultimately had to fail in their policies. 

Why did the British government insist on returning to gold at the 
old, overvalued par? Partly it was a vain desire to recapture old glo­
ries, to bring back the days when London was the world's financial 
center. The British government did not seem to realize fully that the 
United States had emerged from the war as the great creditor nation 
and also, financially, as the strongest one: financial dominance was 
moving to New York. To recapture their financial dominance, the Brit­
ish government believed it would have to restore the old, traditional 
$4.86 pound. Undoubtedly, they also remembered that after two de­
cades of war against the French Revolution and Napoleon, the pound 
had recovered relatively quickly from its depreciated state, and that 
the government had been able to restore the pound at its pre-fiat money 
par. This restoration was made possible by the fact that the post-Napo­
leonic War pound returned quickly to its prewar par because of a sharp 
monetary and price deflation that was initiated by the British Treasury 
through the Bank of England. 1O After the war, the government appar­
ently did not realize that the restoration of the pre-Napoleonic War par 
had required a policy of deflation and that their newly rigidified war 
structure could not easily adapt to a deflationary policy. Instead, Brit-
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ish policy makers insisted on enjoying the benefits of gold and a highly 
overvalued pound while, simultaneously, continuing a policy of infla­
tion. Another reason for returning at $4.86 was a desire by the power­
ful City of London-the financiers who held much of the public debt 
swollen during the war-to be repaid in pounds that would be worth 
their old prewar value in terms of gold and purchasing power. 

Since the British were now attempting to support more than twice 
as much money on top of approximately the same gold base as before 
the war, and the other European countries were suffering from even 
more inflated currencies, the British and other Europeans complained 
throughout the 1920s of a gold "shortage," or shortage of "liquidity." 
These complaints reflected a failure to realize that, on the market, a 
"shortage" can only be the consequence of an artificially low price of a 
good. The "gold shortage" of the 1920s reflected the artificially low 
"price" of gold, that is, the artificially overvalued rate at which pounds­
and many other European currencies-returned to gold in the 1920s, 
and therefore the arbitrarily low rate at which gold was pegged in terms 
of those currencies. 

More particularly, since the pound was pegged at an overvalued 
rate compared to gold, Britain would tend to suffer in the 1920s from 
gold flowing out of the country. Or, put another way, the depreciated 
pound would, in the classic price-specie-flow mechanism, tend to drive 
gold out of Britain to pay for a deficit in the balance of payments and 
would put severe contractionary pressure upon the English banking 
system. But how could Britain, in the postwar world, cleave to these 
contradictory axioms and yet avoid a disastrous outflow of gold fol­
lowed by a banking collapse and monetary contraction? 

Return to Gold at $4.86: The Cunliffee Committee and After 

Britain's postwar course had already been set during the war. In 
January 1918 the British Treasury and the Ministry of Reconstruction 
established the Cunliffee Committee, the Committee on Currency and 
Foreign Exchanges After the War, headed by the venerable Walter Lord 
Cunliffee, retiring governor of the Bank of England. As early as its 
first Interim Report in the summer of 1918, and confirmed in its Final 
Report the following year, the Cunliffee Committee called, in no un­
certain terms, for return to the gold standard at the prewar par. No 
alternatives were considered (Moggridge 1972, 18; Palyi 1972, 75). 
This course was confirmed in 1918 by the Bassar-Smith Committee on 
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Financial Facilities, which was composed largely of representatives of 
industry and commerce. A minority of bankers, including Sir Brien 
Cockayne and incoming Governor of the Bank of England Montagu 
Norman, argued for an immediate return to gold at the old par, but they 
were overruled by the majority, led by their economic adviser, the dis­
tinguished Cambridge economist and chosen successor to Alfred 
Marshall's professorial chair, Arthur Cecil Pigou. 

Pigou argued for postponement of the return, hoping to ease the tran­
sition by loans from abroad and, in particular, by inflation in the United 
States. The hope for U.S. inflation became a continuing theme during 
the 1920s, since Britain's depreciated pound was causing gold to flow 
into the United States, a loss which could be staved off, at least in theory, 
by inflation in the United States. After exchange controls and most other 
wartime controls were lifted at the end of 1919, Britain, not knowing 
precisely when to return to gold, passed the Gold and Silver Export 
Embargo Act in 1920 for a five-year period. The act in effect continued 
a fiat paper standard until the end of 1925, with an announced intention 
of returning to gold at that time (Sayers 1970, 86). 

The United States and Great Britain both experienced a traditional 
immediate postwar boom, continuing the wartime inflation in 1919 
and 1920, followed by a severe corrective recession and deflation in 
1921. The English deflation did not suffice to correct the overvalua­
tion of the pound, since the United States, now the strongest country 
on gold, had deflated as well. The fact that sterling began to appreciate 
toward the old par during 1924 misled the British into thinking that the 
pound would not be overvalued at $4.86. Actually, the appreciation 
was the result of speculators betting on a nearly sure thing: the pound's 
return to gold during 1925 at the old $4.86 par. 

While prices and wage rates rose together in England during the war­
time and postwar inflationary boom, they scarcely fell together. When 
commodity prices fell sharply in England in 1920 and 1921, wages fell 
much less and remained well above prewar levels. This rise in real wage 
rates, bringing about a high level of chronic unemployment, reflected 
the severe downward wage rigidity in Britain after the war caused by the 
spread of trade unionism and also by the massive new unemployment 
insurance program (Palyi 1972, 155; Anderson 1949, 74). 

The condition of the English economy, in particular the high rate of 
unemployment and depression of the export industries during the 1922-
24 recovery from the postwar recession, should have given the British 
pause. From 1851 to 1914, the unemployment rate in Great Britain had 
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hovered consistently around 3 percent; during the boom of 1919-20, it 
was 2.4 percent. Yet during the postwar "recovery," British unemploy­
ment ranged between 9 and 15 percent. It should have been clear that 
something was very wrong. 

It is not surprising that the high unemployment was concentrated in 
the British export industries. Compared to the prewar year of 1913, 
most of the domestic economy in Britain was in fairly good shape by 
1924. Using 1913 as the base year (=100), real gross domestic product 
was 92, consumer expenditures were 100, construction was 114, and 
gross fixed investment was a robust 132. But while real imports were 
100 in 1924, real exports were in sickly shape at only 72. Or, in mon­
etary terms, British imports were 111 in 1924, whereas British exports 
were only 80. In contrast, world exports were 107 compared with 1913. 

The sickness of British exports may be seen in the fate of the tradi­
tional major export industries during the 1920s. Compared with 1913, 
iron and steel exports in 1924 were 77.5; cotton textile exports were 
65; coal exports were 80; and shipbuilding exports a very low 35. Con­
sequently, Britain was now in debt to such strong countries as the United 
States, while a creditor to such financially weak countries as France, 
Russia, and Italy (Moggridge 1972, 28-29). 

These data clearly show that the export industries suffered particu­
larly from depression because of the impact of the overvalued pound; 
and that, furthermore, the depression took the form of permanently 
high unemployment even in the midst of a general recovery because 
wage rates were kept rigid downward by trade unions and especially 
by the massive system of unemployment insurance. 11 

There were several anomalies and paradoxes in the conflicts and 
discussions over the Cunliffee Committee recommendations from 1918 
until the actual return to gold in 1925. The critics of the committee 
were generally discredited for being ardent inflationists as well as op­
ponents of the old par. These forces included Keynes; the powerful 
trade association, the Federation of British Industries (F.B.I.); and Sir 
Reginald McKenna, a wartime chancellor of the exchequer and, after 
the war, head of the huge Midland Bank. And yet, most of these infla­
tionists and antideflationists, with the exception of Keynes and W. Peter 
Rylands (the F.B.I. president in 1921), were willing to go along with 
return to the prewar par. This put the critics of deflation and propo­
nents of cheap money in the curiously contradictory position of being 
willing to accept return to an overvalued pound, while combatting the 
logic of that pound-namely, deflation. Thus, McKenna, who posi-
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tively desired a policy of domestic inflation and cheap money and cared 
little for exchange rate stability or gold, was willing to go along with 
the return to gold at $4.86. The F.B.I., which recognized the increasing 
rigidity of wage costs, was fearful of deflation. Its 1921 president, Pe­
ter Rylands, argued forcefully that stability of exchange "is of far greater 
importance than the re-establishment of any pre-war ratio." He went 
so far as to advocate a return at the far more sensible rate of $4.00 to 
the pound: 

We have got accustomed to a relationship ... of about four dollars to the pound, and 
I feel that the interests of the manufacturers would be best served if it could by 
some means be fixed at four dollars to the pound and remain there for all time. 12 

But apart from Rylands, the other antideflationists were willing to go 
along with the prewar par. Why? The influential journal, Round Table, 
one of their number, noted the anomaly: 

While there is a very large body of opinion which wants to see the pound sterling 
again at par with gold, there are very few so far as we know, who publicly advo­
cate in order to secure such a result an actively deflationary policy at this particu­
lar moment, leading to a further fall in prices .... 13 

There are several answers to this question, all centering around the 
view that deflationary adjustments resulting from a return to the prewar 
par would be insignificant. In the first place, there was a confident ex­
pectation, echoing the original view of Pigou, that price inflation in the 
United States would set things right and validate the $4.86 pound. This 
argument was used in behalf of $4.86 by the Round Table, by McKenna, 
and by McKenna's fellow dissident banker, F. C. Goodenough, chair­
man of Bar1cays Bank. The reasons for that optimism will be further 
explored below. A second reason already alluded to in this chapter was 
that the inevitable rise in sterling to par as the return date approached 
misled many people into believing that the market action was justifying 
the choice of rate. 

A third reason for optimism particularly needs exploring: the British 
were subtly but crucially changing the rules of the game and returning to 
a very different and far weaker "gold standard" than had existed before 
the war. When the British government made its final decision to return 
to gold at $4.86 in the spring of 1925, Colonel Willey, the head of the 
F.B.I., was one of the few to register a perceptive warning note: 

(t)he announcement made today ... will rapidly bring the pound to parity with the 
dollar and will ... increase the present difficulties of our export trade, which is al-
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ready suffering from a greater rise in the value of the pound than is justified by the 
relative level of sterling and gold prices. 14 

The way was paved for the final decision to return to gold by the 
Committee on Currency and Bank of England Note Issues, appointed 
by Chancellor of the Exchequer Philip Snowden on 5 May 1924 at the 
suggestion of influential Treasury official, Sir OUo Niemeyer. Known 
as the Chamberlain-Bradbury Committee, it was cochaired by former 
Chancellor Sir Austen Chamberlain and by Sir John Bradbury, a former 
member of the old Cunliffee Committee. Also on the new committee 
were Niemeyer and Professor Pigou of the Cunliffee group. Fortunately, 
we have a full account of the testimony before the Chamberlain­
Bradbury Committee and of the arguments used to induce Chancellor 
of the Exchequer Churchill to go back to gold the following year. 

It is clear from these accounts that the dominant theme was that 
deflation and export depression could be avoided because of expected 
rising prices in the United States, which would restore the British ex­
port position and avoid an outflow of gold from Britain to the United 
States. Sir Charles Addis, a member ofthe Cunliffee Committee and a 
director of the Bank of England-and the director upon whom Bank 
Governor Montagu Norman relied most for advice--called for a return 
to gold during 1925. Addis welcomed any deflation as a necessary 
sacrifice in order to restore the City of London as the world's financial 
center. But he too expected a rise in prices in the United States. 

After listening to a great deal of testimony, the committee recom­
mended waiting until 1925 so as to allow American prices to rise. 
Bradbury wrote to Gaspard Farrer, a director of Barclays and member 
of the Cunliffee Committee, that waiting a bit would be preferred: "Odds 
are that within the comparatively near future America will allow gold 
to depreciate to the value of sterling." 15 Pigou stepped in again in early 
September 1924, reworking an early draft by the committee secretary 
to make his economist's report. Pigou once more asserted that an in­
crease of U.S. prices was likely, thereby easing the path toward resto­
ration of gold at $4.86 with little need to deflate. Acting on Pigou's 
recommendation, the Chamberlain-Bradbury Committee in its draft 
report in October urged a return to $4.86 at the end of 1925, expecting 
that the alleged gap of 10-12 percent in American and British price 
levels would be made up in the interim by a rise in American prices. 16 

Even influential Treasury official Ralph Hawtrey-a friend and fel­
low Cambridge colleague of Keynes, an equally ardent inflationist and 
critic of gold, and chief architect of the European gold-exchange stan-
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dard of the 1920s (see below)-favored a return to gold at $4.86 in 
1925. He differed in this conclusion from Keynes because he confi­
dently expected a rise in American prices to bear the brunt of the ad­
justment (Moggridge 1972, 72). 

The British Labor government lost the election of 1924 and the 
Conservatives came into power. After carefully listening to Keynes, 
McKenna, and other critics, and after holding a now-famous dinner 
party for the major advocates on 17 March, Winston Churchill, the 
new chancellor of the exchequer, made the final decision to go back to 
gold on 20 March. The decision to return to gold at $4.86 put the new 
gold standard into effect. 17 

It cannot be stressed too strongly that the British decision to return 
to gold at $4.86 was not made in ignorance of deflationary problems or 
export depression, but rather it was made in the strong and confident 
expectation of imminent American inflation. This dominant expecta­
tion was clear from the assurances of Sir John Bradbury to Churchill, 
from the anticipations of even such cautious men as Sir Otto Niemeyer 
and Montagu Norman, from the optimism of Ralph Hawtrey, and above 
all in the official Treasury Memorandum attached to the Gold Stan­
dard bill of 1925 (Moggridge 1972, 84ff.).18 

American Support for the Return to Gold at $4.86 

The Morgan Connection 

Why were the British so confident that American prices would rise 
sufficiently to support their return to gold at the overinflated $4.86? 
Because of the power of the new U.S. central bank, the Federal Re­
serve System, installed in 1914, and because of the close and friendly 
relationship between the British government, its Bank of England, and 
the Federal Reserve. The Fed, they were certain, would do what was 
necessary to help Britain reconstruct the world monetary system. 

To understand those expectations, we must explore the Federal Re­
serve-Bank of England connection, and particularly the crucial tie that 
bound them together, their mutual relationship with the House of Mor­
gan. The powerful J.P. Morgan & Company took the lead in planning, 
drafting legislation, and mobilizing the agitations in favor of a Federal 
Reserve System that brought the dubious benefits of central banking 
to the United States in 1914. Whatever the publicly stated purposes 
were for the system, the result was the cartelization of the nation's 
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banking system, thus enabling all banks to inflate together, centraliz­
ing and economizing their reserves, with the Federal Reserve as "lender 
oflast resort." The Federal Reserve's new monopoly of note issue took 
the de facto place of gold as the nation's currency. Not only were the 
majority of Federal Reserve Board directors in the Morgan orbit, but 
the man who was able to become virtually the absolute ruler of the Fed 
from its inception to his death in 1928 was a man who had spent his 
entire working life as a leading Morgan banker: Benjamin Strong 
(Rothbard 1984,93-117). 

Benjamin Strong was a protege of the most powerful of the partners 
of the House of Morgan after Morgan himself, Henry Pomeroy Davison. 
Strong was also a neighbor and close friend of Davison and of two 
other top Morgan partners in the then-wealthy New York suburb of 
Englewood, New Jersey: Dwight Morrow and Thomas W. Lamont. In 
1904 Davison offered Strong the post of secretary of the new Morgan­
created Bankers Trust Company, designed to compete in the burgeon­
ing trust business. So close were Davison and Strong that when Strong's 
wife committed suicide after childbirth, Davison took the three surviv­
ing Strong children into his home. Strong later married the daughter of 
the president of Bankers Trust and rose quickly to the posts of vice­
president and finally president. So highly trusted was Strong in the 
Morgan circle that he was brought in to be 1. Pierpont Morgan's per­
sonal auditor during the Panic of 1907. When a reluctant Strong was 
offered the crucial post of Governor of the New York Fed in the new 
Federal Reserve System, he was convinced by Davison that he could 
run the Fed as "a real central bank ... run from New York" (Rothbard 
1984, 109; Chandler 1958,23-41; Chernow 1990, 142-45, 182; Clark 
1935, 64-82). 

Commercial bankers, as monetary creditors, are generally thought 
of as opponents of inflation. Yet this attitude overlooks the banks' po­
sition as creators of new money and therefore their position to enjoy 
the benefits of issuing new money in advance of prices rising in re­
sponse. Moreover, inflation acts as a tax upon money held, and money 
deposits so taxed are also debts previously incurred by the banks. 

The House of Morgan had always enjoyed strong connections with 
England. The original Morgan banker, J. Pierpont Morgan's father 
Junius, had been a banker in England; and the Morgan's London 
branch-Morgan, Grenfell & Company-was headed by the powerful 
Edward C. Grenfell, later Lord St. Just. Grenfell's father and grandfa­
ther had been directors of the Bank of England, as well as members of 
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Parliament, and Grenfell himself had become a director of the Bank of 
England in 1904. Assisting Grenfell as leading partner at Morgan, 
Grenfell & Company was his cousin, Vivian Hugh Smith, later Lord 
Bicester, a personal friend of J. P. Morgan, Jr. Not only was Smith's 
father a governor of the Bank of England, but he came from the so­
called "City Smiths," the most prolific banking family in English his­
tory, originating in seventeenth-century banking. Due to the good offices 
of Grenfell and Smith, J. P. Morgan & Company had been named a 
fiscal agent of the English Treasury and of the Bank of England before 
the war. In addition, the House of Morgan had long been closely asso­
ciated with British and French wars, its London branch having helped 
England finance the Boer War and its French bank, the Franco-Prus­
sian War of 1870-71.19 

As soon as war in Europe began, Harry Davison rushed to England 
and got the House of Morgan a magnificent deal: the monopoly pur­
chaser of all goods and supplies for the British and French in the United 
States for the duration of the war. In this coup, Davison was aided and 
abetted by the British ambassador to Washington, Sir Cecil Arthur 
Spring-Rice, a personal friend of J. P. Morgan, Jr. These war-based 
purchases eventually amounted to $3 billion, out of which the House 
of Morgan was able to earn a direct commission of $30 million. In 
addition, the House of Morgan was able to steer profitable British and 
French war contracts to those firms which it dominated, such as Gen­
eral Electric, Du Pont, Bethlehem Steel, and United States Steel, or 
with which it was closely allied, such as the Guggenheims' huge cop­
per companies, Kennecott and American Smelting and Refining. 

To pay for these massive purchases, Britain and France were obliged 
to float huge bond issues in the United States, and they made the Mor­
gans virtually the sole underwriters for these bonds. Thus, the Mor­
gans benefited heavily once more: from the bond issues, as well as 
from the fees and contracts from war purchases by the Allies. 

In this way, the House of Morgan, which had been suffering finan­
cially before the outbreak of war, profited hugely from and was deeply 
committed to, the British and French cause. It is no wonder that the 
Morgans did their best to maneuver the United States into World War I 
on the side of the English and French. After the United States entered 
the war in the spring of 1917, the Fed doubled the money supply by 50 
percent to finance the war effort, and the U.S. government took over 
the task of financing the Allies.20 Strong was able to take power in the 
Fed with the help of close cooperation from Secretary of the Treasury 
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William Gibbs McAdoo after the U.S. entry into the war. McAdoo for 
the first time made the Fed the sole fiscal agent for the Treasury, aban­
doning the Independent Treasury system that had required it to deposit 
and disburse funds only from its own subtreasury vaults. The New 
York Fed sold nearly half of all Treasury securities offered during the 
war. It handled most of the Treasury's foreign exchange business and 
acted as a central depository of funds from other Federal Reserve Banks. 
Because of this Treasury support, Strong, and the New York Fed 
emerged from U.S. experience in the war as the dominant force in 
American finance. McAdoo himself came to Washington as secretary 
of the treasury after having been befriended and bailed out of his busi­
ness losses by J. P. Morgan, Jr., and Morgan's closest associates.2J 

Scarcely had Benjamin Strong been appointed when he began to 
move strongly toward "international central bank cooperation"-a 
euphemism for coordinated, or cartelized, inflation, since the classical 
gold standard had no need for such cooperation. In February 1916, 
Strong sailed to England and worked out an agreement of close col­
laboration between the New York Fed and the Bank of England, with 
both central banks maintaining an account with each other and the 
Bank of England regularly purchasing sterling bills on account for the 
New York Bank. In his usual direct manner, Strong bluntly told the 
Federal Reserve Board in Washington that he would go ahead with 
such an agreement with or without their approval; the FRB then finally 
decided to endorse the scheme. A similar agreement was made with 
the Bank of France.22 

Strong made his agreement with the governor of the Bank of En­
gland, Lord Cunliffee, but his most fateful meeting was with the man 
who was then the bank's deputy governor, Montagu Norman. This 
meeting proved to be the beginning of the momentous Strong-Norman 
close friendship and collaboration that was a dominant feature of the 
international financial world of the 1920s. In 1920 Norman became 
Governor of the Bank of England, and the two men continued their 
collaboration, more or less, until Strong's death in 1928. 

Montagu Collet Norman was born to banking on both sides of his 
family. His father was a banker and related to the great banking fam­
ily of Barings, while his uncle was a partner of Baring Brothers. 
Norman's mother was the daughter of Mark W. Collet, a partner in 
the London banking firm of Brown Shipley & Company, the London 
branch of the great Wall Street banking firm of Brown Brothers. 
Collet's father had been governor of the Bank of England in the 1880s. 
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As a young man, Montagu Norman began working at his father's 
bank and then at Brown Shipley. In the late 1890s Norman worked 
for three years at the New York office of Brown Brothers, making 
many Wall Street banking connections, and then he returned to Lon­
don to become a partner of Brown Shipley. 

Intensely secretive, Montagu Norman habitually gave the appear­
ance, in the words of an admiring biographer, "of being engaged in a 
perpetual conspiracy." A lifelong bachelor, he declared that "the Bank 
of England is my sole mistress, I think only of her, and I've dedicated 
my life to her" (Clay 1957,487; Boyle 1967,198). Two of Norman's 
oldest and closest friends were the two main directors of Morgan, 
Grenfell & Company-Edward Grenfell and, particularly, Vivian Hugh 
Smith. Smith had buoyed Norman's confidence when the latter had 
been reluctant to become a director of the Bank of England in 1907. 
One of Norman's best friends was the wife of Vivian, Lady Sybil. 
Norman would spend long, platonic weekends with Lady Sybil, and 
Norman became a godfather to the numerous Smith children. 

Strong, who had been divorced by his second wife, and Norman formed 
a close friendship. While the close personal relations between Strong 
and Norman were of course highly important for the collaboration that 
formed the international monetary world of the 1920s, it should not be 
overlooked that both were intimately bound to the House of Morgan. 
"Monty Norman," writes a historian of the Morgans, "was a natural deni­
zen of the secretive Morgan world." He continues: "The House of Mor­
gan formed an indispensable part of Norman's strategy for reordering 
European economies .... Imperial to the core, he (Norman) wanted to 
preserve London as a financial center and the bank (of England) as arbi­
ter of the world monetary system. Aided by the House of Morgan, he 
would manage to exercise a power in the 1920s that far out-stripped the 
meager capital at his disposal." As for Benjamin Strong, he: 

was solidly in the Morgan mold. Hobbled by a regulation that he couldn't lend di­
rectly to foreign governments, Strong needed a private bank as his funding vehicle. 
He turned to the House of Morgan, which benefited incalculably from his patron­
age. In fact, the Morgan-Strong friendship would mock any notion of the new Fed­
eral Reserve System as a curb on private banking power. (Chernow 1990, 244, 246) 

Let us now tum specifically to the aid that Benjamin Strong deliv­
ered to Great Britain to permit its return to gold at $4.86 in 1925. As 
we have seen, a key to permit Britain to inflate rather than deflate was 
to induce the United States to inflate as well. Before the return to gold, 
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the United States was supposed to inflate so as to persuade the ex­
change markets that $4.86 would be viable and thereby lift the pound 
from its postwar depreciated state to the $4.86 official figure. 

Benjamin Strong and the Fed began their postwar inflationary policy 
from November 1921 until June 1922, when the Fed tripled its hold­
ings of U.S. government securities and happily discovered that the re­
sult was expansion of both bank reserves and the total money supply. 
Fed authorities hailed the expansion as helping to get the nation out of 
the 1920-21 recession. Montagu Norman lauded the easy credit in the 
United States and urged upon Strong a further expansionary fall in 
interest rates.23 

During 1922 and 1923, Norman continued his pleas to Strong to 
expand the money supply further, but Strong temporarily resisted. In­
stead of rising further toward $4.86, the pound began to fall in the 
foreign exchange markets in response to Britain's inflationary poli­
cies, slipping first to $4.44, and finally reaching $4.34 by mid-I924. 
Since Strong was ill through much of 1923, the Federal Reserve Board 
was able to take command during his absence and to sell off most of 
the Fed's holdings of government securities. Strong returned to his 
desk in November, however, and by January his rescue of Norman and 
of British inflationary policy was underway. During 1924, the Fed pur­
chased nearly $500 million in government securities, driving up the 
U.S. money supply by 8.3 percent during that year.24 

Strong outlined the reasoning for his inflationary policy in the spring 
of 1924 to other high U.S. officials. To New York Fed official Pierre 
Jay, he explained that it was in the U.S. interest to facilitate Britain's 
earliest possible return to the gold standard and that in order to do so 
the United States had to inflate, so that its prices were a bit higher than 
England's and its interest rates a bit lower. At the proper moment, credit 
inflation, "secret at first," would only be made public "when the pound 
is fairly close to par." To Secretary of the Treasury Andrew Mellon, 
Strong explained that, in order to enable Britain to return to gold, the 
U.S. government would have to bring about a "gradual readjustment" 
of price levels so as to raise U.S. prices relative to Britain. The higher 
U.S. prices, added Strong, "can be facilitated by cooperation between 
the Bank of England and the Federal Reserve System in the maintain­
ing of lower interest rates in this country and higher interest rates in 
England." Strong declared that "the burden of this readjustment must 
fall more largely upon us than upon them." Why? Because "it will be 
difficult politically and socially for the British government and the 
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Bank of England to force a price liquidation in England beyond what 
they have already experienced in the face of the fact that their trade is 
poor and they have a million unemployed people receiving govern­
ment aid."25 

Simply put, the American people would have to experience infla­
tion in order to enable the British government to pursue a self-contra­
dictory policy of returning to gold at an overvalued pound, while 
continuing to inflate at home. In an attempt to ease the British 
government's return to gold, the New York Fed extended a line of credit 
for gold, or $200 million, to the Bank of England in early January 
1925, bolstered by a similar $100 million line of credit by J.P. Morgan 
& Company to the British government, a credit instigated by Strong 
and guaranteed by the Federal Reserve. It must be added that these 
$300 million credits were warmly approved by Secretary Mellon and 
unanimously by the Federal Reserve Board (Rothbard 1972, 133; Chan­
dler 1958, 284ff., 308ff., 312ff.; Moggridge 1972,60-62). 

American monetary inflation, backed by the heavy line of credit to 
Britain, temporarily accomplished its goal. Interest rates on bills in 
New York were pushed down by 1112 percent by the autumn of 1924, 
and these interest rates were now below those in Britain. The inflow of 
gold from Britain was temporarily checked. As Lionel Robbins ex­
plains, in mid-I924: 

Matters took a decisive turn. American prices began to rise .... In the foreign ex­
change markets a return to gold at the old parity was anticipated. The sterling­
dollar exchange appreciated from $4.34 to $4.78. In the spring of 1925. therefore. 
it was thought that the adjustment between sterling and gold prices was suffi­
ciently close to warrant a resumption of gold payments at the old parity. (Robbins 
1934.80; Rothbard 1972. 133; Beckhart 1931.45) 

Just as Montagu Norman was the driving force in England, he him­
self was being driven by the Morgans in what has been called "their 
holy cause" of returning England to gold. Edward Grenfell was the 
Morgan group's figure in London, writing J. P. Morgan, Jr. that "as I 
have explained to you before, our dear friend Monty works in his own 
peculiar way. He is masterful and very secretive." In late 1924, when 
Norman got worried about the coming return to gold, he sailed to New 
York to have his confidence bolstered by Strong and J. P. Morgan, Jr. 
Morgan indicated that if Britain faltered on returning to gold, "centu­
ries of goodwill and moral authority would have been squandered. "26 

Benjamin Strong was not the only natural ally of the Morgans in the 
administrations of the 1920s. Andrew Mellon, powerful tycoon and 
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head of the Mellon interests, including the Mellon National Bank of 
Pittsburgh and such companies as Gulf Oil, Koppers Company, and 
ALCOA, was secretary of the treasury for the entire decade. Although 
there were various groups competing for President Warren Harding's 
ear, he was closest to the Rockefellers. His secretary of state, Charles 
Evans Hughes, was a leading Standard Oil attorney and a trustee of the 
Rockefeller Foundation.27 Harding's sudden death in August 1923 el­
evated Vice President Calvin Coolidge to the presidency. 

Coolidge has been misleadingly described as a colorless small-town 
member of a prominent Boston financial family whose members served 
on the boards ofleading Boston banks. One family member, T. Jefferson 
Coolidge, became prominent in the Morgan-affiliated United Fruit 
Company of Boston. Throughout his political career Coolidge had two 
important mentors. One was Massachusetts Republican chairman W. 
Murray Crane, who served as a director of three powerful Morgan­
dominated institutions: the New Haven & Hartford Railroad, AT&T, 
and the Guaranty Trust Company of New York. The other was Amherst 
classmate and Morgan partner Dwight Morrow. Morrow began to sup­
port Coolidge for president in 1919; and at the Chicago Republican 
convention of 1920, he and fellow J. P. Morgan & Company partner 
Thomas Cochran lobbied strenuously, though discreetly, for Coolidge, 
allowing fellow Amherst graduate and Boston merchant Frank W. 
Steams to take the active and visible role.28 

Furthermore, when Charles Evans Hughes returned to private law 
practice in the spring of 1925, Coolidge offered Hughes' post to the 
veteran Wall Street attorney and former Secretary of State and War 
Elihu Root, who might be called the veteran leader of the "Morgan 
bar." (Root was at one critical time in Morgan affairs, J. P. Morgan 
Sr. 's personal attorney.) After Root refused the secretary of state posi­
tion, Coolidge was forced to settle for a lesser Morgan-connected can­
didate, Minnesota attorney Frank B. Kellogg.29 Undersecretary of state 
for Kellogg was Joseph C. Grew, who had family connections with the 
Morgans while, in 1927, two highly placed Morgan men were asked to 
take over relations with troubled Mexico and Nicaragua.3o 

The year 1924 saw the Morgans at the pinnacle of their political power 
in the United States. President Calvin Coolidge, friend and protege of 
Morgan partner Dwight Morrow, was deeply admired by J. P. Morgan, 
Jr., who saw the president as a rare blend of deep thinker and moralist. 
Morgan wrote to a friend: "I have never seen any President who gives 
me just the feeling of confidence in the country and its institutions, and 
the working out of our problems, than Mr. Coolidge does." 
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In the other party, the Democratic presidential candidate that year 
was none other than John W. Davis, senior partner of the Wall Street 
law firm of Davis, Polk, and Wardwell, and the chief attorney for J. P. 
Morgan & Company. Davis, a protege of Harry Davison, was also a 
personal friend of J. P. Morgan, Jr. Hence, whoever won the 1924 elec­
tion, the Morgans seemed well positioned to profit (Chernow 1990, 
254-55). 

The Establishment of the New Gold Standard of the 1920s 

Bullion, not Coin 

One reason the British were optimistic that they could succeed in 
their basic maneuver of the 1920s was that they were not really going 
back to the gold standard at all. They were attempting to clothe them­
selves in the prestige of gold while trying to avoid its anti-inflationary 
discipline. They went back, not to the classical gold standard, but to a 
bowdlerized and essentially sham version of that venerable standard. 

Under the old gold standard, the nominal currency, whether issued 
by government or banks, was redeemable in gold coin at the defined 
weight. The fact that people were able to redeem in and use gold for 
their daily transactions kept a strict check on the overissue of paper. 
But under the new gold standard, British pounds would not be redeem­
able in gold coin at all but only in "bullion" in the form of bars worth 
many thousands of pounds. Such a gold standard meant that little gold 
would be redeemed domestically at all. Gold bars could not circulate 
for daily transactions. They could be used solely by wealthy interna­
tional traders. 

The decision of the British Cabinet on 20 March 1925 to go back to 
gold was explicitly predicated on three conditions. First was the at­
tainment of a $300 million credit line from the United States. Second 
was that the bank rate would not increase upon announcement of the 
decision, so that there would be no contractionary or anti-inflationary 
pressure exercised by the Bank of England. Third, and perhaps most 
important, was that the new standard would be gold bullion and not 
gold coin. The chancellor of the exchequer would persuade the large 
"clearing banks" to "use every effort ... to discourage the use of gold 
for internal circulation in this country." The bankers were warned that 
if they could not provide satisfactory assurances that they would not 
redeem in gold coin, "It would be necessary to introduce legislation on 
this point." The Treasury, in short, wanted to avoid "psychologically 
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unfortunate and controversial legislation" barring gold redemption 
within the country, but at the same time it wanted to guard against the 
risk of "internal drain" (i.e., redemption in the property to which paper 
money holders had heretofore been legally entitled) from foreign agents, 
the "irresponsible" public, or from "sound currency fanatics."3l The 
bankers, headed by Reginald McKenna, were of course delighted not 
to have to redeem in gold coin but wanted legislation to formalize this 
desired condition. 

Finally, the government and the bankers agreed happily that the bank­
ers would not hold gold, or acquire gold coins or bullion for them­
selves, or for any customers resident in the United Kingdom. The 
Treasury, for its part, redrafted its banking report to allow for legisla­
tion to prevent any internal redemption if necessary and to "enforce" 
such a ban on the more than willing bankers. 

Under the Gold Standard Act of 1925, pounds were convertible into 
gold, not in coin but in bars of no less than 400 gold ounces with a 
value equal at the time to about £1646. The new gold standard was not 
even a full gold bullion standard, since there was to be no redemption 
at all in gold to British residents. Gold bullion was only due to pound 
holders outside Great Britain. Britain was now on an "international 
gold bullion standard" (Moggridge 1972, 79-83). 

The purpose of redemption in gold bullion, and only to foreigners, 
was to take control of the money supply away from the public and to 
place it in the hands of the government and central bankers, permitting 
them to pyramid monetary expansion upon the gold centralized in their 
hands. Asked his advice about returning to gold by the governor of the 
Bank of Norway, Norman urged that country to return only in gold bars 
and only for international payments. Norman's reasoning is revealing: 

in Norway the convenience of paper currency is appreciated and confidence in the 
value of money does not depend upon the existence of gold coin ... Demand is 
rendered more inelastic wherever the principle of gold circulation, for currency or 
for hoarding, is accepted, and any inelasticity may be dangerous ... I do not believe 
that gold in circulation can safely be regarded as a reserve that can be made avail­
able in case of need, and I think that even in times of abundance hoarding is bad, 
because it weakens the command of the Central Bank over the monetary circula­
tion and hence over the purchasing power of the monetary unit. 

For these reasons, I suggest that your best course would be to establish 
convertibliIty of notes into gold bars only and in amounts which will ensure that 
the use of monetary gold can be limited, in case of need, to the settlement of 
international balances. (Clay 1957, 153-54; Palyi 1972, 121-23)32 

Norway, and indeed all the countries returning to gold, heeded 
Norman's advice. The way was paved for this development by the fact 
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that, during World War I, the European countries had systematically 
taken gold coins out of circulation and replaced them with paper notes 
and deposits. During the 1920s, virtually the only country still on the 
classical gold coin standard was the United States, which inflated its 
own currency far less than the other nations of the world. 

Despite this tradition, it was still necessary for Norman and the Bank. 
of England to exert considerable pressure to force many European na­
tions to return to gold bullion rather than gold coin. Economic histo­
rian William Adams Brown, Jr., writes: 

In some countries the reluctance to adopt the gold bullion standard was so great 
that some outside pressure was needed to overcome it ... (i.e.) strong representa­
tions on the part of the Bank of England that such action would be a contribution 
to the general success of the stabilization effort as a whole. Without the informal 
pressure ... several efforts to return in one step to the full gold standard would 
undoubtedly have been made. (Brown 1940,1:355) 

The Gold Exchange Standard not Gold 

The major twist, the major deformation of a genuine gold standard 
originating with the British government in the 1920s, however, was 
not the gold bullion standard, unfortunate though that was. The major 
inflationary camouflage was to return, not to a gold standard, but to a 
"gold-exchange" standard. Under a gold-exchange standard only one 
country, in this case Great Britain, was on a gold standard in the sense 
that its currency was actually redeemable in gold, albeit only gold bul­
lion for foreigners. All other European countries, even though nomi­
nally on a gold standard, were actually on a pound-sterling standard. 
In short, a typical European country would hold as reserves for its 
currency not gold, but British pounds sterling, in practice bills or de­
posits payable in sterling at London. Anyone who demanded redemp­
tion for the national currency simply received British pounds rather 
than gold. 

The gold-exchange standard, then, cunningly broke the classical gold 
standard's stringent limits on monetary and credit expansion, not only 
for the other European countries but also for the base currency of the 
key country, Great Britain itself. Under the genuine gold standard, in­
flating the number of pounds in circulation would cause pounds to 
flow into the hands of other countries, which would demand gold in 
redemption. Gold would move out of British bank and currency re­
serves, and pressure would be put on Britain to end its inflation and to 
contract credit. But under the gold-exchange standard, the process was 
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very different. If Britain inflated the number of pounds in circulation, 
the result, again, was a deficit in the balance of trade and sterling bal­
ances piling up in the accounts of other nations. But now that these 
nations had been induced to use pounds as their reserves rather than 
gold, instead of redeeming the pounds in gold, they would inflate and 
pyramid a mUltiple of their currency on top of their increased stock of 
pounds. Thus, instead of checking inflation, a gold-exchange standard 
encouraged all countries to inflate on top of their increased supply of 
pounds. Britain, too, was now able to "export" her inflation to other 
nations without paying a price. Thus, in the name of sound money and 
a check against inflation, a pseudo-gold standard was instituted, de­
signed to induce a double-inverted pyramid of inflation, all on top of 
British pounds, the whole process supported by a gold stock that did 
not dwindle. 

Since all other countries were sucked into the inflationary gold-ex­
change trap, it seemed that the one nation Britain had to worry about 
was the United States, the only country to continue on a genuine gold 
standard. That was the reason it became so vitally important for Brit­
ain to convince the United States, through the Morgan connection, to 
go along with this system and to inflate, so that Britain would not lose 
gold to the United States.33 

For the other nations of Europe, it became an object of British pres­
sure and maneuvering to induce these countries to return to a gold 
standard, with several vital provisions: (a) that their currencies be over­
valued, so that British exports would not suffer and British imports not 
be overstimulated-in other words, so that they join Britain in over­
valuing their currencies; (b) that each of these countries adopt its own 
central bank, with the help of Britain, which would inflate their cur­
rencies in collaboration with the Bank of England; and (c) that they 
return not to a genuine gold standard but to a gold-exchange standard, 
keeping their balances in London and refraining from exercising their 
legal right to redeem those sterling balances in gold. 

In this way, Britain could enjoy for a few years the prestige of going 
back to gold-at a highly overvalued pound-and yet continue to pur­
sue an inflationary, cheap money. It could inflate pounds and see other 
countries keep their sterling balances and inflate on top of them; it 
could induce other countries to go back to gold on overvalued curren­
cies and to inflate their money supplies;34 and it could try also to prop 
up its flagging exports by using cheap credit to lend money to Euro­
pean nations so that they could purchase British goods. 
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Not that every country was supposed to return to gold at the over­
valued, prewar par. During the 1920s, this system's operational for­
mula was the following: (a) currencies that had depreciated up to 60 
percent from the prewar level (e.g., Great Britain, the Netherlands, and 
the Scandinavian countries) would return to the prewar par; (b) curren­
cies that had depreciated from 60 to 90 percent (e.g., Belgium, Italy, 
and France) were to return to gold within that zone, but at a rate sub­
stantially above their lowest rate. The French franc, which had depre­
ciated to 240 to the pound due to massive inflation, returned to gold at 
the doubled rate of 124 francs to the pound. And (c) only those curren­
cies that had been wiped out by devastating hyperinflation (e.g., Aus­
tria, Bulgaria, and especially Germany) were allowed to return to gold 
at a realistic rate, and even they were stabilized above their lowest 
points. As a result, virtually every European currency suffered, although 
at different levels of economic discomfort, from the requirement to 
raise the value of its currency above its true market-determined depre­
ciated level (Palyi 1972, 73-74, 185). 

The gold-exchange standard was not created de novo by Great Brit­
ain in the interwar period. It is true that, prior to 1914, a number of 
European central banks had held foreign exchange reserves in addition 
to gold, but these were strictly limited and held as earning assets. They 
were, after all, privately owned central banks in need of earnings, not 
instruments of monetary manipulation. In a few cases, particularly where 
the pyramiding countries were from the third world, they did function 
as a gold-exchange standard, that is, the third world currencies were 
pyramided on top of a key country's reserves (pounds or dollars) in­
stead of gold. This system began in India in the late 1870s as an his­
torical accident. The British government's plan was to shift India, which 
like many third world countries had been on a silver standard, onto a 
seemingly sound gold standard, mimicking the home imperial nation. 

India's reserves in pound sterling balances in London were supposed 
to be only a temporary transition to gold. But, as seems to happen with 
so many "official transition periods," the Indian gold-exchange standard 
lingered on, receiving in the process praise from then India-posted John 
Maynard Keynes. It was Keynes, when finally leaving the Indian Office 
for Cambridge, trumpeted the new form of monetary system as a "limp­
ing," or imperfect, gold standard but as a "more scientific and economic 
system," which he termed the Gold-Exchange Standard. As Keynes wrote 
in February 1910, "It is cheaper to maintain a credit at one of the great 
financial centers of the world, which can be converted with great readi-
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ness to gold when it is required." In a paper delivered to the Royal Eco­
nomic Society the following year, Keynes proclaimed that out of this 
new system would evolve "the ideal currency of the future." 

Elaborating on this view in his first book in 1913, Indian Currency 
and Finance, Keynes emphasized that the gold-exchange standard was 
a notable advance because it "economized" on gold internally and in­
ternationally, thus allowing greater "elasticity" of money (a longtime 
euphemism for the ability to expand the supply of credit beyond the 
constraints imposed by gold) in response to business "needs." Look­
ing beyond India, Keynes prophetically foresaw the traditional gold 
standard as giving way to a more "scientific" system built upon one or 
two key reserve centers. "A preference for a tangible reserve currency," 
Keynes declared optimistically, "is ... a relic of a time when govern­
ments were less trustworthy in these matters than they are now. "35 He 
also believed that Britain was the natural center of the newly reformed 
monetary order. While his book was still in proofs, Keynes was ap­
pointed a member of the Royal Commission on Indian Finance and 
Currency and charged with studying and developing recommendations 
for the basic institutions of the Indian monetary system. Keynes domi­
nated the commission proceedings, and while he got his way on main­
taining the gold-exchange standard, he was not able to convince the 
commission to adopt a central bank. He did manage, however, to con­
vince the commission to include his book's appendix favoring a state 
bank in its final report, completed in early 1914. 

In his own way, Keynes, as he often did, saw to the heart of things. 
The issue of the "trust" that can be placed in governmentally controlled 
financial institutions is precisely the crucial issue. Those who have 
looked to politically controlled money as some sort of panacea, plac­
ing in the bargain their faith in those institutions to do solely what is 
good for the public as a whole, have been too often rewarded with 
consequences as bad-and often worse-than the financial situations 
such institutions were designed ostensibly to correct. While disagree­
ment over the gold standard and historical and theoretical effects of 
private banking will undoubtedly continue, the empirical record of 
government manipUlations of credit and currency is not contestable. 

While Montagu Norman was the field marshal of the gold-exchange 
standard of the 1920s, its major theoretician was longtime British Trea­
sury official, Ralph Hawtrey. When Hawtrey rose to the position of 
Director of Financial Inquiries at the Treasury in 1919, he delivered a 
speech before the British Association on "The Gold Standard." The 
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speech presaged the gold-exchange standard of the 1920s. Hawtrey 
sought not only a system of stable exchange rates as had existed before 
the war, but also a monetary system that would stabilize the world 
purchasing power of gold and, therefore, world price levels. Hawtrey 
recommended international cooperation to stabilize price levels, and 
he urged the use of an index number of world prices-a proposal remi­
niscent of Yale University economist Irving Fisher's 1911 suggestion 
for a "tabular" gold-exchange standard.36 

After 1918 this attempt at dual stabilization meant that governments 
would have to salvage the high postwar price levels from the threat of 
deflation and, in particular, to alleviate the "shortage" of gold that was, 
in reality, merely a consequence of the swollen totals of paper curren­
cies then existing in Europe. As economist Eric Davis writes: 

There had been concern in official circles that a return to the Gold Standard would 
be inhibited by a shortage of gold. Prices were much higher than before the war, 
and thus if there was a general return to the old parities there might be insufficient 
gold. Hawtrey picked upon the idea that the Gold Exchange Standard could be 
widely introduced to economize on the use of gold for monetary purposes. Since 
countries would hold foreign exchange. much presumably in sterling balances as 
a substitute for gold. there was a special advantage for Britain; the demand for the 
pound would be increased at the same time the demand for gold lessened.37 

The central instrument for imposing the new gold-exchange standard 
upon Europe was the International Financial Conference called by the 
League of Nations at Genoa in the spring of 1922. At a previous Interna­
tional Financial Conference at Brussels in September 1920, the League 
had established a powerful Financial and Economic Committee, which 
from the beginning was dominated by Montagu Norman through his 
allies on the committee. The committee head was British Treasury offi­
cial Sir Basil Blackett; also prominent on the committee were two of 
Norman's closest associates, Sir Otto Niemeyer and Sir Henry Strakosch. 
All of these men were ardent price-level stabilizationists. Moreover, 
Norman's chief adviser in international monetary affairs, Sir Charles S. 
Addis, was also a dedicated stabilizationist (Rothbard 1972, 161; Einzig 
1932,67,78; Clay 1957, 138; Orde 1990, 105-18). 

Prodded by Norman, British Prime Minister Lloyd George success­
fully urged the British Cabinet in mid-December 1921 to call for a 
broad economic conference on the postwar reconstruction of Europe, 
to include discussions of German reparations, Soviet Russian recon­
struction, the public debt, and the monetary system. At a meeting of 
the Allied Supreme Council in Cannes in early January 1922, George 
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persuaded the delegates to propose an all-European economic and fi­
nancial conference for the reconstruction of Central and Eastern Eu­
rope. The British promptly set up an interdepartmental committee on 
economics and finance to prepare for the conference. Head of the com­
mittee was the permanent secretary of the Board of Trade, Sir Sidney 
Chapman. The aim of the Chapman Committee was to return to a gold 
standard, restore international credit, and establish cooperation between 
the various central banks. On 7 March 1922 the Chapman Committee 
issued its report for a draft agreement, which included currency stabi­
lization, central bank cooperation, and adoption of a gold-exchange 
rather than a straight gold standard, with each country deciding on the 
rate at which it would return to gold. 

The European economic conference occurred at Genoa from 10 April 
to 19 May 1922. The conference divided into several commissions, 
including economic and transportation. The relevant commission for 
our concerns was the Financial Commission, headed by British Chan­
cellor of the Exchequer Sir Robert Home. The commission further di­
vided into three subcommissions: credits, exchanges, and currency. 
Credit resolutions dealt with intergovernmental loans; the subcommis­
sion on currency dealt with the international monetary system; and the 
exchanges subcommission attempted to eliminate exchange controls. 
The crucial committee, however, was a large Committee of Experts 
covering all three subcommissions. This committee actually drew up 
the resolutions finally passed by the conference as a whole. The Com­
mittee of Experts was appointed solely by Sir Robert Home, and it met 
in London during the early stages of the Genoa Conference. This large 
committee, consisting of government officials and financial authori­
ties, was headed by the Ubiquitous Sir Basil Blackett. 

After having "extended discussions" with Montagu Norman, Ralph 
Hawtrey drew up the Treasury plans for international money and pre­
sented them to the Committee of Experts. The Hawtrey plan was rein­
troduced after a temporary setback and substantially passed, in the form 
of twelve currency resolutions, by the Financial Commission and then 
ratified by the plenary of the Genoa Conference (Davis 1981, 219-20, 
232; Fink 1984, 158,232; Silverman 1982, 282ff.). His plan approved 
by the nations of Europe, Hawtrey became the leading interpreter of 
the Genoa Resolutions.38 

The Currency Resolutions of the Genoa Conference, which formed 
the European monetary system of the 1920s, called for a stable cur­
rency value in each country and for the establishment of central banks 
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everywhere: "in countries where there is no central bank of issue one 
should be established." These central banks, not only in Europe but 
elsewhere (particularly the United States), should practice "continu­
ous cooperation" in order to bring about and maintain "currency re­
form." The Genoa Conference suggested an early formal meeting of 
central banks and an international convention to launch this coordi­
nation. The currencies of Europe would be on a common standard 
and it would be gold. 

After expressing a desire for balanced budgets in each nation, the 
conference declared that some countries would need foreign loans to 
attain stabilization. Fixing the value of the currency unit in gold was 
left by the conference to each country. The resolutions that recom­
mended this action were vague on the criteria to be used. 

Resolution 9 looked specifically to a new form of gold standard, 
which would "centralize and coordinate the demand for gold, and 
so ... avoid those wide fluctuations in the purchasing power of gold 
which might otherwise result from the simultaneous and competitive 
efforts of a number of countries to secure metallic reserves." Resolu­
tion 9 also stated that the point was to economize "the use of gold by 
maintaining reserves in the form of foreign balances, such, for example, 
as the gold-exchange standard or an international clearing system." 

Resolution 11 spelled out the gold-exchange system in detail, de­
claring that credit would be regulated not only to keep the various 
currencies at par "but also with a view of preventing undue fluctua­
tions in the purchasing power of gold." The resolution further stated 
that "the maintenance of the currency at its gold value must be assured 
by the provision of an adequate reserve of approved assets, not neces­
sarily gold," adding: "A participating country, in addition to any gold 
reserve held at home, may maintain in any other participating country 
reserves of approved assets in the form of bank balances, bills, short­
term securities, or other suitable liquid resources." The resolution said, 
"The ordinary practice of a participating country will be to buy and 
sell exchange on other participating countries within a prescribed frac­
tion of parity of exchange for its own currency on demand." The gold 
aspect of this scheme was covered in the following clause: "When 
progress permits, certain of the participating countries (Le., Great Brit­
ain, and the U.S. if it participates) will establish a free market in gold 
and thus become gold centers." The result, the resolution concluded, is 
that "the convention will thus be based on a gold exchange standard" 
(Lawrence 1928, 164). 
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Ralph Hawtrey's essay on behalf of the Genoa system is instructive 
in many ways. Most of it is devoted to defending the idea of coordi­
nated central bank action (essentially monetary expansion) to stabilize 
the price level. Hawtrey asks the crucial question: 

It may be asked, why is any international agreement on the subject of the gold 
standard necessary at all? When we have once got a currency based on a commod­
ity like gold, why should we not rely on free market conditions, as we did before 
the war? (Hawtrey 1919, 134-35) 

Why indeed? Why could this then new pseudo-gold standard not 
be like the old? Hawtrey makes it clear that his reason is a phobia 
about deflation. The paper money stock had multiplied since 1914, 
and Hawtrey wrote that there "has been a great fall in the commodity 
value of gold." Even in late 1922, after the price fall ofthe 1921 reces­
sion, the value of the gold dollar is "only two-thirds of what it was 
before the war." Hence, there was "danger" of a scramble to secure 
gold and of a contraction of money and prices. But what is so terrible 
about deflation? Deflation holds no terrors when prices and wages are 
flexible and free to fall.39 Here, Hawtrey avoids even mentioning the 
government policy of wage rigidity and the unemployment insurance 
system that had changed the economic face of Britain. He simply points 
to the "notorious ... chronic state of depression which prevailed during 
the spread of the gold standard in the period 1873-96." 

Hawtrey was wrong, in the first place, to attribute falling prices dur­
ing the late nineteenth century to a shift from silver to gold. The falling 
prices were due to the industrial revolution and the phenomenal ad­
vance of productivity. With productivity outpacing the new supply of 
gold, prices had to fall in terms of gold during that period. Second and 
more importantly, Hawtrey made the common modern error of identi­
fying falling prices with "depression." In reality, production and living 
standards were progressing in Britain and the United States during this 
period as costs fell, so there was no squeeze on profits. The era of 
falling prices was not a "depression" at all, and was only experienced 
as such decades later by historians who fail to understand that falling 
prices have social benefits and do not necessarily coincide with severe 
economic hardship.40 

Hawtrey's exegesis virtually concedes that his ideal is to abandon 
gold altogether and remain with only managed fiat money. Thus, in 
discussing the key-currency countries, Hawtrey states wistfully, "At 
the gold centers some gold reserves must be maintained." But if the 
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gold standard becomes worldwide, "if all the gold standard countries 
adhere to it, gold will nowhere be needed as a means of remittance, 
and gold will only be withdrawn from the reserves for use as a raw 
material of industry" (Hawtrey 1919, 136). In short, Hawtrey antici­
pated the world of the late twentieth century by looking forward to 
dispensing with gold as a monetary metal altogether and to having the 
world use fiat paper money exclusively. 

Hawtrey concluded his essay by conceding that there was only one 
defect in the Genoa Resolutions: there was no mention of how long it 
would take to return to gold. Even the strongest countries, he empha­
sized, would have to wait until their currencies rose on the exchange 
market to equal their designated rates. To induce a rise in the pound 
sterling to meet the high fixed rate, Britain would either have to de­
flate, or else foreign countries-especially the United States-would 
have to inflate to correct the international discrepancy. "Further defla­
tion," Hawtrey claimed, "is out of the question." Therefore, the only 
hope was to "stabilize our currency at its existing purchasing power" 
and wait for the increased gold supply in the United States to lead to a 
substantial inflation there (Hawtrey 1919, 147). Like other British lead­
ers, Hawtrey was pinning his faith on an American policy of inflation 
that would, in the long run, "help Britain."41 

Many historians have written off the Genoa Conference as a "fail­
ure" and dismissed its influence on the international money of the twen­
tieth century. It is true that the formal institutions of central bank 
cooperation called for at Genoa were not established, largely because 
of American reluctance. But the critical point is that Genoa triumphed 
anyway, since Benjamin Strong was willing to perform the same tasks 
in informal, but highly effective, central bank cooperation to help es­
tablish and prop up Britain's pseudo-gold standard. Strong's reluc­
tance stemmed from two sources: an understandable fear that isolationist 
and antibank sentiment would raise a firestorm against any formal col­
laboration with European central banks-especially in an America 
that had reacted against the formal foreign interventionism of the League 
of Nations. Secondly, Strong actually preferred the full gold standard 
and was queasy about the inflationary unsoundness of a gold-exchange 
standard. But his reluctance did not prevent him from collaborating 
closely in support of his friend Montagu Norman. Their collaboration 
constituted, in the words of Michael Hogan, an "informal entente."42 
Actually, what Strong preferred was close "key currency" collabora­
tion between, say, the central banks of the United States, England, and 
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France, rather than to be outvoted at formal international conventions 
(S. Clarke 1967,40-41). 

In fact, after international commodity prices began to decline in 1926, 
Norman became more frantic in pursuing formal meetings of central 
bankers and more insistent on continuing and intensifying the infla­
tionary thrust of the gold-exchange standard. Finally, with the estab­
lishment of the Bank for International Settlements at Geneva in 1930, 
Norman at least succeeded in having regular monthly meetings of cen­
tral bankers (S. Clarke 1967, 36). Thus, far from Genoa being merely a 
flash in the pan, the 1922 conference placed its decisive stamp upon 
the postwar monetary world. In the words of Eric Davis, "the wide­
spread adoption of the Gold Exchange Standard can be seen as the 
legacy of Genoa" (Davis, 1981, 232-74). 

Following the Genoa model, Great Britain, as we have seen, set up 
the gold-exchange system by returning to its new version of gold in 
1925. Other European and non-European nations followed, each at its 
own pace. By early 1926 some form of gold standard was established, 
at least de facto, in thirty-one countries. By 1928 forty-three nations 
were de jure on the gold standard. Of these, even the few allegedly on 
the gold-bullion standard (such as France) kept most of their reserves 
in sterling balances in London. The same was true of officially gold 
coin nations such as the Netherlands. Apart from the United States, the 
only countries officially remaining on a gold coin basis were minor 
nations such as Mexico, Colombia, Cuba, and the Union of South Af­
rica (Palyi 1972, 116-17, 107). It should be noted that Norway and 
Denmark, following the Genoa path of struggling back to gold with a 
highly overvalued currency, suffered, like Britain, from an export de­
pression throughout the 1920s. Finland, acting on better advice, went 
back at a realistically devalued rate and thereby avoided chronic de­
pression during this period.43 

Throughout Europe, Great Britain wielded its control of the Finance 
Committee of the League of Nations and engineered the stabilization 
of currencies on a gold-exchange (i.e., a sterling-exchange) standard 
in Germany, Austria, Hungary, Estonia, Bulgaria, Greece, Belgium, 
Poland, and Latvia. New central banks were established in the nations 
that were to become known after World War II as Eastern Europe. These 
banks were based on reserves in sterling, with British supervisors and 
directors installed in bank offices (Kooker 1976, 86-90). 

Emile Moreau, the shrewd Governor of the Bank of France, recorded 
his analysis of this British monetary power play in his diary: 
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England having been the first European country to reestablish a stable and secure 
money has used that advantage to establish a basis for putting Europe under a 
veritable financial domination. The Financial Committee (of the League of Na­
tions) at Geneva has been the instrument of that policy. The method consists of 
forcing every country in monetary difficulty to subject itself to the Committee at 
Geneva, which the British control. The remedies prescribed always involve the 
installation in the central bank of a foreign supervisor who is British or designated 
by the Bank of England, and the deposit of a part of the reserve of the central bank 
at the Bank of England, which serves both to support the pound and to fortify 
British influence. To guarantee against possible failure they are careful to secure 
the cooperation of the Federal Reserve Bank of New York. Moreover, they pass on 
to America the task of making some of the foreign loans, if they seem too heavy, 
always retaining the political advantage of these operations.44 

The Gold-Exchange Standard in Operation, 1926-1929 

By the end of 1925 Montagu Norman and the British monetary estab­
lishment were seemingly monarch of all they surveyed. Supported in 
America by Strong and the Morgans, the British government had every­
thing its own way: it had pressured the world to adopt a new form of 
pseudo-gold standard, with other nations pyramiding money and credit 
on top of British sterling while the United States, though still on a gold 
coin standard, was ready to help Britain avoid suffering the consequences 
of abandoning the discipline of the classical gold standard. 

However, it took little time for things to go very wrong. The crucial 
British export industries, chronically whipsawed between an overval­
ued pound and rigidly high wage rates kept high by strong, militant 
unions and widespread unemployment insurance, kept slumping dur­
ing an era when worldwide trade and exports were expanding. Due to 
these government policies, unemployment remained high. From 1851 
to 1914 the unemployment rate had hovered around 3 percent. From 
1921 through 1926 it had averaged 12 percent, and unemployment did 
little better after the return to gold. In April 1925, when Britain re­
turned to gold, the unemployment rate stood at 10.9 percent. After the 
return it fluctuated sharply, but always at historically very high levels. 
Thus, in the year after return, unemployment climbed above 12 per­
cent, fell back to 9 percent, and then jumped to over 14 percent during 
most of 1926. Unemployment fell back to 9 percent by the summer of 
1927, but hovered between 10 and 11 percent for the next two years. In 
other words, unemployment in Britain during the entire 1920s lingered 
at severe recession levels (P. Clarke 1990, 177; Palyi 1972, 109). 

Most of this. unemployment was concentrated in the older, previ­
ously dominant, heavily unionized industries in the north of England. 
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The pattern of the slump in British exports may be seen in some com­
parative data. If 1924 is set equal to 100, world exports rose to 132 by 
1929, while western European exports had similarly risen to 134. United 
States exports rose to 130. Yet amid this worldwide prosperity, Great 
Britain lagged far behind, her exports rising only to 109. On the other 
hand, British imports rose to 113 in the same period. 

After the 1929 crash, all exports fell considerably through 1931: 
world exports to 113, western Europe to 107, and the United States, 
which had taken the brunt of the 1929 crash, to 91. Yet, while British 
imports rose slightly from 1929 to 1931 (to 114), its exports fell dras­
tically to 68. This result was due to the combination of an overvalued 
pound and rigid downward wage rates. The final effects were that, 
whereas overall 1931 western-European and world exports were con­
siderably higher than in 1924, British exports were sharply lower. 

Within categories of British exports there was a sharp and illumi­
nating separation between two sets of industries: the old, unionized 
export staples in the north, and the newer, relatively nonunion, lower­
wage industries in the south of England. These newer industries were 
able to flourish and provide plentiful employment because they were 
permitted to hire workers at a lower hourly wage than the industries of 
the north (Anderson 1949, 166; Moggridge 1972, 117). Some of these 
industries, such as public utilities, flourished because they were not 
dependent on exports. But even the exports from these new, relatively 
non unionized industries did very well during this period. 

Thus, from 1924 to 1928-29 the volume of automobile exports rose 
by 95 percent, exports of chemical and machinery manufactures rose 
by 24 percent, and exports of electrical goods by 23 percent. During 
the 1929-31 recession, exports of these new industries did relatively 
better than the old: machinery and electrical exports falling to 28 and 
22 percent respectively below 1924, while chemical exports fell to only 
5 percent below, and automobile exports remained comfortably in 1931 
at 26 percent above 1924. 

On the other hand, the older, staple export industries-the tradi­
tional mainstays of British prosperity-fared very badly in both these 
periods of boom and recession. The nonferrous metal industry rose 
only slightly by 14 percent by 1928-29 and then fell to 55 percent of 
its 1924 level in the next two years. In even worse shape were the once 
mighty cotton and woolen textile industries, the bellwethers of the In­
dustrial Revolution in England. From 1924 to 1929 cotton exports fell 
by 10 percent, woolens by 20 percent. In the two years to 1931, they 
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plummeted phenomenally: cottons fell to one-half their 1924 level, 
while woolens fell 54 percent. Remarkably, cotton and woolen exports 
were, at this point, at their lowest volume since the 1870s. Perhaps the 
worst problem was in the traditionally prominent export, coal mining. 
Ominously, coal exports fell 12 percent between 1928-29, slumping, 
like textiles, in the midst of worldwide prosperity. 

So high were British price levels compared to other countries in 
both of these periods, that Britain's imports rose in every category dur­
ing boom and recession. Thus, imports of manufactured goods into 
Britain rose by 32.5 percent between 1924-1929, and then rose an­
other 5 percent until 1931. So costly, too, was the British iron and steel 
industry that after 1925, the British, for the first time in their history, 
became net importers of iron and steel. 

The relative rigidity of wage costs in Britain may be seen by com­
paring their unit wage costs with the United States, setting 1925 in 
each country equal to 100. In the United States, as prices fell about 10 
percent in response to increased productivity and output, wage rates 
also declined, falling to 93 in 1928 and to 90 in 1929. Swedish wage 
rates fell to 88 in 1928, 80 in 1929, and 70 in 1931. In Great Britain, 
wage rates remained stubbornly high even in the face of falling prices, 
being 97 in 1928, 95 the following year, and falling to 90 by 1931. In 
contrast, wholesale prices in England fell by 8 percent in the 1926-27 
period and more sharply thereafter (Moggridge 1972, 117-25). 

The blindness of British officialdom to the downward rigidity of 
wage rates was quite remarkable. The powerful deputy controller of 
finance for the Treasury, Frederick W. Leith-Ross, the major archi­
tect of what became known as the "Treasury View," wrote to Hawtrey 
in early August 1928 in bewilderment at Keynes's claim that wage 
rates had remained stable since 1925. In view of the substantial de­
cline in prices in those years, wrote Leith-Ross, "I should have thought 
that the average wage rate showed a substantial decline during the 
past 4 years." Leith-Ross could only support his view by challenging 
the wage index as inaccurate, citing his own figures that aggregate 
payrolls had declined. Leith-Ross did not seem to have realized that 
that was precisely the problem: keeping wage rates up in the face of 
declining money demand for labor may indeed lower payrolls, but 
only by creating unemployment and a reduction in hours worked. By 
the spring of 1929, Leith-Ross was forced to face reality and con­
ceded the point. At last, Leith-Ross admitted that the problem was 
rigidity of labor costs: 
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If our workmen were prepared to accept a reduction of 10 percent in their wages or 
increase their efficiency by 10 percent, a large proportion of our present unem­
ployment could be overcome. But in fact organized labor is so attached to the 
maintenance of the present standard of wages and hours of labor that they would 
prefer that a million worken should remain in idleness and be maintained perma­
nently out of the Employment Fund, than accept any sacrifice. The result is to 
throw on to the capital and managerial side of industry a far larger reorganization 
than would be necessary: and until labor is prepared to contribute in large measure 
to the process of reconstruction, there will inevitably be unemployment.45 

Leith-Ross might have added that the "preference" for unemploy­
ment was made not by the unemployed themselves but by the union 
leadership on their alleged behalf, a leadership which itself did not 
have to face the unemployment dole. Moreover, the willingness of the 
workers to accept this deal might have been very different if there were 
no generous Employment Fund for them to tap. 

It was the highly militant coal miners' union, led by the prominent 
leftist Aneurin Bevan, that was the first to disseminate doubts about the 
wisdom of the British return to gold. Not only was coal a highly union­
ized export industry located in the north of England, but already over­
inflated coal mining wages had been given an extra boost during the first 
Labor government of Ramsay MacDonald in 1924. In addition to high 
wage rates, the miners' union insisted on numerous cost-raising restric­
tive and featherbedding practices, some of them resurrected from the 
defunct post-medieval guilds. These obstructionist tactics helped rigidify 
the British economy, preventing changes and adaptations of occupation 
and location, and hampered rationalizing and innovative managerial prac­
tices. As Frederick Benham trenchantly pointed out: 

employers who wished to make changes had to face the powerful opposition of 
organized labor. The introduction of new methods, such as the "more looms to a 
weaver" system, was resisted. Strict lines of demarcation between occupations 
were maintained in engineering and elsewhere. A plumber could repair a pipe 
conveying cold water; if it conveyed hot water, he had to call in a hot water engi­
neer. Entry into certain occupations was rendered difficult. A man can become an 
efficient building operative in a few months, an apprenticeship of four years was 
required. British railways could not have their labor force as they chose. A host of 
restrictions, insisted upon by the Trade Unions, made this impossible.46 

By 1925, the year of the return to gold, the British coal industry 
faced competition from the rehabilitated, newly modernized and lower­
cost coal mines in France, Belgium, and Germany. British coal was no 
longer competitive, and its exports were slumping badly. The Baldwin 
government appointed a Royal Commission, headed by Sir Herbert 
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Samuel, to study the vexed coal question. The Samuel Commission 
reported in March 1926, urging that miners accept a moderate cut in 
wages, an increase in working hours at current pay, and suggesting 
also that a substantial number of miners move to other areas where 
employment opportunities were greater. This was not the sort of ratio­
nal solution that would appeal to the spoiled, militant unions, who 
rejected the proposals and went on strike, precipitating the traumatic 
and abortive general strike of 1926. 

The strike was broken and coal mining wages fell slightly, but the 
victory for rationality was all to Pyrrhic. Keynes was able to convince 
the inflationist press magnate, Lord Beaverbrook, that the miners were 
victims of a Norman-Churchill-international banker conspiracy to profit 
at the expense of the British working class. But instead of identifying 
the problem as government inflationism, cheap money, and the gold­
bullion-gold-exchange standard in the face of an overvalued pound, 
Beaverbrook and British public opinion pointed to "hard money" as 
the villain responsible for recession and unemployment. Instead of tight­
ening the money supply and interest rates in order to preserve its cre­
ated gold standard, the British government was moved to follow its 
inclinations still further: to step up its disastrous commitment to infla­
tion and cheap money (Palyi 1972, 102-04). 

During the general strike, Britain was forced to import coal from 
Europe instead of exporting it. In olden times, the large fall in export 
income would have brought about a severe liquidation of credit, con­
tracting the money supply and lowering prices and wage rates. But 
the British banks, caught up in the ideology of inflationism, instead 
expanded credit on a lavish scale; and sterling balances piled up on 
the European continent. "Instead of a readjustment of prices and costs 
in England and a breaking up of the rigidities, England by credit 
expansion held the fort and continued the rigidities" (Anderson 1949, 
167). 

The large monetary expansion in Britain during 1926 caused gold 
to flow out of the country, especially to the United States, and sterling 
balances to accumulate in foreign countries, especially in France. Prior 
to World War I, Britain would have viewed these developments as a 
clear signal to contract its money supply; instead, it persisted in mon­
etary expansion, lowering its crucial "Bank Rate" (the Bank of 
England's discount rate) from 5 to 4 112 percent in April 1927. This 
action further weakened the pound sterling, and Britain lost $11 mil­
lion in gold during the next two months. 
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France's important role during the gold-exchange era has served as 
a convenient scapegoat for British architects of this policy ever since. 
The historical myth is that France was the spoiler, by returning to gold 
at an undervalued franc (pegging the franc first in 1926 and then offi­
cially returning to gold two years later) and, consequently, piling up 
sterling balances and then breaking the gold-exchange system by in­
sisting that Britain redeem in gold. The reality was very different. Dur­
ing World War I and after, France suffered a hyperinflation fueled by 
massive government deficits. As a result, the French franc, classically 
set at 19.3 cents under the old gold standard, had plunged to 5 cents in 
May 1925 and fell to 1.94 cents in late July 1926. By June 1926 Pari­
sian mobs, protesting the runaway inflation and depreciation, sur­
rounded the Chamber of Deputies, threatening violence if former 
Premier Raymond Poincare, known as a staunch monetary and fiscal 
conservative, was not returned to his post. Poincare was returned to 
office on 2 July, pledging to cut expenses, balance the budget, and 
save the franc. 

Armed with a popular mandate, Poincare was prepared to drive 
through any necessary monetary and fiscal reforms. Poincare's every 
instinct urged him to return to gold at the prewar par, a course that 
would have been disastrous for France, being not only highly defla­
tionary but also saddling French taxpayers with a massive public debt. 
Furthermore, returning to gold at the prewar par would have left the 
Bank of France with a very low (8.6 percent) gold-reserve-to-bank­
notes-in-circulation ratio. Returning at par, of course, would have glad­
dened the hearts of French bondholders, as well as those of Montagu 
Norman and the British propertied class. Poincare was dissuaded from 
pursuing this policy by the knowledgeable and highly perceptive Emile 
Moreau, governor of the Bank of France, and also by his deputy gover­
nor, the distinguished economist Charles Rist. Moreau and Rist were 
aware of the chronic export depression and unemployment the British 
were suffering because of their stubborn insistence on the prewar par. 
Poincare was reluctantly persuaded by Moreau and Rist to return to 
gold at a realistic par. 

When Poincare presented his balanced budget and monetary and 
financial reform package to Parliament on 2 August 1926, it was adopted 
quickly. Confidence in the franc dramatically rallied as pessimistic 
expectations in the franc changed to optimistic ones; and French capi­
tal, which understandably had fled massively into foreign currencies, 
returned to the franc, quickly doubling its value on the foreign ex-
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change market to almost 4 cents by December. To avoid any further 
rise, the French government quickly stabilized the franc de facto at 
3.92 cents on 26 December, and then returned de jure to gold at the 
same rate on 25 June 1928.47 

At the end of 1926, while the franc was pegged, France was not yet 
on a genuine gold standard. De jure, the franc was still set at the pre­
war par, when one gold ounce had been set at approximately 100 francs. 
But then, at the new pegged value, the gold ounce-in foreign ex­
change-was worth 500 francs. Obviously, no one would now deposit 
gold at a French bank in return for 100 paper francs, thereby wiping 
out 80 percent of one's assets. Also, the Bank of France (which was a 
privately owned firm) could not buy gold at the current expensive rate, 
for fear that the French government might decide, after all, to go back 
to gold de jure at a higher rate, thereby inflicting a severe loss on its 
gold holdings. The government, however, did agree to indemnify the 
bank for any losses it might incur in foreign exchange transactions; in 
that way, Bank of France stabilization operations could take place only 
in the foreign exchange market. 

The French government and the Bank of France were now commit­
ted to pegging the franc at 3.92 cents. At that rate, francs were pur­
chased in a mighty torrent on the foreign exchange market, forcing the 
Bank of France to keep the franc at 3.92 cents by selling massive quan­
tities of newly issued francs for foreign exchange. In that way, foreign 
exchange holdings of the Bank of France skyrocketed rapidly, rising 
from a minuscule sum in the summer of 1926 to no less than $1 billion 
worth in October of the following year. Most of these balances were in 
the form of sterling (in bank deposits and short-term bills), which had 
piled up on the continent during the massive British monetary expan­
sion of 1926 and had by now moved into French hands with the advent 
of upward speculation in the franc. Against their will, therefore, the 
French found themselves in the same boat as the rest of Europe: on the 
gold-exchange or gold-sterling standard.48 

If France had returned to the old, genuine gold standard at the end 
of 1926, gold would have flowed out of England to France, forcing 
contraction in England and forcing the British to raise interest rates. 
The inflow of gold into France and the increased issue of francs for 
gold by the Bank of France would also have temporarily lowered in­
terest rates there. As it was, French interest rates were sharply lowered 
in response to the massive issue offrancs, but no contraction or tight­
ening was experienced in England; quite the contrary.49 
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Moreau, Rist, and other Bank of France officials were alert to the 
dangers of their situation; and they tried to act in lieu of the gold stan­
dard by reducing their sterling balances, partly by demanding gold in 
London and partly by exchanging sterling for dollars in New York. 

This situation put considerable pressure upon the pound and caused 
a drain of gold out of England. In the classical gold standard era, Lon­
don would have responded by raising the Bank Rate and tightening 
credit, stemming or even reversing the gold outflow. But the English 
were committed to an unsound inflationist policy, in stark contrast to 
the old gold system. And so, Norman tried his best to use muscle to 
prevent France from exercising its own property rights and redeeming 
sterling in gold, absurdly urging that sterling was beneficial for France 
and that they could not have too much sterling. On the other hand, he 
threatened to go off gold altogether if France persisted-a threat he 
was to make good four years later. He also invoked the specter of French 
World War I debts to Britain (Kooker 1976, 100). He tried to get vari­
ous European central banks to put pressure on the Bank of France not 
to take gold from London. The Bank of France found that it could sell 
up to 3 million pounds a day without attracting the angry attention of 
the Bank of England, but any more sales than that would call forth 
immediate protest. As one official of the Bank of France said bitterly 
in 1927, "London is a free gold market, and that means that anybody is 
free to buy gold in London except the Bank of France" (Anderson 
1949, 172-73). 

Why did France pile up foreign exchange balances? The anti-French 
myth was that the franc was undervalued at the new rate of 3.92 cents 
and that the ensuing export surplus brought foreign exchange balances 
into France. The facts were precisely the reverse. Before World War I, 
France traditionally had a deficit in its balance of trade. During the 
post-World War I inflation, as usually occurs with fiat money, the for­
eign exchange rate rose more rapidly than domestic prices, since the 
highly liquid foreign exchange market is particularly quick to antici­
pate and discount the future. Therefore, during the French hyperinfla­
tion, exports were consistently greater than imports. 50 When France 
pegged the franc to gold at the end of 1926, the balance of trade re­
versed itself to the original pattern. Thus, in 1928 French exports were 
only 96.1 percent of imports. On the simplistic trade, or relative pur­
chasing power, criterion, then, we would have to say that the post-
1926 franc was "over" rather than "under" valued. Why did gold or 
foreign exchange not flow out of France? For the same reason as be-



Tbe Gold-Excbange Standard in tbe Interwar Years 143 

fore World War I: the chronic trade deficits were covered by perennial 
"invisible" net revenues into France, in particular the flourishing tour­
ist trade. 

The French, succumbing to both the blandishments and threats of 
Montagu Norman, were quite cooperative-much against their bet­
ter judgment. Thus, Norman warned Moreau in December 1927 that 
if he persisted in trying to redeem sterling in gold, Norman would 
devalue the pound. In fact, Poincare prophetically warned Moreau in 
May 1927 that sterling's position had weakened and that England 
might all too readily give up on its own gold standard. And when 
France stabilized the franc de jure at the end of June 1928, foreign 
exchange constituted 55 percent of the total reserves of the Bank of 
France (with gold at 45 percent), an extraordinarily high proportion 
of that in sterling. Furthermore, much of the funds deposited by the 
Bank of France in London and New York were used for stock market 
loans and fueled stock speculation. Worse, much of the sterling bal­
ances were recycled to repurchase French francs, which continued 
the accumulation of sterling balances in France. It is no wonder that 
Melchior Palyi concludes: "it was at Norman's urgent request that 
the French central bank carried a weak sterling on its back well be­
yond the limit of what a central bank could reasonably afford to do 
under the circumstances. No other major central bank took anything 
like a similar risk (percentage-wise)."SI 

Montagu Norman had neutralized the French, at least temporarily,S2 
but what of the United States? The British were counting heavily on 
America following a policy of monetary expansion so as to keep Brit­
ish gold off American shores. Instead, American prices were falling 
slowly but steadily during 1925-26 in response to rising American 
productivity and output. The gold-exchange standard was being en­
dangered by events in America that were beyond Norman's control. 

Norman decided to fall back on his trump card, his relationship with 
Strong. Strong would, Norman hoped, rush to the rescue of Great Brit­
ain. After Norman turned for help to his old friend, Strong invited the 
world's four leading central bankers to a private conference in New 
York in July 1927. In addition to Norman and Strong, the conference 
was attended by Deputy Governor Rist of the Bank of France and 
Hjalmar Schacht, Governor of the German Reichsbank. Strong ran the 
American side, keeping the Federal Reserve Board in Washington in 
the dark, and even refusing to let Gates McGarrah, chairman of the 
board of the Federal Reserve Bank of New York, attend the meeting. 
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Strong and Nonnan tried their best to have the four nations embark on 
a coordinated policy of monetary expansion and easy credit. Rist de­
murred, although he agreed to help England by buying gold from New 
York instead of London (i.e., drawing down dollar balances instead of 
sterling). Strong, in tum, agreed to supply France with gold at a subsi­
dized rate, as cheap as the cost of buying it from England, despite the 
far higher transportation costs (Rothbard 1972, 141). 

Schacht was even more adamant, expressing his alarm at the extent 
to which bank credit expansion had already gone in England and the 
United States. The previous year, Schacht had acted on his concerns 
by reducing his sterling holdings to a minimum and increasing the 
holdings of gold in the Reichsbank. He told Strong and Nonnan: "Don't 
give me a low (interest) rate. Give me a true rate. Give me a true rate, 
and then I shall know how to keep my house in order."53 Thereupon, 
Schacht and Rist sailed for home, leaving Strong and Nonnan to plan 
the next round of coordinated monetary expansion themselves. In par­
ticular, Strong agreed to embark on a mighty inflationary push in the 
United States, lowering interest rates and expanding credit-an agree­
ment which Rist, in his memoirs, maintains had already been privately 
concluded before the four-power conference began. Indeed, Strong gaily 
told Rist during their meeting that he was going to give "a little coup 
de whiskey to the stock market" (Rist 1955, 1066ff.). Strong also agreed 
to buy $60 million more of sterling from England to prop up the pound. 

Pursuant to the agreement with Norman, the Federal Reserve 
promptly began its great burst of expansion and cheap credit in the 
second half of 1927. This period saw the largest rate of increase of 
bank reserves during the 1920s, mainly due to massive Fed purchases 
of U.S. government securities and of banker's acceptances, totaling 
$445 million in the latter half of 1927. Rediscount rates were also low­
ered, inducing an increase in bills discounted by the Fed. Strong de­
cided to deceive the suspicious regional Federal Reserve Banks by 
using Kansas City Fed Governor W. J. Bailey as the stalking horse for 
the rate-cut policy. Instead of the New York Fed initiating the redis­
count rate cut from 4 to 3 112 percent, Strong talked the trusting Bailey 
into taking the lead on 29 July, with New York and the other regional 
Feds following a week or two later. Strong told Bailey that the purpose 
of the rate cuts was to help the farmers, a theme likely to appeal to 
Bailey's agricultural region. He did not tell Bailey that the real pur­
pose of the policy was to help England pursue its inflationary gold­
exchange policy. 
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The Chicago Fed, however, balked at lowering its rates, and Strong 
got the Federal Reserve Board in Washington to force it to do so in 
September. The isolationist Chicago Tribune angrily called for Strong's 
resignation, charging correctly that discount rates were being lowered 
in the interests of Great Britain (Anderson 1949, 182-83; Rothbard 
1972, 140-42; Beckhart 1931, 67ff.; Clark 1935,314). 

After overseeing the expansion of reserves and hence money in 1927, 
the New York Fed continued its policy over the next two years by 
buying heavily in prime commercial bills of foreign countries, bills 
endorsed by foreign central banks. The purpose was to bolster foreign 
currencies and to prevent an inflow of gold into the United States. The 
New York Fed also bought large amounts of sterling bills in 1927 and 
1929. The New York Fed frankly described its policy as follows: "We 
sought to support exchanges by our purchases and thereby not only 
prevent the withdrawal of further amounts of gold from Europe but 
also, by improving the position of the foreign exchanges, to enhance 
or stabilize Europe's power to buy our exports" (Clark 1935, 198). 

If Strong was the point man for the monetary expansions of the late 
1920s, the Coolidge administration was a willing participant. Pitts­
burgh industrialist Andrew W. Mellon, Secretary of the Treasury 
throughout the Republican era of the 1920s, was long allied with Mor­
gan interests. As early as March 1927, Mellon assured everyone that 
"an abundant supply of easy money" would continue to be available, 
and he and President Coolidge repeatedly acted as the "capeadores of 
Wall Street," giving numerous newspaper interviews urging stock prices 
upward whenever prices seemed to flag. The only sharp critic of Strong's 
policy within the administration was Secretary of Commerce Herbert 
C. Hoover,54 whose recalcitrance was met by Mellon's denouncing his 
"alarmism" and interference. 55 

The price paid by Strong and his allies for carrying out this policy 
was small-at least in the short run-because, as Lawrence Clark 
pointed out, the cheap credit aided especially those speculative finan­
cial and investment banking interests with whom Strong was allied­
notably, of course, the Morgan complex. 56 The British, as early as 
mid-1926, kilew enough to be appreciative. The influential London 
journal, The Banker, wrote of Strong that "no better friend of England" 
existed. The Banker praised the "energy and skillfulness that he has 
given to the service of England," and exulted that "his name should be 
associated with that of Mr. (Walter Hines) Page as a friend of England 
in her greatest need."57 
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On the other hand, Morgan partner Russell C. Leffingwell was not 
nearly as sanguine about the Strong-Norman policy of joint credit ex­
pansion. When, in the spring of 1929, Leffingwell heard reports that 
Norman was getting "panicky" about the speculative boom on Wall 
Street, he impatiently told fellow Morgan partner Thomas W. Lamont, 
"Monty and Ben sowed the wind. I expect we shall all have to reap the 
whirlwind .... I think we are going to have a world credit crisis" 
(Chernow 1990, 313). Benjamin Strong, however, was not destined 
personally to reap the whirlwind. A sick man, he was not running the 
Fed throughout 1928, finally dying on 16 October of that year. He was 
succeeded by his handpicked choice, George L. Harrison, also a Mor­
gan man but lacking the personal charisma and political clout of Strong. 

At first, as in 1924, Strong's monetary expansion was temporarily 
successful in accomplishing Britain's goals. Sterling was strengthened, 
and the American gold inflow from Britain was sharply reversed, gold 
then flowing outward. Farm produce prices rose from an index of 100 in 
1924 to 110 the following year, slumped back to 100 in 1926 and 99 in 
1927, and then jumped to 106 in 1928. Farm and food exports spurted 
upward; and foreign loans in the United States were stimulated to new 
heights, reaching a peak in mid-1928. But, once again, the stimulus was 
only temporary. By the summer of 1928, the pound sterling was sagging 
again. American farm prices fell slightly in 1929, and agricultural ex­
ports fell in the same year. Foreign lending slumped badly, as both do­
mestic and foreign funds poured into the American stock market. 

The stock market had already been booming by the time of the fatal 
injection of credit expansion in the latter half of 1927. The Standard & 
Poors (S&P) industrial common stock index, which had been 44.4 at 
the beginning of the 1920s boom in June 1921, had risen to 103.4 by 
June 1927. S&P rail stocks had risen from 156.0 in June 1921 to 316.2 
in 1927, and public utilities from 66.6 to 135.1 in the same period. 
Dow-Jones industrials had doubled from 95.1 in November 1922 to 
195.4 in November 1927. It was at this point that the Fed's expansion­
ary monetary and credit policy ignited the stock market fire. In par­
ticular, throughout the 1920s, the Fed deliberately and unwisely 
stimulated the stock market by keeping the "call rate" (Le., the interest 
rate on bank call loans to the stock market) artificially low. Before the 
establishment of the Federal Reserve System, the call rate had fre­
quently risen far above 100 percent when a stock market boom became 
severe. Yet, in the historic and virtually runaway stock market boom of 
1928-29, the call rate never went above 10 percent. The call rates were 
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controlled at these low levels by the New York Fed, in close collabora­
tion with, and at the advice of, the Money Committee of the New York 
Stock Exchange (Rothbard 1972, llb; Clark 1935,382; Miller 1935). 

During 1928 and 1929, the stock market went into overdrive, virtu­
ally doubling during these two years. The Dow-Jones industrials hit 
376.2 on 29 August 1929, and the S&P index stood at 195.2. (Credit 
expansion always concentrates its booms in titles to capital, in particu­
lar stocks and real estate.) Bank credit propelled a massive real estate 
boom in the late 1920s in New York City, in Florida, and throughout 
the country. These included excessive mortgage loans and construc­
tion for everything from farms to Manhattan office buildings.58 

The Federal Reserve authorities, now concerned about the stock 
market boom, tried feebly to tighten the money supply during 1928 
but failed. The Fed's sales of government securities were offset by two 
factors: (a) the banks shifting their depositors from demand to "time" 
deposits, which required a much lower rate of reserves and which were 
really savings deposits redeemable de facto on demand, rather than 
genuine time loans; and (b) more importantly, the disastrous Fed policy 
of creating a market in bankers' acceptances, a market which had ex­
isted in Europe but not in the United States. The Fed's policy through­
out the 1920s was to subsidize and, in effect, create an acceptance 
market by standing ready to buy any and all acceptances sold by cer­
tain favored acceptance houses at an artificially cheap rate. Hence, 
when bank reserves tightened as the Fed sold securities in 1928, the 
banks simply shifted to the acceptance market, expanding their reserves 
by selling acceptances to the Fed. Thus, the Fed's selling of $390 mil­
lion of securities was partially offset, later during 1928, by the Fed's 
purchase of nearly $330 million of acceptances. 59 The Fed's mainte­
nance of an easy money policy in 1928 was simplified by adopting the 
fallacious "qualitativist" view, which was also held by Herbert Hoover, 
that the Fed could dampen the boom by restricting loans to the stock 
market while merrily continuing to inflate in the acceptance market. 

In addition to pouring in funds through acceptances, the Fed did 
nothing to tighten its rediscount market. The Fed discounted $450 mil­
lion of bank bills during the first half of 1928; it finally tightened a bit 
by raising its rediscount rates from 3 112 percent at the beginning of 
the year to 5 percent in July. After that, it stubbornly refused to raise 
the rediscount rate any further, keeping it there until the end of the 
boom. As a result, Fed discounts to banks rose slightly until the end of 
the boom instead of declining. Furthermore, the Fed failed to sell any 
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more of its hoard of $200 million of government securities after July 
1928; instead, it bought some securities on balance during the rest of 
the year. 

Why was Fed policy so supine in late 1928 and in 1929? A crucial 
reason is that Europe, and particularly England, having lost the benefit 
of the inflationary impetus by mid-1928, was clamoring against any 
tighter money in the United States. The easing in late 1928 prevented 
gold inflows to the United States from England from getting very large. 
Britain was again losing gold, sterling was again weak, and the United 
States once again bowed to England's wish to see Europe avoid the 
consequences of its own inflationary policies. 

Another relaxing of stock prices in March spurred Secretary Mellon 
to call for, and predict, lower interest rates. Again, a weakening of 
stock prices in late March induced Mellon to make his statement as­
suring "an abundant supply of easy money which should take care of 
any contingencies that might arise." Later in the year, President 
Coolidge made optimistic statements every time the rising stock mar­
ket fell slightly. Repeatedly, both Coolidge and Mellon announced that 
the country was in a "new era" of permanent prosperity and perma­
nently rising stock prices. On 16 November the New York TImes de­
clared that the administration in Washington was the source of most of 
the bullish news and noted the growing "impression that Washington 
may be depended upon to furnish a fresh impetus for the stock mar­
ket." The administration continued emitting bullish statements for the 
next two years, Coolidge continuing until the very end of his term.60 A 
few days before leaving office in March 1929, Coolidge called Ameri­
can prosperity "absolutely sound"· and assured everyone that stocks 
were "cheap at current prices."61 

The clamor from English economic interests against any tighter 
money in the United States was driven by England's loss of gold and 
the pressure on sterling. France, having unwillingly piled up $450 mil­
lion in sterling by the end of June 1928, was anxious to redeem ster­
ling for gold; it indeed sold $150 million of sterling by mid-1929. In 
deference to Norman's threats and pleas, however, the Bank of France 
sold that sterling for dollars rather than for gold in London. Indeed, so 
cowed was the French government that French sales of sterling in 1929-
31 were offset by sterling purchases by a number of minor countries. 
Norman managed to persuade the Bank of France to sell no more ster­
ling until after a disastrous day in September 1931, when Britain aban­
doned its own gold-exchange standard and went on to a fiat pound 
standard (Payli 1972, 187, 194). 
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Meanwhile, despite the great inflation of money and credit in the 
United States, the massive increase in the supply of goods in the United 
States continued to create relative retail price stability with wholesale 
prices falling from 104.5 (1926=100) in November 1925, to 100 in 
1926, and then to 95.2 in June 1929. Consumer price indices in the 
United States also fell very slightly in the late 1920s. Thus, despite 
Strong's loose money policies, Norman could not count on price infla­
tion in the United States to bailout his gold-exchange system. 

In addition to pleading with the United States to keep expanding 
credit, Montagu Norman resorted to dubious short-run devices to try 
to keep gold from flowing to the United States. Thus, during 1928 and 
1929, he would sell gold for sterling to raise the sterling rate a bit, in 
sales timed to coincide with the departure of fast boats from London to 
New York, thus inducing gold holders to keep the precious metal in 
London. Such short-run tricks were hardly adequate substitutes for tight 
money or for raising the bank rate in England, and they weakened 
long-run confidence in the pound sterling (Anderson 1949,201). 

In March 1929 Herbert Clark Hoover became President of the United 
States. While not as intimately connected as Calvin Coolidge, Hoover 
had long been close to Morgan interests. Mellon stayed on as Secre­
tary of the Treasury, with the post of Secretary of State going to a long­
time top Wall Street lawyer in the Morgan orbit, Henry L. Stimson, 
disciple and partner of J. P. Morgan's personal attorney, Elihu Root.62 

Perhaps most important, Hoover's closest though unofficial adviser, 
whom he regularly consulted three times a week, was Morgan partner 
Dwight Morrow.63 

Hoover's method of dealing with the inflationary boom was to try 
not to tighten the money supply, but to keep bank loans out of the stock 
market by a jawbone method then called "moral suasion." This, too, 
was the preferred policy of the new Governor of the Federal Reserve 
Board in Washington, Roy A. Young. The fallacy was to try to restrict 
credit to the stock market while keeping it abundant to "legitimate" 
commerce and industry. Using methods of intimidation of business 
honed when he was Secretary of Commerce, Hoover attempted to re­
strain stock loans by New York banks, tried to induce the president of 
the New York Stock Exchange to curb speculation, and warned lead­
ing editors and publishers about the dangers of high stock prices. None 
of these superficial methods were effective.64 

Professor Beckhart added another reason for the adoption of the 
ineffective policy of moral suasion: that the administration had been 
persuaded to try this tack by Montagu Norman. By June 1929 moral 
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suasion was at last abandoned, but discount rates were still not raised, 
so that the stock market boom continued even as the economy, in gen­
eral, was quietly but inexorably turning downward. Secretary Mellon 
once again trumpeted "unbroken and unbreakable prosperity." In Au­
gust the Federal Reserve Board finally agreed to raise the rediscount 
rate to 6 percent, but any tightening effect was more than offset by the 
Fed's simultaneously lowering its acceptance rate, thereby once again 
giving an inflationary fillip to the acceptance market. One reason for 
this resumption of acceptance inflation, after it had previously been 
reversed in March was, yet again, "another visit of Governor Norman" 
(Beckhart 1931, 142ff., 127). Thus, Montagu Norman once more was 
able to lend his final impetus to the boom of the 1920s. 

Great Britain also was entering a depression, and yet its inflationary 
policies resulted in a serious outflow of gold that summer. Norman was 
able to get a line of credit of $250 million from a New York banking 
consortium, but the outflow continued through September, much of it to 
the United States. Continuing to help England, the New York Fed bought 
large amounts of sterling bills from August through October. 

A perceptive epitaph on the qualitative credit politics of 1928-29 
was pronounced by A. Wilfred May: 

Once the credit system had become infected with cheap money, it was impossible 
to cut down particular outlets of this credit without cutting down all credit, be­
cause it is impossible to keep different kinds of money separated in watertight 
compartments. It was impossible to make money scarce for stock-market purposes, 
while simultaneously keeping it cheap for commercial use .... When Reserve credit 
was created there was no possible way that its employment could be directed into 
specific uses, once it had flowed through the commercial banks into the general 
credit stream. (May 1935,292-93; Hardy 1932, 124-77; Mogenstem 1930,2-3; 
Rothbard 1972, 151-52) 

Depression and the End of the 
Gold-Sterling-Exchange Standard, 1929-31 

The depression that struck the world economy in 1929 could have 
been met in the same way as the United States, Britain, and other coun­
tries had faced the severe contraction of 1920--21, and the way in which 
all countries met depressions under the classical gold standard. They 
could have recognized the folly of the preceding monetary expansion 
boom and accepted the fact that the depression mechanism needed to 
return to an efficient free market economy. In other words, they could 
have accepted the liquidation of unsound investments and the liquida-
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tion of egregiously unsound banks. They could have accepted the 
contractionary deflation of money, credit, and prices. If the major world 
governments had done so, they would, as in the cases, have encoun­
tered a depression-adjustment period that would have been severe but 
mercifully short. Recessions unhampered by government interventions 
almost invariably work themselves into recovery within a year or so. 

But the United States, Britain, and the rest of the world had been 
seduced by the siren song of cheap money. If bank credit expansion 
had gotten the world into this mess, then more of the same would be 
the only way out. Pursuit of this demand-side, proto-Keynesian policy, 
along with other massive government interventions to prevent price 
deflation, managed to convert what would probably have been a short, 
sharp recession into a chronic, lingering stagnation with an un­
precedentedly high amount of unemployment that ended only with the 
coming of World War II (Vedder and Gallaway 1993). 

Great Britain tried to depreciate its way out of the recession, as did 
the United States, despite the claim by some economists that the Fed­
eral Reserve deliberately contracted the money supply from 1929-33. 
Partly, the Fed expanded monetarily to help Britain and partly for its 
own sake. During the week of the great stock market crash-the final 
week of October 1929-the Federal Reserve Bank of New York, spe­
cifically George Harrison, doubled its holding of government securi­
ties and discounted $200 million for member banks. During that one 
week, the Fed added $300 million to bank reserves, the expansion be­
ing generated to prevent stock market liquidation and to permit the 
New York City banks to take over brokers' loans being liquidated by 
nonbank lenders. Over the objections of Roy Young of the Federal 
Reserve Board, Harrison told the New York Stock Exchange, "I am 
ready to provide all the reserve funds that may be needed" (Chernow 
1990, 319). By December, Secretary Mellon issued one of his tradi­
tionally optimistic pronouncements that there was "plenty of credit 
available." President Hoover, addressing a business conference on 5 
December, hailed the nation's good fortune in possessing the splendid 
Federal Reserve System, which had succeeded in saving shaky banks, 
restored confidence, and made capital more abundant by reducing in­
terest rates. 

In early 1930 the Fed launched a massive cheap money program, 
lowering rediscount rates during the year from 4 1/2 percent to 2 per­
cent, with acceptance rates and call loan rates falling similarly. The 
Fed purchased $218 million in government securities, increasing total 
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member bank reserves by over $100 million. The money supply, how­
ever, remained stable and did not increase, due to the bank failures of 
late 1930. The inflationists were not satisfied, however. Business Week 
(then as now a spokesman for "enlightened" pro-interventionist busi­
ness opinion) claimed in late October that the "deflationists" were "in 
the saddle." In contrast, H. Parker Willis, in an editorial in the New 
York Journal ojCommerce, trenchantly pointed out that the easy money 
policy of the Fed was actually bringing about the bank failures, be­
cause the banks were being encouraged to avoid the painful but neces­
sary process of liquidation. Willis noted that the country was suffering 
from frozen and wasteful mal-investments in plants, buildings, and 
other capital, and that the depression could only be cured when these 
unsound credit positions were liquidated.65 

In 1930 Montagu Norman got part of his wish to achieve formal 
inter-central bank collaboration. Norman was able to push through a 
new "central bankers' bank," the Bank for International Settlements 
(BIS) meeting regularly at Basle, to provide clearing facilities for Ger­
man reparations payments and to provide regular facilities for meeting 
and cooperation. While Congress forbade the Fed from formally join­
ing the BIS, the New York Fed and Morgan interests worked closely 
with the new bank. Indeed, the BIS treated the New York Fed as if it 
were the central bank of the United States. Gates W. McGarrah re­
signed his post as chairman of the board of the New York Fed in 
February 1930 to assume the position of president of the new BIS. 
Jackson E. Reynolds, a director of the New York Fed, was chairman of 
the BIS's first organizing committee. J.P. Morgan & Company 
un surprisingly supplied much of the capital for the BIS. Even though 
there was no legislative sanction for U.S. participation in the bank, 
Governor George Harrison made a "regular business trip" abroad in 
the fall to confer with the other central bankers, while the New York 
Fed extended loans to the BIS. 

During 1931, many of the European banks, swollen by unsound credit 
expansion, faced liquidation. In October 1929 the important Austrian 
bank, the Boden-Kredit-Anstalt, was one of those. Instead of allowing 
the bank to be liquidated, a group of international financiers, headed 
by the Rothschilds and the Morgans, bailed the bank out. The Boden 
bank was merged into the older and stronger Oesterreichische-Kredit­
Anstalt, now by far the largest commercial bank in Austria, capital 
being provided by an international financial syndicate that included 
Morgan and Rothschild. Moreover, the Austrian government guaran­
teed some of the Boden bank's assets. 
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Kredit-Anstalt was weakened by the merger and in May 1931 a run 
occurred on the bank, led by French bankers angered by the announced 
customs union between Germany and Austria. Despite aid to the Kredit­
Anstalt by the Bank of England, Rothschild of Vienna, and the BIS 
(aided by the New York Fed and other central banks) to a total of over 
$31 million, and the Austrian government's guarantee of Kredit-Anstalt 
liabilities up to $150 million, the bank run, once launched, proved irre­
sistible. Austria went off the gold standard and, in effect, declared na­
tional bankruptcy in June 1931. At that point, a fierce run began on the 
German banks, the Bank of International Settlements again trying to 
shore up Germany's financial system by arranging a $100 million loan 
to the Reichsbank, a credit joined in by the Bank of England, the Bank 
of France, the New York Fed, and several other central banks. But the 
run on the German banks, both by the German people and their foreign 
creditors, proved devastating. By mid-July the German banking system 
collapsed from internal runs, and Germany went off the gold standard. 
Since the German public feared runaway inflation above all else and 
identified the cause of the inflation as exchange rate devaluation, the 
German government felt it had to maintain the par value of the mark, 
now highly overvalued relative to gold. To do so, while at the same 
time resuming inflationary credit expansion, the German government 
had to "protect" the mark by severe and thorough exchange controls. 

With the bank runs in Austria and Germany, it was clear that En­
gland would be the next to suffer a worldwide lack of confidence in its 
currency, including runs on its gold reserves. Sure enough, in mid-July 
sterling redemptions in gold accelerated, and the Bank of England lost 
$125 million in gold in nine days. 

The remedy for this situation under the classical gold standard was 
clear: a sharp rise in the bank rate to tighten English money supply and 
to attract gold and foreign capital to flow back into England. In classi­
cal gold standard crises, the Bank of England had raised its bank rate 
to 9 or 10 percent until the crisis passed. And yet, so wedded was 
England to cheap money, that it entered the crisis in mid-July at the 
low bank rate of 2 112 percent. It grudgingly raised the rate only to 4 11 
2 percent by the end of July, keeping the rate at this low level until 
finally, on Black Sunday, 20 September, it went off the very gold-ex­
change standard that it had recently foisted upon the rest of the world. 
Indeed, instead of tightening money, the Bank of England made the 
pound still shakier by inflating credit further. Thus, in the last two 
weeks of July, the Bank of England purchased nearly $115 million in 
government securities. 
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England went off gold even as foreign central banks tried to prop up 
the Bank of England and save the gold-exchange standard. Answering 
Norman's pleas, the Bank of France and the New York Fed each loaned 
the Bank of England $125 million on 1 August, and then later in Au­
gust another $400 million was provided by a consortium of French and 
American bankers. All this aid was ineffectively used to pursue the 
policies of inflationism and a 4 112 percent bank rate. As Benjamin 
Anderson concluded, "England went off the gold standard with the 
bank rate at 4112 percent. To a British banker in 1913, this would have 
been an incredible thing-the collapse of the gold standard in England 
was absolutely unnecessary. It was the product of prolonged violation 
of gold standard rules, and, even at the end, it could have been averted 
by the return to orthodox gold standard methods" (Anderson 1949, 
245-50; Benham 1932, 9-10). 

England not only betrayed the countries that aided the pound but 
also the countries it had cajoled into adopting the gold-exchange stan­
dard in the 1920s. It also specifically betrayed those banks it had per­
suaded to keep huge sterling balances in London: specifically, the 
Netherlands Bank and the Bank of France. Indeed, on Friday, 18 Sep­
tember, G. Vissering, head of the Netherlands Bank, phoned Montagu 
Norman and asked him about the crisis of sterling. Vissering, who was 
poised to withdraw massive sterling balances from London, was as­
sured without qualification by his old friend that England would, at all 
costs, remain on the gold standard. Two days later, Britain betrayed 
Norman's word and the Netherlands Bank suffered severe losses (Ander­
son 1949,246-47, 253). 

The Netherlands Bank was strongly criticized by the Dutch govern­
ment for keeping its balances in sterling until it was too late. In its 
defense, the bank quoted repeated assurances from the Bank of En­
gland about the safety of foreign funds in London. The bank made it 
clear that it was betrayed and deceived by the Bank of England (Palyi 
1972,276-78). 

The Bank of France also suffered severely from the British betrayal, 
losing about $95 million. Despite its misgivings, the Bank of France had 
loyally supported the English gold standard system by allowing sterling 
balances to pile up. The Bank of France sold no sterling until after En­
gland went off gold; by September 1931, it had amassed a sterling port­
folio of $300 million, one-fifth of France's monetary reserves. In fact, 
during 1928-31, the sterling portfolio of the Bank of France was at times 
equal to two-thirds of the entire gold reserve of the Bank of England. 
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Despite Montagu Norman, who began to blame the French govern­
ment for his own egregious failure, it was not the French authorities 
who put pressure on sterling in 1931. On the contrary, it was shrewd 
private French investors and commercial banks, correctly sensing the 
weakness of sterling and the British refusal to employ orthodox mea­
sures in its support, that decided to make a run on the pound in ex­
change for gold (Palyi 1972, 187-90; Kooker 1976,105-06,113-17). 
The run was aggravated by the fact that Britain had a chronic import 
deficit. It was scarcely in a position to save the gold standard through 
tight money when the British government, at the end of July, projected 
a massive fiscal 1932-33 deficit of 120 million pounds, the largest 
since 1920. Attempts in September to cut the budget were overridden 
by union strikes-and even by a short-lived, sit-down strike by British 
naval personnel-which convinced foreigners that Britain would not 
take sufficient measures to defend the pound. 

In his memoirs, the economist Moritz J. Bonn summed up the sig­
nificance of England's action in September 1931: 

September 20, 1931, was the end of an age. It was the last day of the age of eco­
nomic liberalism in which Great Britain had been the leader of the world .... Now 
the whole edifice had crashed. The slogan "safe as the Bank of England" no longer 
had any meaning. The Bank of England had gone into default. For the first time in 
history a great creditor country had devalued its currency, and by so doing had 
inflicted heavy losses on all those who had trusted it." (Bonn 1948,278) 

As soon as England went off the gold standard, the pound fell by 30 
percent. It is ironic that, after all the travail Britain had put the world 
through, the pound fell to a level-$3.4O-that might have been vi­
able if she had originally returned to gold at that rate. Twenty-five 
countries followed Britain off gold and onto floating, and devaluating, 
exchange rates. The era of the gold-exchange standard was over. 

Epilogue 

Due to the events discussed above, the world was plunged into a 
monetary chaos of fiat money, competing devaluations, exchange con­
trols, and warring monetary and trade blocs, accompanied by a net­
work of protectionist restrictions. These warring blocs played an 
important though neglected part in paving the way for World War II. 
The trend toward monetary and economic nationalism was accentu­
ated when the United States, the last bastion of the gold coin standard, 
devalued the dollar and went off that standard in 1933. 
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Moreover, this inflationary system under the cloak of the prestige of 
gold was destined to last a great deal longer than the British venture, 
finally collapsing at the end of the 1960s.66 The retreat from the classi­
cal gold standard had been years in coming, but the effects continue 
today. The politicians, financial manipulators, and demagogues who 
spent their careers attempting to free themselves and their home na­
tions from the constraints imposed by an international gold standard 
system finally got their wish. The consequences of that wish, in my 
view, have been both dire and unnecessary. Discipline is difficult pre­
cisely because of human weaknesses, and the story of gold is no differ­
ent from many other, similar human proclivities to thwart natural or 
artificial constraints. Although it is unlikely in the near future that the 
world will return to gold, its history and the history of its decline re­
mains instructive for all of us. 

Notes 

1. Germany, which multiplied its money supply eightfold during the war, would 
soon spiral into runaway inflation, propelled by accelerated monetization of gov­
ernment deficits and of private credit; France and Austria also went into hyper­
inflation after the war to a lesser extent than Germany (Palyi 1972,33; Moggridge 
1972). 

2. Precisely, British currency had traditionally been defined so that one ounce of 
gold was equal to 77s. 10 112 d. Comparing the prewar ratios of the dollar and 
the pound to gold, the pound sterling was therefore set at $4.86656. The gold 
ounce was also set equal to $20.67. 

3. The word "inflation" has changed in meaning when used in economic theorizing 
over the past two centuries. From the earliest writings of the Classical School, 
whose founder was Adam Smith, up to around the middle of this century, the 
term meant an increase in the supply of money. Many dictionaries still define the 
term that way. For example, The Oxford Dictionary of the English lAnguage 
(1989) provides the following definition: "An undue increase in the quantity of 
money in relation to the goods available for purchase: (in lay use) an inordinate 
rise in prices." Today, most economists accept the "lay" definition and have aban­
doned the older view expressed above. But, unfortunately, there is no really good 
substitute for the term when discussing expansions of money and/or credit. In 
this article, the term used to denote an increase in the quantity of money is "ex­
pansion." Inflation is used solely to indicate an increase in the level of some 
price index, as in the modem (non-lay) usage. The terminology change to infla­
tion as a measurable phenomenon has occurred gradually in this century and is 
now common. That being the case, I will adhere to this terminological conven­
tion throughout this chapter, although I personally prefer the older approach. 
Others also prefer the older approach on grounds both of simplicity and demon­
strated causation. If the central bank is increasing the supply of money, then they 
are engaging in a process of inflation relative to production, regardless of what 
is happening overall to output. Further, if prices rise because of the policy, the 
cause of that rise is clear. Under the new definition, potential causes are limited 
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solely by one's ability to imagine them, the direct definitional causal link having 
been cut. Perhaps this is progress; perhaps not. 

4. A recent flurry of scholarly interest in the gold standard, the 1920s, and the 
Great Depression has unfortunately continued the dominant view of the past 
half-century: that the gold standard chained governments with restrictive fetters 
that prevented them from instituting the expansionist monetary and fiscal poli­
cies necessary to economic recovery. Thus, see Eichengreen 1992a and 1992b. 
On the problem of the valuation of the French franc, see Mouret 1991; Sic sic 
1992. 

5. See Palyi 1972, 1-21, 118-19; and CalIco 1976. CalIco shows that the pre-1914 
gold standard was a genuine, multicentered gold standard and not a British ster­
ling standard. 

6. Far from showing that moneys of account can be "imaginary" in relation to me­
dia of exchange, the historical research of Luigi Einaudi on "imaginary money" 
in the Middle Ages reveals various countries' experiences with various relation­
ships between gold and silver, both commodity moneys (Einaudi 1953; 
Timberlake 1991). 

7. Prices during the boom did not necessarily increase in historical terms. If a secu­
lar price fall was occurring due to increased production, as happened in much of 
the nineteenth century, the inflationary boom took the form of prices being higher 
than they would have been in the absence of the expansion of money and credit. 

8. While the United States, alone of major powers before 1914, lacked a central 
bank, the quasi-centralized national banking system performed a similar func­
tion in the years between the Civil War and 1914. Instead of the government 
conferring a monopoly note-issuing privilege upon the central bank, the federal 
government conferred that privilege upon federally chartered "national banks," 
which pyramided their credit upon a handful of central reserve city national banks 
located in New York and a few other Eastern financial centers. 

9. For an early English critique of not going back at a realistic par, see Robbins 
1934, especially 77-87. 

10. The pound sterling was depreciated by 45 percent before the end of the Napole­
onic War. When the war ended, the pound returned nearly to its prewar gold par. 
This appreciation was caused by (a) a general expectation that Britain would 
resume the gold standard and (b) a monetary contraction of 17 percent in one 
year, from 1815 to 1816, accompanied by a price deflation of 63 percent (Fetter 
1965). 

11. See the classic article by D. Benjamin and L. Kolchin, "Searching for an Expla­
nation for Unemployment in Interwar Britain" (Benjamin and Kolchin 1979). It 
is unfortunate that Melchoir Palyi, in his valuable, perceptive, and solidly anti­
inflationary work on the interwar period, is blind to the problems generated by 
the insistence on going back to gold at the prewar par. Palyi dismisses all such 
considerations as "Keynesian" (Palyi 1972 passim). 

12. Address to the Annual General Meeting of the F.B.I. in November 1921. See 
Hume 1970, 141. 

13. Round Table XIV (1923, 28), quoted in Hume 1970, 136. 
14. The Times (London), 29 April 1925, cited in Hume 1970, 144. 
15. Bradbury to Farrer, July 24, 1924 (Moggridge 1972,47). 
16. Undoubtedly the most trenchant testimony before the committee was by the free­

market, hard-money economist from the London School of Economics, Edwin 
Cannan. In contrast to the other partisans of $4.86, Cannan fully recognized that 
the return to gold would require considerable deflation and that the needed re­
duction in wage rates would cause extensive difficulty and unemployment in 
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view of the new system of widespread unemployment insurance which made the 
unemployed far "more comfortable than they used to be." The only thing to be 
done, counselled Cannan, was to return to gold immediately at $4.86 and get it 
over with. As Cannan wrote at the time, the necessary adjustments "must be 
regarded in the same light as those which a spendthrift or a drunkard is rightly 
exhorted by his friends to face like a man" (Moggridge 1972, 45-46; Cannan, 
1925, 105: cited in Milgate 1987, 1:316). Cannan's sentiment and passion for 
justice are admirable, but, in view of the antagonistic political climate of the day, 
it might have been the better part of valor to return to gold at a realistic, depreci­
ated pound. 

17. Actually, the old Gold Embargo Act remained in force until allowed to expire on 
31 December 1925. Since gold exports were prohibited until then, the gold stan­
dard was really not fully restored until the end of the year (Palyi 1972, 71). 

18. In a memorandum to Churchill, Sir Otto Niemeyer delivered an eloquent cri­
tique of the Keynesian view that inflation would serve as a cure for the existing 
unemployment. Niemeyer declared: "You can by inflation (a most vicious form 
of subsidy) enable temporary spending power to cope with large quantities of 
products. But unless you increase the dose continually there comes a time when 
having destroyed the credit of the country you can inflate no more, money hav­
ing ceased to be acceptable as a value. Even before this, as your inflated spend­
ing creates demand, you have had claims for increased wages, strikes, lockouts, 
etc. I assume it will be admitted that with Germany and Russia before (i.e., run­
away inflation) we do not think plenty can be found on this path." Niemeyer 
concluded that employment can only be provided by thrift and accumulation of 
capital, facilitated by a stable currency, and not by doles and palliatives 
(Moggridge 1972, 77). Unfortunately, Niemeyer neglected to consider the cru­
cial role of excessively high wage rates in causing unemployment. 

19. France also appointed the House of Morgan its fiscal agent, having long had 
close connections through the Paris branch, Morgan Harjes (Chernow 1990, 104-
05, 186, 195; and Clay 1957,87). 

20. On the interconnections among the Morgans, the Allies, foreign loans, and the 
Federal Reserve, and on the role of the Morgans in bringing the United States 
into the war, see Tansill 1938,32-134. Also see Chernow 1990, 186-204. It is 
instructive that the British exempted the House of Morgan from its otherwise 
extensive mail censorship in and out of Britain, granting J. P. Morgan, Jr., and 
his key partners special code names (Chernow 1990, 189-90). 

21. Rothbard 1984, 107-08, 111-12; Willis 1936,90-91; and Chandler 1958,105. 
The massive U.S. deficits to pay for the war were financed by Liberty Bond 
drives headed by a Wall Street lawyer, Russell C. Leffingwell, who would be­
come a leading Morgan partner after the war (Chernow 1990, 203). 

22. Rothbard 1984, 114; and Chandler 1958,93-98. While some members of the 
Federal Reserve Board (FRB) had heavy Morgan connections, its complexion 
was scarcely as Morgan-dominated as Benjamin Strong. Of the five FRB mem­
bers, Paul M. Warburg was a leading partner of Kuhn-Loeb, an investment bank 
rival of Morgan, and during the war suspected of being pro-German; Governor 
William P. G. Harding was an Alabama banker whose father-in-law's iron manu­
facturing company had prominent Morgan as well as rival Rockefeller men on 
its board; Frederic A. Delano, uncle of Franklin D. Roosevelt, was president of 
the Rockefeller-controlled Wabash Railway; Charles S. Hamlin, an assistant sec­
retary to McAdoo, was a Boston attorney married into a family long connected 
with the Morgan-dominated New York Central Railroad; economist Adolph C. 
Miller, professor at Berkeley, had married into the wealthy, Morgan-connected 
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Sprague family of Chicago. At that time, Secretary of Treasury McAdoo and his 
longtime associate, John Skelton Williams, comptroller of the currency, were 
automatically FRB members, but only ex officio. Thus, setting aside the two ex 
officio members, the FRB began its existence with one Kuhn-Loeb member, one 
Morgan man, one Rockefeller person, a prominent Alabama banker with both 
Morgan and Rockefeller connections, and an economist with family ties to Mor­
gan interests. When we realize that the Rockefeller and Kuhn-Loeb interests 
were allied during this era, we can see that the FRB scarcely could be considered 
under firm Morgan control (Rothbard 1984, 108). 

23. Too much has been made of the fact that this discovery of the inflationary power 
of open market purchases by the Fed was the accidental result of a desire to 
increase Fed earnings. The result was not wholly unexpected. Thus, Strong, on 
April 18, 1922, wrote to Undersecretary of the Treasury S. Parker Gilbert that 
one of his major reasons for these open-market purchases was "to establish a 
level of interest rates ... which would facilitate foreign borrowing in this 
country ... and facilitate business improvement." Gilbert went on to become a 
leading partner of the House of Morgan. 

24. Money supply equalling currency + total adjusted bank deposits. If savings and 
loan shares are added, the money supply rose by 9.0 percent during 1924 
(Rothbard 1972, 88, 102-05). 

25. Strong to Pierre Jay, 23 April and 28 April 1924; and Strong to Andrew Mellon, 
27 May 1924 (Moggridge 1972,51-53; Rothbard 1972, 133-34; and Chandler 
1958,283-84,293ff.). 

26. Grenfell to J. P. Morgan, Jr., 23 March 1925 (Chernow 1990,274-75). 
27. Hughes was both attorney and chief foreign policy adviser to Rockefellers' Stan­

dard Oil of New Jersey. On Hughes' close ties to the Rockefeller complex and 
their being overlooked even by Hughes' biographers, see the important but ne­
glected article by Thomas Ferguson, "From Normalcy to New Deal: Industrial 
Structure, Party Competition, and American Public Policy in the Great Depres­
sion" (Ferguson 1984,67). 

28. "Morrow and Thomas Cochran, although moving spirits in the whole drive, re­
mained in the background. The foreground was filled by the large, devoted, the 
imperturbable figure of Frank Stearns" (Nicolson 1935,232). Cochran, a lead­
ing Morgan partner and board member of Bankers Trust Corporation, Chase 
Securities Corp., and Texas Gulf Sulphur Company, was a Midwesterner and not 
an Amherst graduate. He therefore had no reason of friendship to work strongly 
for Coolidge. Stearns, incidentally, had not met Coolidge before being intro­
duced to him by Morrow (Burch 1981,274-75,302-03). 

29. In addition to being a director of the Merchants National Bank of St. Paul, Kellogg 
had been general counsel for the Morgan-dominated U.S. Steel Corporation for 
the Minnesota region and, most important, the top lawyer for railroad magnate 
James J. Hill, long allied with the Morgan interests. 

30. Morgan partner Dwight Morrow became ambassador to Mexico that year, and 
Nicaraguan affairs came under the direction of Wall Street lawyer Henry L. 
Stimson, longtime leading disciple of Elihu Root and a partner in Root's law 
firm (Burch 1981, 277, 305). 

31. The latter phrase is in a letter from Sir Otto Niemeyer to Winston Churchill, 25 
February 1925 (Moggridge 1972, 83). 

32. Contrast Norman's view to that of pro-gold-coin-standard economist Walter 
Spahr: "A gold-coin standard provides the people with direct control over the 
government's use and abuse of the public purse ... a manner that raises doubts as 
to their value as compared with gold, those people entertaining such doubts will 
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demand gold in lieu of .•. paper money, or bank deposits ... The gold-coin stan­
dard thus places in the hands of every individual who uses money some power to 
express his approval or disapproval of the government's management of the 
people's monetary and fiscal affairs" (Spahr 1947,5, cited in Palyi 1972, 122). 

33. The theory, of course, was that the world required a more elastic currency system 
that could grow as trade grew. In fact, to the extent productivity and growth do 
improve, the supply of money can be expanded without driving up the average 
level of existing relative prices. Unfortunately, monetary discipline tends to break 
down under such arrangements, and the predicted breakdown occurred in this 
case. It would be but a few short years before the European problem was re­
peated in the United States. Wherever these arrangements have been tried, long­
term inflation has been the inevitable result. 

34. When the gold-exchange standard broke down in 1931, the economist H. Parker 
Willis noted that "the ease with which the gold-exchange standard can be insti­
tuted, especially with borrowed money, has led a good many nations during the 
past decade to 'stabilize' at too high a rate" (Willis 1931, 626ff.). 

35. Skidelsky 1986,275,272-74; Palyi 1972, 155-57. While Keynes's book was 
largely an apologia for the existing system in India, he also gently chided the 
British government for not going far enough in managed inflation by failing to 
establish a central bank (Skidelsky 1986,276-277). 

36. Since the Industrial Revolution, prices have tended to fall secularly in response 
to an increased supply of goods, except for prices rising during wartime in re­
sponse to inflationary war finance. This secular trend was reversed after the in­
ternational abandonment of the gold standard in the 1930s. 

37. Davis 1981, 219. Hawtrey's speech was published as "The Gold Standard" 
(Hawtrey 1919). Fisher's proposal is in Fisher 1911, 332-46. 

38. See Hawtrey 1919, 131-47. The text of the Genoa Resolutions themselves can 
be found in the Federal Reserve Bulletin (June 1922), 678-79, reprinted in 
Lawrence 1928, 162--65. 

39. Peter Temin has shown that the 1839-43 monetary contraction in the United 
States, in contrast to the 1929-33 contraction, had few ill effects because prices 
and wage rates were free to fall (Temin 1969, 155ff.). 

40. See the illuminating 1969 work by S. B. Saul, The Myth of the Great Depression, 
1873-1896. 

41. For contemporaneous critiques of Hawtrey's stabilizationism as a mask for in­
flationism, see Lawrence 1928,326,432-33; Deutscher 1990, 211-15. 

42. Hogan 1977. On Strong's misgivings on the gold-exchange system, see Stephen 
V. O. Clarke 1967,36-40. 

43. Finland acted on the advice of the great classical liberal Swedish economic his­
torian, Eli Heckscher of the University of Stockholm. See Lester 1937, 433--67; 
and Palyi 1972,73, 107. 

44. Entry of 6 February 1928 (Rothbard 139; Chandler 1958, 379-80). Also see the 
entry in October 1926, in which Moreau comments on a report of Pierre Quesnay, 
general manager of the Bank of France, on the "doctrinaire, and without doubt 
somewhat Utopian or even Machiavellian" schemes of Montagu Norman and 
his financier associates such as Sir Otto Niemeyer, Sir Arthur Salter, and Sir 
Henry Strakosch, aided and abetted by Benjamin Strong, to establish and domi­
nate the "economic and financial organization of the world by Norman and his 
fellow--central bankers" (Palyi 1972, 134-35). 

45. Draft memorandum to Chancellor of Exchequer Churchill, April 1929 (P. Clarke 
1990,186). Also see P. Clarke 1990, 179-80, 184-87. 

46. Benham 1932, 27f. A manifestation of this obstructive and restrictive trade union 
spirit circulated to the members ofthe union of Building Trade Workers in 1926: 
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"You should keep a keen control of overtime. Adopt a militant policy against all 
fonns of piece work; be watchful and limit apprentices, remember the power you 
now occupy is conditioned by the scarcity of your labor" (Palyi 1972, 79). 

47. Anderson estimates that it would have been safer for France to have gone back at 
3.5 cents (which it could have done at the market rate in November) (Anderson 
1949,58). On the saga of France and the French franc in this period, see Ander­
son 1949,54-61,168-73; Palyi 1972,185-90. For the influence of Moreau and 
Rist, see Kooker 1976, 91-93. 

48. See the lucid exposition in Anderson 1949, 168-70. 
49. The open-market discount rate in Paris fell from 7.0 percent in August 1926 to 

2.0 percent in August of the following year (Anderson 1949, 172). 
50. Thus, in 1925, the last full year of the hyperinflation, French exports were 103.8 

percent of imports. The surplus was concentrated in manufactured goods, which 
had an export surplus of 23.8 billion francs, partially offset by a net import deficit 
of 5.4 billion in food and 16.8 billion in industrial raw materials (Palyi 1972, 185). 

51. Palyi 1972, 187. The recycling of pounds and francs was pointed out by a lead­
ing French banker, Raymont Philippe (Philippe 1931, 134, cited in Palyi 1972, 
194). 

52. Moreau did resist Nonnan's pressure to inflate the franc further, and he repeat­
edly urged Nonnan to meet Britain's gold losses by tightening money and rais­
ing interest rates in England, thereby checking British purchase of francs and 
attracting capital at home. All this urging was to no avail, Nonnan being com­
mitted to a cheap money policy (Rothbard 1972, 141). 

53. Anderson 1949, 181. Schacht had stabilized the German mark in a new 
Rentenmark after the old mark had been destroyed by a horrendous runaway 
inflation ending in 1923. The following year, he put the mark on the gold-ex­
change standard. 

54. Unfortunately, Hoover shortsightedly attacked only credit expansion in the stock 
market rather than credit expansion per se (Rothbard 1972, 142-43; Anderson 
1949, 182; Robey 1928; and Reed, 1930,32). 

55. O. Ernest Moore to Sir Arthur Salter, 25 May 1928, in Chandler 1958,280-81. 
56. Willis was a leading and highly perceptive critic of America's inflationary poli­

cies in the interwar period (Willis 1929, 553). Clark's study was written as a 
doctoral thesis under Willis (Clark 1935,344). 

57. Page was the Anglophile ambassador to Great Britain under Wilson who played 
a large role in getting the United States into the war (Clark 1935,315). 

58. On the real estate boom of the 1920s, see Hoyt 1947, 57. 
59. On the unfortunate Fed acceptance policy of the 1920s, see Rothbard 1972,117-

23. 
60. Business Week (October 22, 1930); Commercial and Financial Chronicle 113 

(August 2, 1930) 690-91. The leading "bull" speculator of the era was fonner 
General Motors magnate William Crapo Durant, who was wiped out in the crash. 
He hailed Coolidge and Mellon as the leaders of the boom (Commercial and 
Financial Chronicle [April 20, 1929] 2557ff.). 

61. Some of Strong's apologists claim that ifhe had been at the helm, he would have 
imposed tight money in 1928. See Snyder 1940,227-28. Snyder worked under 
Strong as head of the statistical department of the New York Fed. In a letter from 
Strong to Walter W. Stewart on 3 August 1928, Strong protested against even 
the feeble restrictive measures during 1928 as being too severe. Dr. Stewart, 
fonnerly head of the division of research at the Fed, had a few years earlier 
become economic advisor of the Bank of England and had written to Strong 
warning of unduly tight restriction on American bank credit (Chandler 1958, 
459~5). 
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62. Undersecretary of Treasury Ogden Mills, Jr., who was to replace Mellon in 1931 
and who was close to Hoover, was a New York corporate lawyer from a family 
long associated with the Morgan interests. 

63. Burch 1981, 280. For the important but private influence on President Hoover of 
Morgan partner Thomas W. Lamont, including Lamont's inducing Hoover to 
conceal his influence by faking entries in a diary Hoover left to historians, see 
Ferguson 1984,79. The Morgans, in the 1928 Republican presidential race, were 
torn three ways: between inducing, unsuccessfully, President Coolidge to run 
for a third term; Vice President Charles O. Dawes, who had been a Morgan rail­
road lawyer and who dropped out of the 1928 race; and Herbert Hoover. On 
Hoover's worries before the nomination about the position of the Morgans, and 
on Lamont's assurances to him, see the illuminating letter from Thomas W. Lamont 
to Dwight Morrow, 16 December 1927, in Ferguson 1984,17. 

64. For a recent revival of similar views, see White 1990, 143-87. 
65. Business Week (22 October 1930); Commercial and Financial Chronicle 131 (2 

August 1930) 690-91. In addition, Albert Wiggin, head of the Chase National 
Bank, then clearly reflecting the views of the bank's chief economist, Benjamin 
M. Anderson, denounced the new Hoover policy of propping up wage rates and 
prices in depressions and of pursuing cheap money. "When wages are kept higher 
than the market situation justifies," wrote Wiggin in the Chase annual report for 
January 1931, "employment and the buying-power of labor fall off .... Our de­
pression has been prolonged and not alleviated by delay in making necessary 
readjustments" (Commercial and Financial Chronicle 132 [17 January 1931], 
428-29; Rothbard 1972, 191-93,212-13,217,220.;..21). 

66. For an overview of the monetary struggles and policies of the New Deal, see 
Rothbard 1980, 79-129. Some of the details in this account of the economic and 
financial interests involved have been superseded by Ferguson, 1984, "From 
Normalcy to New Deal," 41-93; and Ferguson 1989,3-31. 

References 

Anderson, Benjamin M. 1949. Economics and the Public Welfare: Financial and 
Economic History of the United States, 1914-1946. Princeton, NJ: D. Van Nostrand. 

Beckhart, Benjamin H. 1931. "Federal Reserve Policy and the Money Market, 1923-
1931." In The New Money Market, Beckhart et al. New York: Columbia Univer­
sity Press. 

Benham, Frederic C. 1932. British Monetary Policy. London: P. S. King. 
Benjamin, D., and L. Kolchin. 1979. "Searching for an Explanation for Unemploy-

ment in Interwar Britain." Journal of Political Economy 87: 441-78. 
Bonn, Moritz J. 1948. Wandering Scholar. New York: John Day. 
Boyle, Andrew. 1967. Montagu Norman. London: Cassell. 
Brown, William Adams, Jr. 1940. The International Gold Standard Reinterpreted, 

1914-1934. New York: National Bureau of Economic Research. 
Burch, Philip H., Jr. 1981. Elites in American History. New York: Holmes & Meier. 
Calleo, David P. 1976. ''The Historiography of the Interwar Period: Reconsidera­

tion." In Balance of Power or Hegemony: The Interwar Monetary System, edited 
by Benjamin M. Rowland. New York: Lehrman Institute and New York Univer­
sity Press, 227-60. 

Cannan, Edwin. 1925. The Paper Pound: 1797-1821. 2d ed. London: P. S. King. 
Chandler, Lester V. 1958. Benjamin Strong, Central Banker. Washington, DC: 

Brookings Institute. 



The Gold-Exchange Standard in the Interwar Years 163 

Chernow, Ron. 1990. The House of Morgan: An American Banking Dynasty and the 
Rise of Modern Finance. New York: Atlantic Monthly Press. 

Clark, Lawrence E. 1935. Central Banking Under the Federal Reserve System. New 
York: Macmillan. 

Clarke, Peter. 1990. "The Treasury's Analytical Model of the British Economy Be­
tween the Wars." In The State and Economic Knowledge: The American and Brit­
ish Experiences, edited by M. Furner and B. Supple; Cambridge: Cambridge 
University Press. 

Clarke, Stephen V. O. 1967. Central Bank Cooperation, 1924-31. New York: Federal 
Reserve Bank. 

Clay, Sir Henry. 1957. Lord Norman. London: Macmillan. 
Davis, Eric G. 1981. "R. G. Hawtrey, 1879-1975." In Pioneers of Modern Econom­

ics in Britain, edited by D. P. O'Brien and J. R. Presley. Totowa, NJ: Barnes & 
Noble. 

Deutscher, Patrick. 1990. R. G. Hawtrey and the Development of Macroeconomics. 
Ann Arbor: University of Michigan Press. 

Eichengreen, Barry. 1922a. Golden Fetters: The Gold Standard and the Great De­
pression, 1919-1939. New York: Oxford University Press. 

---. 1992b. ''The Origins and Nature of the Great Slump Revisited." Economic 
History Review 45 (May): 213-39. 

Einaudi, Luigi. 1953. ''The Theory of Imaginary Money from Charlemagne to the 
French Revolution." In Enterprise and Secular Change, edited by F. C. Lane and 
J. C. Riemersma. Homewood, IL: Richard D. Irwin, 229-60. 

Einzig, Paul. 1932. Montagu Norman. London: Kegan Paul. 
Ferguson, Thomas. 1984. "From Normalcy to New Deal: Industrial Structure, Party 

Competition, and American Public Policy in the Great Depression." International 
Organization 38 (Winter): 41-94. 

---.1989. "Industrial Conflict and the Coming of the New Deal: The Triumph of 
Multinational Liberalism in America." In The Rise and Fall o/the New Deal Or­
der, 1920-1980, edited by S. Fraser and G. Gerstle. Princeton, NJ: Princeton Uni­
versity Press. 

Fetter, Frank W. 1965. Development of British Monetary Orthodoxy, 1797-1875. 
Cambridge, MA: Harvard University Press. 

Fink, Carole. 1984. The Genoa Conference: European Diplomacy, /921-1922. Chapel 
Hill: University of North Carolina Press. 

Fisher, Irving. 1911. The Purchasing Power of Money. New York: Macmillan. 
Hardy, Charles 0.1932. Credit Policies of the Federal Reserve System. Washington, 

DC: Brookings Institution. 
Hawtrey, R. G. 1919. ''The Gold Standard." Economic Journal 29: 429-42. 
Hogan, Michael J. 1977. Informal Entente: The Private Structure of Cooperation in 

Anglo-American Economic Diplomacy, /918-1928. Columbia: University of Mis­
souri Press. 

Hoyt, Homer. 1947. ''The Effect of Cyclical Fluctuation upon Real Estate Finance." 
Journal of Finonce (April). 

Hume, L. J. 1970. The Gold Standard, edited by S. Pollard. London: Methuen & 
Company. 

Kooker, Judith L. 1976. "French Financial Diplomacy: The Interwar Years." In Bal­
ance of Power or Hegemony: The Interwar Monetary System, edited by Benjamin 
M. Rowland. New York: Lehrman Institute and New York University Press. 

Lawrence, Joseph Stagg. 1928. Stabilization of Prices. New York: Macmillan. 
Lester, Richard A. 1937. ''The Gold Parity Depression in Norway and Denmark, 1924-

1928." Journal of Political Economy (August): 433-67. 



164 The History of the Modern International Monetary System 

May, A. Wilfred. 1935. "Inflation in Securities." In The Economics of Inflation, edited 
by H. Parker Willis and John M. Chapman. New York: Columbia University Press. 

Milgate, Murray. 1987. "Cannan, Edwin." In The New Palgrave: A Dictionary of 
Economics. Vol. 1. New York: Stockton Press. 

Miller, Adolph C. 1935. "Responsibilities for Federal Reserve Policies, 1927-1929." 
American Economic Review (September): 442-58. 

Mogenstern, Oskar. 1930. Developments in the Federal Reserve System. Harvard 
Business Review (October). 

Moggridge, D. E. 1972. British Monetary Policy, 1924-1931: The Norman Conquest 
of $4.86. Cambridge: Cambridge University Press. 

Mouret, Kenneth. 1991. Managing the Franc Poincare. New York: Cambridge Uni­
versity Press. 

Nicolson, Harold. 1935. Dwight Morrow. New York: Harcourt, Brace. 
Orde, Anne. 1990. British Policy and European Reconstruction After the First World 

War. Cambridge: Cambridge University Press. 
Palyi, Melchior. 1972. The Twilight of Gold, 1914-1936. Chicago: Henry Regnery. 
Philippe, Raymont. 1931. Le Drame Financier de 1924-1930. 4th ed. Paris: Gallimard. 
Reed, Harold L. 1930. Federal Reserve Policy, 1921-1930. New York: McGraw-

Hill. 
Rist, Charles. 1955. "Notice Biographique." Revue d'Economie Politique (Novem­

ber-December). 
Robbins, Lionel. 1934. The Great Depression. New York: Macmillan. 
Robey, Ralph W. 1928. "The Capedores of Wall Street." Atlantic Monthly (Septem­

ber): 388-97. 
Rothbard, Murray M. 1972. America's Great Depression. Kansas City, MO: Sheed 

and Ward. 
---. 1980. ''The New Deal and the International Monetary System." In The Great 

Depression and New Deal Monetary Policy. San Francisco: Cato Institute. 
---.1984. ''The Federal Reserve as a Cartelization Device: The Early Years." In 

Money in Crisis, edited by Barry Siegel. San Francisco: Pacific Research Institute 
for Public Policy. 

Saul, S. B. 1969. The Myth of the Great Depression, 1873-1896. London: Macmillan. 
Sayers. R. S. 1970. ''The Return to Gold, 1925." In The Gold Standard and Employ­

ment Policies Between the Wars, edited by S. Pollard. London: Methuen & Company. 
Sicsic. Pierre. 1992. "Was the Franc Poincare Deliberately Undervalued?" Explora­

tions in Economic History 29: 69-92. 
Silvennan, Dan P. 1982. Reconstructing Europe After the Great War. Cambridge, 

MA: Harvard University Press. 
Skidelsky, Robert. 1986. John Maynard Keynes. Vol. 1. 1883-1920. New York: Vi-

king Press. 
Snyder. Carl. 1940. Capitalism. the Creator. New York: Macmillan. 
Spahr. Walter E. 1947. Monetary Notes (December 1). 
Tansill. Charles Callan. 1938. America Goes to War. Boston: Little Brown. 
Temin, Peter. 1969. The Jacksonian Economy. New York: W. W. Norton. 
Timberlake. Richard. 1991. Gold. Greenbacks. and the Constitution. Berryville, VA: 

Durell Foundation. 
Vedder. Richard, and Lowell Gallaway. 1993. Out of Work: Unemployment and Gov­

ernment in Twentieth-Century America. New York: Holmes and Meier for The 
Independent Institute. 

White. Eugene N. 1990. "When the Ticker Ran Late: The Stock Market Boom and 
Crash of 1929." In Crashes and Panics: The Lessonsfrom History. edited by Eu­
gene N. White. Homewood. IL: Dow Jones-Irwin. 



The Gold-Exchange Standard in the Interwar Years 165 

Willis, Henry Parker. 1929. "The Failure of the Federal Reserve." North American 
Review. 

---. 1931. "The Breakdown of the Gold Exchange and Its Financial Imperial­
ism." The Annalist (October 16). 

---.1936. The Theory and Practice o/Central Banking. New York: Harper and 
Brothers. 





5 

Gold Standard Policy And Limited Government 

Richard H. Timberlake 

An "automatic" gold currency is part and parcel of a 
laissez-faire and free-trade economy .... It is extremely 
sensitive to government expenditure and even to 
attitudes or policies that do not involve expenditure 
directly, for example, to foreign policy, to certain 
policies of taxation, and, in general, to precisely all 
those policies that violate the principles of economic 
liberalism .... It is both the badge and the guarantee of 
bourgeois freedom .... From this standpoint a man may 
quite rationally fight for it, even if fully convinced of 
the validity of all that has ever been urged against it on 
economic grounds. From the standpoint of etatisme and 
planning, a man may not less rationally condemn it, 
even if fully convinced of the validity of all that has 
ever been urgedfor it on economic grounds. 

-Joseph A. Schumpeter 
History of Economic Analysis, 1954, 405-406 

The State's Involvement with Money 

The world has known precious-metals money for millennia. Through 
the ages from ancient times, monetary devices have evolved spontane-

I have an extensive list of people to thank for reading and commenting on parts or all 
of this monograph. The list includes William Beranek, the late Alfred Bornemann, 
Kevin Dowd, Milton Friedman, Thomas Humphrey, Huston McCulloch, John Robbins, 
Anna Schwartz, George Selgin, David Theroux, Richard Wagner, Larry White, Walter 
Witt, Leland Yeager, and my wife, Hildegard Timberlake. 
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ously for much the same reason that wheels, levers, calculators, and 
other such innovations have also appeared: they significantly reduce 
the real costs of living and thereby add to the total product that people 
can enjoy. Money, however, has had an evolutionary history some­
what different from that of other commonly used technical devices. It 
has often been a mystical symbol that has lent itself to charlatanism 
and priestcraft; and because of its unique properties, it has become 
everywhere an object of state intervention and control. 

Commodity money reached its evolutionary zenith with the multi­
national adoption of the gold standard in the late nineteenth and early 
twentieth centuries. During this same period, ironically enough, many 
governments initiated legal tender paper money systems and central 
banks that took control over monetary systems away from the self­
regulating gold standard. The rule oflaw in monetary affairs very defi­
nitely gave way to the rule of men. 

While the operations of the gold standard system are no puzzle, the 
pervasive intrusion of the state into monetary systems has had only 
limited treatment. This paper explores the evolution of the state's rela­
tionship to the precious metals, paper money, and central banks with 
the following questions in mind: 

1. Did the constitutional gold standard lead to a noninterventionist constitu­
tionally constrained state, or was it the other way around, or were both of 
these institutions-the result of a more fundamental influence? 

2. Has a gold standard proven to be a means for insulating the monetary 
system from the state, or has it been a device that the state could manipu­
late to its own advantage? 

3. How did paper money and central banks come to replace gold and silver­
based currencies? 

4. Has the state's influence been benign or malignant, or both, and under 
what circumstances? 

5. How might a gold standard be reinstituted in the contemporary world? 

Coined Money Becomes Legal Tender 

Money evolved from commodities that were not money. As ancient 
economies began to specialize, they first bartered goods and services 
directly. In time, they learned to barter indirectly, obtaining some inter­
mediate items only for a subsequent final exchange. These indirect bar­
tering devices were rudimentary media of exchange that had nascent 
monetary properties (Menger [1871] 1981,262; Glasner 1989, 3-10). 
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Metallic currencies exhibited superior monetary properties at least 
as early as the seventh century B.C. Thereafter, the state assumed the 
prerogative of coinage. The seal on coins became a trademark. Wealthy 
and powerful merchants whose coins were current, and who themselves 
could assume political office, used their power to establish coining 
monopolies. I Mintage became almost exclusively a state function 
(Glasner 1989, chapter 2). 

State authorities realized many benefits from their coinage powers. 
First, coinage provided a means for exploiting the booty from military 
conquests and mining enterprises. It also facilitated the state's collec­
tion of tribute and taxes, which, noted Arthur R. Bums, "the Romans 
for the first time made efficient." Religious authorities also coined or­
naments and temple treasures in order to obtain usable moneys (Bums 
[1927] 1965,458). All these features of coined money emphasize the 
great utility that monetization bestowed on commodity metals. 

The state did not at first exploit its coinage monopoly by debase­
ment. The city-state of Athens, for example, had a respectable and 
widely accepted coinage. However, charged Bums, the Romans, both 
the republicans and emperors, "attended more to the exploitation than 
the perfection of coining .... They gave the world the inestimable curse 
of practical knowledge of all the possible methods of inflation apart 
from the use of paper money" (Bums [1927] 1965,465). 

In order to make coinage profitable, the state extended the routine 
practice of stamping coins with a seal of weight and fineness to a stamp 
of coercive authority that forced acceptance of the state's debased 
money. Bums observed that Greek coins did not reflect any direct evi­
dence of legal tender. Nonetheless, he concluded: 

It is beyond doubt that legal tender regulations existed in some form or other from 
the earliest times. No unit of account could come into general use until it was 
legally defined, and this [legal specification] would involve a statement of the 
means by which a debt expressed in the unit could be settled .... The Roman state 
fixed the rate at which coins were to pass, and presumably at this rate they were 
legal tender and had to be accepted. They were at no period merely punch-marked 
ingots to be placed in the balance at the option of the payee. (Bums [1927] 1965, 
378-80)2 

Bum's and Glasner's careful studies of the evolution of coined money 
suggests a Jekyll-Hyde sequence. While acting in a Dr. Jekyll capac­
ity, the state saw to the certification of the weight and fineness of coined 
metal and stamped the coins to verify their material content. When the 
state assumed the monopoly of coinage, however, it became a Mr. Hyde. 



170 The History of the Modem International Monetary System 

Roman heads of state learned how to obtain real returns from seignior­
age and debased the coinage for centuries. The experiences of these 
systems demonstrated that adoption and ubiquitous use of metallic 
moneys by itself did not provide an effective barrier to the state's ex­
ploitation of the payments system once the state assumed for itself 
monopoly over the coinage. 

Precious Metals Become Standards 

Gold, although coined frequently, did not become a standard for at 
least the first thousand years of coinage. Rather, the currencies of me­
dieval Europe were based almost entirely on silver. The practical com­
mercial reason for the monetization of gold in the thirteenth century 
was the growth of European trade with Byzantium after the Crusades, 
and with other Eastern areas that used gold. Florence and Venice became 
the commercial centers for this trade. Silver was still the common cur­
rency in Europe, so the introduction of monetary gold stimulated a 
movement toward bimetallism. Official bimetallism meant that the state 
had to specify the unit of account in both gold and silver. In practice, 
however, the "endless change in the [market] ratio of gold to silver, 
necessitat[ed] continual revision of the [official] rate of exchange" 
(Shaw [1896] 1967, 13). 

The extensive use of gold and silver moneys in Europe and the 
gradual adoption of de facto bimetallic standards gave rise to a mer­
cantilist mind-set. "The wish of the 14th and 15th century ruler," ob­
served Shaw, "was not only to defend his own stock of precious 
metals, ... but to attract to himself the stock of his neighbors by what­
ever craft" (Shaw [1896] 1967, 17). Minting operations continued to 
be the prerogative of the king, and the "development of the law of 
tender," Shaw wrote, "is to be traced to royal proclamations of the 
King in Council long before it became the subject of parliamentary 
legislation." These royal edicts prohibited the export of precious met­
als, banished foreign coins, or, if permitting them, prescribed "the rough 
tariff or rate according to which coin for (native) coin should be 
current. ... The two metals had grown to be the exchange medium; they 
were actually there, and all that had to be done was to keep them there" 
(Shaw [1896] 1967, viii-ix). 

The regent's power to fix exchange rates by edict, and otherwise to 
control the coinage, led to the perpetually recurring phenomenon of 
devaluation. The nature of coined money, Shaw observed, "permitted 
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literally anything in the way of arbitrary manipulation" (Shaw [1896] 
1967, xii). While gold and silver standards were very much a part of 
the mercantilist picture, this association did not result in a liberal 
economy and a free society. Rulers in the mercantilist era manipulated 
their precious metal standards primarily to generate revenues for their 
military expeditions and other state projects. 

The mercantilistic dogma with its ideology of accumulated gold and 
silver gradually gave way to a new philosophy. By the end of the sev­
enteenth century, as Shaw noted, devaluation and debasement "began 
to be impugned on theoretic grounds and in the course of the 18th 
century fell into disuse. Since that time [until the late nineteenth cen­
tury] no Mint or legislative change ... was made on the expressed value 
or [precious metal] content of any European coinage." The practice of 
state manipulation of the coinage ceased. Arbitrary mint ratios gave 
way to naturally determined commercial ratios, "and the regulation of 
the international flow of the precious metals was left to the oscillation 
of trade balances." This change was a revolution in theory, Shaw con­
cluded. For before state monitoring of the "supply of precious metals 
at any cost and consideration could go by the board, the whole Mer­
cantile theory must have lost its force in men's minds" (Shaw [1896] 
1967, 160-61; Glasner 1989,41-42). 

Problems of Bimetallic Standards 

A recurring technical problem with metallic standards that led to a 
great deal of governmental manipulation and downright bungling was 
the fact that both gold and silver vied for the stamp of standard. This 
condition arose naturally. Throughout history the relative scarcity of 
the two metals constantly altered their relative values, which varied 
from 13:1 in medieval times, to 40:1 by 1900, and to 80:1 by 1931 
(Jastram 1981,8). The superior monetary characteristics of both met­
als often resulted in both being minted as full-bodied coins with pre­
cise legal monetary values for each. The logical idea was to provide 
natural denominational differences for coinage systems. 

Governments that instituted full-bodied bimetallic standards always 
had a housekeeping problem to contend with. The coins that were ac­
tually in use-silver as hand-to-hand currency and gold as a clearing 
medium for banks and international transactions-would in time wear 
down. Their denominations would become illegible and their reduced 
weights would belie their full-bodied values. The prince or other re-
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gent administering the coinage, if acting responsibly and in good faith, 
had then two options for managing the depreciated coin. First, he could 
offer publicly to recoin the pieces that were worn below some speci­
fied weight by supplementing the lost gold and silver from his own 
stocks. Since the prince had the fiscal power of taxing his dominion, 
the taxes used to furnish the precious metal necessary to bring the coins 
to full weight could have been viewed as a generalized "users' fee." A 
second option was for the ruling authority to call in all the coins worn 
below a certain amount, to recoin them into their old forms and de­
nominations, and then to reissue them with slightly less precious metal 
in them. 

If the ruling government used the first option, prices in the currency 
area served would tend to be less buoyant than otherwise; the lesser 
amount of precious metal would generate a smaller quantity of currency. 
Whether prices would fall or rise secularly would depend on the techni­
cal state of the art in the precious metals industry. If gold and silver 
production was generally booming, prices would rise in spite of the lost 
metal. Under the second option, prices would be more buoyant or less 
depressed because a given quantity of precious metal would produce a 
greater quantity of money. With the proper amount of devaluation, the 
internal price level could be maintained roughly constant. 

Indeed, according to Luigi Einaudi, this general scheme of precious 
metal coinage was the one actually practiced in Europe during the 
medieval era (Einaudi [1937] 1970). Domestic households and busi­
nesses recognized and stated prices in what Einaudi described as "imagi­
nary" money, or in what is now known as an abstract unit of account. 
They used "effective" money-precious metal coins of different 
weights-for settling international accounts. When prices fell, the lo­
cal prince would issue a proclamation that reduced the metallic con­
tent of coins of given denominations-ideally, a reduction of the same 
proportion as the decline in prices. By this means, the effective quan­
tity of money was increased, and prices tended to return to their former 
level. True, princes often mismanaged the coinage systems by extract­
ing various amounts of seigniorage in addition to the nominal fees of 
recoinage (called brassage). To prevent such abuses of currency stew­
ardship, men threw up constitutional obstacles. However, the abuses 
to the system, Einaudi concluded, did not gainsay the productive util­
ity of a properly managed coinage (Einaudi [1937] 1970,265-68). 

A related problem within a bimetallic coinage system was a change 
in the relative market values of the two metals due to changes in their 
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supply and demand factors. Over the long run the practical problem 
turned out to be the secular decline in the real value of silver, with 
respect especially to gold, but also relative to all other goods and ser­
vices. If a responsible government wanted to maintain both coins in 
circulation when their relative market value changed, it had to decide 
whether to increase the silver content of the silver coins or to reduce 
the gold content of the gold coins. The latter policy was the one usu­
ally followed, for example, the 6 percent devaluation of the u.s. gold 
dollar in 1834 (McCulloch, 1995). 

Any devaluation of this sort had two notable characteristics. First, it 
was a small-percentage marginal change undertaken in an attempt to 
maintain both metals in circulation. Second, it was for housekeeping 
purposes only. The change in the defined metallic medium was not 
supposed to provide any significant amount of seigniorage for the gov­
ernment. Otherwise, the metal that became cheaper in the market would 
go to the mint, while the now dearer coin would be converted into 
bullion and exported or used for nonmonetary purposes. This phenom­
enon, known as Gresham's Law, has been observed for centuries. It 
can only occur, however, when the state defines quantities of both metals 
and invests both of them with legal tender properties (Einaudi [1937] 
1970, 260; Rothbard 1962). 

The tendency for the cheaper metal to go to the mint did not ordi­
narily mean that the dearer metal would disappear entirely from circu­
lation. Market values change gently and incrementally. So even as the 
cheaper metal began to dominate the coinage, much of the dearer metal 
would remain in circulation. The costs of removing it from the coinage 
system exceeded the profits arbitrageurs could realize from their well­
publicized swaps (Friedman 1992, chapter 6). 

Neil Carothers noted in his classic work, Fractional Money, that the 
disparity between the mint and market ratios of silver and gold in the 
United States in the period 1834 to 1859 was only about 1 percent. 
Since many silver coins, especially Spanish pieces, were worn down 
by more than 1 percent of their original size, and since the costs of 
arbitrage transactions of silver for gold averaged around 1 percent, 
most of the fractional silver coins remained in circulation. Only when 
the U.S. Treasury in 1844 started recoining the worn and defaced sil­
ver pieces into new quarters and dimes were they driven out by the 
adverse ratio (Carothers [1930] 1967,98-101). 

A change in the market ratio that triggered Gresham's Law was a 
part of the bimetallist strategy. As one metal became cheaper, either 
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from natural causes or from legislated changes in the official mint ra­
tio, the "burden" of monetization would shift to the cheaper metal. 
Since the actual event of monetization added significantly to the mar­
ket demand for either metal, monetization of the cheaper metal arrested 
the real decline in its value (Friedman 1992). That is, the price level 
would stop rising and stabilize until one or the other metal again be­
came cheaper. Finally, whenever a much cheaper currency, such as fiat 
paper, drove up all market prices, full-bodied coins disappeared en­
tirely because their commodity values far exceeded their fixed mint 
values. Private businesses, banks, and municipalities then produced 
token and paper currencies to serve as exchange media (Timberlake 
1981, 85~6). 

In England gold was monetarily undervalued relative to silver until 
the early eighteenth century. On the recommendation of Sir Isaac New­
ton, who was Master of the Mint at the time, Parliament raised the mint 
value of gold and the ratio of gold-to-silver in 1717 from 14.485: 1 to 
15.21:1, which was the highest relative mint value in Europe. England, 
consequently, was on a de facto gold standard until 1797. In 1798 the 
government discontinued the unused service of free silver coinage al­
together (Hawtrey 1939, 82). 

Enter the French Revolution and the Napoleonic era. The monetary 
end product of these upheavals left the French system on a bimetallic 
standard with a ratio of 15.5:1. Silver was the standard in all other 
European countries, while gold, already the de facto standard in En­
gland, became the exclusive standard de jure after the passage of the 
Coinage Act of 1816. 

In the United States the ratio was 15:1 until 1834; but by the Cur­
rency Act in that year, the ratio became almost 16: 1. Consequently, 
England and the United States, who were major international trading 
partners, were effectively on gold standards, while France and the rest 
of Europe remained on de facto silver standards (Hawtrey 1939,82-
86; Fetter [1965] 1978,64-67). 

Neil Carothers noted that the favorable-to-gold ratio of 16: 1 adopted 
in 1834 in the United States had at least three roots. First, commercial 
interests wanted gold in circulation for general business purposes and 
to enhance trade with England. Second, provincial interests in Georgia 
and North Carolina wanted to subsidize home industry. Third, anti­
bank ideologues wanted a gold currency to replace the notes of the 
Second Bank of the United States in order to "hasten the destruction of 
that ill-fated institution" (Carothers [1930] 1967,92). Carothers noted 
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nothing about minimizing the role and scope of the government in 
monetary affairs. Ratification of the Constitution and the Bill of Rights 
had presumably settled that issue. 

The Nineteenth-Century Gold Standard as 
an Obstacle to State Intervention 

Specie standards or not, governments flooded many of the world's 
monetary systems with legal tender, or quasi-legal tender, paper money 
at various times during the nineteenth century. The injections of paper 
money had similar effects in virtually all cases. As governments spent 
the money in the private sector, business firms and households, who 
received it for goods and services, would deposit it in banks. Because 
the paper money was receivable for government dues, it would be­
come bank reserves and initiate bank credit expansions. Banks would 
issue their own notes and create new derivative deposits. Prices would 
rise. At some point banks, private households, business firms, and gov­
ernment treasuries would realize that too much common money was 
present for the maintenance of specie payments. Everyone would then 
begin to redeem bank money and hoard gold and silver in the anticipa­
tion that mint prices would be unsustainable. Sure enough, suspension 
of note and deposit redemptions would follow. This pattern of events 
occurred, not just during the American Civil War, but also in England 
during the Napoleonic Wars. After hostilities and the issues of paper 
money ended, questions always arose of how, when, where, and-some­
times-whether to return to specie convertibility. 

When the question of the return to a metallic standard was promi­
nent in England before the Act of 1819, the adherents of the gold stan­
dard relied on "dogmatic assertions of the injustice of any other system" 
and the impossibility of devising any system of currency that would 
have more stability of value than a precious metal standard (Viner 1937, 
214). David Ricardo was one who furthered such arguments. "The only 
use of a standard," he wrote, "is to regulate the quantity, and by the 
quantity the value of the currency .... Without a standard [the value of 
the monetary unit] would be exposed to all the fluctuations to which 
the ignorance or the [special] interests of the issuers might subject it" 
(Ricardo [1816] 1923, 162). 

Circumstances as much as ideology, however, were responsible for 
the ponderous trend toward a universal gold standard in the latter half 
of the nineteenth century. The primary circumstance was the discovery 
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of new low-cost gold supplies in the western United States and Austra­
lia near mid-century. This development tended to lower the market 
value of gold and put a monetary premium on silver. Since much of the 
now cheaper gold was monetized and thereby displaced silver, "prag­
matists" argued that gold should be the only standard. In addition, the 
loss of silver currency due to its undervaluation at the mint seemed to 
necessitate something beyond improvisation by private business firms 
as a means for satisfying the need for smaller denominational currency. 
Fiduciary silver currency was a logical answer. To fill the important 
role of a fractional money, the conventional wisdom held, silver could 
not remain one of the standards. It had to become a knave instead of a 
king, and gold had to become the exclusive standard (Carothers [1930] 
1967, 137). 

The conventional wisdom in this case, as in many others, turned out 
to be wrong. Just as gold became cheaper in the 1850s, so silver be­
came cheaper after 1875. It could just as easily have shared the mon­
etary function with gold, except that one country after another between 
1870 and 1900 demonetized it as a standard money metal. Silver went 
begging and declined significantly in value relative to gold-all of 
which proved, not any great volatility in the value of silver, but only 
the significant impact that standardization had on the value of the money 
metal chosen as the standard (Friedman 1992, chapter 3; Timberlake 
1993, chapter 12). 

Other political and social circumstances moved the world's mon­
etary systems toward monometallic gold standards between 1840 and 
1900. Germany took its first step toward gold as a result of the pay­
ment of the French indemnity during 1871-73. The new German unit 
of account, the mark, was a gold unit, and the mints were closed to the 
free coinage of silver. By the Gold Currency Act of 1900, gold also 
became the exclusive standard in the United States (Hepburn 1924, 
376-78). In Russia the gold standard became law in 1897 (Conant 
[1896] 1969,263-65). In Austria-Hungary the gold standard was re­
stored in 1892 after a prolonged period of fiat paper money, similar to 
what occurred in the United States between 1862 and 1879. Leland 
Yeager notes, "Its Austrian supporters saw the gold standard less as a 
transmitter of foreign disturbances than as a means of cushioning do­
mestic disturbances by linkages with the presumably more stable world 
economy" (Yeager 1984,653). There, as well as in Russia, arguments 
for monetary reform with a dominant gold standard also reflected state 
hegemony rather than a move toward a monetary rule of law. In case a 
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future war should encourage another bout of inflationary paper cur­
rency, a government could extract more resources by issues of paper 
money ifit started its inflation from an uninflated base! (Yeager 1984, 
654; Rist [1938] 1966,321; Glasner 1989, chapter 2). 

The second round of gold discoveries in the Yukon and South Af­
rica in the 1890s provided enough gold even for populist consump­
tion. The pleasing buoyancy of world trade up to 1914 complemented 
the fonnal adoption of gold standards throughout the trading world. 

Specie Standards Compromised by Central Banks 

Unannounced, however, a new institution had appeared keeping 
company with the gold standard: the central bank. Although not origi­
nally labeled as such, institutions that came to be known as "central 
banks" were not at first true central banks in the modem sense. They 
were, like the Bank of England and the banks of the United States, 
public banks doing banking business for the governments that spon­
sored or chartered them, and they were also commercial banks dealing 
with private households and business finns. They became central banks, 
having a contrived and deliberate effect on national monetary systems, 
only as a derivative of their prior governmental connection (Timberlake 
1993, chapter 16; Smith [1936] 1990,8-24,167-69; Dowd 1989, chap­
ter 5). 

Metallic standards, central banks, and legal tender laws all had an 
interrelated historical development in the nineteenth century. As gold 
and silver standards became widespread and prominent, embryonic 
central banks appeared as though the adoption of the fonner prescribed 
the emergence of the latter. These institutions were sometimes state 
chartered and partially controlled by the state's representatives on their 
boards of directors, or they were strictly regulated by the state, or they 
were completely owned by the state. Their commercial and public con­
nections made them a sort of liaison between the private financial world 
and their governments, which generously endowed them with deposits 
of tax revenues, monopoly control of note issue, and other privileges. 
Central bank notes were widely accepted because of the ubiquitous 
presence of the banks and their branches, because the notes originally 
were redeemable on demand in precious metals, and because govern­
ments received the notes as tender for taxes and duties. When financial 
crises threatened, all eyes both in the private sector and in the govern­
ment turned to the financial professionals who managed the banks of 
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issue. If the now central bank was on its toes, it followed the Bagehot 
principle of lending freely on any "subjunctive" security-a security 
that would be good in normal times-at high interest rates. Only in 
central banks were there reserves of a magnitude that could alleviate a 
liquidity crisis (Bagehot 1906,199-201; Timberlake 1993, chapter 16; 
Goodhart 1988, 85-102; Smith [1936] 1990, 14-16, 167-70). 

Central bank currency was not only redeemable in specie but was 
frequently made a forced tender for debts due to and payable by the 
sponsoring governments. Gold and silver, while still the official stan­
dards, became more and more concentrated in central banks and of 
concern only to central bankers (Conant [1896] 1969). In the United 
States, which had no central bank, the Treasury Department performed 
a virtually identical central banking role as an issuer of paper currency 
and as the specie reserve-holding agency that administered the 
government's issues of legal tender notes (Timberlake 1993, chapter 
16; Taus 1943). 

The world's currencies in the latter half of the nineteenth century 
thus tended to become fiduciary-not gold or silver themselves, but 
redeemable in the precious metals if anyone wanted to go to the trouble. 
Most people were satisfied with central bank notes, which were, with 
their gold backing and legal tender properties, unquestionably accept­
able. Hence, the precious metals went into central bank sequestration 
just as the governments of the world almost universally adopted gold 
standards (Dowd 1989, chapter 6). 

World War I broke the link between central bank note issues and the 
gold reserved for their redemption. Even though the postwar period 
witnessed the gradual and partial return to ongoing gold standards, 
those systems were now gold bullion standards or gold-exchange stan­
dards. Gold was so remote from ordinary transactions of households 
and business firms that the general public saw only token amounts­
five-dollar gold pieces for birthdays and such. Nevertheless, the re­
serves of gold in the central banks and government treasuries still 
operated as a constraint on the issue of governmental currencies. Even 
if private citizens no longer had occasion to redeem paper currency for 
gold, international traders did. So central banks had a vital interest in 
guarding and claiming the gold that gave their note issues respectabil­
ity (Rist [1938] 1966,423-25). 

The extension of central bank prerogatives in the 1930s and 1940s 
saw yet another phase in the developing schism between gold and com­
mon moneys. During the worldwide..depression of the time, central 
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banks and the governments they served engaged in a competitive 
scramble for the gold that was still by law the basis of official curren­
cies (Glasner 1989). But by now the central banks had assumed the 
initiative for money creation. From an exogenous element that ebbed 
and flowed because of international market forces, gold became a ma­
nipulable variable to be fit into the monetary system in a way that 
would not threaten official policy goals, such as "full" employment, 
balances of trade, interest rates, and all the rest. ''The central banks of 
issue," Charles Rist wrote critically, "had departed further and further 
from the position of distributors of gold among the world's money 
markets, and had become purely national instruments for the creation 
of money" (Rist [1938] 1966, 425). 

Ludwig von Mises, one of the most persuasive of contemporary gold 
standard advocates, noted in 1912: "[The gold standard] introduces an 
incalculable factor into economic activity." Nonetheless, he empha­
sized, the gold standard also acts as "an instrument for the protection 
of civil liberties against despotic inroads on the part of governments. 
Ideologically it belongs in the same class with political constitutions 
and bills of rights" (von Mises [1912] 1980,27,454). 

Mise's elegant statement reflected a large body of classical liberal 
thought on the hoped-for-role of the gold standard as a major element 
in the rule of law. Aside from the question of whether the gold stan­
dard was devised for this purpose, the important question is whether 
this particular "emperor" had any clothes. Were the strictures that the 
gold standard would impose on arbitrary and discretionary actions by 
the state rigorous enough to thwart determined efforts by political prag­
matists to manipulate monetary systems to their own benefit? 

An opinion to the contrary-a very jaundiced opinion--on this 
question was given by Gustav Cassel in his book, The Downfall of 
the Gold Standard (1936). Cassel extended and elaborated on Rist's 
criticisms, which were written at about the same time. In the first 
place, Cassel noted, the gold standard as an international system was 
short-lived. It lasted only from the mid-1870s to 1914, or for about 
forty years. Even this brief period was enough to expose the "inher­
ent weakness of the system," which was a high degree of instability 
in the values of the national money units tied to gold. Cassel argued, 
in agreement with Rist, that central banks would seldom allow the 
adjustment mechanism of the international gold standard to work if 
doing so violated "national" interests. Rather, they established gold 
reserve positions so that they could counteract what they considered 
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undesirable movements of gold. Even without central banks, capital 
flows in financial markets could have accomplished the same neu­
tralizing effects (Cassel 1936, 1-6). 

Central bank gold policy, Cassel continued, became a competition 
among central banks to accumulate gold. The demand for gold was no 
longer a spontaneous market reaction based on economic behavior but 
a central bank demand based on political motivations. This kind of 
contrived "gold standard" had several undesirable features, including 
an increase in protectionism to prevent outflows of gold due to balance 
of trade deficits, and a reluctance of wealthier economic units to invest 
their resources abroad because of monetary uncertainties prompted by 
central bank infighting. The system had, in fact, regressed to mercan­
tilist policies with central banks taking over the role formerly played 
by royal treasuries (Cassel 1936, 12-15). Cassel claimed that only the 
British were on a true gold standard prior to 1914, in that only in the 
London gold market was gold always freely available and the redeem­
ability of sterling unlimited. Therefore, he concluded, the "interna­
tional" gold standard was in practice a "pound sterling" gold standard 
(Cassel 1936, 16; Bordo 1984,67-77). 

Cassel's review was not so much a criticism of the gold standard as 
it was an indictment of central bank interference with what would have 
been the purely economic operations of the gold standard. He noted 
that of all the forces arrayed against an operational gold standard in the 
1930s, U.S. government policies were the most formidable. Huge quan­
tities of gold came into the United States in the 1920s and 1930s. By 
January 1933, Cassel reported, the U.S. Treasury's gold reserves ex­
ceeded $4 billion and were more than one-third of the world's total. At 
about the same time, all of this gold was declared "off limits" to any 
private demands for conversion because the President and Congress 
had determined that private gold transactions were "contrary to the 
public interest." Policies of the U.S. government discouraged both the 
ownership and use of monetary gold at the same time that politicians 
were lauding its function of "backing" legal tender paper money. De­
valuation of the gold dollar in 1934 increased the dollar value of the 
government's gold stock 69 percent (Cassel 1936, 112-34). Subse­
quently, a continuing tide of gold flowed into the U.S. Treasury. By 
1940 this stockpile amounted to over twenty thousand tons! More and 
more gold accumulated in the U.S. and other world treasuries, but be­
came less and less available for satisfying demands for the redemption 
of common money.3 
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The Metallic Standard as a Force Promoting 
Constitutional Money 

The evolution of metallic commodity moneys to metallic standard 
moneys coincided at times with the evolution of individual rights to 
life, liberty, and property, and constitutional government. The argu­
ment that links the concept of a limited role for the government in 
monetary affairs to enhanced economic freedom and general social 
well-being is appealing. If the correlation is also causation, the case 
for a return to a true gold standard is very strong. 

The summary evidence on metallic moneys over three millennia 
suggests the following conclusions: 

1. Commodity money evolved as naturally and as spontaneously as 
the wheel, the screw, the hydraulic press, the inclined plane, a national 
language, and common law. Its emergence was economic and natural, 
not political and contrived. Nonetheless, as Friedman and Schwartz 
observe, "History suggests both that any privately generated unit of 
account will be linked to a commodity and that government will not 
long keep aloof" (Friedman and Schwartz 1986, 8, 11). If free private 
competitive enterprise can produce a viable money without govern­
ment, they note, it has yet to do SO.4 

2. Government's initial intervention in commodity-money systems 
was often excusable-simply the certification of weight and fineness 
by stamp and seal. If the governmental function had stopped at simple 
specifications for coin denominations, monetary systems would have 
suffered no more abuse than systems of weights and measures. But as 
frequently and as universally as governments adopted the power of 
standardizing the units of currency, just as inevitably they assumed the 
monopoly right to coin the metal themselves. Monopoly coinage be­
came a device for raising state revenue. The nominal fee that the state 
charged for the minting function was easy to exploit. If the charge was, 
say, one-fourth of 1 percent of the coined metal, what was to prevent it 
from becoming 10 percent or 20 percent? 

3. Metallic money failed not only in protecting against usurpation 
of pri vate wealth by the state, it even lent itself to the fleecing process, 
as the research of Shaw indicated. Strong-armed state mercantilism in 
European economies occurred in the presence of metallic standards, 
which were at that time simply vehicles of state policy. Not until con­
stitutional republics appeared in the eighteenth and nineteenth centu­
ries was the principle of a metallic standard linked to the principle of 
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limited government. Otherwise, the standard was not the lever that 
constrained governments. 

4. The gold standard that became an international system in the nine­
teenth century was not only, nor even primarily, a reaction to state 
excesses. It was more a result of favorable circumstances-particu­
larly, of two fortuitous expansions of world gold production in the 1850s 
and 1890s. With gold supplies of this magnitude, the popular norms of 
buoyant prices and low interest rates were realized without recourse to 
the free coinage of ever more abundant silver or the excessive circula­
tion of ever prevalent fiat money. 

5. The emergence of central banking was a most pernicious influ­
ence on the viability of the gold standard. In order to function as a self­
regulatory, undirected monetary institution, the gold standard did not 
need state accommodation or support in any sense. Governments did 
not need to create central banks to keep gold reserve balances or to 
print paper money with gold backing. They did not need to establish 
mints in order to coin precious metals, nor to specify gold reserve re­
quirements for commercial banks, nor to prohibit private bank notes 
and branching. If any of these "protective" actions had been benefi­
cial, free private competitive enterprises would have initiated them 
without central bank intervention because the costs and benefits of 
each such action would have been (or were) clearly recognized by the 
economic agents in those markets. For example, private coin smiths in 
the United States produced gold coins a few grains above the standard 
set by federal law until their enterprises were stopped in the 1860s by 
proscriptive laws that gave the federal government a monopoly on all 
coinage (Carothers [1930] 1967, 128; White 1984b). 

6. Central banks became surrogates for the gold standard. To begin 
with, they held government balances that arose from tax or tariff col­
lections. Since even a limited government's balances were substantial, 
and since governments wanted their deposits secure, the central bank 
depositories had to maintain sizable specie reserves. Their recognized 
relationships to their sponsoring governments also argued for endow­
ing their notes with partial legal tender properties. Consequently, their 
notes, rather than specie, came to serve as reserves for commercial 
banks, and only they had substantial gold reserves. When a liquidity 
crisis appeared in the commercial banking sector, the central banks 
were the only institutions that had the means to save anyone and ev­
eryone (Humphrey and Keleher 1984; Timberlake 1993, chapter 16). 

Ancient, medieval, renaissance, and classical thinkers could envis­
age only one kind of money--one based on a precious metal-that 
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would maintain its real value for any length of time. This property was 
desirable for both economic and political reasons. A specie standard 
was, therefore, necessary for its time but proved not to be sufficient for 
insulating monetary systems from state indiscretion. 

Decline of Gold Standards and Rationalizations for Paper Money 

The gold standard status quo prior to 1914 may have lulled consti­
tutionalists into the false notion that the greenbacks and other govern­
ment-issued paper moneys were no longer a threat to monetary security. 
As an adjunct to the gold standard, the early Federal Reserve System 
promised to make the monetary system work more smoothly, and to do 
so on the solid basis of a monetary standard reaffirmed in gold (Timber­
lake 1993, chapter 15). 

Over the following decades, however, especially in the 1930s, an­
other momentous sea change in monetary practices took place. After 
1934, federal law prohibited gold altogether for domestic monetary 
use. Federal Reserve notes-latter day greenbacks-became the legal 
tender medium. While some economists, such as Walter Spahr and 
other gold standard "extremists," objected to this kind of unconstitu­
tional manipulation, the large majority of economists accepted the 
change as both necessary and desirable (Rothbard 1962, 113-28). 
Managed money, they held, was necessary to mitigate boom and bust. 
Under a gold standard, the "guidance of human wisdom" could not 
function because the monetary system was on an automatic pilot that 
was insensitive to signals for adjustment. The few economists and his­
torians who treated the legal tender issue looked at the Supreme Court's 
monetary decisions and found them both valid and good because the 
decisions enlarged Congress' hands-on control of the monetary sys­
tem (Kemp 1956). 

The banking historian Bray Hammond was one who applauded the 
evolution of monetary control from a self-regulating specie standard 
to a politically controlled central bank. Hammond interpreted the money 
clauses in the Constitution as implying that the framers wanted the 
federal government, and not the state governments, to control the money 
supply. The federal government, Hammond argued without any sup­
porting citation, had "responsibilities imposed upon it by the Constitu­
tion" to regulate the supply of money, whatever that money happened 
to be. Wrapping all of Congress' express powers into one package-to 
lay and collect taxes, regulate commerce, coin money, fix standards of 
weights and measures-plus everything else that was "necessary and 
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proper," Hammond claimed, substantiated Congress' powers over the 
monetary system. The judicial arguments that support this interpreta­
tion, Hammond admitted, lead to the "anomaly of the monetary func­
tion being considered ... with little attention to what the Constitution 
says about [money], but with attention chiefly to what the Constitution 
says about interstate commerce[!]" (Hammond 1957, 109-13). 

Hammond's arguments, including the reference to the interstate com­
merce clause, simply parroted earlier Supreme Court decisions on the 
greenbacks.s Neither Hammond nor others who used this line of thought 
ever addressed the question of why a document as profoundly rea­
soned as the Constitution would provide principles for monetary policy 
by implication from the clauses on interstate commerce. What is to say 
that the clauses on interstate commerce were not based on the norms in 
the clauses on money, or for that matter on the clauses dealing with 
foreign affairs? 

Gerald Dunne, a legal historian of monetary court cases, agreed with 
Hammond's principle contention-that the Constitution's primary 
monetary purpose, rather than limiting severely the monetary powers 
of the state and federal governments, was to provide sovereign federal 
controls over the supply of money (Dunne 1960, "Preface," 24 n). Dunne 
observed that "judicial appraisal of legal tender began by considering 
it as a provisional [Civil War] expedient and closed by investing it 
with a legitimacy that was both permanent and beyond judicial con­
trol" (Dunne 1960, 83). 

An even later treatise, A Legal History of Money in the United States 
by James Willard Hurst, cited and supported Hammond's and Dunne's 
arguments on Congress' alleged powers over the money supply. The 
legal tender power, Hurst claimed, "served the general interest in ready 
conduct of market transactions and in ready government allocation of 
economic resources." One "contribution" that legal tender status gave 
to money tokens, Hurst claimed, was the "help" it provided in deter­
mining the quantity of money; a second "contribution" was its "help" 
in promoting "the practical acceptance of given money tokens" (Hurst 
1973, 40--43). 

Hurst found no constitutional problem with any of the federal 
government's assumptions of monetary powers. He also seemed igno­
rant of the monetary operations of a gold standard. He concluded that 
Congress and the Court "did not go beyond the limit, in light of the 
indicated constitutional intent [?] that the national government fully 
control the system of money and that it enjoy broad authority to pro-
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mote a truly national economy" (Hurst 1973,195-96, emphasis added). 
And Hammond fatuously observed that "changes in [federal] statutes 
and [Supreme Court] jurisprudence have strengthened the Constitution's 
ban on issues of money by individual states but have nullified com­
pletely the original intent that the federal government should have no 
power to make anything but the precious metals legal tender" 
(Hammond 1957, 109, emphasis added). If a constitution can be so 
frivolously interpreted, it is no longer a constitution. 

The Government's Monetary Role 
Under a "Perfect" Constitution 

Up until the time of the Civil War, almost no one had seriously con­
sidered interpreting the money clauses in the Constitution in any light 
except that of prohibiting state and federal issues of paper currency on 
the basis of discretionary authority. "To coin money" meant to provide 
the technical facilities for minting coins. "Regulate the value thereof' 
meant only to specify a weight of fine gold or silver as equal to a 
number of the units of account, which were dollars. "Regulate," while 
it may have been a questionable choice for the proper verb, did not 
mean "determine the supply of money," either of precious metal or of 
paper. Indeed, the very act of adopting a specie standard precluded the 
idea or possibility that "regulate the value" meant anything more com­
plex than simply "specify the weight." The specie standard by its very 
nature is self-regulating, as all the framers knew or sensed. Clearly, a 
self-regulating system is incompatible with any kind of policy-inspired 
manipulation. The only regulation implied by "regulate" was the small­
scale kind of housekeeping change in the specifications of the units of 
account that would keep both precious metals current as money. This 
problem was inherent and chronic in the management of bimetallic 
standards. 

The First and Second Banks of the United States were not examples 
of governmental monetary agencies, as Bray Hammond and later ob­
servers alleged. Congress created both these institutions to assist the 
Treasury with its fiscal operations. Not only were the banks not vested 
with either express or implied powers to control the quantity of money, 
but the debates on their creation explicitly denied them such license. 
In the circumstances of their existence, the banks' directors were able 
to assume some unauthorized monetary controls; but no grant of such 
powers appears anywhere in their charters nor by any implied under-
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standing between their directors and the government (Timberlake 1993, 
chapter 16). 

The framers knew what they were doing. They founded a simple 
monetary system-a gold and silver standard-that would regulate it­
self. Their system would work no matter how many unchartered com­
mercial banks issued currency and deposits. As long as banking 
enterprises obeyed the rules prohibiting force and fraud, redeemed their 
demand obligations in specie, and were subject to the pressures of free 
and open competition, they needed no more regulation than blacksmiths 
or cart-wrights (White 1984a; Selgin 1988). 

One may wonder, in reviewing monetary history from the time of 
the Founding Fathers to the present, just where was the Achilles' heel 
in policy that allowed Congress, presidents, and Supreme Courts the 
opportunity to breach the rule of law and substitute fiat paper money 
for the gold and silver of the Constitution. 

Robert Greenfield and Leland Yeager have recently proposed a norm 
for monetary policy that suggests an answer to this question. The 
Greenfield-Yeager proposal distinguishes the monetary unit of account 
from the medium of exchange, the distinction that Luigi Einaudi re­
counted as unofficial medieval policy. The unit of account in the United 
States is the dollar, while the medium of exchange is the Federal Re­
serve note. Greenfield and Yeager contend that only an accident of 
polity makes the two things synonymous in people's minds. For the 
practical purpose of getting the government (in the guise of the Fed­
eral Reserve System) out of any policy-making role, Greenfield and 
Yeager prescribe that Congress specify the unit-of-account dollar to be 
of a value equal to a market price index made up of a limited array of 
staple, conventional, basic commodities-items that would ideally 
mirror an all-markets average of prices. The government would not 
involve itself in keeping this price index constant by manipulating the 
quantity of money, nor by other means. It would leave this function to 
dealers and arbitrageurs in financial and commodity markets (Greenfield 
and Yeager 1983; Einaudi [1937] 1970; White 1984b). 

Greenfield and Yeager's analysis and prescription serve to illustrate 
what the constitutional framers, if they had been omniscient, should 
have done, and what the fatal weakness in Congress' monetary powers 
turned out to be. uRegulate the value" of gold and silver coins is analo­
gous, with obvious qualifications, to the specification of the unit of 
account as the value of a bundle of commodities in the Greenfield and 
Yeager model. The framers put this provision in the same clause that 
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had Congress providing a system of weights and measures. Unfortu­
nately, they also allowed Congress the power to coin the money that it 
was supposed to regulate. Coining money is analogous to producing 
the medium of exchange in the Greenfield-Yeager system-a function 
they deny the government. However, a viable and stable monetary sys­
tem no more requires government coinage than a usable weights and 
measures system requires government production of weights and yard­
sticks (McCulloch 1995). Apparently, the prevailing sentiment for gov­
ernmental coinage at the time of the Constitutional Convention was an 
uneasiness that private coin smiths might not do an effective job, or 
that the prevalence of Spanish-produced coins in use at the time sul­
lied the prestige of the fledgling U.S. government. 

Without the coinage power, Congress would have had no reason to 
debase the coinage and to monopolize currency production in their on­
going quest for seignorage. Likewise, the Supreme Court would have 
had no opportunity nor incentive to validate Congress's transgressions 
of its constitutional limits. William Brough stated the case: "Clearly there 
is no need of making coin a legal tender at any specified weight. If gov­
ernments would confine their legislation to fixing by enactment the fine­
ness of the precious metal and the number of grains that shall constitute 
each piece of a given name, they may safely leave the maintenance of 
coinage ... and the value of the pieces to be regulated [to] individual in­
terest and action" (Brough [1896] 1969,34-35). 

The valid part of Schumpeter's quotation used as an epigraph above 
is the idea of an "automatic" institution free of governmental manipu­
lation. The gold standard might have qualified as Schumpeter's "badge," 
but experience has denied that it is the "guarantee" of bourgeois free­
dom. What is needed to maximize individual freedoms and economic 
productivity is a market-directed monetary system completely free from 
any possible governmental intervention. 

To insist on a gold-standard monetary system in today's world would 
very possibly shut out technically more efficient payment systems that 
would also more effectively constrain the state (Friedman and Schwartz 
1986, 9-10). Also, a return to a gold standard at the present time would 
likely be accompanied by mercantilist trade policies and extensive cen­
tral bank manipulation to prevent the economic adjustments that are 
constantly necessary under a truly automatic gold standard. 

If a gold (or gold and silver) standard is to be a viable system, and 
not just a facade for a central bank's discretionary control, it must be 
an exclusive institution that develops endogenously from inside the 
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monetary community. To reinstitute a metallic standard in the United 
States today, all the federal government connections to and controls 
over money and monetary institutions would have to be severed so 
that the system would revert to the status quo of the Constitution. The 
steps for undoing that which ought not to have been done would in­
clude the following: First, all Federal Reserve Banks and branches 
would have to be privatized. They would very likely become a modem 
day counterpart of the nineteenth century's clearinghouse associations. 
Second, the Federal Reserve Board of Governors and its institutional 
trappings in Washington would have to be abolished. Third, the Fed­
eral Reserve's already created money stock-Federal Reserve notes 
and depository institution deposit accounts-would have to be frozen 
at existing levels. Fourth, the U.S. Treasury's gold stock-8,200 tons­
would have to be popularly distributed.6 I would suggest a per capita 
distribution of one ounce to every legal citizen of the United States in 
some early year as an income tax "rebate." This gold, which would 
now be owned by private citizens, could become (and likely would 
become) the basis for a true, operational gold monetary system. Indi­
viduals would deposit their gold in banks as gold checking accounts 
redeemable only in gold. The gold units would have a market price in 
the frozen stock of Federal Reserve greenbacks. But since gold would 
now be used extensively as money, the gold money unit would also 
have a price in terms of ordinary goods and services. Henceforth, the 
stock of common money would grow only as the gold stock grew. 

The advantages of a restored gold money as an entree to a govern­
ment-free monetary system are that it could be made intuitively plau­
sible and acceptable to the general public, and that it is technically 
feasible without any significant monetary or financial upheaval. But 
while gold is the most attractive vehicle for uncoupling money from 
governmental manipulation, acceptance of a gold system should not 
preclude, by law or otherwise, alternative monetary arrangements from 
developing in the presence of a competitive private market for money. 
Gold has been the money of the ages, but innovations such as money 
market deposit accounts would perhaps in time supplant gold. We should 
always provide for the possibility that better things than what we can 
imagine today may emerge. 

The fundamental lesson given by the history of monetary insitutions 
is that some set of principles, rules, or covenants-such as a constitu­
tion-must constrain the state generally if the state's discretion with 
respect to money is also to be limited. A metallic monetary standard is 
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a complementary constraining principle in a constitution, but it cannot 
by itself keep the state in check. 

Notes 

1. See especially Glasner's discussion of the complementary functions of coinage 
and sovereignty as an explanation of the state's eternal monopolization of the 
coinage and base money. 

2. Bums here makes the common mistake of regarding state certification as a nec­
essary condition for the existence of money. The state could (and did) assume 
for itself legal tender powers, but money came into existence before the state had 
anything to do with it. Indeed, the state and its legal tender powers turned good 
private money into bad "official" money. 

3. For a contemporary account of how and why central banks manipulated gold 
stocks and moneys in pursuit of various objectives, see Goodfriend 1991, sec­
tion 4, and Glasner 1989, chapter 2. 

4. For possible microeconomic exceptions, see Timberlake 1987; White 1984b. 
5. For an account of the Supreme Court's astounding "constitutional" justification 

of the greenbacks, see Timberlake 1991, 11-42. 
6. Murray Rothbard discusses some of these institutional prerequisites in his ar­

ticle, "The Case for a 100 Percent Gold Dollar" (Rothbard 1962). However, 
Rothbard's revision would (1) eliminate all existing Federal Reserve money, (2) 
commission the government to try and find an appropriate gold price, and (3) 
prescribe that gold at the previously fixed price back other money 100 percent. 
For many diverse reasons, I do not concur on these points. The principal 
desideratum for stability in the monetary system is to abolish all government 
controls and powers over the production of money. Rothbard's system would 
retain much of the government's presence. 
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u.s. Financial Policy in the 
Post-Bretton Woods Period 

Thomas F. Cargill 

The end of the Bretton Woods system in 1973 was significant for 
U.S. financial policy in two respects. First, the failure to maintain a 
system of exchange rates inconsistent with market forces demonstrated 
the ineffectiveness of binding regulations on financial markets. The 
collapse of the managed exchange rate system was a precursor to the 
collapse of policies designed to limit competitive forces in domestic 
financial markets. Second, the same economic and technological forces 
ending the Bretton Woods system brought pressure on U.S. policy 
makers to remove or relax a number of binding constraints on domes­
tic financial markets. Inflation and high interest rates, market innova­
tions, and regulatory-market conflicts of the type described by Kane 
(1981) forced U.S. financial policy to shift focus. The new focus was a 
radical departure from the past. 

U.S. policy during the Bretton Woods period had been predicated 
on the view that competitive financial markets were inherently un­
stable. As a result, financial policy was designed to limit market forces 
by administering a rigid exchange rate system at the intemationallevel 
and imposing a wide variety of constraints on portfolio flexibility and 
interest rate movements at the domestic level. The collapse of Bretton 
Woods in 1973 coincided with a growing inability to enforce regula­
tory constraints in domestic financial markets that were inconsistent 
with market forces. The failure to insulate domestic financial markets 
from competitive forces eventually required U.S. policy to shift focus 
from one that limited market forces to one that permitted market forces 
to playa more significant role in the allocation of credit. 

193 
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reinforcing interaction has been especially important in countries such 
as Japan.3 

The specific catalysts for the domestic transition vary from country 
to country; however, in almost all cases the shift toward market-deter­
mined financial transactions resulted from conflicts generated by a 
system of regulation that limited portfolio flexibility and a new eco­
nomic and technological environment that demanded greater flexibil­
ity.4 Like the end ofthe Bretton Woods system, changes in government 
policy were reacting to a set of market forces that made it impossible 
to continue the previous regime of regulated and controlled financial 
transactions. 

The transition of financial structures at this point in history is unique 
in at least three ways. First, the transition of domestic financial sys­
tems is widespread. Despite differences in cultural, economic, and so­
cial structure, and differences in historical experiences, a large number 
of developed and developing economies have-and continue-to make 
their financial structures more sensitive to market forces than previ­
ously. Second, the transition of domestic financial systems is taking 
place in the context of a potentially more integrated world trading and 
financial system than has ever been previously possible. The emer­
gence of market-oriented economies in Eastern Europe and Russia sug­
gests the reality of a world trading and financial system is closer than 
at any earlier time. Third, the transition is taking place in the context of 
a revolution in computer and telecommunications technology. Advances 
in the technology of financial transactions make it easier to circum­
vent binding regulations and, as a result, make it difficult for govern­
ment to rationalize existing constraints on market forces or to impose 
new constraints. The interaction between the market and the regula­
tory authorities has been best described as a regulatory-market dialec­
tical process where binding regulation induces innovation which in 
tum induces reregulation which in tum induces re-innovation and so 
on (Kane 1981). 

The Domestic Transition in Detail 

The U.S. financial structure in the Bretton Woods period was sig­
nificantly influenced by the events of the Great Depression and their 
interpretation. In the wake of the financial collapse the Roosevelt ad­
ministration and Congress enacted a series of reforms designed to re­
store public confidence in the financial system (Cargill and Garcia 
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1985). These reforms constrained portfolio activities and limited com­
petition. New regulatory entities such as the Federal Home Loan Bank 
Board (FHLBB), Federal Deposit Insurance Corporation (FDIC), Fed­
eral Savings and Loan Insurance Corporation (FSLIC), Federal Bu­
reau of Credit Unions, and the Securities and Exchange Commission 
were established. Existing agencies were provided with expanded pow­
ers to regulate and supervise the financial system. 

The resulting financial structure was unable to function under normal 
conditions until the 1950s. The remainder of the 1930s was depressed, 
and the 1940s were dominated by war financing and postwar adjust­
ment. During the 1950s and early 196Os, the financial structure nonethe­
less appeared to adequately fulfill its responsibilities for three reasons. 

First, price stability generated a narrow gap between unregulated 
and regulated interest rates and, as a result, Regulation Q was not bind­
ing. Second, the lack of incentives to disintermediate between direct 
and indirect finance permitted the rapid and profitable growth of the 
thrift industry even though they loaned long and borrowed short. Third, 
the technology of financial transactions was still relatively stable and 
had not yet been influenced by the later advances in computer and 
telecommunications technology. 

Thus, the incentives to circumvent portfolio restrictions were unde­
veloped into the early 1960s. The situation changed by the end of that 
decade, however. The Johnson administration took a more aggressive 
activist role in managing the economy and at the same time expanded 
the war against North Vietnam. The Federal Reserve was pressured to 
accommodate increased government spending. Additionally, the Fed­
eral Reserve adopted an operating procedure focused on the federal 
funds rate that insured inflationary monetary growth. Interest rates in 
the money and capital markets rose as nominal rates incorporated an­
ticipated inflation; for the first time a visible thrift problem emerged. 
Regulation Q introduced in 1933 originally applied only to banks. As 
a result, thrifts raised interest rates to maintain deposit growth; but the 
concentration of loan portfolios in long-term, fixed-rate mortgages 
exposed them to interest-rate risk. The thrift industry sought the pro­
tection of government and in September 1966, the Interest Rate Ad­
justment Act extended deposit rate ceilings to federally insured thrift 
institutions. 

This decision was a major policy error. According to Mayer (1982), 
policy makers at the time were aware of the potential for disinter­
mediation, but did not regard this as a serious issue since they were 
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FIGURE 6.1 
Treasury Bill Rate and Regulation Q, 1959-85 
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confident the Federal Reserve would stabilize the economy. Unfortu­
nately, the Federal Reserve for the next fifteen years conducted an 
inflationary monetary policy which in turn generated a series of dis­
ruptions in the U.S. financial system. 

Regulatory response was slow to evolve. The market response in 
the form of innovation, however, was immediate and made easier be­
cause of rapid advances in computer and telecommunications technol­
ogy. The innovation process became the major event in the U.S. financial 
system during the 1970s and forced policy makers to initiate regula- . 
tory reforms that continue to the present. The process of innovation is 
most easily illustrated by the effects of Regulation Q. 

Figure 6.1 illustrates the gap between the three-month Treasury Bill 
rate (unregulated rate) and Regulation Q. As the gap increased in the 
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1970s, depositors withdrew funds and transferred them to the open money 
markets to earn market-determined rates. At several points the 
disintermediation process became intense enough to generate a "credit 
crunch" in which depository institutions, as major suppliers of consumer 
and mortgage credit, had insufficient funds to loan at even high interest 
rates. All depository institutions (banks, savings and loan associations 
[S&Ls], savings banks, and credit unions) experienced disintermediation 
to varying degrees; however, S&Ls and savings banks (collectively re­
ferred to as thrifts) were the most severely impacted because they had 
limited fund-raising powers compared to commercial banks. 

S&Ls and savings banks innovated by offering negotiable orders of 
withdrawal (NOW) in the early 1970s to broaden their fund-raising 
base to compete more directly with bank demand deposits. Credit unions 
introduced a similar deposit called a credit union share draft. Banks 
were in a better position to innovate because of their size; and they 
increasingly relied on funds obtained from Eurodollar deposits, bank­
holding company issues of commercial paper, and large CDs. 

The most dramatic innovation used to circumvent Regulation Q, 
however, was the money market mutual fund (MMMF) first introduced 
in 1971. By 1982 MMMF assets totaled $220 billion. MMMFs offered 
shares in a managed portfolio of money market instruments paying 
market rates of return less a management fee. Share accounts could be 
purchased in minimum amounts of $100 and offered limited transac­
tion features. While not federally insured, they possessed low credit 
and interest rate risk, and the public regarded them as substitutes for 
many of the deposits offered by depository institutions. 

At the end of the 1970s a crisis situation existed in the U.S. finan­
cial system. Innovation had at least circumvented the most binding 
regulations, and incentives to innovate increased dramatically as infla­
tion and high interest rates reached historical highs by 1979-80. The 
innovation process, however, was not available to all participants and 
exposed the financial system to new risks. The deteriorating external 
trade balance, decline in the value of the dollar, the Hunt Brothers 
scandal in the silver market, the need for a large federal bailout of 
Chrysler Corporation, and the increased failure rate in the banking sys­
tem all raised concern about the stability of the U.S. financial system. 
The fiftieth anniversary of the Great Depression also contributed to a 
sense of crisis as it rekindled fears of serious financial collapse. 

It was this crisis environment that provided the incentive for signifi­
cant regulatory reform. Several incomplete efforts at regulatory reform 



200 Modern Money and Central Banking 

were taken in the early 1970s and 1978; however, passage of the 1980 
Deregulation and Monetary Control Act initiated the official deregula­
tion process from a regulatory perspective. A brief review of these 
reforms follows: 

1. 1970-73: Removal of large CDs from Regulation Q deposit 
ceilings. 

2. 1978: Establishment of money market certificates (MMCs) with 
minimum denomination of $10,000 and six-month maturity. The MMC 
rate was market determined and set at the discount yield on six-month 
Treasury bills. 

3. 1978: Permit thrift institutions in New England states to issue 
negotiable orders of withdrawal (NOW) accounts. 

4. 1980: Passage of the Depository Institutions Deregulation and 
Monetary Control Act. The 1980 act established deregulation as offi­
cial policy. Most importantly, the act (a) expanded the sources of 
funds for banks and thrifts by permitting nationwide authorization to 
issue NOW accounts; (b) expanded the uses of funds for thrift insti­
tutions by permitting them to offer a limited amount of consumer 
credit and relaxed restrictions on mortgage loans; (c) expanded pow­
ers of thrifts to issue credit cards and provide fiduciary services; (d) 
initiated a six-year phase-out of Regulation Q deposit ceilings; (e) 
provided a federal override to a number of state-imposed usury re­
strictions on lending rates; (f) established a new reserve requirement 
system for all federally insured depository institutions in that all fed­
erally insured institutions were required to meet Federal Reserve­
imposed requirements on transaction deposits-i.e., demand deposits, 
NOW accounts, automatic service transfer or ATS accounts, and credit 
union share draft accounts-and certain types of managed liabilities 
(primarily Eurodollar deposits and large CDs); and (g) established a 
new relationship between depository institutions and the Federal 
Reserve. Institutions that were required to satisfy Federal Reserve­
imposed reserve requirements could obtain services from the Federal 
Reserve on a nondiscriminatory fee basis irrespective of member­
ship status including the right to request a loan from the Federal Re­
serve. In effect, the 1980 act made all federally insured depository 
institutions de facto members of the Federal Reserve. Official mem­
bership status is moot at this point in time. 

5. 1982: Garn-St Germain Depository Institutions Act enhanced 
some of the features of the 1980 act. The most important features of 
the 1982 act were: (a) authorized a money market deposit account 
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(MMDA) with no maturity, minimum denomination of $2,500, limited 
transactions features, and a market -determined rate of interest; (b) thrifts 
were permitted to offer demand deposits under limited conditions; and 
(c) expanded the uses offunds powers for thrift institutions. While not 
directly authorized by the 1982 act, the Depository Institutions De­
regulation Committee established by the 1980 act authorized the su­
per-NOW account which had the same features as the MMDAs, except 
that unlimited transfers were permitted. 

6. 1986: All interest rate ceilings were eliminated per the 1980 act 
with the exception of demand deposit accounts which remain subject 
to a zero deposit ceiling. 

7. 1987: The Competitive Equality Banking Act was the first offi­
cial response to the thrift problem. The act recapitalized the FSLIC, 
called for relaxed regulatory treatment of Texas thrift institutions until 
the regional economy improved, and made it easier for banks to ac­
quire failed or failing thrifts. 

8. 1989: The Financial Institutions Reform, Recovery, and Enforce­
ment Act was offered as a solution to the thrift crisis. The 1989 act: (a) 
abolished the FHLBB and transferred its functions to a newly formed 
Office of Thrift Supervision (OTS) within the U.S. Treasury; (b) abol­
ished FSLIC and transferred its functions to the FDIC; (c) thrift asset 
powers were reduced and thrifts were further restricted to allocate up 
to 70 percent of their funds to real estate-related loans; (d) deposit 
insurance premiums for both banks and thrifts were raised; (e) a thrift 
bailout agency called the Resolution Trust Corporation (RTC) was es­
tablished to liquidate assets of failed thrifts; (t) capital requirements 
for thrifts were raised, but still left at levels below those of banks; and 
(g) bank holding companies were given permission to purchase both 
insolvent and solvent thrifts. 

9. 1991: The Federal Deposit Insurance Improvement Act started 
out as a major restructuring of the banking system; however, it finally 
emerged as an act focused only on the FDIC (Cargill and Mayer 1992). 
The act's objectives were to require a least-cost resolution of insolvent 
depository institutions, to improve supervision and examination pro­
cedures, to establish a "trip wire" system for regulatory intervention 
based on a bank's capital-asset ratio, to establish a system of risk-based 
deposit insurance premiums, to initiate development of a market valu­
ation approach to asset valuation, and to provide additional resources 
to the Bank Insurance Fund (BIF) of the FDIC. 

10. 1994: The Riegle-Neal Interstate Banking and Branching Effi-
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ciency Act authorized interstate branchi!lg and reversed a long-stand­
ing policy of geographic constraints on bank operations. 

These regulatory reforms brought about the most extensive restruc­
turing of the U.S. financial system since the reforms of the Great De­
pression period. S They increased the degree of competition in the 
intermediation sector of the financial system by expanding the sources 
of funds for all depository institutions, expanding the uses of funds for 
thrift institutions, and removing or relaxing constraints on deposit and 
lending rates. 

Financial Transition in the United States: Evaluation 

The financial transition during the past two decades has been suc­
cessful in many respects. The consumers of financial services now have 
a wider choice than previously, competition between different deposi­
tory institutions has increased, competition between intermediation and 
direct financial markets has increased, deposit rates (with the excep­
tion of demand deposits) along with the majority of lending rates are 
now free to fully reflect market forces, depository institutions possess 
greater ability to manage liquidity and interest-rate risk, and the dis­
ruptive periods of disintermediation and credit crunch have ended. 

Unfortunately, these positive elements pale in comparison to the 
failures of omission and commission of the regulatory reforms. To fully 
understand what happened three questions need to be addressed: 

1. Would the financial transition have occurred if price stability had been 
maintained? 

2. What were the specific policy failures? 
3. What is the proper role for government regulation in a more market-sen­

sitive financial environment? 

Government and the Initiation of Financial Transition 

There is little doubt conflict between market forces and the finan­
cial structure of the Bretton Woods period would have emerged some­
time in the 1970s even in the absence of high inflation and interest 
rates. The advances in computer and telecommunications technology 
combined with increased linkages between developed and developing 
economies would have provided incentives to innovate around restric­
tions that limited competition. The innovation process, however, would 
have been considerably less intense and less disruptive than it was. 



u.s. Financial Policy in the Post-Bretton Woods Period 203 

Four factors transformed what would have been an orderly pro­
cess of financial evolution into a series of financial disruptions. First, 
Federal Reserve inflationary policy in the 1960s and 1970s gener­
ated large gaps between unregulated and regulated interest rates (fig­
ure 6.1); second, regulatory authorities were slow to remove or relax 
constraints on portfolio behavior for fear that this would lead to the 
demise of the thrift industry; third, when regulatory authorities fi­
nally recognized the need to enhance the portfolio flexibility ofthrifts, 
it was done in such a manner that thrifts were exposed to new risks 
and were provided with enhanced incentives to assume imprudent 
levels of risk; and fourth, during the 1980s regulatory authorities 
increasingly resorted to forbearance-allowing weak and insolvent 
thrifts to remain open-as a policy of dealing with troubled thrift 
institutions. 

Policy Failures 

Seven policy failures can be identified from the U.S. experience. 
First, the Federal Reserve failed to maintain price stability, espe­

cially in the second half of the 1970s. This policy failure alone is re­
sponsible for the wide gap between regulated and unregulated interest 
rates which in tum led to disintermediation and credit crunches, and 
weakened the depository institutions, especially thrift institutions.6 

Second, reflecting the widespread support of Congress and the ad­
ministration, regulatory authorities sought to maintain thrifts as pri­
mary mortgage lenders to support the nation's housing objectives. The 
1982 act expanded thrift asset diversification powers; yet, on close 
examination, these new powers were essentially real estate oriented 
and ultimately more risky than tradition thrift lending. 

Third, regulatory policy towards thrifts in particular was unbalanced 
in that deregulation of the sources of funds occurred more rapidly than 
deregulation of the uses of funds. Thrifts were permitted to offer more 
market sensitive deposits while, at the same time, asset diversification 
powers grew more slowly. Combined with a large backlog oflow-yield­
ing fixed-rate mortgages, thrifts found their condition deteriorating in 
the early 1980s as their cost of funds rose. The 1978 decision to intro­
duce money market certificates (MMCs) clearly illustrates this point. 
Thrifts and other depository institutions were permitted to offer MMCs 
without any corresponding change in their asset diversification pow­
ers. MMCs raised the cost of funds and, combined with a loan portfo-
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lio dominated by fixed-rate long-term mortgages, exposed thrifts to 
interest rate risk. Thus, MMCs merely changed the type of risk expo­
sure for thrifts from disintermediation to interest rate risk. 

Fourth, tax policy contributed to the thrift problem in two ways: (1) 
thrifts continued to receive significant tax advantages through 1986, if 
they allocated the majority of their loan assets to residential mortgages. 
Thus, thrifts received conflicting messages about asset diversification 
until the tax advantage was removed in 1986; and (2) the Tax Reform 
Act of 1981 raised the rate of return on real estate investment by accel­
erating depreciation schedules. With new powers granted by the 1982 
act thrifts aggressively pursued real estate investments without adequate 
experience to assess risk. The Tax Reform Act of 1986 removed the 
favorable depreciation, thereby turning many commercial real estate 
loans into problem loans and increasing credit risk to thrifts. 

Fifth, regulatory authorities, Congress, and the administration failed 
to recognize the declining profitability of thrifts in the early 1980s as a 
reflection of a more fundamental problem. They attributed the grow­
ing thrift problem to adverse economic conditions-high interest rates 
and recession-that would shortly end and return the thrift industry to 
profitability. There was an unWillingness to see the thrift problem as a 
reflection of a fundamental flaw in the deregulation process. During 
the first half of the 1980s, policy makers relaxed accounting standards 
to measure thrift net worth, adopted a policy of capital forbearance, 
lowered required thrift capital, and failed to expand the supervision 
staff of the FHLBB. The outcome was a growing number of insolvent 
but operating thrift institutions elegantly referred to as "zombies" by 
Kane (1989). 

By 1985 the thrift industry and the FSLIC were insolvent. A Gov­
ernment Accounting Office (GAO) report (1986) indicated that FSLIC 
had insufficient reserves to close the some 500 insolvent thrift institu­
tions for which it insured deposits. Failure to close insolvent thrifts 
had a major adverse impact and ultimately resulted in one of the most 
serious financial policy failures ever experienced by the United State.7 

Insolvent but operating thrifts had every incentive to assume high lev­
els of risk in their loan and investment decisions and to raise deposit 
rates to attract funds needed to expand loans. There was no effective 
check on this process since regulatory authorities were unable to close 
insolvent institutions because of insufficient reserves and depositors 
had little reason to impose discipline on the insolvent institution since 
deposits were federally insured up to $100,000. 
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The failure to deal with insolvent thrift institutions in a timely man­
ner permitted the insolvency problem to reach levels that would re­
quire a major taxpayer input of funds. By the late 1980s it was becoming 
difficult for regulatory authorities to mislead the public about the mag­
nitude of the thrift problem as they had done earlier in the decade. 
Regulatory authorities knowingly covered up the magnitude of the prob­
lem hoping economic conditions would improve and thrifts could "work 
their way out" of the problem. 

The Competitive Equality Banking Act of 1987, designed to recapi­
talize the FSLIC insurance fund, reflected the official denial of the 
seriousness of the problem. The act was cosmetic and purposely mis­
led the public about the magnitude of the problem. The act sought to 
recapitalize the fund with an infusion of $10.8 billion, when at the 
same time, official estimates of the thrift problem being published by 
the GAO in 1986 were in the range of $16 to $25 billion (GAO 1986). 
Outside estimates exceeded the GAO estimates. Not only did the 1987 
act accept a low estimate of the cost of closing thrift institutions, but 
increased the forbearance problem by requiring special regional con­
siderations to be taken into account when handling a troubled thrift. 

Sixth, the Financial Institutions Reform, Recovery, and Enforce­
ment Act was enacted in August 1989 as the next major official re­
sponse to the thrift problem (Brewer 1989), but it failed to address the 
fundamental earlier policy failures. The act understated the cost of the 
bailout and, most importantly, it failed to address a fundamental fail­
ure of U.S. financial policy: the act relied on regulatory discipline rather 
than market discipline to limit depository institution risk and to pro­
tect the deposit insurance fund. 

Seventh, policy makers paid little attention to the conflict between 
incentives to assume risk embedded in the system of deposit guaran­
tees and the enhanced ability of depository institutions to manage 
risk made possible by market and regulatory innovations. Federal 
deposit insurance was based on fixed-rate premiums with no allow­
ance for individual risk. Once a troubled institution is identified, policy 
makers resort to procedures to protect all depositors without regard 
to ultimate cost or to the effect this has on the willingness of institu­
tions to assume risk. In fact, incentives embedded in government 
deposit guarantees to assume risk increased significantly in the 1980s, 
because the 1980 act raised deposit insurance from $40,000 to 
$100,00D-far beyond any inflation adjustment. This fundamental 
problem has yet to be adequately addressed; however, the 1991 FDIC 
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Improvement Act does take steps toward dealing with troubled insti­
tutions in a timely manner (Cargill and Mayer 1992; Bentson and 
Kaufman 1997). 

The above policy failures fall into three general categories: first, 
and probably most important, is the failure to maintain price stability; 
second, misguided regulatory actions designed to maintain thrifts as 
primary real estate lenders; and third, failure to deal with the conflict 
between enhanced opportunities to assume and manage risk and the 
risk incentives embedded in government deposit guarantees. 

The thrift problem has received the most attention during the past 
decade as the chief failure of U.S. financial policy. By the end of the 
1980s, however, there was also increasing concern over the condition 
of the banking system. While not exhibiting the same degree of finan­
cial duress as the thrift industry, banks found themselves with signifi­
cant backlogs of problem loans--especially in commercial real estate. 
There are several dimensions here. 

First, the number of bank failures increased significantly. In the 1970s 
less than ten banks per year failed, while as many as 200 banks failed 
at the end of the 1980s. While still a small percentage of the total num­
ber of banks, the increased failure rate caused concern. In the past it 
had been mainly small banks that failed, but increasingly larger banks 
were failing as well. 

Second, the number of "problem banks" significantly increased. A 
"problem bank" is one determined to need close regulatory attention 
based on an on-site examination by regulatory authorities. In the 1960s 
and 1970s the number of problem banks ranged from 100 to 200 banks 
per year. But that number increased in the 1980s, and after 1984 it did 
not fall below 1,000 banks each year. Like the failure rate statistics, the 
banks on the problem list were getting larger. 

Third, the FDIC reserve fund steadily declined in the 1980s. In 1988 
the FDIC lost income for the first time since establishing operations in 
1934; by 1990 it was insolvent in that reserves were insufficient to 
close the projected number of bank failures. Like the defunct FHLBB 
and FSLIC, FDIC officials at first denied any problem with the reserve 
level, then admitted that some taxpayer funds might be required to 
sustain operations, every few months revising upward the estimate of 
needed funding. While few believe the potential problems with the 
banking system and the FDIC would equal those of the thrift industry 
and the now defunct FSLIC, there was a growing sense of unease about 
U.S. banking. 
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Fourth and finally, a comprehensive report to Congress in Decem­
ber 1990 by Barth, Brumbaugh, and Litan (1990) presented a bleak 
picture of the condition of U.S. banking. They concluded the U.S. bank­
ing industry was financially weak despite reported measures of ac­
counting profits and industry-wide equity capital-to-asset ratios. The 
report drew a disturbing parallel to the thrift crisis: "There is very good 
evidence that the BIF is in the same position as FSLIC was in the mid-
1980s-without sufficient resources to pay for its expected caseload 
of failed depositories" (Barth, Brumbaugh, and Litan 1990, 6). 

One year later the banking system remained weak, but there was 
some reason for optimism (Keehn 1991). Asset quality problems were 
identified, banks raised credit standards, and banks built up loan loss 
reserves significantly. In addition, the real estate decline appeared to 
have bottomed out and there were signs the economy was emerging 
from a recession that started in July 1990. 

Most important, the 1991 Federal Deposit Insurance Improvement 
Act brought about important changes in the way regulatory authorities 
deal with troubled institutions (Bentson and Kaufman 1997, Keehn 
1991). The 1991 act, actions by the banks to write off bad loans and 
increase bad loan reserves, easy monetary policy, and improvement in 
several regional sectors of the national economy (Texas and California 
in particular) combined to significantly improve the condition of the 
banking system by 1996. 

Despite signs of a turnabout in banking and an improved thrift in­
dustry, there remains much to be concerned about the future of the 
U.S. financial system. The past two decades have shown that whatever 
failures the deregulation process has manifested are mainly the result 
of policy failures on the part of government. 

Responsibilities of Government 
in the Financial Transition 

The experiences of U.S. financial policy in the post-Bretton Woods 
period suggest four responsibilities for government in the future. First, 
government should permit the central bank to pursue price stability to 
limit large and unpredictable movements in interest rates. It appears 
U.S. policy has recognized the importance of price stability. Price sta­
bility by the mid-1980s was one of the more important policy achieve­
ments of the Federal Reserve in recent times. Whether this commitment 
to price stability will persist remains unknown, however. 
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Second, government should recognize financial innovation and 
market forces are the driving force of the transition and, as a result, 
resist interfering with them. Unfortunately, regulatory policy contin­
ues to resist utilizing those forces to assist government regulation and 
supervision. To illustrate, the FDIC Improvement Act of 1991 ignored 
a large number of well-developed proposals to impose greater market 
discipline on banks as a way to relieve the burden on deposit insur­
ance. The act explicitly accepts the premise regulatory discipline is a 
substitute for market discipline as a way of monitoring the risk of de­
pository institutions. 

Third, government should cease credit allocation policies designed 
to maintain a class of depository institutions as primary mortgage lend­
ers. Such a policy is inconsistent with market forces and distorts the 
allocation of credit. The declining competitiveness of the U.S. economy 
is partly due to a low savings rate and a national policy which directs 
much of the limited savings into real estate rather than industrial de­
velopment and research. 

Lastly, government needs to recognize the fundamental conflict be­
tween incentives to assume risk and opportunities to assume risk in a 
more open and competitive financial environment. The financial re­
form process in the United States will not achieve the objectives of an 
efficient, adaptable, and sound financial system unless the entire sys­
tem of government deposit guarantees is reformed and made compat­
ible with a more open and competitive financial environment. According 
to Kane (1991, 1-3), the prospect for meaningful deposit insurance 
reform is not optimistic: 

[T]he u.s. deposit-insurance mess provides considerable evidence that the world's 
greatest regulatory difficulties do not reside in instrumental defects. They are rooted 
in incentive defects that systematically encourage government officials to 
misoperate their machines when they find themselves under stress. The funda­
mental weakness is the lack of a timely accountability for losses that accrue to 
taxpayers from governmental acts of financial misregulation ... For over two de­
cades, top regulatory officials, federal politicians and thrift-institution trade asso­
ciations cooperated in denying and covering up the size oftheir industry's growing 
capital shortage. They did this by using and creating accounting gimmicks to de­
lay the formal realization of developing losses and by fighting politically the ef­
forts of outside critics to size the need to recapitalize the deposit-insurance funds 
realistically. 

Kane (1995) has been one of the most severe critics of deposit in­
surance, and his views are now widely held. Regulatory authorities 
failed in their public trust and will likely continue to perform in unsat-
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isfactory ways to deal with troubled financial institutions as long as 
discretion remains the major characteristic of regulation. 

Future Developments and Implications for Other Countries 

There is widespread agreement among observers that the financial 
reform process erred in significant ways. What is more frustrating is 
the slowness with which regulatory authorities took to even recognize 
the conflict, let alone deal with it. It was the insolvency of FSLIC, the 
insolvency of the thrift industry, the weakened condition of U.S. banks, 
and most recently the insolvency of the FDIC that finally alerted policy 
makers to the fundamental conflict facing the U.S. financial system. 

The failures of U.S. financial policy have important implications 
for other countries. At least two can be identified. First, price stability 
is of tremendous importance to the stability of the financial system. It 
permits a more orderly financial transition driven by market innova­
tions and provides time for regulatory authorities to react to changes in 
the structure of finance. It goes a long way towards limiting crisis re­
actions, which have been so frequent in the U.S. case. Second, all gov­
ernments rightly guarantee deposits up to some limit; however, these 
guarantees introduce a moral hazard problem in that they provide in­
centives to assume risk. As domestic and international financial mar­
kets continue to evolve toward more open and competitive structures, 
risk incentives embedded in government deposit guarantees will be­
come more of a problem to the stability of the financial system. The 
lesson to be learned from the U.S. experience is that government should 
not only avoid hindering market forces, but just as importantly, gov­
ernment needs to reform its deposit guarantee system to reduce incen­
tives to assume risk by issuers of the nation's money supply (Barth 
1990). Ultimately, market forces via depositor and equity-holder dis­
cipline provide the best means toward this end. 

Notes 

1. The term "deregulation" was not meant to imply the removal of government 
regulation over the financial system, but rather it was used to describe a process 
of removal or relaxation of key binding constraints on the financial system, es­
pecially indirect finance. Other countries prefer to characterize the process as 
"financial liberalization. " 

2. S&Ls and savings banks are collectively referred to as thrifts since they pos­
sessed similar loan and deposit portfolios. Most important, they both allocated a 
major part of their assets to real estate loans. S&Ls, however, are the most im-
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portant component of the thrift industry in tenns of number of institutions and 
level of assets. 

3. Suzuki (1986) has argued that the shift to flexible exchange rates played a major 
role in Japan's domestic refonns. 

4. Cargill and Royama (1988) present a taxonomy of the financialrefonn process 
applicable to any country. 

5. The majority of the reforms focused on deregulation of intennediation finance; 
however, the 1980 act devoted considerable attention to monetary control is­
sues. Monetary control was not the most important issue even in this piece of 
legislation (Timberlake 1985), however. 

6. In contrast to the United States, the financial refonn process in Japan through 
the mid-1980s had been more gradual and less disruptive because of the suc­
cessful price stabilization policies of the Bank of Japan (Cargill and Royama 
1988). This description of a smooth transition, however, is no longer applicable. 
Japan's "bubble" and "burst of the bubble" economy of the second half of the 
1980s and the first half of the 1990s, respectively, have revealed serious prob­
lems both in the structure of finance and regulation (Cargill, Hutchinson, and Ito 
1997, chapters 5 and 6). 

7. The most serious was the failure of the Federal Reserve to provide lender of last 
resort services during the Great Contraction period (1929-33). 
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Bank Deposit Guarantees: 
Why Not Trust the Market? 

Genie D. Short and Kenneth J. Robinson 

Despite a long history of sporadic periods of severe banking diffi­
culties, the United States continues to search for solutions to finan­
cial-sector problems that have been perpetuated by legal restrictions 
that foster a fragmented banking system. There is now general agree­
ment about the sources of U.S. banking problems. Geographic and 
product restrictions under which banks operate have hampered their 
ability to compete in the financial marketplace and limited their abil­
ity to diversify their portfolios. And problems with the financial safety 
net, including the system of federal deposit insurance and the Fed­
eral Reserve's operation of the discount window, have made deposi­
tors indifferent to the financial conditions of insured depository 
institutions, with the result that incentives to control risk-taking have 
been blunted. 

While the sources of U.S. banking difficulties are generally ac­
cepted, agreement has not been reached on how to untangle the cur­
rent financial structure and institutional arrangements that have been 
in place for nearly sixty years. Since 1980 five major congressional 
banking reform bills have been passed: the Monetary Control Act of 
1980; the Garn-St. Germain Depository Institutions Act of 1982; the 
Competitive Equality Banking Act (CEBA) of 1987; the Financial 
Institutions Reform, Recovery, and Enforcement Act (FIRREA) of 

The authors would like to thank Kelly Klemme and Lydia L. Smith for their participa­
tion in preparing this paper. 
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1989; and, most recently, the Federal Deposit Insurance Corporation 
Improvement Act of 1991. But thus far, the United States has been 
unable to introduce a comprehensive reform bill that establishes an 
institutional framework that enables U.S. banks to compete effec­
tively in the global marketplace. 

As in the early 1980s, the debate about financial reform in the United 
States centers on how to eliminate the legal restrictions that prevent 
U.S. banks from competing in today's marketplace while at the same 
time controlling the moral-hazard problem that is present with mispriced 
federal deposit guarantees. Yet, unlike the early 1980s, the focus of 
attention today has shifted from whether we need to change the system 
of deposit guarantees to how we can change this system of federal 
guarantees without fostering a financial crisis. 

In our view, effective financial reform in the United States will 
require a fundamental reexamination of the long-standing disagree­
ment about the extent to which deposit market forces can and should 
be trusted to discipline banks. Federal deposit insurance was intro­
duced to offset what was viewed to be the inherent instability of bank 
deposit markets. Over time, however, reliance on these guarantees 
increased to virtually 100 percent coverage. Along with extended 
coverage came greater problems from mispriced risk incentives, higher 
bank resolution costs, and further reliance on government-mandated 
restrictions and regulatory oversight as a means to offset the moral­
hazard problem generated at the outset by the program of deposit 
guarantees. 

In this chapter, we explore how the history of deposit guarantees 
has evolved in the United States. We then offer a comparative analysis 
of the deposit insurance programs that have been introduced elsewhere 
in the world and review the reasons why 100 percent deposit guaran­
tees have become an accepted policy norm for maintaining deposit 
market stability throughout the world. We argue that, rather than mini­
mizing deposit market instability, the expanded role given to the fi­
nancial safety net has contributed to and exacerbated financial-sector 
problems throughout the world. We conclude by arguing that changes 
are needed that allow bank deposit markets to function more freely to 
improve the price-signaling mechanism for monitoring risk-taking in 
banking. Absent a fundamental rethinking of the benefits derived from 
market pricing of bank deposits, the prospects for successful banking 
reform in the United States remain dim. 
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Deposit Insurance in the United States from 
the 1930s to the Present 

Deposit Insurance and the Great Depression 

Much of the U.S. financial structure that is currently in place origi­
nated in the aftermath of the Great Depression. The banking legisla­
tion of the 1930s reflected the outgrowth of concerns about a banking 
system that was uniquely prone to deposit runs. The thrust of the legis­
lation, however, was aimed at combating what was alleged to be the 
impact of excessive competition that fostered imprudent risk-taking 
on the part of banks. It was argued that deposit insurance, together 
with tighter regulations and supervision over the commercial banking 
system, could restore public confidence in the banking industry while 
restraining incentives for banks to undertake excessive risk that could 
lead to bank failures (Schwartz 1988, 34-62). 

The Banking Act of 1933, also known as the Glass-Steagall Act, 
separated commercial and investment banking, prohibited the payment 
of interest on demand deposits, and subjected interest rates paid on 
time and savings deposits to regulation. Banks were limited primarily 
to accepting deposits and making loans, mostly in their home states or 
counties, and paying interest on deposits no higher than allowed by 
federally authorized ceilings. The Glass-Steagall Act also established 
the system of federal deposit insurance to help restore confidence in 
the banking system in the United States. The Federal Deposit Insur­
ance Corporation (FDIC) was thus created as part of an overalllegisla­
tive effort to ensure the safety and soundness of the financial system 
by imposing regulations to constrain bank risk-taking. 

Deposit insurance was introduced in the United States ostensibly to 
accomplish two objectives. The first (and most publicized) objective 
was the protection of small depositors. The second goal was a mon­
etary policy objective-the protection of the circulating medium of 
exchange. However, a third, much less publicized role for federal de­
posit insurance was to support branching restrictions by offering 
protection to small, independent banks. The problem of depositor con­
fidence that erupted during the banking crises in the early 1930s was 
not unique to that period, and the solution of providing federal deposit 
guarantees was not a novel idea at the time. Both federal and state 
branching restrictions originated and perpetuated a banking system that 
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consisted of a large number of banks, many of them quite small in size. 
These and other restrictions gave rise to a unique banking structure in 
the United States with a unique set ofproblems-Le., U.S. banks were 
unusually prone to runs and suspensions. l 

Between 1886 and 1933, 150 separate proposals for deposit insur­
ance or guaranty were introduced in Congress. Sponsors of these pro­
posals came from over thirty different states in all parts of the country 
and represented a cross section of the political spectrum (Golembe 
1961, 188). In fact, as Carter Golembe has pointed out, one of the key 
reasons behind the establishment of deposit insurance in the United 
States was to protect the existing structure of thousands of indepen­
dent banks. 

Yet it is not reading too much into history to say that bank-obligation insurance 
systems and proposals between 1892 and 1933 reflected and influenced ... attempts 
to maintain a banking system composed of thousands of independent banks by 
alleviating one serious shortcoming of such a system: its proneness to bank sus­
pension, in good times and bad .... In the United States in 1933 ... public disillu­
sionment with the independent banking system had reached a point at which 
fundamental change in the banking structure could easily have been obtained .... 
Whether this would have taken the form of nation-wide branch systems, national­
ization, or something different will never be known. (Golembe 1961, 199) 

This same fragmented banking structure survives in the United States 
today. Although during the interim from 1933 through the early 1980s 
financial institutions were quite adept at developing financial innova­
tions to circumvent regulatory constraints in banking, the period since 
the 1980s has been characterized by mounting problems for insured 
depositories.2 

Deposit Insurance in the Postdepression Environment 

Excessive competition in the deregulated environment of the 1980s 
has been cited by industry experts as an important causal factor behind 
many of the banking difficulties that emerged in the 1980s. But re­
search on the issue characterizes the financial difficulties of the 1980s 
as a melding of a number of interrelated factors-economic, regula­
tory, and managerial.3 Moreover, it is now widely acknowledged that 
the unprecedented bank and thrift difficulties that developed in the 
United States were directly linked to two factors: the expanded scope 
of federal deposit guarantees that had evolved to virtual 100 percent 
coverage, and the ineffectiveness of bank regulatory oversight as a 
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FIGURE 7.1 
Share of Financial Assets Held by Major Intermediaries 
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means to offset the mispriced risk incentives at insured financial insti­
tutions (SFRC 1989; Brumbraugh 1988; Feldstein 1991). 

Throughout most of the period following the Great Depression, the 
institutional setting established by the Banking Act of 1933 performed 
fairly well in minimizing the number of U.S. bank failures. From 1934, 
when the FDIC was officially established, through the decade of the 
1960s, the failure rate for U.S. banks was low. During this entire pe­
riod only 621 U.S. banks failed (an average of seventeen per year), all 
of which were very small in size. Except for episodes of severe eco­
nomic downturn, misuse of banking resources by inept or corrupt man­
agers caused most of the bank failures that occurred after the 1930s 
(Benston et al. 1986). 
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By the mid-1970s, however, the banking industry was in the early 
stages of a major restructuring. Banks began to face increasing compe­
tition from new providers of financial services. 

Figure 7.1 shows the considerable inroads made by nonbank com­
petitors into banking markets. In 1950, commercial banks held about 
50 percent ofthe financial-asset market in the United States. By 1991, 
their market share had declined to 30 percent, with the most notable 
gains over that period achieved by pensions and mutual funds. Far 
from being isolated from competition, banks have been left with a 
shrinking pool of customers and a declining relative position in the 
financial marketplace. In addition to this decline in market share, the 
percentage of banks that the FDIC labeled as problems rose markedly 
in the early part of the 1980s. More ominously, not only did the num­
ber of bank failures rise during the 1980s, but the size of those banks 
experiencing financial difficulties also increased. 

Figure 7.2 shows the percentage of U.S. banking assets that were in 
failed banks from 1980 to 1995. The chart identifies the marked in­
crease in large U.S. bank failures. In the early 1980s, problems with 
LDC (less developed countries) debt raised questions about the finan­
cial viability of a number of the nation's largest banks. Later in the 
decade, the concentration of troubled banks in the Southwest again 
underscored the vulnerability of large banks to failure. Nowhere was 
this more evident than in Texas during the latter part of the 1980s, 
when nine of the state's ten largest bank holding companies, represent­
ing two-thirds of the state's banking assets, were either acquired by 
out-of-state institutions or provided new management with federal as­
sistance. Extensive financial problems also developed in New England, 
throughout the Southeast, and in California, with a number of the ma­
jor financial institutions in those regions experiencing severe asset 
quality problems and failure. Moreover, the 1980s also witnessed the 
meltdown of the nation's thrift industry. 

The high concentration of troubled assets at large banks represented 
an important change from the banking difficulties during the 1920s 
and 1930s. During the 1980s, the asset quality problems of the largest 
U.S. banks became the primary source of instability, and the focus of 
policy attention shifted from concerns about deposit runs at the nation's 
smaller institutions to concerns about runs at the largest institutions. In 
part because of the criticisms over the inadequate policy response taken 
during the 1933 banking panics to offset deposit market instability, a 
more proactive policy stance was taken in the 1970s and 1980s. This 
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FIGURE 7.2 
Proportion of U.S. Commercial Bank Assets in Failed Banks 
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new policy focused on avoiding unwanted deposit market instability 
by providing direct assistance to troubled institutions rather than con­
centrating on the macroeconomic liquidity needs of the banking sys­
tem as a whole.4 Unfortunately, U.S. policy makers failed to heed the 
warnings expressed in the early discussions of the appropriate use of 
the financial safety net for avoiding financial panics.s 

In the nineteenth century, Walter Bagehot emphasized the classical 
view of the role of lender of last resort as primarily macroeconomic. 
To Bagehot, the central bank's responsibility was to guarantee the li­
quidity of the whole economy but not that of particular institutions. 
The difficulty, of course, which Bagehot recognized, was how to es­
tablish and maintain an institutional framework that enabled the cen-
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tral banking authorities to respond to a shock before it "got out of 
hand" without protecting individual insolvent institutions. The emphasis 
was on responding to liquidity pressures at healthy financial institutions. 

A panic, in a word, is a species of neuralgia, and according to the rules of science 
you must not starve it. The holders of the cash reserve must be ready not only to 
keep it for their own liabilities, but to advance it most freely for the liabilities of 
others. They must lend to merchants, to minor bankers, to "this man and that man" 
whenever the security is good. (Bagehot 1962, 25) 

Under these circumstances, as long as central bank lending was fully 
collateralized, liquidity was to be provided liberally, but at a penalty 
rate. Even before Bagehot's writings, Henry Thornton pointed out the 
consequences of protecting insolvent institutions when responding to 
banking difficulties: "It is by no means intended to imply that it would 
become the Bank of England to relieve every stress which the rashness 
of country banks may bring upon them; the Bank, by doing this, might 
encourage their improvidence" (Thornton [1802] 1939). 

These warnings, however, were largely ignored in the postdepression 
environment. And because concerns about contagious bank runs are 
greater with large financial failures, greater assistance was provided to 
the larger organizations, leading eventually to the "too-big-to-fail" 
policy that is a major aspect of bank regulatory policy.6 

With the settlement of Continental Illinois National Bank in 1984, 
then the nation's seventh largest bank, the too-big-to-fail doctrine be­
came an acknowledged policy option for settling large bank failures in 
the United States. During congressional testimony concerning the reso­
lution of Continental, C. Todd Conover, the U.S. comptroller of the 
currency, stated that the federal government would not allow the nation's 
eleven largest banks to fail (Carrington 1984). That statement provided 
a verbal guarantee of 100 percent coverage to all depositors and gen­
eral creditors of the nation's largest banks. But this verbal guarantee 
merely made explicit a perception that previous policy actions had al­
ready led U.S. depositors to believe.7 This practice now fuels the po­
litical stalemate on bank reform.s 

Throughout most of the postdepression environment, the resolution 
technique that was most widely used for settling both large and small 
bank failures was the purchase and assumption transaction, in which 
all nonsubordinated liabilities, including uninsured deposits, are trans­
ferred to an assuming bank. But in some instances, alternative forms of 
deposit payoffs were used that did not provide full coverage to unin-
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sured depositors. Virtually all of these cases involved small banks (Short 
1985). This practice of providing full coverage to large banks, but less 
than full coverage to small banks, established a serious competitive 
equity issue on the basis of bank size. The greater protection given to 
large banks also fostered distortions toward more excessive risk-tak­
ing at the larger banks and made them more vulnerable to failure. And 
as difficulties at large institutions mounted, concerns about systemic­
risk implications increased. In contrast to the warnings expressed by 
Thornton, actions were taken to forestall failures at these large institu­
tions to avoid systemic risk, rather than to respond to any liquidity 
crises that emerged.9 

In responding to banking difficulties, policy makers argue that they 
need too-big-to-fail exemptions for emergency measures to avoid a 
financial crisis. With too-big-to-fail, large banks receive broader pro­
tections than small banks; and with this greater implicit protection, 
small banks continue to demand explicit 100 percent deposit guaran­
tees to compete on an equal footing with their more protected large 
bank competitors. The current gridlock on financial reform is directly 
linked to this policy issue. The result of this gridlock is the 1991 FDIC 
Improvement Act (FDICIA), which once again relies on regulatory 
oversight and mandatory capital requirements as a means of disciplin­
ing banks, rather than addressing the moral-hazard problem present 
with federal deposit guarantees. 

The original intent of the 1991 banking reform legislation was to 
establish a comprehensive plan to reform and modernize the U.S. 
financial system. The proposal that the U.S. Department of the Trea­
sury developed to provide the framework for the legislation identi­
fied four interrelated problems that needed to be addressed: (1) the 
decline in the competitive position and financial strength of U.S. banks 
in both domestic and international markets; (2) the fragmented regu­
latory structure; (3) the overextension of the federal safety net for 
deposits; and (4) the undercapitalized deposit insurance fund. The 
solutions to these issues recommended by the Treasury were: (1) to 
expand the geographic and product markets in which U.S. banks com­
pete; (2) to streamline the bank regulatory framework to avoid over­
lapping responsibilities across regulatory agencies; and (3) to reduce 
the scope of deposit insurance coverage to minimize taxpayer expo­
sure to losses from the deposit insurance fund and to reintroduce 
greater market discipline against excessive risk-taking (U.S. Depart­
ment of Treasury 1991). 
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The actual legislation, however, achieved none of these objectives. 
Rather than establishing a comprehensive bill to modernize the U.S. 
financial system, the FDIC Improvement Act of 1991 concentrated on 
establishing tighter regulatory standards and enforcement actions with­
out adequately addressing the need to roll back deposit guarantees and 
remove geographic and product market restrictions. The final bill in­
cluded measures to recapitalize the deposit insurance fund. The FDIC's 
line of credit to the U.S. Treasury was increased from $5 billion to $30 
billion but without reaching agreement on how to pay for this extended 
credit. The regulatory structure remained essentially unchanged, and 
no progress was made on removing geographic barriers or expanding 
bank powers. 

Most of the language in the bill concentrated on establishing a set of 
requirements for bank regulators to follow in order to avoid another 
replay of the banking and thrift debacle of the 1980s. Regarding ef­
forts to roll back deposit insurance guarantees, the statute includes a 
legal requirement that after 1994 the FDIC cannot take any action to 
protect uninsured depositors if such actions would increase losses to 
the insurance fund. (But the statute also includes a systemic-risk ex­
ception that leaves open the policy option to provide broader coverage 
if there is evidence of systemic risk.)lO With this exception, the too­
big-to-fail doctrine remains in place in the United States, and the im­
passe on financial reform remains unchanged. 11 

In addition to the alleged destabilizing effects that might result from a 
reduction in deposit guarantees in U.S. domestic markets, it is also ar­
gued that such changes will place U.S. banks at a competitive disadvan­
tage in the global marketplace. This issue of 100 percent guarantees is 
now imposing constraints on financial integration worldwide ("Deposit 
Insurance" 1992). An examination of deposit guarantee systems in other 
industrialized countries indicates that the use of 100 percent deposit guar­
antees for large bank depositors has become an accepted policy norm for 
resolving large bank failures throughout the world. 

Deposit Guarantees: A Comparative Analysis 

Global Evolution of Government Deposit Insurance Coverage 

The U.S. system is the oldest national system of deposit insurance 
currently in operation, and other industrialized countries used the U.S. 
system as a model for developing their own deposit guarantee pro-
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grams. There are now over thirty other countries that offer some type 
of depositor protection. Most of these other deposit guarantee systems 
were established fairly recently-seven were established in the 1960s, 
seven were established in the 1970s, and seventeen were created dur­
ing the 1980s. In addition, while a number of countries do not have a 
formal national system of deposit guarantees, implicit guarantees are 
often provided. These implicit guarantees take the form of either cen­
tral bank funding or cash infusions from healthy institutions to troubled 
institutions that prevent failures or losses to depositors. 

With Italy's establishment of the Interbank Deposit Protection Fund 
in 1987, all of the G-7 countries-Canada, France, Germany, Italy, 
Japan, the United Kingdom, and the United States-now have some 
type of national deposit insurance system. (Table 7.1 summarizes the 
main characteristics of the different deposit insurance programs that 
are now operating in these countries.) In addition, the twelve countries 
(the G-7 countries plus Belgium, the Netherlands, Luxembourg, Swe­
den, and Switzerland) that signed the Basle Accord on Capital Mea­
surement and Capital Standards all have formal systems of national 
deposit insurance. Most of the systems currently in operation have been 
established since the accord and were created in an effort to formalize 
existing implicit deposit guarantees to troubled banks (Bartholomew 
and Vanderhoff 1991,243-48). 

Deposit Insurance System: Structure and Organization 

The formal structure of the different insurance schemes can be char­
acterized under four broad issues: (1) whether membership is volun­
tary or compulsory; (2) whether administration of the fund is through 
public, private, or joint efforts; (3) the method of maintaining the fund; 
and (4) the type and amount of coverage provided by the fund. Of the 
national deposit insurance schemes shown in Table 7.1, membership 
in the systems in three of the countries is voluntary. Deposit insurance 
schemes in Canada, the United Kingdom, and the United States are 
officially administered, while the other G-7 countries' deposit insur­
ance systems consist only of industry arrangements. 

The two primary means by which governments fund deposit insur­
ance schemes are regular premium assessments and post-failure lev­
ies. France and Italy use strictly post-failure funding, as does the United 
Kingdom's System for Building Societies. If necessary, the Associa­
tion of French Banks can require contributions to cover settlement prac-



TABLE7.l 
Selected Characteristics of Deposit Insurance Systems in the G-7 Countries 

Country Membership Administration Method of Maintaining Type and Amount of Coverage 
the Fund Provided (Domestic Currency) 

Canada Compulsory OfficialIy Sponsored & Administered 0.1 % of insured deposits C$60,OOO 
France Voluntary Industry Arrangement ColIected as needed; assessments FF400,OOO 

based on deposits 
Germany 

Deposit Security Voluntary Industry Arrangement 0.03% of total 30% of the bank's 
Fund (DSF) deposits liable capital per depositor 

Savings Bank Security Compulsory Industry Arrangement 0.03% of claims 100% of deposits & credits 
Fund (SBSF) on customers 

Credit Coorperatives Compulsory Industry Arrangement Complex premiums and 100% of deposits & credits 
Security Scheme (CCSS) mutual guarantees 

Italy Voluntary Industry Arrangement Unfunded Arrangement 100% of first L 200 million 
75% of next L 800 million 

Japan Compulsory Industry Arrangement 0.012% of covered deposits ¥lO,ooo,OOO 

United Kingdom 
Deposit Protection Compulsory Officially Sponsored Progressive levy with effective 75% of deposit balance 

Fund (DPF) & Administered rate not to exceed 0.3% of up to £20,000 
domestic sterling deposits 

Building Societies 
Investor Protection Compulsory Officially Sponsored Unfunded Arrangement 90% of deposit balance 
Board (BSIPB) & Administered up to £20,000 

United States Compulsory for national banks Officially Sponsored 0.23% of domestic $100,000 
& members of the Federal Reserve & Administered deposits as of July 1, 1991 

Source: Philip F. Banholomew and Vicki A. Vanderboff. 1991. "Foreign Deposit Insurance Systems: A Comparison," Consumer Finance Law Quarterly Report 45, 3 (Summer). 
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tices over the preceding two years, as well as advances on the next two 
years. The remaining G-7 countries' funds are financed through a regular 
assessment of premiums. The rates and bases vary widely. The various 
bases on which the premiums are levied include total deposits, domes­
tic deposits, and insured deposits. To date, only the FDIC plans to imple­
ment any form of risk-based premiums. In its original structure, U.S. 
banks were assessed a flat-rate deposit premium, independent of risk 
profile. The 1991 FDICIA legislation mandated that the FDIC change 
this flat-rate premium structure to a system of risk-based deposit insur­
ance premiums. This new system has a rising-scale premium structure 
that increases from 23¢ per $100 of domestic deposits for banks in­
cluded in the lowest risk classification to 31 ¢ per $100 of domestic 
deposits for banks identified in the highest risk classification. 

All of the deposit insurance systems have an explicit coverage ceil­
ing. In practice, though, the actual coverage provided may be either 
limited by the resources of the fund or expanded to unlimited de facto 
coverage. Germany's Deposit Security Fund for commercial banks is 
considered a unique coverage scheme because coverage is limited to 
30 percent of a bank's stated equity capital, based on the last quarterly 
report. Since coverage declines as the level of capital diminishes, de­
positors have an incentive to move their deposits out of an insured 
financial institution as its reported financial condition deteriorates. But 
despite attempts to establish insurance schemes with incentives for some 
deposit market discipline, virtually all governments have indicated that 
they would, under some circumstances, step in and rescue an insolvent 
institution. In such cases deposit protection would be complete. So 
while the deposit insurance systems of the G-7 countries carry formal 
explicit limits to coverage, there is now the practice of providing de 
facto 100 percent coverage of deposits in many cases, especially large 
bank failures. 12 

In settling bank failures, policy makers worldwide have become less 
and less willing to expose banks, especially large banks, to depositor 
losses. And while it is generally accepted that the steady erosion of 
deposit market discipline that results from these guarantees has con­
tributed to the unprecedented increase in the cost of resolving bank 
failures worldwide, thus far no progress has been achieved toward reach­
ing agreement on how to roll back these guarantees. A reexamination 
of some of the views that contributed to the belief that bank deposit 
markets are inherently unstable may lead to a better understanding of 
how to proceed with meaningful reform. 
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Philosophical Underpinnings of Views on Banking Instability 

Are Banks Special? 

Questions about the inherent instability of the banking system stem 
from the view that banks are different from other financial and nonfi­
nancial firms because of the unique nature of banks' liabilities, which 
are payable on demand at par value. Many economists also accept the 
view that banks playa special role in the economy through their role in 
the monetary policy process and their role in the payments mecha­
nism. Because banks have been viewed as special, they have been sub­
jected to much greater supervision and regulation than similar lines of 
commerce. The policy issues stemming from the view that banks are 
special predate the writings of Adam Smith, but Smith, too, pointed 
out over 200 years ago those features of the banking enterprise that 
make it a unique entity: 

Over and above the expenses which are common to every branch of trade; such as 
the expense of house-rent, the wages of servants, clerks, accountants, &c; the ex­
pense peculiar to a bank consists chiefly in two articles: First, in the expense of 
keeping at all times in its coffers, for answering the occasional demands of the 
holders of its notes, a large sum of money, of which it looses the interest; And, 
secondly, in the expense of replenishing those coffers as fast as they are emptied 
by answering such occasional demands. 

To Smith, the unique nature of banks' liabilities conferred on them 
their specialty. Adam Smith also made a case for why regulatory over­
sight in banking is needed, despite the potential infringements on lib­
erty inherent in such regulations: 

To restrain private people, it may be said, from receiving in payment the promis­
sory notes of a banker, for any sum whether great or small, when they themselves 
are willing to receive them; or to restrain a banker from issuing such notes, when 
all his neighbors are willing to accept them, is a manifest violation of that natural 
liberty which it is the proper business of law, not to infringe, but to support. Such 
regulations, may, no doubt, be considered in some respects a violation of natural 
liberty. But those exertions of the natural liberty of a few individuals, which might 
endanger the security of the whole society, are, and ought to be, restrained by the 
laws of all governments; of the most free, as well as of the most despotic. The 
obligation of building party walls, in order to prevent the communication of fire, 
is a violation of natural liberty, exactly of the same kind with the regulations of the 
banking trade which are here proposed. (Smith 1965, 285) 

This public-good aspect to the business of banking implies some 
amount of regulation and oversight to promote social welfare. But few 
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would doubt that the array of federal supervision and regulation under 
which U.S. banks operate far exceeds what Smith would view as nec­
essary to promote the general welfare. And what he envisioned as nec­
essary was even then a result of the Bank of England's monopoly 
privileges and the restrictions and prohibitions on the activities of pri­
vate banks. 

The system of federal guarantees and regulatory oversight, in place 
in the United States since the Great Depression, has now broken down. 
The bankruptcy of the FSLIC, the insolvency of the FDIC, and a tax­
payer bailout of the thrift industry of at least $200 billion contributed 
to a widespread consensus that reform was urgently needed. On an 
international scale, the global implications of the activities of the Bank 
of Credit and Commerce International offer stark evidence of a break­
down in the established framework in the banking industry. There re­
mains, however, an entrenched belief against a role for deposit market 
discipline in banking. The currently accepted regulatory paradigm in 
banking views banks as inherently unstable, and because of this, su­
pervision and regulation are seen as necessary in order to avert wide­
spread financial crises. Fundamental reform of the financial system, 
both in the United States and worldwide, requires a reevaluation of 
this widely accepted view of how the regulatory framework affects 
banks and a reconsideration of what constitutes a financial crisis. 

Banking and Regulatory Oversight 

In Search of a New Paradigm 

The current debate on financial reform in the United States centers 
on two fundamentally different viewpoints, or paradigms, concerning 
the role of regulation and market forces. On one side of the debate is 
the view that greater regulatory efforts are needed to cope with an in­
creasingly complex international financial marketplace. Alternatively, 
there is the view that regulation is the source of many of our current 
difficulties, and that what is needed is less, rather than more, reliance 
on regulatory oversight. This dichotomy reflects fundamentally differ­
ent views regarding the roles of regulation and market forces as means 
of disciplining the banking industry. And these views are influencing 
the debate on financial reform worldwide. 

The perspective that greater regulation is required to monitor finan­
cial performance stems from the view that financial markets are them-
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selves a source of the problem, and thus cannot be relied upon to pro­
vide the proper signaling mechanisms in banking that markets do in 
other sorts of businesses. According to this view, unprecedented tech­
nological change has fostered an increasingly interdependent interna­
tional financial marketplace in which major transactions are completed 
in a very short period of time. As a result, financial markets are more 
volatile today than ever before, with the inevitable outcome that the 
private actions of individual participants may not lead to the public­
sector goal of maintaining financial-sector stability. In short, Adam 
Smith's invisible hand may not be applicable to banking, or to finan­
cial markets in general, so the argument goes (Corrigan 1991,44-53). 

A radically different viewpoint on the role of regulation in the fi­
nancial marketplace stresses that regulation itself is a major factor con­
tributing to the current difficulties faced by the U.S. banking system. 
Extensive reliance on an ever-expanding scope of federal safety nets 
has undermined both the signaling mechanism and the allocative role 
of the financial marketplace. As a result, distortions exist in the finan­
cial markets that inhibit the self-correcting forces that would normally 
operate in competitive markets. In this view, the United States is cur­
rently faced with a highly inefficient system of regulatory taxes and 
subsidies, which has created a more fragile banking system and con­
tributed to the insolvency of the thrift industry. Supervision and regu­
lation have been relied upon to provide some defense against the 
moral-hazard problem associated with the fixed-rate deposit insurance 
system; however, this process has failed to accomplish its goal. The 
massive concentration of troubled bank and thrift assets contributed to 
the insolvency of the FSLIC and the need to recapitalize the FDIC 
fund in the United States. And this experience was not unique to the 
United States, as evidenced by the unprecedented public-sector costs 
of resolving the financial-sector difficulties that emerged worldwide 
during the past decade (Hoskins 1989). 

Barriers to Reform: Can We Trust Deposit Markets? 

Given this poor record, why have policy makers persisted in relying 
on regulatory oversight and government guarantees as a means of avoid­
ing unwanted financial-sector crises that may result from bank fail­
ures? Unraveling the system of deposit guarantees that has evolved 
over the past fifty years presents a formidable task and a radical depar­
ture from the status quo. In testimony on deposit insurance reform be-



Bank Deposit Guarantees: Why Not Trust the Market? 229 

fore the U.S. Congress in October 1990, Alan Greenspan, chairman of 
the Federal Reserve Board, described the current dilemma when he 
stated: "The ideal is an institutional framework that, to the extent pos­
sible, induces banks both to hold more capital and to be managed as if 
there were no safety net, while at the same time shielding unsophisti­
cated depositors and minimizing disruptions to credit and payment 
flows" (emphasis added). 

The benefits of the market process cannot be replicated without let­
ting the process work. Banks, as a group, cannot be managed as if 
there were no safety net when a safety net is in place that protects and 
shields depositors from losses and minimizes disruptions to credit flows 
and the payments system. But policy makers are reluctant to allow the 
deposit market to operate freely, because of the allegedly destabilizing 
consequences that will result from deposit market discipline. Thus, 
while there is now at least widespread agreement about the problems 
inherent in a system of 100 percent deposit guarantees, the debate per­
sists about the role that deposit market discipline should play in bank­
ing. The fundamental question-"Can we trust the market to discipline 
banks?"-remains at the forefront. Answers to this question involve 
the long-standing debate about the advantages and disadvantages of 
the market system. 

Market Discipline Versus Government Deposit Guarantees 

Market Benefits: What Do We Give Up? 

Without deposit guarantees, depositors have greater incentives to 
monitor the asset quality of banks, because they face the potential of 
financial losses. This monitoring process assists bank managers in con­
trolling their exposure to risk. Financial losses, just like profits, provide 
a signaling mechanism that helps produce an efficient allocation of re­
sources. In the bank deposit market, this signaling mechanism has not 
been allowed to operate freely, because of concerns about systemic de­
posit runs, or banking panics. These concerns about banking panics are 
deeply rooted in U.S. government restrictions and regulatory practices. 

As financial-sector difficulties continue to evolve, more attention 
has been paid to various alternatives to restrain excessive bank risk­
taking. These alternatives do not attempt to eliminate risk-taking but 
aim at allowing financial markets to price accurately the risk-reward 
trade-off inherent in investment projects. 13 Suggested changes to de-
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posit insurance coverage, though, have been criticized as ineffective 
methods of controlling bank risk-taking (Randall 1989,3-24). Much 
of this evidence, however, is derived from markets as they currently 
operate, under a system of virtual 100 percent deposit coverage. 14 This 
evidence does not and cannot reflect conditions that would exist under 
different institutional settings. IS 

The failure to discern a consistent pattern regarding the potential 
role of market discipline on bank risk-taking is not surprising given 
the current institutional environment of de facto 100 percent deposit 
guarantees. Markets make use of all available information to process 
and evaluate a bank's risk profile. As expectations of implicit cover­
age of all deposits have evolved, depositors would not be expected to 
monitor and penalize the risk-taking activities of insured depositories. 
Under other institutional arrangements-principally where 100 per­
cent guarantees are absent--depositors would have stronger incentives 
to monitor the risk profiles of insured financial intermediaries and to 
price risk appropriately. 

These alternative institutional arrangements have not been allowed 
to operate in bank deposit markets, because of widely held views about 
the inherent instability of banks. This instability, it is alleged, would 
inevitably give rise to recurring financial crises if banks were allowed 
to operate based on market pricing signals. What constitutes a real 
financial crisis, therefore, remains at the forefront of the deadlock on 
how to reform the financial system. 

Real Versus Pseudo-Crises 

As asset quality problems continue to escalate, interest among aca­
demics and policy makers in what constitutes a financial crisis has 
heightened. 16 In a recent work on financial-market crises, Anna 
Schwartz offers a definition of "financial crisis" that distinguishes be­
tween "real" and "pseudo" crises: 

A financial crisis is fueled by fears that the means of payment will be unobtainable 
at any price and, in a fractional-reserve banking system, leads to a scramble for 
high-powered money. It is precipitated by actions of the public that suddenly 
squeeze the reserves of the banking system. In a futile attempt to restore reserves, 
the banks may call loans, refuse to roll over existing loans, or resort to selling 
assets .... The essence of a financial crisis is that it is short-lived, ending with a 
slackening of the public's demand for additional currency .... No financial crisis 
has occurred in the United States since 1933 .... All the phenomena of recent years 
that have been characterized as financial crises-a decline in asset prices of equity 
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stocks, real estate commodities; depreciation of the exchange value of a national 
currency; financial distress of a large non-financial firm, a large municipality, a 
financial industry, or sovereign debtors-are pseudo-financial crises. (Schwartz 
1986, 11-31) 

To Schwartz, a real financial crisis occurs when depositors indis­
criminately withdraw funds from the financial system by converting 
financial instruments into currency. Her definition thus distinguishes 
between a flight to currency and a movement of funds among financial 
intermediaries. A widespread conversion of deposits into currency 
would constitute a financial crisis. If actions are not taken to offset a 
shift out of deposits and into currency, a generalized contraction in the 
banking industry and in the money supply would occur, as happened 
in the Great Depression. And this shift would likely generate damag­
ing effects on economic activity. 

On the other hand, a transfer of deposits among different banks or 
other financial intermediaries based on the changing risk/reward as­
sessments of depositors would not constitute a financial crisis, because 
a contraction in the banking industry as a whole would not follow. 
This criterion would not apply only to the banking industry. In fact, 
given the declining relative position of banks in financial markets, it is 
important to note that other types of financial institutions could also be 
involved in a financial crisiS. 11 But here, too, a transfer of financial 
assets among financial institutions changes the composition of depos­
its that are held at banks and other intermediaries. Rather than neces­
sarily causing severe adverse effects on economic activity, though, this 
movement of funds can actually strengthen the financial system by 
encouraging insured institutions to price their deposit liabilities to re­
flect more accurately the risk/reward preferences of depositors 
(Kaufman 1988, 9-40). Relative prices of financial assets would change, 
which would likely impact the allocation of financial capital, but the 
extent to which this reallocation would affect economic activity is un­
clear. ls But even if direct real-sector effects emerge, the financial cri­
ses of the 1980s-and their impact on taxpayers-have generated 
serious problems that will likely impact economic activity in the fu­
ture. The resource misallocation that resulted from the financial diffi­
culties of the 1980s should not be understated when evaluating the 
costs of policy actions, however well-intentioned, aimed at avoiding 
financial-sector instability. 

A misinterpretation of what constitutes a true financial crisis re­
mains a stumbling block to financial reform. Among economists a fl-
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nancial crisis results when financial-sector difficulties become so acute 
as to cause severe adverse consequences to real economic activity. But 
among policy makers, the distinction between a financial crisis that 
has severe economic consequences and movements of deposits among 
banks has become blurred. Policy makers have treated large deposit 
flows from one bank to another-especially those involving large 
banks-as if they have systemic implications. Policy actions are thus 
taken to avoid the possibility of a systemic panic rather than to formu­
late a response to an actual panic. 

This view that a shift of deposits, especially at large banks, has sys­
temic implications and thus constitutes a crisis has produced a regula­
tory framework in banking that prevents banks from receiving deposit 
market pricing signals on risk-taking activities. Ironically, this frame­
work has enhanced the very instability that it was supposed to minimize. 

Conclusions 

Throughout U.S. banking history, from the First Bank of the United 
States chartered in 1791, through the Second Bank of the United States 
established in 1816, the National Banking Act of 1863, the Federal 
Reserve Act of 1913, and the host of regulatory legislation enacted in 
the aftermath of the Great Depression, a basic distrust of deposit mar­
ket forces to discipline bank risk-taking activities has been a pivotal 
factor in the formulation of bank regulatory policy. 

The basic framework underlying financial reform is a set of beliefs 
about how financial markets work-what we referred to as the current 
paradigm for banking reform. We are skeptical that an institutional 
framework that relies on regulation and supervision can replace the 
marketplace as an effective means of allocating financial capital. This 
is particularly evident given the increasingly integrated nature of the 
global marketplace. A move to a safer, more efficient financial system 
will require a reconsideration of several myths about banking, the most 
prominent being its inherent instability and the concomitant need for 
100 percent deposit guarantees. The U.S. banking industry is now one 
of the most heavily regulated industries worldwide. The conflicts be­
tween federal deposit guarantees, regulatory oversight, and the social 
responsibilities that have been imposed on insured depository institu­
tions place these more regulated institutions at a severe competitive 
disadvantage in today's global marketplace. 

The regulatory framework that grew out of the view that bank de­
posit markets are unstable has exacerbated the problems inherent in 
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the fragmented U.S. banking industry. The regulatory framework put 
in place during the Great Depression has now unraveled, and the struc­
ture imposed by the 1991 banking legislation will not solve the under­
lying problems facing u.S. banks. To be effective, financial reform 
efforts must rely less on government decision making and guarantees 
and look more to the role of individual decision makers in reaping the 
rewards and accepting the responsibilities of the risk-reward trade-offs 
in a market economy. Banks do not need 100 percent deposit guaran­
tees to operate, and governments do not need a too-big-to-fail doctrine 
to maintain a safe and sound banking system. 
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Appendix A 
Handling Distressed Banks-The U.S. Record 

u.s. Settlement Practices in the 1970s 

In the postdepression environment in the United States, large bank 
failures were virtually nonexistent until the 1970s.19 The first billion­
dollar bank failure in the United States occurred in October 1973 and 
involved the United States National Bank of San Diego. This was 
quickly followed in 1974 by the failure of Franklin National Bank of 
New York, the nation's twentieth-largest bank. In both cases, the FDIC 
arranged a purchase and assumption transaction in which all general 
creditors were made whole.20 

u.S. Settlement Practices in the 1980s 

Banking difficulties escalated in the 1980s, both in the United States 
and worldwide. The FDIC's handling of bank failures continued to 
evolve during the decade, as the number of failures increased and as 
some of the nation's largest banks failed or requested financial assis­
tance. The unprecedented number and size of banking difficulties in 
the 1980s in the United States placed great strains on the deposit insur­
ance fund. Moreover, as banking difficulties increased over the course 
of the decade, the settlement practices utilized by the FDIC evolved to 
include virtual 100 percent coverage of bank deposits. 

During the July 4 weekend in 1982, the Comptroller of the Cur­
rency closed Penn Square Bank in Oklahoma City. The FDIC set up a 
Deposit Insurance National Bank (DINB) to payoff insured deposi­
tors. The FDIC pursued a payoff because it was not possible to assess 
the cost of arranging a purchase and assumption transaction. Due to 
the heavy volume of loan participations and questions about the accu­
racy of information given to loan purchasers, a large number of law­
suits were anticipated. By paying off insured depositors, the FDIC's 
maximum loss was the $250 million in insured deposits, which would 
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ultimately be reduced by the FDIC's share of receivership collections 
(FDIC 1984,97-98). 

The FDIC's payout to Penn Square took financial markets some­
what by surprise. Analysts have argued that the use of the payout may 
have been an attempt to alter depositors' perceptions of the too-big-to­
fail doctrine and thus refocus attention toward risk-taking at insured 
institutions. While Penn Square was the largest bank to receive a pay­
out, it was much smaller than any money-center bank. Therefore, the 
Penn Square failure may have only altered perceptions as to what are 
large and small banks, rather than contributed to any significant debate 
about whether large banks would be permitted to fail (Benston et al. 
1986, 181; Short 1985). 

Of the $2 billion in oil and gas participations in which Penn Square 
Bank had been involved, one-half, or $1 billion, was held by Conti­
nental Illinois National Bank (Sprague 1986). Following the failure of 
Penn Square Bank, Continental's stock price dropped from $25 a share 
in June to $16 in mid-August. Its credit ratings were downgraded, and 
it was eventually forced to seek deposits in the more expensive Euro­
dollar market. 

In May of 1984, persistent rumors of financial difficulties at Conti­
nental Illinois triggered outflows of billions of dollars of uninsured 
deposits. The perception that a too-big-to-fail doctrine would be used 
to settle the nation's largest bank failures was strengthened by the ac­
tions taken to settle Continental Illinois. When faced with a liquidity 
run, the FDIC announced that it would guarantee all of Continental's 
deposits, including those over $100,000. The deterioration in 
Continental's loan portfolio resulted in a lack of interest by potential 
bidders for Continental. As a result, the bank was taken over by the 
FDIC, which owned 80 percent of the bank's stock. Equity holders lost 
most of the value of their stock in the company, as well as managerial 
control. As a consequence of the bailout, nondeposit creditors of the 
corporation and uninsured depositors were reimbursed in full (Wood­
ward 1989, 11). 

The Continental Illinois rescue triggered more debate over the too­
big-to-fail doctrine. Prior to the Penn Square rescue, all large banks 
were settled with a purchase and assumption. This explicit guarantee 
to the nation's largest banks was in stark contrast to the treatment of 
several smaller banks that were settled with modified payoffs. Unin­
sured depositors at these smaller banks did incur financial losses under 
these payoffs, with initial payouts ranging from 35 to 75 percent of the 



236 Modern Money and Central Banking 

dollar volume of their holdings (Short 1985, 12-20). These modified 
payouts represented attempts by regulators to introduce greater deposit 
market discipline on bank risk-taking activities. However, the use of 
modified payouts was derailed by the obvious competitive inequities 
that result from following a policy of too-big-to-fail. 

In the latter part of the 1980s, banking difficulties in the United 
States were concentrated in Texas. In fact, from 1985 to 1989, bank 
failures in Texas accounted for over 50 percent of U.S. failures. Of 
note were failures of three of Texas's largest banking organizations. In 
these three cases, the resolutions undertaken by the FDIC protected all 
deposits in full, with an estimated cost of over $4 billion (Robinson 
1990, 13-24; O'Keefe 1990). 

u.s. Settlement Practices in the 1990s 

Banking problems in the United States moved from the Southwest 
to the Northeast during the early 1990s. Real estate-related credit prob­
lems, once concentrated in the energy-dependent states of the South­
west, began to emerge in New England. In January 1991, the comptroller 
of the currency closed the three subsidiary banks of the Bank of New 
England Corporation and appointed the FDIC as receiver. The FDIC 
assumed all deposits and most other liabilities and assets of Bank of 
New England, N.A., Boston, Massachusetts (total assets of $13.9 bil­
lion); Connecticut Bank and Trust Company, N.A., Hartford, Connecti­
cut (total assets of $7.1 billion); and Maine National Bank, Portland, 
Maine (total assets of $1 billion). All deposits, including uninsured 
deposits, were fully protected. Nonsubordinated creditors will share 
pro rata with the FDIC in the receivership estates of the banks. The 
new banks did not assume any liabilities of the parent holding com­
pany, Bank of New England Corporation, or its creditors. As part of 
the transaction, the FDIC infused $750 million of capital into the banks. 
In April 1991, Fleet/Norstar Financial Group together with Kohlberg 
Kravis Roberts and Company agreed to purchase the bridge banks from 
the FDIC (FDIC 1991). The failure of the Bank of New England unit 
was, at the time, the third-largest failure, following that of Continental 
Illinois Bank and Trust Company in 1984 and First Republic Bancorp 
in Texas in 1988 (Suskind and Bacon 1991). 
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AppendixB 
Handling Distressed Banks­

The International Record 

Banking difficulties were not exclusively confined to the United 
States. Beginning in the 1970s, banking-sector stress was emerging in 
other industrialized countries as well. Moreover, policy actions to re­
solve these difficulties also followed the U.S. policy of evolving to 
100 percent coverage to all depositors, especially those at large banks. 

International Settlement Practices in the 1970s 

The 1974 collapse of Bankhaus I. D. Herstatt was the culmination 
of years of concern in international banking circles over the vulner­
ability of interbank lending (FDIC 1989). At the time of its failure, 
Herstatt was one of Germany's largest privately owned banks, with 
assets of approximately $900 million. By June 1974, Herstatt had in­
curred such large losses from foreign exchange trading that it was forced 
to ask the Bundesbank (Germany's central bank) for help. Efforts to 
reorganize the bank failed, and the German central bank closed Herstatt 
on 26 June 1974 at 4:00 P.M. local time, while New York banks were 
still trading, leaving many foreign banks exposed to losses (U.S. De­
partment of Treasury 1991, xxi-8). Germany's commercial banks set 
up a fund to reimburse Herstatt depositors of less than $8,000. All 
depositors with accounts exceeding this amount lost some portion of 
their funds. Of the remaining creditors, German banks received 45 per­
cent of their claims, foreign banks received 55 percent, and other small 
creditors received 65 percent (Woodward 1989, 8). 

International banking supervision was strengthened as a result of 
the Herstatt failure. In September 1974 the Group ofTen central-bank 
governors met in Basle, Switzerland, to establish a framework that 
would ensure the long-term health of international banking. In De­
cember 1975 the committee issued the Basle Concordat, which at-
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tempted to establish guidelines for supervision of banks that operate in 
more than one country. The concordat assigned primary responsibility 
for supervising liquidity and solvency to the host authority, but ac­
knowledged that the parent authorities have a moral commitment to 
supervise the solvency of their foreign branches. 

International Settlement Practices in the 1980s 

The United States was not the only country experiencing banking 
difficulties and an expansion of implicit coverage of all bank deposits 
into the 1980s. As in the United States, a pattern of resolution policies 
emerged in other industrialized countries in which regulators appeared 
increasingly unwilling to allow depositors to suffer losses. 

The financial regulatory system in Canada was overhauled in June 
1987 in response to earlier failures there. Although no Canadian banks 
failed between 1923 and 1985, twelve trust companies have required 
assistance from the Canada Deposit Insurance Corporation (COIC) since 
its inception in 1967. In March 1985, the Canadian government an­
nounced a C$255 million ($187 million) plan for resolving Canadian 
Commercial Bank (CCB) of Edmonton, Alberta, the country's tenth­
largest commercial bank with C$3 billion ($2.2 billion) in assets. The 
support package consisted of a capital infusion from the COIC, tax­
payer contributions from the Alberta and federal governments, and 
funding from the "Big Six" commercial banks.21 

Six months after announcing the rescue ofCCB, the Canadian gov­
ernment was forced to liquidate it. At this time the government also 
took control of Northland Bank of Calgary, a C$1.4 billion ($1.0 bil­
lion) bank. The change in the government's position toward CCB 
was prompted by an examination in which many of the bank's loans 
were classified as unsatisfactory. Instead of restoring confidence in 
CCB, the bailout focused on its problems and those of other regional 
banks, causing deposit withdrawals. By 1 September, when the Bank 
of Canada withdrew its support from CCB and Northland, the central 
bank had pumped C$1.8 billion ($1.3 billion) in secured short-term 
loans into the two banks, both of which were eventually liquidated. 
No depositors, though, either insured or uninsured, lost money. The 
final cost to the Canadian government was almost C$900 million 
($660 million) of which C$430 million ($315 million) represented 
uninsured deposits. None of the initial C$225 million ($187 million) 
was ever recovered. 
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Following these two failures, three other Canadian banks experi­
enced difficulty. These banks were either taken over or assisted through 
their problems, and again no depositors suffered losses. As a result of 
the Canadian banking crisis, the Office of Superintendent of Financial 
Institutions was created as an integrated regulatory body with greater 
supervisory powers than those of the former agencies, and the CDIC's 
role in providing deposit insurance to the general public was strength­
ened (U.S. Department of Treasury 1991, xxi-8). 

In 1983 the Basle Concordat was tested in Germany when Schroeder, 
Munchmeyer, Hengst & Co. (SMH) neared insolvency due primarily 
to loans extended to a single company by its Luxembourg subsidiary. 
The company, IBH Holdings, defaulted on its DM 900 million ($405 
million) loan, which was roughly one-third of all SMH assets. It was 
also revealed that SMH held a 9 percent equity stake in IBH. In mak­
ing the loans, SMH violated at least the spirit of a law that limited a 
bank's loans to a single borrower to 75 percent of capital. For SMH 
this would have totaled only DM 83 million ($37 million). SMH cir­
cumvented the law by lending through its Luxembourg subsidiary. 

At the request of the Bundesbank, a group of German banks came to 
the aid of SMH, and the deposit guarantee fund also contributed some 
cash. Existing management was ousted, and the banks assumed con­
trol. Three months later, Lloyd's Bank International acquired parts of 
SMH's commercial banking business and all of its investment banking 
business. As was the case in other countries, no depositors lost money, 
although some of the creditor banks' contribution was never recov­
ered. As a result of the failure, lending restrictions were altered to cover 
partially owned domestic or foreign subsidiaries (U.S. Department of 
Treasury 1991, xxi-tO). 

International Settlement Practices in the 1990s 

The 1990s have seen some abatement of banking difficulties, espe­
cially in the United States. However, the recent collapse of Barings 
Bank and the fraudulent activities uncovered at Daiwa Bank's New 
York office highlight the challenges that regulators face in today's in­
creasingly complex and integrated financial marketplace. Regulators 
ultimately allowed Barings to fail with no discernible long-term ef­
fects on the international financial markets. The ability of regulators to 
keep pace with the increasingly complex financial marketplace was 
called into question in the Daiwa case, however, where unauthorized 



240 Modern Money and Central Banking 

bond trading had taken place for more than a decade at a cost to the 
bank of over $1 billion. 

New lending rules in the United Kingdom that were adopted as a 
result of banking difficulties of the 1970s were tested with the June 
1990 failure of British Commonwealth and Merchant Bank (BCMB), 
with assets of about £430 million ($780 million). BCMB was consid­
ered a sound, well-capitalized bank, but it faced a liquidity crisis when 
its owner was forced to write off £550 million ($990 million) in loans 
to one of its subsidiaries. Fears of a run on the bank led to the creation 
of a £100 million ($180 million) "lifeboat" operation in which the pri­
mary clearing banks recycled funds to healthy secondary banks to meet 
maturing deposit obligations.22 Much debate centered around the han­
dling of depositor and creditor funds, which were frozen in June. While 
some depositors began receiving money on 1 October, it was not clear 
to what extent they were repaid. It was believed that the delay would 
be over once the bank's holding company was sold. Thus far, however, 
the only bid has come from a Turkish conglomerate, and the Bank of 
England is reluctant to give its approval to the sale. 

BCCI and International Regulatory Efforts 

In the international arena, the closure of the Bank of Credit and 
Commerce International (BCCI) in July 1991 captured attention around 
the world. BCCI was a worldwide institution based in Luxembourg. 
Its seizure by banking authorities in several different countries influ­
enced the debate over both expanded powers in the banking industry 
and the ability of regulatory oversight to monitor the risk-taking ac­
tivities of international institutions. 

BCCI was founded in 1972 in Luxembourg, its registered home, by 
a Pakistani financier with backing from Bank of America and Arab 
investors. BCCrs assets totaled approximately $20 billion and were 
scattered in a branch network that encompassed sixty-nine countries. 
Some analysts estimated that losses from the bank's closure could to­
tal anywhere from $5 to $15 billion. Most of these losses will be in­
curred by thousands of depositors in Europe, the Mideast, and Asia. 
The biggest single loser probably will be Zayed bi Sultan al-Nahayan, 
Abu Dhabi's ruler, who invested $1 billion in BCCI stock in 1990. The 
royal family and government of Abu Dhabi owned 77 percent of BCCI. 

Although several major U.S. banks denied any exposure to BCCI, a 
Wall Street Journal article stated that U.S. financial institutions, in-
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cluding big banks and brokerage houses, may have to absorb losses of 
up to $500 million from credit lines granted to BCC!. BCCI has been 
linked to at least four U.S. banks. It had secretly acquired a stake in 
both First American Bankshares, Inc., a holding company based in 
Washington, D.C., with $11 billion in assets, and Independence Bank, 
an organization based in Encino, California, with $640 million in as­
sets. There was one incident in which BCCI apparently drew funds 
from First American by having the bank purchase another institution, 
National Bank of Georgia, which also was secretly controlled by BCC!. 
In addition, BCCI has been linked to CenTrust Savings Bank, a Miami­
based institution that failed. The Federal Reserve has ordered BCCI to 
divest itself of the unspecified stakes in both First American and Inde­
pendence Bank and barred it from conducting any business with them. 

BCCI's closure raised questions from depositors, banking experts, 
and politicians around the world regarding charges that regulators were 
much too slow (or too fast) in closing the bank. These charges spurred 
investigations in several countries of whether financial markets were 
made aware of BCCI's possible illegal activities, and whether despite 
this, many banks and government institutions continued to do busi­
ness with the bank. In the end, financial institutions and governments 
around the world had billions in deposits and trading accounts with 
BCCI when it was shut down. 

As a result of this exposure, regulators in many countries tried to 
begin liquidation proceedings against the bank's local offices. How­
ever, several court decisions, including some in the United States and 
Britain, stalled these proceedings in an effort to protect the bank's as­
sets for the benefit of all creditors. Touche Ross, BCCI's liquidator, 
was successful in negotiating a $2.3 billion settlement with the bank's 
main shareholders, the government of Abu Dhabi and a Saudi Arabian 
bank. Payouts from this settlement were due to start in the summer of 
1995, but were delayed by an appeal to a Luxembourg court by former 
BCCI employees. One of the frustrations in the BCCI case has been 
the lack of an international forum for coordinating the liquidation of a 
company facing difficulties in several countries at once. 

Notes 

1. Other restrictions on banks included reserve requirements, prohibitions on note 
issues, and laws against option clauses and due bills, all of which served to re­
duce considerably banks' flexibility to respond to changing market conditions. 

2. For more on how financial innovations develop to circumvent banking regula­
tions, see Kane 1981, 355-67. 
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3. For more on this issue, see Robinson 1990, 13-24. 
4. See Friedman and Schwartz (1963) for a description of the shortcomings of the 

monetary policy response to the Great Depression. Also, Goodfriend and King 
(1988) present an overview of the appropriate monetary policy response to bank­
ing difficulties. 

5. For an overview of U.S. resolution practices, see Appendix A. 
6. It is important to note that too-big-to-fail practices often do not provide protec­

tion to the stock- and bondholders of the failed institution. Depositors are cov­
ered in full, but bond- and stockholders frequently lose all the value of their 
investments in the failed institution. A policy distinction has thus been made 
between the merits of market discipline from bond- and stockholders versus 
market discipline from bank depositors. For more on this issue, see Evanoff 
1992. 

7. For more on the role of FDIC settlement practices, and the different treatment 
given to large and small bank depositors, see Short 1985, 12-20. 

8. In early 1990 the New York Clearinghouse Association voted to oppose the too­
big-to-fail doctrine. Members of the association include some of the largest 
money-center banks, such as Chase Manhattan, Citicorp, and J. P. Morgan. See 
Horowitz 1990. 

9. Recent policies for handling large bank failures are in marked contrast to the 
policy response to the 1987 stock market crash, when liquidity was provided 
liberally to the financial markets, but with no protections given to individual 
institutions. 

10. See Title I-Safety and Soundness, Subtitle E-Least Cost Resolution, ofFDICIA 
for the systemic-risk exception for too-big-to-fail. 

11. For more on these issues, see Short and Robinson 1992. 
12. For settlement practices in other industrialized countries, see Appendix B. 
13. Ely (1994) has proposed a system of cross-guarantees on banks. Other proposals 

include implementing a coinsurance feature to deposit insurance, limits on the 
amount of coverage, and a role for the private provision of deposit insurance. 
See White (1989) for a summary of various reform proposals. 

14. There exists some evidence that deposit markets could and did discipline banks 
before the advent of implicit 100 percent guarantees. Several large banks en­
countered serious difficulties in the 1970s, including U.S. National Bank of San 
Diego and Franklin National Bank. In addition, real estate investment trusts be­
gan to sour at this time, placing pressures on bank earnings. During this time, 
deposit markets did exert discipline on institutions by penalizing those interme­
diaries engaged in more risky activities. An interest rate "tiering" was observed 
in the market for large certificates of deposit in that those banks with a higher 
risk profile were forced to pay higher rates on their large CDs. Deposit holders 
required risk premiums in light of the less than 100 percent coverage by the 
FDIC. See Crane 1976,213-24. 

15. More recent evidence on the potential role of market discipline is mixed. A recent 
study found that the market for large, uninsured certificates of deposit still extracts 
a price for bank risk-taking-measures of perceiVed bank risk were found to be 
positively correlated with yields on these deposits. See Hannan and Hanweck 1988, 
203-11; Baer and Brewer 1986,23-37. However, an examination of the potential 
for subordinated notes and debentures to exert market discipline on banks revealed 
that the return on these instruments was unrelated to what regulators considered to 
be important determinants of bank riskiness, including both the index proposed by 
the FDIC for assessing risk-related insurance premiums and various balance sheet 
measures. See Avery et al. 1989; Gordon and Santomero 1990. 
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16. For different perspectives on what constitutes a financial crisis, see Feldstein 
1991. For an analysis of financial crises spanning over 200 years, see Kindleberger 
1978. See also Minsky 1977. 

17. For more on the declining relative importance of banks see Kaufman 1991. 
18. For an overview of these issues, see Gertler 1988, 559-88. 
19. "Failure" in the presence of federal deposit insurance occurs when the primary 

regulator declares the bank insolvent and either closes the institution or tempo­
rarily assumes its operations. 

20. In a purchase and assumption, the FDIC arranges for a healthy bank to purchase 
the assets of the failed bank and assume its deposit liabilities. See Federal De­
posit Insurance Corporation 1984, 91. 

21. Canada's Big Six Commercial Banks are the Bank of Montreal, the Bank of 
Nova Scotia, Canadian Imperial Bank of Commerce, the National Bank of Canada, 
the Royal Bank of Canada, and Toronto Dominion Bank. 

22. For more on the "lifeboat," see Fforde 1986, 186-87. 
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The IMF's Destructive Recipe: 
Rising Tax Rates and Falling Currencies 

Alan Reynolds 

The International Monetary Fund (lMF) is one of the three major 
institutions created at Bretton Woods, New Hampshire, in 1944 to fa­
cilitate international economic expansion. The General Agreement on 
Tariffs and Trade (GATT) was designed to help negotiate and arbitrate 
reduced barriers to world commerce, the World Bank was intended to 
provide longer-term development assistance in poorer countries, and 
the primary role of the International Monetary Fund was to foster glo­
bal stability of exchange rates and prices by providing short-term fi­
nancing to countries in which temporary balance of payments problems 
threatened to result in currency devaluations. 

After 1971, when the United States ended the global system of fixed 
exchange rates by refusing to redeem foreign dollars for gold, the IMF 
was left with no clear mandate or reason for existence. In the early 
1980s the debt crisis of less developed countries (LDCs), mainly in 
Latin America and Eastern Europe, provided an opportunity for the 
IMF to expand into a new field-namely, providing loans to troubled 
countries on the condition that these countries adopt policies and goals 
dictated, or at least approved, by an IMF team. This process is called 
"conditionality." 

Although other lending agencies, such as the World Bank and re­
gional development banks, are often involved, it is the IMF that usu­
ally decides whether a borrowing country's economic policies warrant 
financial support. Other lenders, including private banks, usually fol­
low the IMF lead. 

There must, of course, be conditions attached to any loan. The criti­
cal question about IMF conditions, though, is whether they typically 
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improve or worsen the economic performance of the debtor countries. 
If the strings attached to IMF loans are not helpful, or are even harmful 
to economic growth, the private sectors of borrowing countries may 
simply end up burdened by more foreign debt that their governments 
have wasted. Government debts to the IMF are no less burdensome 
than debts to foreign banks. As Peter Kenen points out, "repayments 
of Fund credits will figure prominently in total debt service payments 
due from many countries, because many of their other debts [to for­
eign banks] have been rescheduled" (Kenen 1986,46). 

Taxpayers in the major industrial countries are once again provid­
ing many billions of dollars of additional funding to the IMF, as they 
did in the 1980s, but this time the main purpose is to expand the Fund's 
leverage over policies in the former Soviet Union and the rest of East­
ern Europe. Nearly all countries in that region have suffered several 
years of hyperinflationary depression, weakening the entire world 
economy and provoking fears that public unrest in these deeply troubled 
economies may lead to political extremism that could threaten interna­
tional security. The stakes are high. There is not much room for error. 
Given the gravity of the task, it is not unreasonable for the donor coun­
tries to ask for convincing evidence of IMF effectiveness. What, for 
example, has been the IMF's record of "graduating" countries from an 
IMF loan program into economic stabilization, growth, and indepen­
dence from successive IMF programs? 

There is, in fact, no commonly recognized group of IMF "success 
stories" at all. Indeed, we have been unable to find a single example 
ofIMF intervention unambiguously improving an economy's perfor­
mance over a sustained period, though we show many examples of 
countries that have made dramatic improvements on their own. Many 
regular patients of the IMF-such as Yugoslavia, Haiti, Peru, Nica­
ragua, Zaire, Papua, New Guinea, Somalia, Uganda, and the Ivory 
Coast-have been on the critical list for many years. The long list of 
obvious failures, and the absence of any clear successes, raises the 
central question: What is the nature and effect of the package of eco­
nomic policy "reforms," or "conditionality," that accompanies most 
IMF loans? 

The IMF never makes public the "letter of intent" the borrower signs, 
which outlines the conditionality to which it agrees. But several recent 
IMF agreements have been reprinted by the de Tocqueville Im:titute in 
Washington, and others have been leaked to the press, so the usual 
elements of IMF conditionality and surveillance programs are well 
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known. Governments seeking loans are well aware of what policies 
they have to adopt in order to placate the IMP. 

A typical package of policies required to keep IMF money flowing 
in contains at least three elements: (1) devaluation of the currency, 
ostensibly to reduce trade deficits; (2) restrictions on the growth of 
certain measures of money or credit; and (3) numerical targets for re­
ducing the budget deficit. In practice, as we show throughout this pa­
per, the IMF's short-term goals for smaller budget and trade deficits 
are often translated into increased tax rates, and sometimes higher tar­
iffs. We will argue that this IMF-subsidized blend of higher tax rates 
and a weaker currency invariably fosters slower economic growth and 
faster inflation. 

This paper begins with a brief history of recent IMF programs and 
an analysis of the economic theology behind the strings attached to 
IMF loans. Subsequent sections describe how severely damaged econo­
mies have turned into "economic miracles" in the past, and what poli­
cies they had in common. Toward the end, we observe that some IMF 
publications have recently questioned the Fund's policy advice of the 
1980s, along the same lines as proposed in this paper, particularly with 
respect to exchange rates, tariffs, and tax rates. Unfortunately, we find 
no evidence, from IMF programs adopted in Yugoslavia, Haiti, Rus­
sia, and Latin America in 1988-93, that the IMF had yet incorporated 
these well-tested, successful policies into its recommendations to coun­
tries that remain troubled with high inflation and stagnant or declining 
living standards. 

The Genesis of International Central Planning 

When the Mexican government suspended payments on its foreign 
loans in 1982, the unprecedented bailout package devised by U.S. Fed­
eral Reserve Chairman Paul Vo1cker and IMF Managing Director 
Jacques de Larosiere thrust the IMF and its resources to the center of 
an extensive U.S.-led strategy. That strategy was designed to mobilize 
new loans to developing nations to keep them from defaulting on old 
loans. It was at that time that the IMF's obsession with currency de­
valuation became the centerpiece of so-called "adjustment" policies, 
and the main "conditionality" attached to getting and keeping IMF 
loans. Sebastian Edwards investigated the thirty-four conditionality­
oriented programs that the IMF approved in 1983 and found that al­
most every one required devaluation (Edwards 1989,32-34). 
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The required devaluations are sometimes camouflaged as a switch 
to "floating" exchange rates. There were forty-nine countries with such 
floating exchange rates by the third quarter of 1993, compared with 
only seventeen in 1988 (International Financial Statistics 1993, 6). 
Yet it is clear from experience that the IMF's view of "floating" is a 
euphemism for sinking. The IMF has gone public with loud complaints 
whenever one of its debtors dared to let its currency float up, rather 
than down (e.g., Russia in early 1992). 

There is an element of irony or hypocrisy in the fact that industrial 
countries have condoned the IMF's habit of promoting currency de­
valuations among the less developed countries, since (1) the IMF was 
created to prevent such devaluations, and (2) the industrial countries 
have been trying to stabilize their own exchange rates through G-7 
meetings and the European Monetary System. 

Within the IMF's institutional ideology, currency devaluations are 
supposed to improve the balance of payments (which is incorrectly 
treated as almost synonymous with the balance of trade, thus neglect­
ing capital flows). This is what "adjustment" usually means-trying to 
tum trade deficits into surpluses in order to devote export revenues to 
the servicing of foreign debt, including IMP debt. Limits on budget 
deficits and money growth are likewise aimed at cutting imports by 
restraining "domestic demand." These primary policy recommenda­
tions have often been supplemented by government wage controls in 
IMF-supported "adjustment programs" (e.g., Brazil in 1983, Israel in 
1984, Yugoslavia in 1988). Combining wage controls with devalua­
tion is designed to lower real wage rates (through inflation), and thus 
to make a country's exports more "competitive." 

As we will demonstrate, the IMF's standard policy package involves 
some contradictions. The quest for a balanced budget has often fos­
tered destructive taxes and tariffs, which weaken the economy and there­
fore the country's ability to service foreign debts. The obsession with 
manipulating an economy into a trade surplus through currency de­
valuation invariably results in high inflation, which makes it quite im­
possible to comply with IMF limits on the growth of money or credit. 
Defining "adjustment" as a current account surplus (which requires a 
matching capital outflow) often encouraged protectionist measures, as 
did the pursuit of smaller deficits through tariff receipts. And the 
stagflation that results from destructive tax and exchange rate policies 
eroded real tax receipts and inflated the governments' interest expense, 
thus making budget deficits larger, not smaller. This will all be ex­
plained later, with examples. 
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Devaluation and Austerity Theories 

When hyperinflationary depressions began to break out in Latin 
America in the early 1980s, and later in the former Soviet Union, IMF 
missionaries to the afflicted countries rarely seemed to have any sense 
of which policies had worked in the past and which had always failed. 
Instead, IMF prescriptions seem based on theory rather than experi­
ence. They frequently included a mix of repeated devaluations, import 
restrictions, wage controls, and a tax policy that punishes investment 
and success. A 1983 Fortune magazine account of the Fund's advice 
to Brazil is typical of media reports of IMF programs throughout the 
1980s: 

The Brazilian government is pinning its hope on the IMF staff .... To meet this 
year's [IMF] target, Brazil has cut imports drastically .... Brazil carried out a 23 
percent devaluation last February and several smaller ones later ... however, infla­
tion has been accelerating .... Wage law 2045 [was] designed to damp inflation by 
limiting semi-annual wage adjustments .... The IMF staked approval of its new 
package on the measure.... At the same time, the law raised taxes on interest, 
profits and dividends. (Boyer 1983) 

Brazilian hopes were soon dashed by runaway inflation, which has 
continued into the 1990s. In hundreds of years of world history, nei­
ther wage controls nor higher tax rates have ever stopped inflation. As 
we will demonstrate, no serious inflation in world history has ever 
been stopped without a nation:SO monetary authorities guaranteeing to 
redeem the currency for either a more credible foreign currency or a 
precious metal. Yet the IMF's "devaluation theory" has systematically 
undermined the essential process of defining and guaranteeing the value 
of a country's currency in order to end inflation. 

IMF programs typically lend money to governments only on condi­
tion that they devalue the currency. The devaluations hurt the private 
sector, but the loans benefit politicians. Indeed, a mere promise to de­
value is not usually sufficient. The loans usually arrive only after a 
"preparatory" devaluation. A survey of conditionality by the de 
Tocqueville Institute notes that "the general pattern was for most of ... a 
given depreciation to take place during the negotiations leading up to a 
formal conditionality agreement .... In 1985, fund officials quietly pro­
moted a continuing, gradual depreciation of Costa Rica's currency 
against the U.S. dollar .... From 1986 to 1988, Fund officials grew 
concerned ... with growing prospects of an unsustainable deficit in 
China's balance of payments. A Fund surveillance mission recom­
mended that the Chinese ... allow a declining exchange rate against the 
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dollar and other major currencies" (lMF Conditionality 1992,21,25, 
45). Such stories have been repeated, over and over, throughout the 
world. The IMF insists the way to make an economy strong is to make 
its money weak. 

The principal tenets of the IMF's devaluation theory are: (1) that a 
current account deficit is always a sign of economic weakness, some­
thing that policy should attempt to fix; and (2) that devaluation of the 
currency is an effective and appropriate method by which to eliminate 
such undesirable current -account deficits. A typical 1980s press report 
on an IMF program (this one in Argentina) thus noted that "the IMF is 
keen for the Government to devalue the currency, the austral, to boost 
export prospects" (Coone 1988). Taken to the extreme, it seems as 
though the IMF believes that all countries ought to run trade surpluses 
with each other, and they can do that by devaluing their currencies 
against all the others. But this, of course, does not add up. In a world of 
increasingly free mobility of capital, some countries will have a sur­
plus on the capital account (i.e., a net inflow of foreign investment), 
and therefore a deficit on the current account. 

The devaluation theory's main objective is quite clear, in light of 
the IMF's post-1982 mission of making sure that developing countries 
paid their bills to foreign lenders. Devaluation was supposed to shrink 
imports and free-up more export revenues to be devoted to servicing 
debts to foreign banks, including the IMP. Yet a country may have 
balanced trade and still have a current account deficit, because interest 
paid to foreigners exceeds interest received on foreign investments. 
And because interest on foreign debt is a large part of the current 
account in third world countries, the IMF objective of balance on cur­
rent account requires running a huge surplus on trade. In practice, this 
has meant cutting back on investment, so that domestic savings exceed 
investment and the capital account is therefore in deficit. There is an 
unflattering phrase for this IMF goal of a capital account deficit-it is 
called "capital flight." 

Martin Feldstein once estimated that a typical Latin American in­
terest bill, then amounting to about 5 percent of GNP, "can be financed 
without new funds from abroad only if the country's exports exceed 
imports by five percent of GNP. That is possible only if it saves five 
percent more of its GNP than it invests" (Feldstein 1989). That is, de­
valuation could "work"-in the sense of promoting a current account 
surplus-only by increasing domestic savings or reducing investment. 
This is so because the gap between investment and savings equals the 
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current-account deficit. And the only way to finance a current-account 
deficit is for foreigners to invest more in the country than its own citi­
zens invest abroad. In order to "work," devaluation must either make 
it more attractive to save or less attractive to invest. But nobody wants 
to save a shrinking currency, so the "adjustment" that supposedly fol­
lows devaluation must come through lower investment. Weak invest­
ment (and savings export) is indeed a likely effect of devaluation; but 
weak investment certainly is not helpful to economic growth, without 
which future repayment of debts becomes quite difficult (Reynolds 
1989, 113-22). 

The Rationale for Punitive Taxation 

Devaluation theory is closely related to "austerity theory," which 
advocates deliberate contraction of "demand" (investment and living 
standards) in order to (1) curb imports, (2) divert production from do­
mestic uses toward exports, and (3) earmark export revenues for ser­
vicing debts to the IMF and foreign banks. According to the IMF's 
model, budget deficits "stimulate domestic demand" directly by caus­
ing monetary expansion. And this, in tum, supposedly causes imports 
to exceed exports. "Curing" current-account deficits, then, also requires 
cutting the budget deficit-the dubious "twin deficits" theory that was 
once so popular in the United States. This is where IMF prescriptions 
for new and/or higher taxes come into play. 

IMF officials have long maintained that they merely set a target for 
a nation's budget deficit and offer only "technical" advice about the 
specific tax and spending measures involved. For example, Vito Tanzi, 
head of fiscal policy research at the IMF, writes: 

[If] the country wanted advice on its tax structure, on the structure of its public 
spending, or on their respective administration, it could request technical assis­
tance from the Fund. No conditionality was attached to the provision or the use of 
this advice, although Fund missions have occasionally used technical assistance 
reports to provide advice to the countries, especially on how to raise revenue. 
(Tanzi 1989, 18; emphasis added) 

Nations on IMF programs have commonly slashed public infrastruc­
ture investment to comply with IMF deficit targets, but capital outlays 
(including education) are the easiest forms of government spending to 
defer. And IMP programs have usually imposed new taxes and/or higher 
tax rates in order to appear to comply with the IMF deficit-reduction 
targets. Indeed, Edwards' previously noted review of the thirty-four 
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IMF programs initiated in 1983 found that 74 percent of the programs 
required higher tax rates. "Moreover," he continues, "in a number of 
cases, the Fund programs have calledfor a hike in trade taxes as a way 
to strengthen the fiscal side and reduce the fiscal imbalance" (Edwards 
1989,32; emphasis added). Wards of the IMF commonly retain or in­
crease import tariffs-not only in pursuit of added revenues but also to 
comply with the IMF objective of generating a trade surplus (even 
though import restrictions do not, in fact, reduce trade deficits}.1 In 
January 1991, for instance, the Philippines bowed to IMF pressure and 
instituted a 9 percent supplemental levy on imports in order to obtain a 
new IMF loan (Hutchinson 1991, 4). Thus, whether the IMF calls it 
"conditionality" or not, indications point to an IMF pattern of guiding 
nations to higher tax rates and tariffs as the surest way to close budget 
and trade deficits. 

By taking more savings out of the private sector (through higher 
taxes) and making producers' imported capital and intermediate goods 
more expensive (through higher tariffs), austerity theory forces a cut­
back in private investment (which is also jeopardized by devalua­
tion). "In Brazil 1983 real growth was running at minus 2-3 percent," 
wrote John Makin, "with the economy strangled by austerity aimed 
at squeezing down consumption to free up funds to pay the loans. 
And investment-hampering, chaotic inflation was approaching 200 
percent a year" (Makin 1984, 249; emphasis added). We later show 
that this has been the typical pattern of IMF adjustment programs. As 
Peter Kenen had warned in 1986, "the Fund .. .is in danger of attach­
ing too much weight to bankers' standards of creditworthiness and 
too little weight to ... the need for the long-term [structural] policy 
reforms" (Kenen 1986, 53). 

Depressing investment and economic growth through devaluation 
and tax-induced austerity is not even in the narrow self-interest off or­
eign creditors who want their LDC debts repaid. No borrower has ever 
been made more creditworthy by deliberately shrinking current and 
future income. 

Another rationale for austerity theory is the "Phillips Curve," which 
holds that inflation is caused by excessive wage demands due to tight 
labor markets-in short, the idea that high unemployment and weak 
growth cure inflation.2 If this theory had any merit, however, infla­
tion would be highest in the rapidly expanding Asian NICs and low­
est in such shrinking economies as Russia. That is clearly not the 
case. 



Rising Tax Rates and Falling Currencies 255 

Devaluations Bring Inflation, Not Trade Gains 

The idea that devaluations can reduce trade deficits-that cheaper 
money means cheaper exports-remains a theory in search of some 
facts. Richard Blackhurst, chief economist for GAlT, surveyed the 
major studies on devaluation a decade ago and found an "absence of 
credible support for the popular view that an exchange-rate change has 
an independent and predictable effect on the current account balance" 
(Blackhurst 1983, 88). In 1986 John Spraos of the University of Lon­
don surveyed several of the IMP's studies of its own programs and 
found a pattern of "ineffectiveness of Pund programs on the external 
[balance of payments] front" (Spraos 1986, 5, 27). Rose and Yellen 
(1989), examining the U.S. experience, likewise found that "there is 
little evidence of ... any reliable link between the balance of trade and 
the exchange rate." Similarly, John Chipman of the University of Min­
nesota found "very slender empirical support for the hypothesis that a 
decline in the value of the dollar will improve the U.S. current account 
balance" (Bradley 1989). And when The Economist reviewed exchange­
rate theories, it concluded: "A change in the nominal exchange rate 
has no lasting effect on an economy's competitiveness; a currency de­
valuation will eventually produce higher domestic wages and prices, 
canceling out any benefit" ("Why Exchange Rates Change" 1984, 66-
67). Indeed, Edwards' review of IMP programs found that, "on 
average .. .inflation increased quite significantly," and a "steep reduc­
tion" in real economic activity followed (Edwards 1989,34). 

Guillermo Ortiz, who served as Mexico's Undersecretary ofPinance 
and Public Credit, has correctly argued that in his country "the rise in 
the fiscal deficit has been caused by the rise in inflation and not vice 
versa [and] inflation was caused by the policy actions (Le., massive 
devaluations) taken to protect the balance of payments" (Ortiz 1988). 
This is a critical point. Repeated devaluations of the currency reduce 
the public's willingness to hold local money (i.e., they reduce the de­
mand for money) and thus cause inflation. Chronic inflation, in turn, 
increases the budget deficit. Inflation raises government spending im­
mediately, partly by raising the interest rate on past government debts. 
Tax collections, moreover, lag behind because they are based on in­
comes or sales during a previous period when prices were lower. 

The IMP's penchant for devaluation cannot be reconciled with its 
equally passionate anxiety about budget deficits. That is because re­
peated, large devaluations are always inflationary, and rapid inflation 
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always shrinks tax receipts. In Bolivia, for example, tax revenues fell 
from 9.4 percent of GDP in 1980 to 1.9 percent during the hyperinfla­
tion of 1984. In Argentina, tax revenues fell from 15.1 percent ofGDP 
in 1986 to 4.7 percent in 1988. In Peru, tax revenues fell from 14 per­
cent of GDP in 1985 to 6.4 percent in 1989 (Inter-American Develop­
ment Bank 1990, 275, Table C-l). Since real GNP also fell during 
these hyperinflations, a declining tax share of declining output meant 
that real government revenues from progressive income taxes became 
virtually impossible to collect, just as they were in Germany in 1923. 

It is often supposed that big budget deficits and/or rapid growth of 
the monetary base (bank reserves and currency) precede and cause major 
devaluations. That may be the case in some circumstances, though even 
in these instances a decision to devalue represents a capitulation to 
inflation as an alternative to ending inflationary policies. In the ex­
treme cases that were common in Latin America in the 1980s, and in 
the former Soviet Union more recently, the dominant direction of cau­
sality is often just the opposite. Deep devaluations, undertaken with 
the hope of improving the trade balance, often precede and cause larger 
budget deficits and subsequent rapid money growth. The budgetary 
effect occurs, in part, through the process illustrated by the hyper­
inflations just mentioned-namely, a collapse of real tax receipts. But 
devaluations also inflate government spending, most obviously by rais­
ing interest rates on the government debt. 

Countries that repeatedly devalue always have to pay high interest 
rates, which raises the nominal budget deficit. Even though inflation 
may be eroding the real national debt, it is the nominal deficit that 
must be financed by printing money. In Mexico, for example, the de­
valuation of September 1976 was followed-not preceded-by an ac­
celeration of growth in the monetary base from 12 percent in 1976 to 
109 percent in 1978 (when the budget deficit was only 2.7 percent of 
GDP). Another Mexican devaluation in early 1981 was likewise fol­
lowed by a doubling of the growth of monetary base in 1982. Mexico's 
budget deficit, which had been below 3 percent of GDP before the 
1981 devaluation, soared to nearly 15 percent in the following year. 
After Mexico adopted a quasi-fixed exchange rate in 1989, inflation 
and interest rates came way down, reducing the budget deficit by an 
amount equal to nearly 17 percent of GDP. 

Since hyperinflationary countries with inflated expenditures and plung­
ing revenues cannot possibly finance their inflated deficits by selling 
fixed-rate bonds, they are left with no alternative but the printing press. 
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Moreover, any devaluation of, say, the Russian ruble against the U.S. 
dollar must raise prices of important commodities priced in dollars (such 
as oil, metals, and grains). If the devaluation is to stick, as the IMF re­
quires, there is no option but to accommodate those increases in ruble 
prices with an increase in the supply of rubles. The supply of money thus 
soars even as the public's willingness to hold that money collapses (that 
is, as velocity soars), creating pressures for additional devaluations, larger 
budget deficits, more money creation, and so on. 

Frequent devaluations not only cause inflation, they also generally 
fail to make exports cheaper (because export prices are also inflated) or 
imports less desirable. The fact that import prices are widely expected to 
rise shortly after a devaluation naturally creates a surge of demand for 
such imports on any rumor of devaluation. Louka Katseli of Yale thus 
suggests, "a devaluation can give rise to inflationary expectations that 
lead to an increase in consumption and imports" (Katseli 1983). 

Devaluations impoverish workers-particularly those subject to 
IMF-mandated wage controls-because their real wages shrink in re­
lation to the rising prices of imports and import-competing goods. 
Devaluations also injure important industries which depend on imported 
equipment and materials. A study of Mexico's past experience by Ed­
ward Buffie and Allen Krause emphasizes this type of damage caused 
by devaluation: 

In Mexico .. .intermediate inputs and capital goods account for over 90 percent of 
total imports .... A reduction in imports, whether imposed directly by import con­
trols or induced by a real devaluation, exerts a powerful contractionary effect 
upon economic activity. Cutbacks in imported intermediates lower labor demand 
at a given real wage and discourage investment by reducing the productivity of 
capita\. (Buffie and Krause 1989, 163; emphasis added) 

The resulting economic contraction, in tum, further expands a nation's 
budget deficit through depressed tax receipts and accelerated welfare 
outlays. 

Devaluations also work to increase the government's budget deficit 
in more subtle ways. Once domestic and world investors recognize 
that any government has adopted devaluation as a policy tool, that 
country's interest rates must remain very high. The expectation of de­
valuation adds a risk premium to holding the country's bonds or bills, 
causing nominal interest rates to rise to a level that may even exceed 
the domestic inflation rate. A government's expenditures for servicing 
internal debt can then balloon substantially. (Inflation would erode the 
real burden of any debts in which the nominal interest rate was fixed, 
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but such longer-term, fixed income securities soon cease to exist in 
countries with a habit of devaluation). Conversely, a credible institu­
tional commitment that requires a central bank or currency board to 
slow the growth of domestic credit whenever the exchange rate threat­
ens to fall always results in lower interest rates. It is a hoary myth that 
high interest rates are necessary to "defend a currency." Countries with 
sound currencies always have reasonably low interest rates. When the 
bond yields of Country A are higher than those of Country B, the mar­
ket expects that Country A's currency will fall against the currency of 
Country B. 

Devaluation, in short, raises interest rates; and the added interest ex­
pense raises budget deficits. Rapid inflation also shrinks real tax receipts 
because of lags in collections (paying tax bills after the money is worth 
less) and because of increased use of barter and foreign currencies (which 
escape tax collectors). Inflation also reduces the incentive to work and 
invest in the formal economy-and thus pay higher taxes on rising real 
incomes-because it pushes people into higher tax brackets and results 
in confiscatory taxation of paper profits and illusory, inflated capital gains. 
Inflation pushes even low-income workers into the highest tax brackets, 
resulting in capital flight, a "brain drain," and "underground" or "infor­
mal" enterprises that must remain inefficiently small to escape detec­
tion. All of these unfortunate consequences of devaluation result in 
growing budget deficits that cannot possibly be financed by selling fixed­
rate bonds, which leaves no alternative to abusing the central bank to 
print more money-even as devaluation reduces the public's willing­
ness to hold that money. What might be called the "devaluation-deficit 
syndrome" results in inflationary pressures that create conditions for yet 
another devaluation and even more chaos. 

Repeated use of devaluation to make exports competitive is very 
bad policy. And devaluations often lead to other bad policies. Many 
third world governments then resort to wage and price controls in a 
naive attempt to outlaw inflation; but price controls only add uncer­
tainty to business plans (which depresses investment) and produce short­
ages of consumer goods (which governments often feel compelled to 
remedy through budget-busting subsidies). 

Monetary Manipulation Is No Substitute for Structural Reform 

The current account depends on relative incentives and capacities 
to save and invest. It is a real phenomenon, not merely a monetary one. 
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Any real effects of devaluation-including effects on investment, sav­
ings, and trade-are simply by-products ofthe resulting inflation (such 
as a decline of investment due in part to a non indexed tax system, a 
decline of consumption due to shrinking real wages, or a reduction of 
savings due to capital flight). 

In a series of papers published between 1968 and 1971, Columbia 
University professor Robert Mundell (1971) proposed that different policy 
tools be assigned to different objectives. In particular, he argued that 
monetary policy is most effective in stabilizing nominal values such as 
exchange rates and prices. Current-account deficits, on the other hand, 
mirror real activity, particularly real investment and real savings. A cur­
rent-account deficit simply means that real investment in a given nation's 
economy exceeds real savings within that nation by its own citizens 
(which is to be expected in any poor country that, through economic 
reform, becomes an attractive place to invest). Mundell correctly argued 
that to influence real activity, including growth and employment, gov­
ernments should use structural tools such as tax reform and increased 
competition through privatization, freer trade, and deregulation. To at­
tempt to influence real activity by manipulating the quantity and value 
of money is ultimately futile and dangerous; it causes only high interest 
rates and large debts. If the tax and regulatory situation is not conducive 
to expansion of real activity, a monetary stimulus (including devalua­
tion) will simply result in higher inflation. 

The overall balance of payments (which includes capital flows as 
well as trade) is a reasonable concern of monetary policy and one that 
monetary policy can easily handle. A drain on foreign-exchange re­
serves (which signifies that capital inflows are inadequate to handle 
the current-account deficit) should simply be met by firmer restraint 
on domestic credit expansion-that is, a government should not fi­
nance budget deficits by creating new bank reserves and currency. When 
people are too eager to exchange a developing country's currency for 
foreign goods and assets, fixing that problem requires a tighter mon­
etary policy, not higher tax rates, and not capitulation to escalating 
rates of inflation through repeated devaluations. 

When a country repeatedly succumbs to the temptation to devalue, 
it soon becomes difficult or impossible to finance government borrow­
ing in a responsible, noninflationary manner. Governments then lose 
the option of financing even capital projects with longer-term fixed­
rate bonds, and so do aspiring homeowners and private enterprises. To 
restore that option requires two things. First, a tax system with low 
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rates on a broad base must be implemented so that economic growth 
can be revived; fair and reasonable taxes can be collected; and ex­
pected real tax receipts can be expanded by the real growth of taxable 
sales, profits, and salaries. The expectation of a growing stream of real 
receipts in future decades raises the discounted present value of gov­
ernment securities and is quickly capitalized in the ability to roll over 
past debts at lower interest rates and longer maturities. 

Second, the government and central bank (or currency board) must 
announce and maintain a "clean" fixed exchange rate-one without 
capital controls-eventually bringing interest rates down toward in­
ternationallevels. In this situation, there will be far less temptation to 
resort to the printing press to pay government expenses. With the pros­
pect of improved economic growth (due to tax, trade, regulatory, and 
monetary reform) the demand for the local currency and for financial 
assets denominated in that currency will rise, thus facilitating stabili­
zation of the currency at moderate interest rates. One obvious example 
is the worldwide rush to buy Mexican stocks and Treasury bills that 
followed exchange rate stabilization, lower tariffs, and lower tax rates 
in 1989-93. 

A Kind Word for Current-Account Deficits 

The basic idea that trade and/or current accounts should never be in 
deficit is mainly a hangover from seventeenth-century mercantilism. 
Even today, because of ancient mercantilist habits of speech, people 
still describe a trade surplus as a "favorable" balance, even though 
such a surplus requires a deficit on capital accounts-otherwise known 
as "capital flight." A country that keeps taking in more foreign money 
than it spends on foreign goods has no other option but to accumulate 
foreign assets. World capital flows toward superior investment oppor­
tunities. As Jurg Niehans put it, "countries are debtors if their invest­
ment opportunities exceed their wealth and are creditors when their 
wealth exceeds their investment opportunities" (Niehans 1984, 107). 
A deficit on current account-with one major exception-simply means 
that investment opportunities are superior to those elsewhere, which 
causes domestic capital to remain in the country and attracts foreign 
capital as well. The important exception occurs when governments 
borrow from institutions such as the IMF. Such borrowing is moti­
vated by considerations other than profitable production and efficiency, 
and thus does not represent a flow of capital to superior investment 
opportunities. 
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Developing countries can clearly benefit by exploiting investment 
opportunities beyond those that can be financed by their own past ac­
cumulations of wealth. Therefore, it is not inherently sinful for grow­
ing economies to remain debtor nations-that is, run current-account 
deficits-for many years or even decades. If current-account deficits 
are financed by voluntary, private capital inflows, they reflect improved 
opportunities for profitable investment and production and make such 
improved production possible (e.g., by financing imports of high-tech 
equipment). In tum, it is growth-oriented policies that make the fi­
nancing of current-account deficits possible, because the prospect of 
enlarged output in the future can be discounted in higher prices of 
equity and bonds today. At an economic growth rate of 7 percent a 
year-which is by no means unprecedented among developing coun­
tries with growth-oriented policies-an economy will double in size in 
less than a decade. Even if such a country's foreign debt remains un­
changed over that period, it will be cut in half as a percentage of the 
doubled GOP. 

Much of the "debt crisis" debate assumed that there was no alterna­
tive to continued borrowing by LDC governments from banks, the IMF, 
and the World Bank. Mexico's 1989 debt agreement with commercial 
banks, for example, was criticized by some commentators for not in­
cluding enough new lending. But it is quite possible to finance new 
capital projects and any related current-account deficits with private 
equity and private debt from both domestic and foreign sources. This 
involves bringing flight capital back home and attracting foreign port­
folio investment (e.g., selling stock in new ventures and formerly state­
owned enterprises to foreigners) as well as direct investment. To do 
that requires combining an attractive tax, regulatory, and monetary 
environment with greater development of capital markets. One ex­
tremely promising mechanism for capital-market development is the 
type of country fund listed on major international stock exchanges, 
such as the Mexico, Argentina, Turkey, Indonesia, and India funds on 
the New York Stock Exchange. 

Table 8.1 shows that a decade of large current-account deficits pre­
ceded most of the success stories that are discussed later in this survey. 

These nations, with large and prolonged current-account deficits, 
are some of the most successful turnaround economies ever seen. Yet 
IMF adjustment programs nonetheless continue to emphasize the al­
leged need to avoid current-account deficits. By the IMF's standard, 
these countries could not have been impressive success stories by the 
mid-1980s but must instead have been dismal failures. They did not 
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TABLES.l 
Average Current-Account Deficits, 1976-S5 (as a percentage of GDP) 
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"adjust" their current-account deficits. To IMF bureaucrats, eliminat­
ing any and all current-account deficits is the single most important 
"macroeconomic ceiling" that defines "adjustment." Yet nearly all re­
forms that have been truly successful, in the sense of launching a ma­
jor surge in economic activity and wealth, have been accompanied by 
at least a decade of current-account deficits. 

This worldwide experience suggests that the current-account defi­
cits of many troubled debtor economies have been too small, not too 
large, in relation to their potential growth. Weaker economies have 
failed to attract the private financial capital needed to import private 
equipment and skills into industry, agriculture, commerce, and ser­
vices. This problem can be solved, and the countries in Table 8.1, among 
others, have shown the way-through reduced tax rates, reduced trade 
barriers, and relatively strong, stable currencies. 

Export-Led Growth Follows Import-Led Investment 

In examining the factual record of countries with prolonged cur­
rent-account deficits (such as the United States in the first century of 
its existence), the expression "export-led growth" is extremely mis­
leading. Most of the "Asian Tigers" actually began with import-led 
growth. South Korea ran enormous current-account deficits nearly ev­
ery year for three decades up until 198~amounting to 9 percent of 
GNP in 1961, more than 12 percent in 1974, and 9.5 percent in 1980. 
South Korea's foreign debt exceeded 50 percent of GNP by the early 
1980s, and Western experts thought the country needed an austerity 
plan (briefly imposed by the IMF in 1980) to slow the economy and 
thereby cut imports (Reynolds 1987). Starting in 1986, South Korea's 
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prolonged current-account deficits turned to surpluses in some years­
because domestic savings rose enough, with rising incomes, to exceed 
investment-and much of the foreign debt accumulated over three de­
cades was rapidly and easily repaid out of the much larger economy. 

Another example of import-led growth is Japan-a country which 
ran large trade deficits with the United States from 1945 through 1965. 
A 1958 Rockefeller Foundation study, Japan:r Postwar Economy, typi­
fies the antigrowth austerity advice given to Japan by the West's ortho­
dox economists of the day: 

The growth of prosperity in Japan seems inevitably to set in motion forces which 
tend to widen the trade gap .... If, however, the import component of Japan's gross 
national product can be reduced to less than the present 13 percent, then a smaller 
volume of both imports and exports will be sufficient .... It is also possible to put 
aside the goal of full employment and to economize in some sectors of imports. 
(Cohen 1958, 134,217) 

But as Western economists were wondering what Japan was going 
to do with all that machinery it was importing-no doubt some were 
thinking that surely little Japan could never produce autos-the dam­
age their advice could do was limited. Western economists could not 
advise Japan to devalue the yen because the Japanese currency had 
been fixed at 360 yen to the dollar. That meant that Japan was blessed 
with a currency considered virtually "as sound as a dollar" because 
yen could be redeemed for dollars at a known rate. 

The U.S. Occupation imposed confiscatory tax rates (85 percent) at 
relatively modest incomes until Japan was allowed to make her own 
policies after September 1951.3 Even long after the occupation, how­
ever, American experts continued to lecture the Japanese about the 
irresponsibility of cutting tax rates or raising exemptions-see, for 
example, the 1958 Rockefeller Foundation study cited earlier. Tax cuts 
were nonetheless made repeatedly in Japan-in nearly every year from 
1951 to 1978, and again in 1985 and 1987. If Japan in the early post­
war years had followed the sort of advice now routinely given to coun­
tries with similar current-account deficits-namely, to keep tax rates 
and tariffs high and the currency low-Japan would never have been 
the economic power that it was through 1989 (before adding new taxes 
on savings, sales, and securities transactions). 

Developing countries can prudently experience current-account defi­
cits for many years, as Japan and South Korea did, by making their 
countries attractive places for private investment, both domestic and 
foreign, and by expanding and deepening capital markets to facilitate 
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such investments. Regardless of whether such countries experience 
current-account deficits, however, monetary and exchange-rate policy 
must never be used as tools for targeting trade objectives-as the IMF's 
devaluation theory requires-because that leaves inflation adrift with­
out an anchor, inviting monetary chaos. 

Lessons from Successful Stabilizations of the 1920s 

In the 1920s the creditor nations, usually working through the League 
of Nations, insisted that devaluation be stopped. They recognized that 
any system in which government monopolizes the issue of currency, 
currency is part of the national debt. Devaluation thus constitutes a 
partial repudiation of government obligations. They also recognized 
that devaluation means austerity for private citizens-who get stuck 
holding the government's debased money-but not for the politicians 
who acquired control over labor and products by issuing such decep­
tive promises to pay. Benjamin Anderson, chief economist at Citibank 
in the 1920s, explained U.S. policy toward the German hyperinflation: 

The [U.S.] Department of State informally made it clear that American participa­
tion in the proposed Dawes Plan loan to Germany would not be regarded favor­
ably by the American government unless Germany went immediately to the gold 
standard .... The Dawes Committee ... had no doubt that industry and finance would 
revive if sound currency were established, if men once more had money in which 
they believed and in which they could safely make contracts. (Anderson 1979, 
119, 121) 

On 12 November 1923 Hjalmar Schacht was appointed Reich Cur­
rency Commissioner, virtually the czar of monetary policy. Three days 
later, the paper mark, which had depreciated to 4.2 trillion per dollar, 
was declared equivalent to one trillion new Rentenmarks. This policy 
effectively fixed the exchange rate of the new mark at the prewar par­
ity of 4.2 per dollar (23 cents). Exchange controls were also abolished 
by 20 November. The exchange rate of the new mark was held within 
a narrow range of 21.8 to 23.4 cents in the first half of 1924, then 
formally pegged at 23.8 cents (Sargent 1984, 76, Table G2). Overnight 
interest rates, which averaged 10,950 percent in 1923, quickly fell as 
low as 13 percent in late 1924 (Homer 1977,476). 

Some observers have attached undue significance to the psycho­
logical impact of introducing a new currency, an illusion that may have 
inspired several purely cosmetic reforms that failed in recent years, 
such as the ill-fated Austral Plan in Argentina. In reality, Germany's 
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substantive changes of 15 November 1923 were that (l)the exchange 
rate against the dollar was deliberately fixed, and (2) the newly inde­
pendent central bank stopped discounting Treasury bills and instead 
discounted only sound commercial paper ("real bills"). Credibility was 
also greatly enhanced by the fact that it was well known that "Schacht 
had always considered the introduction of the Rentenmark as an inter­
mediary step toward the introduction of the gold standard," which did 
in fact occur nine months later (Simpson 1969, 17). 

Quantity theorists (monetarists), who have had much influence at 
the IMF, sometimes emphasize the fact that the issue of new 
Rentenmarks was limited to only 3.2 billion (the amount of capital 
secured by compulsory mortgage bonds on farm land and businesses), 
with nearly half of that available to the government. Those high ceil­
ings, however, were not binding. The old depreciated mark continued 
to circulate after the reform, partly because Rentenmarks were not is­
sued in denominations below one mark; and Rentenmarks were not 
legal tender except for payments to the government (which also ac­
cepted old marks). In fact, the volume of currency in circulation quin­
tupled in the six weeks following the reform, and the stock of 
Rentenmarks alone tripled between January and March of 1924 (Sargent 
1984, 81, Table G4). Deposits in commercial banks rose 155 percent 
in 1924 and another 40 percent in 1925 (Mitchell 1978, 364). As Thomas 
Sargent documented for all four hyperinflations of the 1920s that he 
studied, "in each case the note circulation continued to grow rapidly 
after the exchange rate and price level had been stabilized" (Sargent 
1984, 90). What happened was that the demand for money increased 
sharply (i.e., velocity fell) once the market found it could expect its 
value to be guaranteed in gold-not that the nominal supply of cur­
rency or deposits was rigidly fixed. Indeed, as Edwin Kemmerer noted 
in 1937, the "reduction of velocities was so great at the start that it 
resulted in an actual scarcity of money and the authorities were com­
pelled to increase the volume of paper money somewhat at the begin­
ning in order to maintain the approximate price level prevailing at the 
time of the Rehtenmark stabilization" (Kemmerer 1937,316). 

Fiscal theorists such as Sargent, on the other hand, stress reductions 
in the budget deficit, usually with suspiciously inexplicit references to 
"increased taxes." There were substantial reductions of government 
jobs in Germany, particularly in overstaffed government railroads and 
postal services, which undoubtedly helped. Moreover, the hyperinfla­
tion slashed the national debt to only 2.9 percent of GNP, which meant 
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the budgetary cost of debt service nearly vanished by de facto default 
(Webber and Wildavsky 1986, 446). And the Dawes Committee sus­
pended payments of external (war) debts while also providing a large 
loan to stabilize the mark. Still, more than 99 percent of government 
spending was financed by new money at the peak of the inflation, so 
economizing on government spending could not possibly have been 
the key to filling such a huge gap. 

Instead, the most significant fiscal change was on the revenue side, 
but not in the way that Sargent supposed. It is extremely important to 
understand that the increase in tax receipts was the result of monetary 
stability, not higher tax rates or new taxes. That is, monetary reform 
fixed the fiscal crisis, not the other way around. Taxes were indeed 
part of the problem during the hyperinflation, but because tax rates 
were too high, not too low. In early 1920 Germany attempted to im­
pose a progressive income tax with rates as high as 40 percent. This 
tax damaged the economy and yielded little revenue. But any income 
tax is uniquely unsuited to keeping up with inflation (unlike sales taxes 
expressed as a percentage of the price). "It took time to make a tax levy 
and .. .it took further time to collect the tax after it had been levied. But, 
during the inflation ... the longer the delay, the less in real value was 
the tax" (Kemmerer 1937, 310). 

Measured in gold marks, total tax receipts collapsed from 5.2 bil­
lion in fiscal 1921-22 to an annual rate of only 758 million by Novem­
ber 1923. After the exchange rate was fixed, however, tax revenues 
immediately rebounded to an annual rate of over 6 billion by January 
1924 (Sargent 1984, 83, Table G5). Obviously, a nearly tenfold in­
crease in real revenues in a little over two months could not have been 
the result of a tenfold increase in tax rates. In reality, there was no 
increase in tax rates. Two years after the currency reform, fiscal rev­
enues were 40 percent higher, measured in gold, than the Dawes Com­
mittee had expected (Anderson 1979, 160). This unexpected windfall 
allowed tax rates to be reduced, not increased, and lower tax rates in 
1926 helped bring about a doubling of the German stock market and a 
brisk recovery. "By the middle of 1926 the economy began to show 
signs of marvelous recuperative powers," notes a biographer of Hjalmar 
Schacht: ''The internal tax burden had been decreased and was in the 
process of being more completely reformed."4 

Under the guidance of the League of Nations, Austria, Hungary, 
and Poland were likewise compelled to commit to converting their 
currencies into hard (gold) currencies on demand at a fixed exchange 
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rate. As in the German case, they were usually offered a line of credit 
to back them up in that effort (Le., the "conditionality" was the oppo­
site of what the IMF imposed in the 1980s). Thus from 1923 to 1926, 
the hyperinflations in Germany, Austria, Hungary, and Poland were all 
ended by fixing those nations' exchange rates to a hard currency. The 
Russian hyperinflation at the same time was ended in 1922-24 by de­
fining and backing the new chervonets in terms of gold. In all of these 
cases, devaluation was made illegal. There was often discussion among 
experts from the League of Nations or U.S. State Department about the 
need for balancing national budgets, as a later stage of reform. But the 
return of stable money always resulted in enormous, immediate in­
creases in real tax receipts which automatically reduced the budget 
deficits. Exchange-rate stabilization came first, and budget balance 
was an unexpected result. 

Moreover, the resulting increases in revenue receipts were real, not 
inflated, because the currencies had been fixed to those of gold-stan­
dard countries with negligible inflation. In Austria, for example, the 
currency stock rose by 520 percent from August 1922 to December 
1924, yet the exchange rate was stabilized at the same time and the 
9,200 percent inflation of 1922 was stopped almost immediately 
(Sargent 1984, 50, Table AZ). As a consequence of the newly fixed 
exchange rate-together with some tax cuts-Austria's real GNP rose 
10 percent in 1924 alone and tax receipts soared far above what the 
experts had predicted. Table 8.2 shows actual revenues in Austria, com­
pared with the earlier estimates of the League of Nations. 

The experience was the same in every country that stopped a run­
away inflation in the 1920s, as noted earlier in the case of Germany. 
Two years after Hungary stabilized its currency, for example, real gov­
ernment revenues were 54 percent higher than Western experts had 
projected (Pasvolsky 1928,321,324). 

1923 

1924 

TABLES.2 
Government Revenue in Austria 

(millions of gold shillings) 

Estimated 

524.1 

659.7 

Actual 

697.4 

900.6 

Source: L. Pasvolsky, Economic Nationalism of the Danubian States, Brookings Institution, 
Macmillan, 1928, p. 127. 
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The situation in France in 1926 is perhaps more comparable to that 
of countries troubled with inflation rates around 50-150 percent (such 
as Mexico a few years ago), rather than the more extreme hyperinflations 
that have recently plagued Brazil, Peru, Nicaragua, and Russia. The 
French inflation rate in 1926 peaked at about 100 percent. France had 
adopted a "monetarist" rule, which put a limit on the amount of cur­
rency issued. This rule, however, was secretly breached, resulting in 
scandal and a change of government. France also had a serious prob­
lem with capital flight, as French investors sought the better invest­
ment opportunities available in the United States-with its 1921-25 
reductions in income tax rates from 77 percent to 25 percent, as well as 
the superior insurance of the U.S. gold standard. 

In 1926 the new French government, under Poincare, first instituted 
a rule that prohibited the central bank from issuing any new currency 
without new reserves of gold or gold-convertible foreign currencies. 
This turned out to be too effective, with deflationary results and a brief 
recession. The franc was then pegged to the gold dollar and pound, 
and later made directly convertible into gold until 1936. (The French 
economy performed relatively well until 1936, long after the United 
States and the United Kingdom had largely abandoned gold.) 

Real tax receipts in Poincare's France increased after the end of 
inflation and restoration of real growth, repeating the earlier experi­
ence of Austria, Hungary, Poland, and Germany. Although some ex­
cise taxes and public utility rates were adjusted to compensate for past 
inflation, of far more significance was the fact that Poincare slashed 
the highest income-tax rates in half-from 60 percent to 30 percent­
with the explicit aim of encouraging entrepreneurship and instigating 
the repatriation of flight capital. "Poincare reversed the [Committee of 
Experts'] recommendation on taxes," wrote Charles Kindleberger. "The 
purpose was to appeal to the capitalist class in France, to persuade it to 
repatriate its money" (Kindleberger 1984, 357). 

Since the "Poincare Miracle" of 1926, the postwar paradigm has 
been Ludwig Erhard's very similar tax and monetary reforms executed 
in West Germany after 1948. The top tax rate imposed by the Allied 
Control Council was blatantly punitive-95 percent on any income 
above $15,000.5 Since the occupation tax brackets were set in old marks, 
however, the 1948 monetary reform (which converted ten old marks 
into one new Deutschemark) automatically increased tenfold the in­
come thresholds at which the highest tax rates applied. Moreover, Ger­
many repeatedly reduced marginal tax rates as well, to the point where 
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the highest rate of 53 percent only applied at income above $250,000, 
which was an extremely high income at the time. Tariffs and other 
trade restrictions were also slashed, price controls were abolished, and 
the exchange rate was fixed to the gold dollar (Reynolds 1993b, 245). 
The result was that inflation immediately stopped, trade flourished, 
and the West German economy grew much faster than that of the United 
States for more than a decade. 

Successful Stabilizations of the 1980s 

In addition to such past stabilization success stories as Poincare's 
France in 1926 and Erhard's Germany in 1948, there have also been 
quite a few promising economic turnarounds in recent years. Because 
the policies that led to these dramatic improvements are difficult to 
identify through conventional, demand-side macroeconomics, the re­
sults are often vaguely characterized as "economic miracles" by ob­
servers such as The Economist. These so-called miracles, however, 
should be no mystery. They invariably result from a combination of 
currency stabilization, low tax rates, and low tariffs-a policy mix that 
flies in the face of the IMF paradigm. 

Bolivia 

In 1985, Bolivia had an inflation rate of 23,000 percent. Real GDP 
fell by 16 percent annually from 1978 through 1986. Yet inflation sud­
denly dropped below 15 percent by 1987 and to 12 percent by 1992. 
How did a runaway hyperinflation stop so quickly? One reason, ex­
plains Juan-Antonio Morales of the Catholic University of Bolivia, is 
that "stabilization has focused explicitly on the exchange rate."6 Ac­
cording to Morales, Bolivia ignored the IMF's advice to devalue, and 
instead moved to halt the currency's decline by reducing the budget 
deficit (through tax reform and reduced subsidies), by not "monetiz­
ing" government debt, and by intervening in foreign-exchange auc­
tions to stabilize the currency.7 Jeffrey Sachs likewise observed: 

The exchange rate stabilized almost immediately, and with a stable exchange rate, 
the price level stopped rising .... The remarkable break in the hyperinflation began 
no more than one week after the inception of the program! Inflation fell from a 
rate of more than 50 percent per month to price stability almost immediately .... 
The stabilization program eschewed all wage and price controls ... and indeedfreed 
many controls at the inception of the program. (Sachs 1986,75. emphasis added) 
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The new Boliviano of January 1987 (equal to one million old pesos) 
was not literally fixed after that, but depreciation was confined to 15 
percent per year from 1986 to 1989-a so-called "crawling peg." In­
flation has hovered between 12 percent and 20 percent from 1987 
through 1992, which is modest by Latin American standards. The Bo­
livian economy soon began to grow, with real GNP increasing by 3.1 
percent annually from 1987 to 1992.8 This economic expansion oc­
curred despite the failure of Argentina to pay for Bolivia's biggest ex­
port (natural gas), weakness in the price of Bolivia's second biggest 
export (tin), and a continuation of the sustained decline in production 
of crude oil that began in 1973. 

This modem miracle, like that of France in 1926 and Germany in 
1948, began with a rather extreme reduction of tax rates. Tax reform 
came first, and exchange-rate stabilization second. The highest income 
tax rate in Bolivia, which had already been reduced from 45 percent to 
35 percent, was slashed to a flat rate of only 10 percent. A 30 percent 
corporate tax was replaced with a three percent tax on net worth, ex­
cept for oil and mining. Some 400 sales taxes were also combined into 
a 10 percent value-added tax (both the income tax and VAT were raised 
to 13 percent in 1992). What was unique, however, was that the new 
10 percent VAT was entirely deductible from the 10 percent income 
tax! With a 10 percent income tax, there was little incentive to cheat. 
And by simply keeping receipts for VAT paid, the income tax could be 
largely avoided anyway. As a result, Bolivians began demanding sales 
receipts in order to claim the tax break for VAT. Much of the informal, 
underground economy's advantage in being outside the tax system was 
thereby eliminated. Tax receipts soared. In addition, the Bolivian gov­
ernment ended gasoline subsidies, with important budgetary effects. 
Government spending did not fall, but in fact rose from 8.1 percent of 
GDP in 1986 to 11.6 percent in 1988. Tax receipts rose from 1.9 per­
cent of GDP in 1984 to seven percent in 1987-88, reducing the budget 
deficit from 19.6 percent of GDP in 1984 to 4.2 percent in 1988 (Inter­
American Development Bank 1990, 275-76). With the added receipts 
from tax reform, it became feasible to slash tariffs from 80 percent to 
20 percent. And just as with the European countries in the 1920s, 
stabilizing the exchange rate also improved the real value of tax col­
lections. Although the increased tax receipts resulting from lower tax 
rates were critical in minimizing the need to print money to cover bud­
get deficits, the commitment to eschew regular, massive devaluations 
as a policy tool was also essential to creating credibility for the new 
currency. 
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Jamaica 

In Jamaica, real output and income began falling in 1974 and con­
tinued to drop almost every year through 1986, by a total of 23 per­
cent. The currency was repeatedly devalued following an IMF program 
in 1978. In 1985 it took five times as many Jamaican dollars to buy a 
U.S. dollar as it did in 1977. Tax brackets were not adjusted for infla­
tion, so the top tax rate of 57.5 percent eventually fell on incomes as 
low as $700 a year. At least one-third of the professionals and manag­
ers left the country. In 1986, after six years in power, Prime Minister 
Edward Seaga finally cut the highest tax rate nearly in half, to 33.3 
percent; he also reduced tariffs and refused to comply with another 
IMF demand to devalue the currency. Measured in constant 1985 Ja­
maican dollars, real tax receipts rose by almost 17 percent in the first 
year tax rates were reduced. Without price controls, inflation dropped 
from 27 percent in 1984-85 to less than 10 percent in 1987-89, and 
the Jamaican economy expanded far more rapidly from 1988 to 1991 
(by 3.7 percent per year) than it had in more than fifteen years, despite 
falling prices for a major export, bauxite. 

In 1990-91 the IMF was back, peddling mischief. "IMF technical 
advisers urged Jamaica to speed up the delayed introduction of a Gen­
eral Consumption Tax" (IMF Conditionality 1992, 22). That 10 per­
cent VAT became fully effective in 1992 (albeit largely as a replacement 
for other indirect taxes). The currency was devalued by 69 percent in 
1991; GDP slowed to less than one percent in 1992, and inflation rose 
to 77 percent. 

Colombia 

Mainstream economists do not simply ignore the role oflower mar­
ginal tax rates in successful stabilizations, as in Jamaica, Mexico or 
Bolivia, they sometimes get it exactly backwards. The usual error is in 
observing an increase in tax receipts and assuming that it occurred 
because of higher, not lower, tax rates. Michael Urrutia of the Inter­
American Development Bank, for example, writes that "Colombia was 
the only country in Latin America that adjusted successfully after 1982. 
It did it by almost wiping out the fiscal deficit in 1984-85, not only by 
decreasing expenditures, but also by increasing taxation" (Sachs 1989, 
216. emphasis added). 

This is much worse than misleading. What actually happened in 
Colombia (which, by the way, was not under an IMF program) was 
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that the highest tax rates were repeatedly and deeply slashed-from 
56 percent in 1979 to 49 percent in 1984, to only 30 percent in recent 
years. Moreover, the income thresholds at which those lower rates 
applied were also substantially increased in real terms. Economic 
growth in Colombia averaged well over 4 percent per year from 1984 
to 1993-with no recession in a decade-after languishing at 1.6 per­
cent in the previous three years. Progress has been broadly based 
throughout industry and agriculture. Colombia has reduced the ratio of 
foreign debt to GOP by the unorthodox approach of raising GOP; that 
is, by allowing private producers to keep 70 percent of the increases in 
output and income. 

For all the IMF's concern about "investment-savings gaps" (another 
subtle IMF target) and the matching capital inflow, it is worth noting 
that Colombia's "gap" between investment and domestic savings av­
eraged 3.9 percent of GNP from 1980 to 1987-three times the rate 
(1.3 percent) of Mexico at that time ("Special Survey on Colombia" 
1989, II). Yet Mexico was then in far worse financial shape. Invest­
ment exceeded savings by a wide margin in Colombia in the 1980s (as 
it did in Mexico after 1987) because constructive tax, trade, and ex­
change rate policies made Colombia an attractive place to invest. 

Chile 

Colombia, Bolivia, and Jamaica are not the only countries in Latin 
America that have eschewed the IMF approach in favor of lower mar­
ginal tax rates, freer trade, and a more-or-less stable currency. Chile 
also adjusted successfully, but only long after "floating" the Chilean 
peso along traditional IMF lines. The currency was allowed to go into 
a free fall in June 1982-an experiment that resulted in a 15 percent 
drop in real GOP, a doubling of unemployment to 20 percent, and a 
soaring budget deficit which was met through the disastrous expedient 
of increasing tariffs from 10 percent to 35 percent. This "floating" (sink­
ing) exchange rate was accompanied by an increase in marginal tax 
rates at low and middle incomes in 1983-a set of suicidal policies 
rewarded with a two-year IMF loan in January 1983 (IMF Condition­
ality 1992, 132). The Economist-which still cannot imagine how the 
IMF's Cambridge Keynesianism could possibly cause the problems it 
aims to cure-proudly announced that "Chile's bureaucrats need no 
arm-twisting to run their economy according to the IMF handbook" 
("Chile's Economy" 1985). Yet Chile's remarkable recovery after 1984 
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actually consisted of abandoning the brief 1982-83 flirtation with IMF 
exchange rate, tax, and tariff policies, choosing instead to reduce tar­
iffs and tax rates and slow the depreciation of the currency. 

The first and most important tax cut in Chile was the reduction in 
taxes on trade-that is, tariffs. Average tariffs were reduced from 94 
percent in 1973 (with a maximum rate of 220 percent) to 10 to 15 
percent after 1983 (Frankel, Froot, and Salces 1987, 13). After 1985, 
income tax rates were also reduced at most income levels, and to 50 
percent from 65 percent at the top (35 percent for one year, 1985). The 
corporate rate was more deeply cut in 1985, to 32.5 percent from 47.5 
percent; and the VAT was later trimmed to 18 percent from 20 percent. 
Individual income tax rates are not quite as high as they look because 
social security taxes are deductible, and only "real" interest income 
(after adjustment for inflation) is taxed. There have been virtually no 
limits on privatization of state enterprises, which has mostly occurred 
through shares sold to Chilean pension funds, workers, and investors 
rather than debt-equity swaps (Graham 1988). Chile also privatized 
the social security system, replacing it with a private, competitive sys­
tem in which workers must pay a tax-free minimum of their salaries in 
a pension fund. Deregulation has opened entry into the taxi, bus, and 
airline industries, with competitive pricing. Private schools are reim­
bursed for the cost of educating a child in public schools (Rosett 1982). 

The Chilean economy grew at an impressive annual rate of 5.3 per­
cent from 1986 through 1992-up from 1.8 percent in 1975-84. Infla­
tion-which hit 350 percent in the mid-1970s and averaged 64 percent 
from 1975 to 1984-has recently been held at 15-25 percent through a 
crawling peg regime. The value of Chilean foreign debt on secondary 
markets has long been among the highest of third world debtors. Early 
in 1991, Chile was even able to market $320 million in bonds to a 
group of twenty international banks (Crawford 1991). It is now diffi­
cult to recall that at the time of the disastrous 1983 IMF-sponsored 
experiment with devaluation, higher tax rates, and 35 percent tariffs, 
Chile had the highest per capita foreign debt in Latin America. 

Philippines 

The Philippines, an Asian country burdened with historic Spanish 
mercantilist institutions and ideas, provides yet another example of 
how changes in the policy mix can turn things around quickly. In 1983 
Ferdinand Marcos complied with an IMF demand to let the peso 
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"float"-which of course meant sink. The peso's value was quickly 
cut in half, and inflation jumped from 10 percent to 50 percent. Be­
cause the tax system was not indexed, taxpayers with even low and 
middle incomes suddenly found that higher tax brackets now applied 
at half as much real income as previously. The late Warren Brookes 
explained the tax policy that accompanied the devaluation: "At the 
IMF's urging, Marcos raised business tax rates in 1984 by more than 
30 percent, with a 45 percent rate now starting on only $6,800 in net 
business profits, and a new top rate of 60 percent on anything above 
$23,000" (Brookes 1986). 

Real GNP fell by 12 percent in 1984-85, followed by revolution. 
Still, the IMF took no notice. "The IMF is pushing for a free float of 
the peso," reported the Journal of Commerce in the fall of 1985. "Of 
particular concern to the IMF inspection team is the continuing strength 
of the peso, which it believes is ... being secretly propped up by the 
government" (Bangsberg 1985a, 1985b). Shortly thereafter, the new 
Aquino government ignored the IMF, virtually fixing the peso (infla­
tion fell from 23.1 percent in 1985 to 3.8 percent in 1987), reducing 
tariffs, and cutting the top tax rate from 60 percent to 35 percent. "In 
June 1986, a bold new program oftax reform was adopted .. .including 
a sharply reduced tax rate at the highest income ranges [and] reform of 
import tariffs" (Gurgen 1986). Economic growth quickly rebounded to 
4.8 percent in 1987,6.3 percent in 1988, and 6.1 percent in 1989. Real 
tax receipts (deflated by the CPI) rose from 78 billion pesos in 1986 to 
97 billion in 1987 and over 118 billion in 1989-an increase of more 
than 50 percent in four years. 

Unfortunately, the Philippine government again resorted to a siz­
able devaluation of the peso in 1990--to comply, of course, with con­
ditions on a new IMF loan. Inflation rose to nearly 19 percent in 1991 
(International Financial Statistics 1993, 59). The 1986 relief from high 
tax rates and tariffs was also undermined by this new "stabilization" 
program. The World Bank reports that "the government imposed a nine 
percent import levy" under "a new stabilization program supported by 
an IMF standby arrangement" (World Bank 1992, 448). The program 
also included another increasingly common IMF panacea-a new 10 
percent VAT. From that point on, tax and tariff receipts stopped grow­
ing much in real terms. Interest rates in 1990 were double what they 
had been in 1987, which is another reason the budget deficit doubled 
between 1989 and 1990. The Philippine stock market, which had risen 
57 percent in dollar terms in 1989, fell by 55 percent in 1990 (Moore 
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1991). Real GDP growth suddenly slowed from 6.2 percent in 1988-
89 to 2.4 percent in 1990, and fell by 1 percent in 1991. 

Asian TIgers 

Only one of the expanding group of "Asian Tigers" has suffered the 
sort of IMF supervision that has inflicted such damage to the Philip­
pine economy in the past decade. Taiwan's lack of universal recogni­
tion as a country separate from China has been a distinct advantage in 
this respect, because the island was not allowed to belong to the IMP. 

South Korea was under tight IMF supervision for a single year, 1980, 
because the current account deficit had reached 6.4 percent of GDP in 
the previous year (and to 8.4 percent in 1980), which alarmed credi­
tors. The IMF's adjustment policy for 1980 included a huge increase in 
the highest income tax rates, to 89 percent, plus a 17 percent currency 
devaluation. Inflation soared to 35 percent and real GDP fell by five 
percent. The IMF standby loan ended in February 1981, and Korean 
authorities were then free to repair th~ damage. "During 1981-82," 
notes a retrospective IMF study, "structural policies were aimed at in­
creasing the productivity and efficiency of the economy. These poli­
cies encompassed ... a comprehensive tax reform, and trade 
liberalization" (Aghevli and Marquez-Ruarte 1987, 101). Top tax rates 
were slashed from 89 percent to 70 percent at once and to 50 percent 
later. Tariffs fell. Lower tax rates and tariffs greatly invigorated the 
real economy, as always, by reducing costs and raising incentives. Since 
the IMF was no longer around, promoting the chimera of "real devalu­
ation," inflation dropped to 12 percent in 1981 and 5 percent in 1982. 
That this drop of inflation coincided with (and indeed helped create) a 
6 percent growth of real GDP is yet another repudiation of the Phillips 
Curve theory. It is extremely doubtful that the tax, tariff, and exchange 
rate policies that pulled Korea out of the 1980 stagflation would ever 
have been permitted if the IMF program had not expired in February 
1981. Just as the adoption or resumption of IMF programs has so often 
been followed by stagflation or worse, the rapid dismantling of IMF 
programs, as in South Korea in 1981 and Mexico in 1989, has likewise 
brought economic progress and low inflation. 

The "newly industrialized" Asian countries either always had low 
tax rates and tariffs (Hong Kong), or emulated such policies during the 
1980s. China began its remarkable renaissance by granting farmers 
secure property rights (long-term transferable leases), and by allowing 
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them to sell all produce above a fixed quota on the open market. This 
was essentially a zero marginal tax rate-anything produced above 
quota was tax free. China, like Hong Kong, had no VAT and no Social 
Security taxes (though there were some turnover taxes, usually about 3 
percent). The maximum income tax rate on foreigners working in China 
was less than 23 percent in 1993, which facilitated importing knowl­
edge. Large free trade zones were also established, attracting capital 
from Hong Kong and elsewhere. 

Singapore found itself in recession in 1985 and responded by reduc­
ing income tax rates (the top rate fell from 45 percent to 30 percent) 
and sharply reducing the percentage of payrolls devoted to mandatory 
savings plans. Malaysia followed by cutting its top tax to 34 percent. 
Economic growth from 1987 to 1992 averaged 8.2 percent in both coun­
tries. Indonesia likewise reduced tariffs and cut maximum tax rates in 
the mid-1980s to 35 percent from 50 percent, and real GDP grew by an 
average of 6.2 percent a year from 1987 to 1992. Another thing the 
Asian NICs have in common, aside from falling tax rates, is that the 
IMF was not involved (aside from the 1980 fiasco in South Korea). 

Mauritius and Botswana 

The IMF has been pushing its economic recipe throughout Africa 
for a long time. As the Financial Times observed in 1985, "only a 
handful of African countries have managed to avoid the unwelcome 
embraces of the IMF in the past few years."9 A United Nations report 
found that "of the 12 least developed countries which have applied 
[lMF] programs for most of the 1980s, the growth rates of only three­
Bangladesh, Gambia and Mali-were above the average for all the 
[42] least developing countries" (Bollag 1989). 

Indeed, the prolonged absence of meaningful development on the 
continent with the highest tax rates in the world-a region which has 
long labored under continual IMF tutelage-is evidence of the im­
portance of tax policy. Gerardo Sicat and Arvind Virmani of the World 
Bank calculated that marginal tax rates in 1984-85, at the equivalent 
of only two times the average family income (which is still well be­
low the U.S. poverty level), were 51 percent in Sierra Leone, 56 per­
cent in Somalia, 60 percent in Ghana, and 63 percent in Tunisia (Sicat 
and Virmani 1988, Table 1. See also Bartlett 1989, 307). For com­
parison, tax rates on those earning twice the average family income 
were 13 percent in Chile at that time (after tax reform) and 17 per-



Rising Tax Rates and Falling Currencies 277 

cent in Hong Kong (which has been the maximum tax rate in Hong 
Kong for many years). 

Among the lucky handful of African countries who have avoided 
"the IMF embrace" is the most successful African democracy, 
Botswana. The government of Botswana has repeatedly reduced its 
highest tax rates to a maximum of 40 percent (from 60 percent in 1979), 
with the higher tax rates applying only at an increasingly high real 
income. Economic growth in Botswana has long been the fastest in the 
world, averaging 14 percent per year, despite droughts, from 1972 
through 1989. That awesome performance was broadly based in agri­
culture and manufacturing; it is often too easily dismissed as entirely 
due to diamonds, or to interaction with South Africa (which, in fact, 
has not grown nearly as fast as Botswana). 

Perhaps the most instructive case of economic renaissance in Africa 
has been the island country of Mauritius, which has become known as 
the "Hong Kong of Africa." In 1982 Mauritius had an unemployment 
rate of 22 percent, and one fifth of the people were attempting to emi­
grate. Since then, by contrast, real economic growth has averaged well 
above 5 percent per year, and unemployment has been negligible since 
1988. Inflation, which was 30 percent in 1979-80 when price controls 
were in force, averaged 4.4 percent from 1983 to 1987-that is, after 
price controls were removed. The budget deficit was cut from 14 per­
cent of GDP in 1982 to 1 percent in 1988. 

What caused this amazing switch from despair to prosperity? There 
should be no mystery. At a 1992 World Bank conference, Paul Romer 
emphasized that "income and corporate tax rates were halved in 1983 
(from about 70 to about 35 percent)." He also observed that free trade 
zones were set up, which allowed "unrestricted, tariff-free imports of 
machinery and materials, no restriction on ownership or repatriation 
of profits, [and] a ten-year income tax holiday for foreign investors" 
(Romer 1992, 77). 

Romer, a major architect of the "new growth" economics, is unusu­
ally perceptive. More conventional explanations of how Mauritius was 
turned around in 1983 completely ignore tax rates and tariffs. For ex­
ample, a March 1989 Financial TImes survey on Mauritius stated that 
"under successive IMF programs ... the Government devalued the ru­
pee" (Survey on Mauritius 1989). This is a classic example of the tri­
umph of IMF theory over reality. The only big devaluation was back in 
1980; it was accompanied, as usual, by a 10 percent drop in real GDP, 
22 percent unemployment, and 30 percent inflation. From 1982 through 
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1987, when inflation slowed and growth began, the rupee was on a de 
facto crawling peg, slipping by less than 4 percent per year. Real GDP 
growth was 9.3 percent per year from 1986 to 1988. Unfortunately, the 
IMF did succeed in demanding a 12 percent devaluation between the 
fourth quarters of 1988 and 1989, ostensibly to reduce a current-ac­
count deficit (which instead grew by 14 percent in 1990). As a result, 
inflation bounced back to 13.2 percent in 1989-91 and interest rates 
rose, turning a budget surplus into deficit. Growth nonetheless remained 
above 5 percent, thanks in part to an additional cut in income tax rates 
from 35 percent to 30 percent. 

Israel 

Israel's stabilization program of July 1985 is instructive, because it 
shows that even a mild version of the policy reforms that we have been 
discussing have the same beneficial effects in a relatively advanced 
economy. Before the mid-July policy change, Israel was suffering an­
other unsuccessful experiment with IMF-style "Nixonomics"-that is, 
trying to combine currency devaluations with wage and price controls. 
Indeed, Israel had been under considerable pressure in 1984 from two 
former advisers to President Nixon-George Shultz and Herbert Stein­
whose heavy-handed recommendations could have been ignored only 
at the risk of losing U.S. and IMF funding. 1O 

Stanley Fischer, former chief economist with the World Bank, has 
written that in 1981 Israel's new finance minister, Yoram Aridor, "came 
to office with his own brand of supply-side economics" (Fischer 1985, 
78). It is true that Aridor cut tariff rates (not tax rates) and that rev­
enues from the tariff subsequently increased. But Aridor never quite 
grasped the global monetary message of Robert Mundell and other 
supply-siders. Instead, he claimed that inflation was simply a matter of 
"inertia" or "expectations," to be dealt with through wage-price con­
trols and subsidies. This led him to press-again and again-for a cur­
rency devaluation for "balance of payments" reasons. 

Aridor left office at the end of 1983, amid a controversy surround­
ing his sound proposal to "dollarize" the Israeli currency, the shekel. 
Another devaluation of 23 percent followed, and by early 1985 the 
inflation rate was approaching 1000 percent. It is important to note 
that comprehensive wage and price controls had already been adopted 
in November 1984. Yet inflation exploded under those controls, and 
both inflation and controls rapidly worsened the fiscal situation (wage 
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controls result in substitution of benefits for taxable cash and greater 
misreporting of income). As Alvin Rabushka pointed out, "Tax receipts 
fell sharply in 1984 [from 50.3 percent of GNP to 39.3 percent] as 
inflation eroded the value of tax payments ... but recovered with the 
1985 stabilization plan" (Rabushka and Hanke 1988). 

What really made the July 1985 Israeli stabilization successful was 
not price controls-which had already been eased in April of 1985 and 
were largely dismantled in 1986-but rather the formal and explicit 
repudiation of the IMF's devaluation theory, the idea of sinking the 
exchange rate to make exports "competitive." Yakir Plessner, former 
Deputy Governor of the Bank of Israel, writes, "The complete absence 
of anything resembling a monetary policy persisted for over six years, 
until July 1985." Before the 1985 reform, as Plessner rightly empha­
sizes, "the exchange rate was ... used for balance of payments correc­
tions, with complete disregard of the monetary effects" (Rabushka and 
Hanke 1988, 75). After the reform, Stanley Fischer confirms, "the Bank 
of Israel would conduct monetary policy with the exchange rate as its 
main nominal target" (Fischer 1987, 277). A recent statistical com­
parison of Israel with Argentina and Brazil, by Peter Montiel of the 
IMF, likewise came to the following momentous conclusion: 

The case of Israel also does not provide support for the fiscal view [that inflation 
is caused by budget deficits]. ... The recent inflationary episodes that gave rise to 
the attempts at heterodox stabilization seem to have been much more closely asso­
ciated with nominal exchange rate movements than with base money growth .... 
The pursuit of external adjustment through nominal exchange rate devaluation 
may be associated with a substantial. sustained. and ... extremely stubborn increase 
in the rate of inflation. (Montiel 1989, 547-48. emphasis added) 

As in the European stabilizations of the 1920s, stabilizing the ex­
change rate in Israel raised the real value of tax receipts and reduced 
interest expenses and subsidies. But the budget deficit was also fur­
ther reduced by the positive effects on economic growth arising from 
lower tariffs and tax rates. A retrospective IMF report on Israel in 
1987 expressed apparent astonishment that "the rising revenues 
stemmed mainly from the positive effect of declining inflation and 
buoyant wages, consumption and imports" ("Israel Curbs Inflation" 
1987. emphasis added). Had Israel instead followed the IMF recipe 
of attempting to curb wages, consumption, and imports-through 
wage controls, devaluation, and higher tax rates and tariffs-one re­
sult would have been much smaller tax revenues, though that would 
have been the least of many troubles. 
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Like nearly all other successful stabilizations-that is, stabilizations 
in which the real economy expands as inflation declines-Israel's re­
form also included a reduction in tax rates. In 1986-87 marginal tax 
rates on individuals were reduced from 60 percent to 48 percent. The 
VAT was cut from 17 percent to 15 percent, an import deposit fee was 
reduced by 15 percent, and an employment tax in commerce and ser­
vices was also cut from 7 percent to 4 percent. Effective tax rates on 
business income (including double-taxation of dividends) were reduced 
from 61 percent to 55 percent. Although "tax revenue was not pro­
jected to show much change," what actually happened was that "tax 
revenue was higher than expected in all categories, and particularly 
in the case of the income tax" (Kreis 1989,378-79. emphasis added). 
Economic growth averaged 6.2 percent from 1990 to 1992, and infla­
tion was down to about 12 percent by 1992, belying the IMF's Phillips 
Curve notion that rapid real growth raises inflation. 

Mexico and Argentina 

Two more recent economic "miracles" were the result of policies 
designed by elected political leaders responsible to their citizens, not 
by some paternalistic foreign team of aspiring central planners. II These 
reforms were the precise opposite of those typically proposed by the 
IMP, as an explicit or de facto condition for loans. Instead of devalu­
ing, currencies were fixed or semi-fixed. Instead of imposing new and 
higher taxes, existing tax rates were sharply reduced. And instead of 
maintaining protectionist policies, ostensibly to close the trade deficit, 
tariffs were sharply reduced and current account deficits expanded along 
with enormous inflows of foreign investment. 

The IMP had a long history of intervention in Mexico. A World 
Bank report summarizes the record with remarkable objectivity: 

In 1983, an IMF-supported stabilization program was launched. In a single 
year .. .inflation was running at 100 percent. The results were a severe recession 
with GDP falling by more than 4 percent. ... A new [IMF] adjustment program 
was adopted in July 1986 .... Economic stagnation and triple-digit inflation con­
tinued into 1987, while ... frequent exchange rate adjustments to maintain export 
competitiveness created inflationary pressures. (World Bank 1992a, 355) 

The new Slllinas government had seen enough of this sort of "stabili­
zation," and opted for something quite different. The peso was put on a 
crawling peg, initially allowed to depreciate by only one peso per day, 
later a half-peso, and so on. The maximum income tax rate was reduced, 
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in stages, from 55 percent to 35 percent, and the real income threshold at 
which the 35 percent rate applied was raised above those at which the 55 
percent rate used to apply (particularly in 1994). The value-added tax 

was reduced from 15 to 20 percent to 10 percent. Tariffs that had com­
monly been 50 to 100 percent were reduced to no more than 20 percent 
(and an average of 10 percent), and later were scheduled to be phased 
out entirely under the North American Free Trade Agreement. 

The results of the Salinas reforms were rapid and dramatic. Infla­
tion fell from 159 percent in 1987, to 20 percent in 1989, and to 10 
percent by early 1993 (regardless of money supply growth above 80 
percent in the previous two years). Growth of real GDP rebounded to 
3.5 percent a year from 1989 to 1992. And there was a massive infu­
sion of net foreign investment (and equally massive current account 
deficit), mostly due to repatriation of Mexican capital and to foreign 
portfolio investment in Mexican stocks and Treasury bills. The budget 
also swung into surplus, even aside from privatization revenues, largely 
for reasons that are not widely appreciated. 

As mentioned before, particularly in the section on success stories 
of the 1920s, a beneficial side effect of slowing or stopping inflation is 
lower government interest expense on the domestic national debt. As 
inflation fell from 159 percent in 1987 to 12 percent in 1992, short­
term interest rates also fell from 103 percent to 16 percent (note that 
"real" interest rates rose with the improved productivity of capital). 
The Mexican government's cost of debt service thus fell from 19.8 per­
cent ofGDP to 3.9 percent-reducing the nominal budget deficit by an 
amount equal to nearly 17 percent ofGDP! This is an extremely clear 
example of just one way in which good monetary policy can produce 
good budgetary results, rather than the other way around. The easiest 
way for countries with high inflation to meet the IMF's targets for 
lower budget deficits is usually to ignore the IMF's targets for cur­
rency depreciation. And Mexico also shows that another way to im­
prove the budget is to use lower marginal tax rates to improve incentives 
to work and invest in the formal economy, thus generating growing 
real tax revenue through the growth of payrolls, profits, and sales. 

No country has endured more IMF programs over the years than 
Argentina, with endless failures. A "letter of intent" with the IMF on 
13 October 1989, negotiated shortly after President Carlos Menem took 
office in July, stated, once again, that Argentina's government "recog­
nizes the importance of continuing with a competitive type of exchange 
that stimulates exports" (lMF Conditionality 1992, Appendix B). In-
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flation was 2,315 percent in 1990 and real GOP fell once again (it had 
already fallen by 1.9 percent in 1988 and 6.2 percent in 1989). 

President Menem soon surprised everyone, probably including the 
IMF, by adopting policies quite similar to those of Mexico, only more 
so. The maximum income tax rate was slashed to only 30 percent. Tax 
enforcement was toughened, as in Mexico, but it is always much easier 
to collect reasonable taxes than to collect unreasonable taxes. Export 
taxes were eliminated in 1990--91. Tariffs were completely eliminated 
on capital goods and reduced to no more than 20 percent on almost 
everything else. The telephone company and many other enterprises 
were wholly or partly privatized, including (as in Mexico) private toll 
roads. There are plans to privatize Social Security, as in Chile, which 
could reduce the still onerous payroll tax. But the most astonishing 
change involved totally repudiating the October 1989 pledge to the 
IMF to keep devaluing the currency in the vain hope of making ex­
ports "competitive." 

Instead of merely slowing the rate of devaluation on a predictable 
schedule, as Mexico and others have done, Argentina pegged the new 
peso at one to the dollar in April 1991 and required that any new issue 
of currency be 100 percent backed by foreign exchange or gold. The 
results were immediate. Inflation, which had been 3,082 percent in 
1989 and 2,315 percent in 1990, promptly dropped to about 13 percent 
by early 1993 (even lower for wholesale prices). And Argentina proved, 
once again, that low inflation is scarcely synonymous with "austerity." 
Real GOP growth was nearly 9 percent in both 1991 and 1992. 

An economy that is growing by 9 percent a year needs to use some 
of the industrial goods at home that it might otherwise export, and it is 
likewise sure to need imported materials and machinery to keep ex­
panding production. Argentina soon began repatriating some of the 
huge Argentine investments that had flowed abroad to avoid taxes and 
inflation (about $60 billion), and the country attracted considerable 
foreign direct and equity investment. The result was a large capital­
account surplus and matching $8.4 billion current-account deficit. Im­
ports (many from the U.S.) rose from $4 billion in 1990, to $8.1 billion 
in 1991, and to $14.9 billion in 1992. Naturally, those of the IMF school 
of thought (as well as some local special interests) quickly pointed to 
the rise in imports and trade deficits as a reason for higher tariffs and 
another dose of devaluation. This would be a huge mistake. Inflows of 
private capital to businesses were a sign that Argentina was doing things 
right, not a sign of "crisis" requiring an IMF "adjustment." 
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Reasonable Tax Rates = Faster Growth of Real Tax Revenue 

We have shown that all successful economic turnarounds in the twen­
tieth century, without exception, have had at least two of the following 
three features in common: (1) tariffs and other trade barriers were re­
duced; (2) exchange rates were tied to a stronger currency, through a 
pegged or crawling exchange rate regime; and (3) high marginal tax 
rates on human and physical capital were sharply reduced. The IMF 
certainly does not object to lower trade barriers in principle, though 
the institutional emphasis on trade balances sometimes has the effect 
of aborting liberalization. At least some IMF economists have recently 
questioned the wisdom of perpetual currency devaluations, though to 
our knowledge no IMF program (unlike the League of Nations in the 
1920s) has ever made currency stability a condition for loans to less 
developed countries. It is at least conceivable that a country seeking 
IMF credit today might be able to propose a plan to stabilize exchange 
rates or reduce tariffs without encountering overt opposition, though it 
seems unlikely that the IMF itself has ever proposed currency stabili­
zation except in the aftermath of a truly massive devaluation (Poland). 

Table 8.3 shows a small sample of sizable reductions in the highest 
marginal tax rates in the 1980s and early 1990s. 

TABLE 8.3 
Maximum Marginal Tax Rates on Individual Income 

1979 1989 1993 

Argentina 45 35 30% 

Bolivia 48 10 10 

Botswana 75 50 40 

Brazil 58 25 25 

Colombia 56 30 30 
Indonesia 50 35 35 

Jamaica 58 33 33 

Malaysia 60 45 35 

Mauritius 60 35 30 

Mexico 55 40 35 
Pakistan 55 45 39 

Portugal 84 68 40 

Source: Price Waterhouse; International Bureau of Fiscal Documentation. 
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This third policy tool-alleviating high marginal tax rates on hu­
man capital-remains the one topic on which IMF appears most reluc­
tant to bend (though the IMF has been more tolerant of lower corporate 
tax rates). Even the slightest reduction in any tax rate on individuals 
still appears to be viewed with great suspicion, due to the dogma that 
revenues will necessarily decline and budget deficits will rise. How­
ever, tax reform did not have that effect in countries such as Britain 
and the United States, where real revenues soared following sharp re­
ductions of marginal tax rates. 

Were the widespread reductions of income or sales tax rates among 
less developed countries fiscally irresponsible? Was government rev­
enue actually reduced, either in real terms or as a share of (rising) GDP? 
The record for Latin America, using revenue figures from the Inter­
American Development Bank, is quite clear: 12 

• Mexico cut the top income tax rate from over 60 percent to 35 percent in 
1990. Revenues (about 90 percent from taxes) rose from 15.9 percent of 
GOP in 1986 to 18.6 percent in 1990. It is particularly noteworthy that 
income taxes rose from 23.2 percent of all current revenue in 1987 to 31.1 
percent in 1990 (before the VAT was cut from 15-20 percent to 10 percent). 

• Jamaica cut the top tax from 58 percent to 33 percent in 1986. Revenues 
rose from 25.2 percent of GOP in 1985 to 33.4 percent in 1990 . 

• Colombia cut the top tax from 60 percent to 30 percent in 1984-86. Rev­
enues rose from 7.8 percent of GOP in 1983 to about 10 percent from 1986 
through 1990. 

• Chile cut both corporate and individual tax rates in 1984-85. Tax revenues 
promptly rose from 7.8 percent of GOP to 10.6 percent. 

• Bolivia cut the top tax from 45 percent to 10 percent in 1985-86, slashed 
tariffs, substituted a 10 percent VAT for several hundred sales taxes, and let 
taxpayers deduct that value-added tax from income taxes. Revenues jumped 
from 1.7 percent of GDP in 1984 to 6.3 percent by 1987 . 

• Puerto Rico cut the top tax from 68 percent in 1985 to 41 percent in 1988, 
and tax revenues increased by 28 percent (de Soto 1993). 

By contrast, in those Latin American countries that had not yet 
adopted competitive tax policies by 1990, punitive tax rates began yield­
ing less and less real revenue, obliging governments to print money to 
pay their bills. Peru, while under an IMF adjustment program, rou­
tinely overtaxed all productive activity; and revenues dropped from 
14.1 percent of GDP in 1985 to 6.4 percent in 1989-both a cause and 
effect of Peru's hyperinflation. Argentina's revenues likewise fell from 
15.1 percent ofGDP in 1986 to only 4.7 percent in 1988. In 1991-92, 



Rising Tax Rates and Falling Currencies 285 

though, Argentina sharply reduced income tax rates, to a top rate of 30 
percent, as part of a successful end to hyperinflation, involving, as 
usual, much lower tariffs and a fixed exchange rate. 

The Latin American experiences of strong revenue gains from low­
ering high marginal tax rates were confirmed by a survey article on 
taxation and development by Robin Burgess and Nicholas Stem of the 
London School of Economics. In case studies of those tax reforms 
which involved a significant reduction of marginal income tax rates, 
Burgess and Stem had the following comments: 13 

• S. Korea: "Tax revenue/GDP rose considerably" 
• Mexico: "Reforms ... now revenue-positive." 
• Jamaica: "There was an increase in overall revenues." 
• Indonesia: "Revenue effect broadly neutral"-but oil tax fell from 60 per­

cent to 30 percent of total. 
• Sri-Lanka: "There was a positive effect on overall revenues" (which rose 

by 3 percent of GDP). 

Even relatively timid tax relief has brought revenue gains. Turkey's 
highest marginal rate was 68 percent in 1984, applied at an income of 
only about $34,000 a year. The big reduction was in 1986, when the 
top rate fell to 50 percent at about $63,000 or more. Revenues from the 
personal income tax alone rose from 5.4 percent of GDP in 1985, to 
6.1 percent in 1986, and to 7.4 percent in 1990. More important, real 
GDP grew briskly as tax rates came down, so that a rising share of 
GDP meant rapid growth of real tax receipts from a wide variety of 
taxes (Reynolds 1993c, chapter 2). 

A recent World Bank study of thirty-two countries (Easterly and 
Rebelo 1992) notes that all growth theories predict that "increases in 
[marginal] income taxes lead to permanent declines in the rate of 
economic expansion," and that "high statutory schedules [may] sig­
nificantly distort behavior while generating little revenue." Easterly 
and Rebelo found that "about two thirds of the countries in our sample 
generated less revenue than would be collected by implementing a 
linear [flat rate] tax with a rate that coincides with lowest statutory 
rate" (Easterly and Rebelo 1992, 5). That is, all tax rates above the 
lowest bracket not only failed to yield any revenue at all in two­
thirds of the countries studied, but actually generated less revenue 
than simply applying the lowest tax rate to everyone. This is con­
firmed by the cross-country analysis of Gerald Scully, which suggest 
that income tax rates much above about 23 percent reduce long-term 



286 Modern Money and Central Banking 

tax receipts by slowing economic growth and therefore shrinking the 
tax base (Scully 1991,9). 

A National Bureau of Economic Research paper by Eric Engen and 
Jonathon Skinner reviewed nearly a dozen recent studies which found 
that increases in tax rates do lasting damage to economic growth (Engen 
and Skinner 1992). Their research, based on 107 countries over fifteen 
years, estimates that "a 10 percentage point tax increase is predicted to 
reduce output growth by 3.2 percentage points per annum." Philip 
Trostel found that even small increases in marginal tax rates have very 
large effects on young peoples' willingness to invest time and money 
in their education. A 1 percent increase in tax rates was found to per­
manently shrink the stock of human capital by nearly 1 percent, with 
progressive tax rates having even stronger effects (Trostel 1993, 347). 
Another study by William Easterly and Sergio Rebelo for the World 
Bank looked at evidence going back to 1870, as well as recent com­
parisons between twenty-eight countries. They, too, found "a negative 
association between growth and ... the marginal income tax rate" (East­
erly and Rebelo 1993). 

Another multicountry study of individual income tax rates by 
Reinhard Koester and Roger Kormendi of the University of Michigan 
came up with the following dramatic result: "Holding average tax rates 
constant, a 10 percentage point reduction in marginal tax rates would 
yield a 15.2 percent increase in per capital income for LDCs" (Koester 
and Kormendi 1989,367-86). 

Since 1986 the IMF has at times seemed willing to condone lower 
income tax rates, but only on two conditions: The first condition is that 
lower income tax rates be accompanied by new or higher value-added 
taxes. The de Tocqueville Institute survey of fifty-two IMF-supported 
programs between 1986 and 1991 found that 64 percent included rais­
ing or broadening value-added or other sales taxes, though 43 percent 
also reduced income tax rates at the equivalent of the U.S. poverty 
level. "The Fund has been particularly impressed with Chile's experi­
ence with the value-added tax .... Fund technical missions to other 
countries ... have regularly recommended emulation of the Chilean 
model" (lMF Conditionality 1992, 126-27). We noted earlier that a 
new 10 percent VAT accompanied IMF programs in Jamaica and the 
Philippines in the early 1990s, and (unlike the earlier experiences of 
Chile and New Zealand) these recent VATs were not matched by re­
ductions in income tax rates. 

A VAT may have less adverse effects on savings than an equivalent 
income tax, but it is the combined income, Social Security, and VAT 
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rate that matters for incentives. As Burgess and Stern put it, "VAT is a 
tax on wages and profits" (Burgess and Stern 1993, 815). Very few 
rapidly expanding economies have any value-added tax, and some (such 
as Hong Kong and China) have no payroll tax for Social Security 
(though Chile and Singapore have mandatory private savings plans). 
Even some of the countries that do have a value-added tax have found 
high rates counterproductive. Mexico recently reduced its VAT from 
15-20 percent to 10 percent, Ireland from 25 percent to 16-21 percent, 
and Chile from 30 percent to 18 percent. In any case, the actual rev­
enue growth from lower income tax rates, demonstrated above, makes 
it quite unnecessary to offset the assumed static revenue losses with 
some other tax, as the IMF appears to require. 

The second IMF precondition is that countries that refuse to de­
value their currencies are not permitted to reduce any tax rates. The 
1992 de Tocqueville study notes, "the Fund's fiscal advisors have not 
encouraged African countries to emulate Latin American tax reforms." 
The authors of that study suggest that this is because the IMF views 
devaluation as one way to "adjust" (Le., to run a trade surplus), so that 
countries that do not devalue must supposedly keep tax rates high in 
order to restrain domestic demand. Since fourteen African currencies 
are tied to the French franc, those countries (and most others) are dis­
couraged from reducing punitive marginal tax rates if they hope to 
continue getting IMF loans. This may well explain why taxpayers with 
modest incomes still faced punitive 1993 tax rates of 50 percent in 
Congo and Senegal, 55 percent in Zimbabwe, 60 percent in Gabon and 
Zaire, plus Social Security taxes (19.4 percent in Congo, 24.6 percent 
in Gabon) (Individual Taxes 1993). The results of trying to impose 
Swedish tax rates on poor countries (or on Sweden, for that matter) can 
only be described as tragic. 

Whenever combined marginal income, payroll, and sales tax rates 
have been reduced to internationally competitive levels, this has re­
sulted in (1) substantially increased net capital inflows and therefore a 
stronger currency and lower interest rates; (2) reduced "brain drain" 
and increased personal investment in education; and (3) reduced tax 
evasion, more rapid economic growth, and therefore increased real tax 
collections from all sources. 

If one looks at such crisis-prone wards of the IMF as Russia, Yugosla­
via, and Haiti, and compares their tax rates with those of bold tax re­
formers such as Singapore, Indonesia, Mexico, Argentina, or Mauritius, 
it is hard to see why any country would prefer being in the former group­
even as a condition for getting deeper in debt to the IMP. 
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In Search of an IMF "Success Story" 

A survey ofIMF programs by Jeffrey Sachs demonstrated that "there 
are almost no success stories of countries that have pursued IMF aus­
terity measures and World Bank structural adjustments to reestablish 
creditworthiness and restore economic growth" (Sachs 1986,402-03; 
see also Farnsworth 1985; Wolman 1983; IMF's Austerity Prescrip­
tions 1983). Indeed, the list of countries "helped" by recent IMF pro­
grams reads like a casualty list. The IMF formula was applied to Peru 
and Jamaica in 1978, and real per capita GDP subsequently fell by 13 
to 14 percent in those countries. The next IMF adjustment programs 
were in Nicaragua and Bolivia after 1980, and real output in those 
countries fell by 13 percent and 28 percent respectively, accompanied 
by the two worst hyperinflations since the 1920s. The IMF record was 
not much better in the Philippines, which immediately quintupled in­
flation and sank into depression and riots in 1985-86, just after the 
U.S. State Department actively supported an "IMF arrangement 
involving ... a floating peso and broad new taxes."14 

We have previously cited the decidedly unpleasant results of IMF­
endorsed programs of the early 1980s in the Philippines, Mexico, and 
elsewhere. The experience was essentially the same following other 
IMF programs-inflation rose, real GDP slowed, or both. Economic 
growth had averaged better than 4 percent a year for a decade before 
Cote d'Ivorie embraced an IMF program in 1986, but then real GDP 
fell every year from 1987 through 1992. Economic growth averaged 
7.4 percent a year in Niger from 1975 to 1984, but Niger adopted an 
IMF program in 1985 and growth averaged only 1.3 percent from 1985 
through 1992. Guyana received an IMF loan in 1990, the currency was 
massively devalued, as usual, and interest rates on Treasury bills, at 30 
percent, was nearly triple what it had been in 1988 (a 30 percent short­
term interest rate makes this country's seemingly low inflation statis­
tics quite implausible, which implies that Guyana's real GDP figures 
are even weaker than they appear). There was an IMF deal in Guate­
mala in late 1988, and inflation rose from 11 percent in that year to 41 
percent by 1990. 

Those who feel obliged to defend the IMF's track record assert that 
the economies entrusted to IMF medical attention would have fared 
even worse without their adjustment programs. That sort of specula­
tion about what might have happened is not terribly persuasive. Oth­
ers, such as the de Tocqueville Institute, have argued that the bad policy 
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gestion that any tax rate or tariff might be too high, least of all the 
newly tripled Social Security tax. On the contrary, the main complaint 
was that the tax on consumption was too low! The Western experts 
proposed that "a [new] general sales tax should be accompanied by the 
introduction of excise duties-at relatively high rates-on selected 
'nonmerit' or lUxury goods" (IMF et aI., 254). 

Since then, the tax system in Russia itself has improved in some 
respects, but worsened in others. The top income tax was reduced to 
40 percent, then 30 percent by 1993; but the system was not indexed 
for inflation, meaning virtually all productive private workers were 
theoretically subject to a 30 percent tax on most of the earnings. Mak­
ing matters much worse, the Social Security tax in 1993 was up to 39 
percent! (Individual Taxes 1993 and Corporate Taxes 1993). That raised 
the total income and payroll tax to a prohibitive level on formal em­
ployment, driving employment into small commercial enterprises that 
can more easily evade these and other taxes. The turnover tax was 
originally replaced with a more efficient value-added tax, but at a bru­
tally high rate of 28 percent. The VAT was mercifully lowered to 20 
percent in 1993, and to 10 percent on food, though there were many 
additional excise taxes. Exporters of natural resources continued to 
face a 40 percent tax on their hard currency earnings. And all exporters 
were required to surrender their hard currency earnings to the state, 
which acted as form of taxation, too: it meant export industries could 
not use such earnings to expand by importing needed materials and 
machines. The Russian tax on business income was first cut to 45 per­
cent, then to 32 percent, but there were also significant local property 
taxes that applied to inventories and real estate. However, the greater 
problem was not taxation of business per se, but punitive, demoraliz­
ing taxation of individual effort, employment, and entrepreneurship, 
through income, Social Security, and sales taxes. 

To become part of the integrated world economy, tax rates on hu­
man capital, as well as physical capital, must become more competi­
tive with those of successful economies. Instead, Russia and its 
neighbors continued to tax economic success out of existence, at least 
in the formal economy, in order to shore up inefficient state enterprises, 
the military-industrial complex, and an unaffordable welfare state. The 
predictable result was that entrepreneurial spirits were confined to tiny 
commercial ventures-smaIl-scale marketing of foreign products rather 
than medium-scale production at home-because such activities could 
more easily evade taxes. 
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No economy in world history has ever prospered, or even survived 
for long, with a tax system as onerous as the one now crippling Russia. 
Will the IMF ever even hint that the rapacious Russian tax authorities 
ought to consider reducing, for example, the 39 percent payroll tax 
before it will be remotely feasible for private businessmen to employ 
people "on the books"? The record does not suggest much room for 
optimism. 

Thrkey: An IMF Success? 

Is it too much to ask for a single example of an IMF program that 
worked? Jeffrey Sachs could find only one "notable success"-Thr­
key. Yet Turkey followed a different drummer: the late President Thrgut 
Ozal. In 1985-86 Turkey's income tax rates were sharply reduced from 
40-75 percent to 25-50 percent. Tariffs were also reduced in 1984, 
from an average of 49 percent to 20 percent (Levinsohn 1991). Subse­
quently, economic growth averaged nearly 6 percent a year. Indeed, a 
1987 retrospective IMF report on Turkey noted: "most taxpayers were 
placed into income brackets subject to very high marginal rates. This 
contributed to a steady erosion of work and savings incentives" (Kopits 
1987, 15). 

There is no evidence that the IMF supported, much less initiated, 
President Ozal' s reduction of marginal tax rates and tariffs in the mid-
1980s.15 But there is ample evidence of what happened earlier, when 
the IMF really dictated Turkish policy. 

In 1958, 1970, and 1978-79, Turkey adopted "IMF-supported pro­
grams involving stabilization with devaluation. Domestic political dif­
ficulties and unrest were heightened at each instance, paving the way 
for military interventions in 1960, 1971 and 1980.... The IMF was 
called on to administer a series of stabilization programs ... one in early 
1978 and the other in 1979. But both programs ... proved unsuccess­
ful" (Celasun and Radrik 1989,194,197-98). Afterthe 1979 IMFplan, 
for example, Turkey's real growth turned negative in 1979-80, under 
the paradoxical "stabilization with devaluation," and inflation climbed 
to 110 percent. The result was social chaos and another military coup. 

Has the IMF Really Changed? 

Surprisingly, some of the strongest objections to the IMP's tradi­
tional approach have been voiced by some of the top economists within 
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the IMF itself. Consider, for example, the following comments by Vito 
Tanzi, Director of the Fund's Fiscal Affairs Department: 

The design of adjustment programs should integrate stabilization with growth, or 
demand-management policies with structural, supply-side policies ... such as 
changes in various taxes and tax rates.... The more far reaching the structural 
reform agreed to by the country, the greater will be that supply response (in terms 
of output, exports, capital repatriation, and the like). Such a supply response may 
imply that a less stringent demand-management policy is necessary. 

Excessive reliance on macroeconomic ceilings may divert attention away from 
the quality, as well as the durability, of the specific measures used .... Work effort, 
exports, productive investment, savings, capital flight, foreign investment, and so 
on can be affected by the choice of specific fiscal instruments .... Sometimes coun­
tries have raised payroll taxes or taxes on interest income with undesirable reper­
cussions on employment, saving, and capital flight. (Tanzi 1989, 15-23. emphasis 
in original) 

Tanzi implies that the IMF's macroeconomic bias against structural, 
supply-side reforms has been reduced in recent years, although he of­
fers no specific examples (Tanzi once cited Peru as an IMF victory in a 
Wall Street Journal article, but that was surely an unfortunate choice). 
In fact, he notes that "according to the present guidelines on condition­
ality, under which the Fund staff operates, the change advocated in this 
paper might not be possible" (ibid., emphasis added). 

A 1991 report by the U.S. National Advisory Council on Interna­
tional Monetary and Financial Policies "affirms the IMF's role 'at the 
forefront' of promoting 'market oriented reforms' throughout the world, 
including ... safety nets to help offset the hardships to the most vulner­
able groups (Romania), increased social services (Ghana), crop price 
incentives (Mozambique), increased public investment (Niger) and 
worker retraining programs (Senegal)" (IMF Conditionality 1992, 18). 
Yet, such programs all involve subsidizing increased government spend­
ing, not increased private production. This is not helpful. A study of 
twenty-seven countries by Charles Wolf of the Rand Corporation found 
that "a 10 percent increase in the ratio of government spending to GOP 
results in ... an expected decrease of four percent in the average annual 
rate of [GOP] growth" among low-income countries (Wolf 1988, 146). 

When asked to consider microeconomic, structural reforms, the IMF 
has responded by simply redefining supply-side economics to mean cur­
rency devaluation: ''The success of an adjustment program will depend 
on eliciting an adequate response from the supply side of the economy. 
Macroeconomic variables such as the interest rate and the exchange rate 
are of singular importance in this respect" ("Conditionality" 1983,3). 
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When asked to consider the contradiction between the practice of 
rich countries, all of which reduced marginal tax rates in the 1980s, 
and the advice offered to poorer countries by the IMF, the IMF has 
responded that high tax rates cannot do much damage in poor coun­
tries because they collect so little money: 

Revenues from personal income taxes in industrial countries are generally much 
higher than in developing countries .... Presumably this explains why the great 
bulk of literature on the incentive effects of tax regimes and of changes in mar­
ginal tax rates on labor, savings and investment decisions pertain to the developed 
world .... Regressions show that the ratio of income taxes to total revenue (as well 
as to GDP) and the growth rate of output are negatively related and that the regres­
sions coefficients are significant. but this result does not hold in all specifications. 
(Gandhi 1987) 

Yet, the damage of suffocating taxation cannot be measured by the 
revenues it yields, any more than a prohibitive tariff (a tariff that stops 
trade) could be judged as harmless because it yields nothing. Revenues 
from income taxes in developing countries with the highest marginal 
tax rates are typically trivial, often less than 1 percent of GDP. But that 
certainly does not mean that such economies are not damaged by the 
methods by which such onerous taxes are evaded-such as working in 
inefficiently small and secretive "informal" enterprises, hiding capital 
in other countries or in gold hoards, and emigration of skilled people. 

Some economists at the World Bank-such as Keith Marsden, 
Deepak Lal, and Chad Leechor-have been more candidly critical of 
the IMF's almost total lack of attention to structural, supply-side re­
forms. Leechor made the following particularly courageous comments: 

The importance of tax policy is well recognized in the more advanced market 
economies. In the context of developing countries. however. tax policy has re­
ceived relatively little attention .... Policy advice has often consisted of recom-
mendations to increase taxes ... without adequately evaluating the effect on the 
supply side of the economy .... Even if revenue increases temporarily. the change 
may take place at the expense of potential growth. in which case future revenue 
will be diminished. (Leechor 1986. 2. 6; Marsden 1983; Lal 1983) 

There has also been some welcome, though muted reconsideration 
of the merits of perpetual currency debasement. An internal October 
1990 paper prepared by IMF staff for the Fund's Executive Board­
the policy-making body composed of officials from member nations' 
finance ministries-suggests that recently there has been a significant 
(though quiet) debate within the board over the merits of the IMP's 
devaluation theory. The paper begins: 
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[I]n recent Board discussions, Executive Directors have questioned the perceived 
readiness of the staff to recommend a flexible exchange rate policy as a way of 
correcting external imbalances because of the possible adverse effects of such a 
policy on inflation and overall macroeconomic stability .... The concerns raised by 
the Executive Directors carry the implication that Fund advice has tended to favor 
excessive flexibility in exchange rate management, and that, in certain cases, this 
flexibility may have had a deleterious effect on financial discipline .... Increased 
stability of the exchange rate is believed, by some Directors, to enhance financial 
discipline, and thus improve the conditions for sustained improvement in the ex­
ternal accounts, a lower rate of inflation, and a better growth performance. (IMF 
Research Department 1990, 1) 

The IMF economists' response to their directors' concerns is full of 
typically bureaucratic defenses such as "the need to strike an appropri­
ate balance." Nonetheless, the study acknowledges that "the average rate 
of inflation has been lower in countries with pegged exchange rates." 
Furthermore, the study properly censures the IMF's advocacy of devalu­
ing by (at least) the amount of inflation: "Real exchange rate rules de­
signed to protect external competitiveness by rigidly linking exchange 
rate adjustment to domestic inflation could be quite destabilizing and 
even lead to hyperinflation." Moreover, the report also recommends that 
"[iJn cases in which the authorities are genuinely determined to estab­
lish financial discipline and price stability, but lack credibility ... a com­
mitment to precommit to fix the nominal exchange rate for an extended 
period would help provide a strong anchor for price stability." Lest that 
suggest an impending major shift in IMF exchange-rate conditionality, 
however, an adjoining recommendation lets many IMF economists (and 
officials of developing nations) off the hook: "In countries in which the 
authorities are not in a position to refrain completely from resorting to 
inflationary finance ... flexibility in the exchange rate will be needed to 
prevent a deterioration in external competitiveness."16 

It is only mildly encouraging to see IMF publications at least pay­
ing lip service to common sense. A recent IMF Outlook briefly men­
tions that recent inflation in the former Soviet Union is similar to other 
cases, "with inflation being fueled by devaluations intended to improve 
competitiveness .... Typically, ending hyperinflation has involved ... 
establishing currency convertibility, often at aflXed exchange rate (IMF 
1993,93-95. emphasis added). But there is no corresponding sugges­
tion that countries threatened with hyperinflation should fix their ex­
change rates, and certainly no such conditionality has been applied to 
IMF loans to places like Russia. 

IMF publications have begun to at least hint that their past advice 
about devaluing currencies has been wildly inflationary, and some-
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times even that it is possible to push tax rates too high. But it is what 
the IMF does that matters, not what it writes. There is no sign that such 
overdue rethinking of the traditional IMF program has yet filtered down 
to the IMF negotiating teams, which continue to muscle countries in 
the direction of new and higher taxes, as well as more "devaluations 
intended to improve competitiveness." In mid-1992, after the Russian 
ruble had staged a brief recovery, "a visiting IMF team" was "attempt­
ing to persuade the authorities to stick to their original idea of floating 
the ruble" (Boulton 1992). This attempt was evidently quite success­
ful. The ruble did indeed resume its downward "float" toward 
hyperinflationary collapse. 

A Myopic Focus on Macroeconomic Targets Still Dominates 

Even though a few IMF and World Bank economists are critical of 
the devaluation theory, or sympathetic with the importance of tax in­
centives, the teams who actually negotiate deals with third world coun­
tries are nonetheless likely to revert to an excessive reliance on 
macroeconomic ceilings-such as attempted limits on budget and cur­
rent-account deficits, or on some increasingly arbitrary measures of 
money or credit. The whole ritualistic process of setting macroeco­
nomic targets leads to a bias against structural, microeconomic reforms. 
"Financial variables," notes Graham Bird, "say practically nothing about 
what is happening on the supply side, or real sector of the economy. 
Output, productivity, investment and trade performance are neglected 
[by the IMF]" (Bird 1982, 435). 

Since actual outcomes depend on actual economic performance, the 
IMF's narrow emphasis on macroeconomic financial targets will often 
fail, even on its own terms. An economy thrown into recession will 
usually meet the IMF target for a lower trade deficit, because impover­
ished economies cannot afford to import. For the same reason, though, 
an economy suffering from serious inflation and depression will not be 
able to meet the IMF target of a smaller budget deficit. The impossibil­
ity of reducing the budget deficit after repeated devaluations allows 
the IMF to proclaim "noncompliance" as the excuse for repeated fail­
ures of its favorite policy mix of devaluation and tax increases. A rea­
sonable definition of insanity is continuing to do the same thing, over 
and over, while expecting quite different results. 

Because of the IMF's obsession with short-term budget deficits, it 
might well favor trade liberalization-in the abstract-and yet con-
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done or even require high tariffs. In 1989, for example, The Economist 
observed that "one country began to negotiate a [World] Bank policy 
loan just after finalizing an IMF one. The Bank called for a reduction 
in import duties that was at odds with the IMF's budgetary targets" 
("Twins That Won't Tango" 1989, 17-18). That sort of excessive em­
phasis on short-term revenues may prevent reductions of tariffs that 
would otherwise reduce the cost of production and cost of living, while 
moving resources out of inefficient, protected industries. Even re­
ductions in nontariff import barriers may be resisted because of the 
Fund's self-imposed mission of pushing developing countries prema­
turely into trade surpluses in order to extract more export revenue for 
foreign debt service (import restrictions actually hurt exports and there­
fore do not really reduce trade deficits, but "trade officials" typically 
believe otherwise). 

Similarly, the IMF's timidity about short-term revenue losses appar­
ently prevents it from recommending reductions in punitive marginal 
tax rates, even when those tax rates obviously yield nothing but growth­
inhibiting distortions and disincentives, tax evasion, and capital flight. 
Despite IMF assurances to the contrary, the news continues to show the 
Fund's yearning for ever-increasing tax rates. Business in Latin America 
thus reported on 24 June 1991 that in Argentina, ''The IMF seeks to 
boost the country's fiscal surplus by raising the value-added tax, reintro­
ducing export taxes and increasing fuel taxes." The same journal had 
also reported on 1 0 June 1991 that in Honduras "tax hikes necessitated 
by the [lMF] program are generating serious labor and social unrest." 
And on 15 July 1991 Business in Latin America likewise reported that 
taxes in Peru "will be hiked sharply in an effort to narrow the deficit to 
the IMF-mandated target of two percent of GDP." 

The words coming out of the IMF have improved in the 1990s, but 
there is no sign that the words have yet been translated into action. 

Conclusion 

Countries plagued by hyperinflation and economic contraction need 
not continue in that sad condition. We have at least seven decades of 
global experience to draw upon, and it shows quite clearly that eco­
nomic crises are curable and that the cure always involves quite simi­
lar policies. Economists should know by now what works and what 
fails. The policies that Hong Kong has followed for decades (free trade, 
low taxes, and a fixed exchange rate) obviously work; the policies that 
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Russia has followed (protectionism, punitive taxes, and a sinking ex­
change rate) obviously do not. The conditions attached to IMF loans 
all over the world have long resembled the policies being pursued in 
Russia, not those of Hong Kong. Yet there were still no signs in 1988-
93, in Russia or elsewhere, that the discredited terms of IMF "condi­
tionality" had been substantially changed. The IMF still sanctions and 
underwrites the policies of perpetual failure. 

The most successful "economic miracles" of the 1920s, 1950s, and 
1980s invariably shunned wage and price controls, guaranteed to con­
vert the currency to a more credible currency or commodity, and re­
duced marginal tax rates and tariffs. By emulating such successful tax, 
trade, and exchange-rate policies, third world and former communist 
countries could likewise put an end to runaway inflation, reduce inter­
est rates and related budget deficits, and unleash incentives for pro­
ductive effort, entrepreneurship, and investment. l7 Unfortunately, there 
appears to be little hope of getting this sort of policy advice from the 
"economic development" establishment, including the IMF. The IMF's 
recipe has been one of destructive devaluation and suffocating taxa­
tion, often accompanied by wage controls and high tariffs. This for­
mula has yet to playa constructive role in helping any country out of 
its economic difficulties. 

Notes 

1. Abba Lerner's symmetry theorem shows that restrictions on imports are equiva­
lent to restrictions on exports. (Laffer and Miles 1982, 101). 

2. For a critical history of the analytical errors behind the Phillips Curve, see Burstein 
1993. 

3. See, for example, Lockwood 1965,470: "Still another heritage left by the war 
and the Occupation was high taxes .... Tax cuts were made repeatedly after [oc­
cupation ended in] 1951." 

4. Simpson 1969, 24. With the 1926 tax relief in Germany and France, the German 
stock market doubled from January to November 1926, and the French market 
rose by 28 percent, even as the U.S. and British stock markets stagnated 
(Kindleberger 1973, 122). 

5. "The Allied Control Council imposed extremely heavy taxes on West Germany 
[in order to promote] further weakening of the German economy" (Webber and 
Wildavsky 1986, 536). 

6. Morales 1988, 321. Curiously, some observers (including the IMF) have wrongly 
labeled Bolivia's quasi-fixed exchange rate as "floating." See, for example, the 
otherwise perceptive description of the Bolivian tax reform in Raiford 1987. 

7. That is, the central bank tightens the supply of money (for example, by selling 
Treasury bills to "mop up" surplus cash) whenever it is running short of foreign­
exchange reserves. The Bolivian government thus committed itself to restrain 
what they call "inorganic emission"-that is, new currency or bank reserves not 
backed by new foreign reserves. 
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8. All GDP growth figures from the late 1980s to early 1990s, for this country and 
others, are from International Monetary Fund (IMF), World Economic Outlook 
1993, Table A-6. 

9. Kaletsky 1985. The black homelands ofCiskei kept maximum tax rates at 15-20 
percent, due to the influence ofthe late C. Northkote Parkinson (of "Parkinson's 
Law" fame), and enjoyed a reportedly rapid boom (Robinson 1986). 

10. Gowa 1983, 150n. Others who advised President Nixon in 1971 to devalue the 
dollar for alleged trade advantages included two leaders of the "Concord Coali­
tion," Peter G. Peterson and Paul Volcker. 

11. "The Fund must treat its members as adults. Government must have the right to 
make their own mistakes as they alone are responsible to their citizens" (Kenen 
1986,49). 

12. Inter-American Development Bank 1990,284; Table C-1. We are using the "top" 
tax rates as a rough proxy for the tax schedule. This is not always accurate, since 
some countries follow the Japanese practice of appearing to have high tax rates 
at high incomes, but offering numerous "loopholes" that reduce taxable income. 
The income thresholds at which high tax rates apply are obviously important, as 
are sales and Social Security taxes. For countries that have reduced the top tax 
rate to 10-35 percent, though, it is clear enough that marginal tax rates at lower 
incomes are modest, too. 

13. Burgess and Stem 1993, Table 7. The authors claim the deep marginal rate re­
ductions in Colombia were "roughly revenue neutral," but our data suggest oth­
erwise-revenues rose sharply, both in real terms and as a percent of GDP, as tax 
rates fell. 

14. Wolfowitz 1985. Mr. Wolfowitz was U.S. Assistant Secretary of State for East 
Asia. It was unusual for a U.S. official to be so candid about actively promoting 
devaluation or meddling with other domestic policies in a foreign country. 

15. Celasun and Rodrik 1989, 203. The authors also note that "it is rather surprising 
that exchange rate policy has played such a moderate role [in explaining export 
growth] in view of the vast depreciations achieved since 1980" (ibid, 207). 

16. IMF Research Department 1990,33,19,35, and 35, respectively. Several other 
IMF and World Bank economists who have recently criticized the heavy reliance 
on devaluation are cited in Miles 1991. 

17. Empirical research in the "new growth" or "exogenous growth" theories of schol­
ars such as Paul Romer and Robert Barro has been, as one recent survey puts it, 
"based on the idea that long-run growth is determined by economic incentives" 
(Gould and Ruffin 1993). Taxation is only one part of incentives, but it is the one 
over which government policies have the most control (see Reynolds 1993a, 
329-32). 
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Global Economic Integration: 
Trends and Alternative Policy Responses 

Robert E. Keleher 

Deregulation of financial markets, revolutions in telecommunica­
tions and information processing, and global integration of financial 
markets have dramatically transformed the environment in which both 
private financial entities and public policy makers operate. These enor­
mous changes have spawned recommendations for alternative ap­
proaches to public policy making. Many economists, for example, have 
concluded that since this heightened international interdependence lim­
its the degree of control and scope for independent policy action, more 
coordination of economic policy making among countries is needed. 

"Policy coordination" means different things to different economists. 
Two competing approaches to coordinating economic policy have re­
cently emerged. These approaches differ in terms of (1) macro-stabili­
zation versus micro-structural policies; (2) assumptions about the 
centralization of information and knowledge; and (3) discretionary 
versus rules-based policy making. Proponents of one approach-which 
is premised on Mundell-Fleming macroeconomic models and game 
theoretic approaches to macro-policymaking and which relies more 
heavily on centralized, public sector decision making-argue that since 
increased international interdependence constrains traditional forms 
of domestic macroeconomic policy, international coordination of mon­
etary and fiscal policy is essential to stabilize the business cycle. Rel­
evant information and knowledge are assumed to be readily available 
for centralized policy makers to execute this strategy; acquiring ap­
propriate information does not pose much of a problem for macro­
policymaking. 
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A second approach is premised on the Hayekian notion that infor­
mation and knowledge are decentralized and dispersed; increased eco­
nomic integration and interdependence simply broaden the realm of 
this decentralized information and knowledge. Accordingly, proponents 
of this alternative view argue that economic activity can be best coor­
dinated by relying on the price system and decentralized decision mak­
ing through market processes. The role of government policy making 
should be to establish those institutions and structures that enable the 
price system to work most efficiently and to promote certain policy 
rules, standards, and legal conventions. Once such rules are in place, 
market price signals can work both to coordinate economic activity 
and ensure the most effective use of decentralized information and 
knowledge. The functioning of markets as well as tax and regulatory 
competition from decentralized government bodies work to discipline 
and constrain the public sector. 

Recent Trends 

Recent trends provide necessary, important background for discuss­
ing these approaches. The effects of (1) deregulation and innovation in 
financial markets; (2) revolutions in telecommunications and informa­
tion processing; and (3) global economic and financial integration on 
the environment in which both financial institutions and public policy 
makers operate have been analyzed carefully and at length. 1 Deregula­
tion of financial markets impacts the financial and economic environ­
ment by reducing artificial barriers among segregated or segmented 
financial markets and by promoting the development of more univer­
sal financial institutions. Deregulation has taken many forms and has 
occurred in many markets in most countries.2 

U.S. depository institutions, for example, have experienced price, 
product, and geographic deregulation; the deregulation of interest rate 
(price) controls; the elimination of some product restrictions; and the 
dismantling or erosion of some geographic restrictions on financial 
institutions. This deregulation often happened in response to innova­
tive circumventions of existing regulations.3 Regulatory change has 
also affected the securities industry; for example, the deregulation of 
brokerage commission charges, the emergence of shelf registration, as 
well as the development of new products (check writing) and new in­
stitutions (nonbank banks) (Khoury 1990, 91). 

Moreover, international banking and securities market deregulation 
has been accompanied by the scrapping of various forms of capital 
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controls in the United States and elsewhere, as well as liberalization of 
entry restrictions on foreign financial instruments and foreign finan­
cial institutions.4 The proliferation of globally diversified multinational 
firms and banks has accelerated these developments. 

While deregulation reduces important artificial barriers to market 
integration, technological advances reduce key natural barriers to such 
integration. Revolutions in telecommunications and information pro­
cessing, for example, have dramatically lowered the costs of acquiring 
and processing information. Estimates suggest that since 1964 the real 
cost of processing information has fallen more than 95 percent (Smith 
1990, 7). Diminishing information costs-like lowered transportation 
costs-reduce "natural barriers" to market integration, as Scitovsky 
pointed out years ago (Scitovsky 1950). Not only are information costs 
lower, but the quantity ofinformation has greatly increased and is avail­
able more quickly and continuously, twenty-four hours a day. Conse­
quently, the knowledge and sophistication of market participants have 
increased dramatically. 

Risk assessment is cheaper. Lower costs of information processing 
have spawned new developments and innovations, including the 
securitization of corporate and mortgage lending. Securitization, by 
(in effect) transforming loans into securities, is synonymous with the 
integration of the loan and securities markets. More specifically, com­
puter record keeping enables financial institutions to bundle a portfo­
lio of small-denomination loans economically and sell them to a third 
party, while earning fees for doing so. Computer technology enables 
financial institutions to tailor such loan packages so that their payment 
streams are attractive in the market (Mishkin 1990, 9). Securitization 
has occurred not only for mortgage and corporate lending, but also for 
automobile lending, credit card receivables, and commercial and com­
puter leasings. 

Lower information costs, however, have much broader implications 
than integrating loan and security markets. Computer technology, for 
example, has fostered the development of program trading, which in­
volves computer-driven trading between stock index futures and the 
stocks' spot price index. Such trading is synonymous with sophisti­
cated arbitrage operations between future and spot equity markets. Thus, 
lower information costs work to integrate heretofore segregated or seg­
mented financial markets. 

Information cost reduction has impacted both domestic and foreign 
markets. Information and knowledge now quickly transcend political 
boundaries and circumvent regulatory barriers, thereby integrating 
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markets previously separated by sector, time, and geography. In short, 
economists recognize that lowering artificial (regulatory) and natural 
(information cost) barriers to factor and product mobility fosters a third 
trend: namely, the global integration of key economic and financial 
markets. 

Integration, "the bringing together of parts into a whole," unites 
segmented markets into one market. The more markets are integrated, 
the more they are interconnected and behave as a unified whole. Thus, 
economic integration can alternatively be defined as (1) the extent to 
which markets are connected; (2) the degree of responsiveness and 
sensitivity to foreign disturbances; or (3) the degree of openness. Inte­
gration of two markets is sometimes gauged by the law of one price, 
the extent to which the prices of identical but geographically separated 
goods behave as one price. "Global integration," therefore, implies 
that domestic and international prices move together. 

Evidence that economies are more open and that financial markets 
are increasingly integrated is provided in a number of ways.5 For ex­
ample, evidence demonstrates that: (1) ratios of both imports and ex­
ports to GNP in the U.S. have substantially increased (Cooper 1986); 
(2) the foreign presence in major domestic markets is rising (Frenkel 
and Goldstein 1991, 11); (3) inflation rates among industrialized coun­
tries have converged; (4) interest differentials between the costs of 
domestic and offshore interbank funds (denominated in the same cur­
rency) have fallen dramatically;6 and (5) covered interest parity holds 
in many short-term financial markets.7 The evidence pertaining to un­
covered interest parity and real interest rate parity is more difficult to 
interpret (Goldstein, Mathieson, and Lane 1991, 8-9). Nonetheless, 
the evidence suggests that short-term financial markets are highly in­
tegrated; and returns on longer-term debt and equity instruments in 
various countries have also shown increasing tendencies to move to­
gether (ibid., 9-10). 

Implications for Policy 

These three trends have important implications not only for the per­
formance of markets but also for the behavior of policy makers, who 
recognize that policies now have different effects than they used to. 
Policies, for example, impact alternative variables in differing magni­
tudes so that policy transmission mechanisms are now different than 
previously.8 
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These developments are also associated with some important em­
pirical regularities. For example, financial market prices-specifically, 
(real) exchange rates, interest rates, and commodity prices-are now 
more volatile than in the 1950s and 1960s. Additionally, foreign ex­
change rates often dramatically and persistently overshoot reasonable 
estimates of their "equilibrium" values. Both large capital flows and 
sizable, persistent trade imbalances have impacted several countries in 
recent years. 

Policy makers recognize that in a globally integrated economy, public 
policy making may contribute importantly to these empirical regulari­
ties; unexpected policy innovations diverging from international norms 
can affect exchange rates and other financial market prices. Such poli­
cies can contribute to exchange rate volatility and "overshooting," as 
well as sizable capital flows and trade imbalances. Some policy mak­
ers argue that with global integration, economies are more vulnerable 
to foreign policy disturbances as well as policy "spillovers" or exter­
nalities.9 In short, policy makers recognize that policy making is now 
more complex. 

In response, many policy makers and economists advocate coordi­
nating public policy making to improve economic performance. But 
"coordinating public policy making" means different things to differ­
ent economists. Policy coordination proposals can be classified into 
two broad categories, each premised on different views of how econo­
mies operate. Generally, these two categories can be differentiated on 
the basis of (1) macro-stabilization versus micro-structural policies; 
(2) assumptions about the centralization of information and knowl­
edge; and (3) discretionary versus rules-based policy making. 

Macroeconomic (Keynesian) Policy Coordination 
and Centralized Decision Making 

A Keynesian view, which has long occupied center-stage among 
most conventional macro-economists and governmental policy mak­
ers, holds that policy decision making necessarily is both highly cen­
tralized and largely discretionary. The intellectual heritage of the 
approach emanates from international income-expenditure (Mundell­
Fleming or IS-LM) models,1O game theoretic frameworks, or assign­
ment problem approaches to policy making,lI whereby decision makers 
are central authorities who manipulate policy instruments to manage 
(stabilize) the macro-economy or redistribute income. Decisions rei at-
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ing to policy coordination are always made by centralized government 
decisionmakers and centralized international policy making is the cen­
terpiece of the policy approach endorsed by this view. 12 

These proponents endorse international policy coordination, believ­
ing that macroeconomic policies deviating from international norms 
create sizable spillovers or externalities that produce market volatility 
and overshooting. Payment imbalances result. Independent pursuit of 
national objectives results in suboptimal global outcomes; thus, the 
price system malfunctions in that externalities mandate the interna­
tional coordination of macro-policy making. In short, these spillovers 
can be embodied into the decision-making calculus via international 
policy coordination. 

These international Keynesians prescribe using various macroeco­
nomic quantity variables (e.g., national income account statistics, bud­
get deficits, monetary aggregates, current-account imbalances) as 
guides to coordinate policy so as to internalize these externalities 
and find the optimal policy mix. Policy makers control and coordi­
nate aggregate demand by manipulating both monetary and fiscal 
policy to stabilize economic activity; management of income-expen­
diture flows receives primary emphasis. In this way, proponents ar­
gue that public policy makers can exploit policy trade-offs, thereby 
improving economic performance. 

Notably, fiscal policy plays a very prominent role in determining 
aggregate demand in these Keynesian (Mundell-Fleming type) mod­
els; and fiscal policy is a key tool in managing policy coordination 
efforts. Budget deficit measures are used to reliably gauge the stance 
of fiscal policy; changes in the budget deficit are viewed as reliably 
impacting aggregate demand and its important components.13 Indeed, 
sometimes fiscal policy is assigned to "manage" external balance 
(Swoboda 1990). In sum, fiscal policy coordination boils down to bud­
get deficit coordination. 14 

Discretionary management of monetary policy also plays a key role 
in determining the preferred macroeconomic policy mix for policy 
coordination. Monetary policy, along with fiscal policy, is a comple­
mentary rather than a principal determinant of aggregate demand. Seen 
as a tool to manage aggregate demand, monetary policy is normally 
not assigned exclusive responsibility for price or exchange rate stabil­
ity. In accordance with their economic "fine tuning" perspective, many 
proponents of this approach currently view the exchange rate as a tool 
useful in managing the trade balance. And regulatory policies such as 
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the imposition of capital controls are sometimes also prescribed as aids 
helpful in managing external imbalances. 

In this view, coordination is carried out entirely by centralized pub­
lic authorities using aggregated macroeconomic accounting data pro­
duced by government statistical offices rather than by the private sector 
using the price system. The data and method are akin to centralized 
government planning agencies using accounting data (and presumed 
superior centralized knowledge) to substitute for the price system. 

Microeconomic Policy Coordination/Harmonization 
and Decentralized Decision Making 

An alternative approach to economic policy coordination has re­
cently materialized. IS This approach maintains that information and 
knowledge necessarily are dispersed and decentralized and that the 
costs of acquiring information are significant. Accordingly, as demon­
strated by the calculation debate of the 1930s, centralized decision 
makers are not the all-knowing entities portrayed by proponents of 
centralized decision making. 

Therefore, the Hayekian approach argues that the market price sys­
tem is the most efficient mechanism utilizing decentralized informa­
tion and knowledge. Market prices are information-aggregating devices; 
decentralized decision makers can readily take advantage of dispersed 
knowledge and information by using the price system, which can best 
direct business enterprise, allocate resources, and thereby work to co­
ordinate economic activity. Markets expand as the world becomes in­
creasingly integrated, and the coordinating role of the market price 
system becomes even more valuable as economies become more 
complex. 

Given the price system's important coordinating role, this alterna­
tive approach to policy making argues that policy frameworks that 
improve or foster the workings of the price system should be adopted. 
Instead of emphasizing macro-imbalances, economic stabilization, and 
the coordination of centralized policy making, government should pro­
mote the institutional framework that enables the market price system 
to function most effectively in an increasingly integrated world. The 
market price system's performance can be improved by establishing 
"rules of the game." Governmental policy should set out certain stan­
dards, property rights, and legal frameworks that foster the workings 
of the market price system. The international harmonization of these 
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"rules of the game" can be facilitated by appropriate governmental 
policies in other countries. 

Key elements of this approach involve international agreements re­
moving restrictions hindering the international mobility of commodi­
ties, services, capital, and labor, as well as promoting competition. Tariff 
and non tariff trade barriers, capital controls, and impediments to im­
migration should be minimized. Rules fostering uniform property rights 
(e.g., harmonious bankruptcy,patent, and contract law) should be es­
tablished, and international agreements on common standards (e.g., 
accounting, measurement, and disclosure standards) should be adopted. 

Price system proponents argue that the ill-defined "externalities" or 
"spillovers" purportedly resulting from decentralized policy making 
and emphasized by proponents of centralized policy making are nei­
ther the type of externalities signifying market failure nor those pro­
viding the rationale for macroeconomic policy coordination. 16 Vaubel 
(1983), for example, argues that these effects do not result from mar­
ket failure but from market interdependence; they are the "pecuniary 
externalities" rather than the "technological externalities" detailed by 
Viner (1931). Proponents of the centralized view confuse pecuniary 
and technological externalities; pecuniary externalities are not incom­
patible with Pareto optimality in competitive equilibrium and thus 
should not concern policy makers.17 Nonetheless, some proponents of 
the decentralized view concede that policy coordination may be neces­
sary in circumstances where Pareto-relevant technological international 
externalities appear relevant (e.g., for establishing property rights, cer­
tain standards, and rules of conduct in international trade policy) (Vaubel 
1983, 12). 

This price-system perspective has very important implications for 
regulatory policy, fiscal policy, and monetary policy. Regulatory policy 
is viewed not as a vehicle for discretion or for centralized control, but 
for establishment of international standards and the like to foster the 
workings of the price system. Of course, deregulation and reduction of 
burdensome regulation are still important, but establishing the rules of 
the game is essential. 

Establishing international standards fostering the workings of the 
price system is an important element of these rules of the game. Stan­
dards can foster trade and exchange by reducing uncertainty and the 
costs of acquiring information and knowledge about product quality 
or particular sellers. Uniform standards that define units of measure 
for weight, length, temperature, time, or value serve as a form of infor-
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mation provision and reduce uncertainty and information costs. Stan­
dards for specifications, definitions, dimensions, classifications, or 
grades serve as additional examples. And accounting standards and 
rules for disclosure also perform this function, enabling agents better 
comparability. They conserve information, reduce waste, promote in­
terchangeability, and facilitate trade. In short, with global integration 
and expanding markets, standards and uniform rules enable market 
participants to engage in exchange without having to know or verify 
certain facts and information about particular sellers or products. Es­
tablishing certain international standards and rules, therefore, is a form 
of international policy coordination that can promote the workings of 
markets and the price system (Kindleberger 1988; Grundfest 1990; 
Coles 1949). Other forms of international regulatory coordination also 
are compatible with this perspective. Rules for property rights in clear­
ing and settlement, disclosure rules which avoid duplication and filing 
burdens, and certain common international rules for the regulation of 
various financial markets also serve as relevant examples. 

But standardization and uniform regulation can be overdone; regu­
lation can be undesirable if it prevents regulatory innovation and ex­
perimentation, fosters or institutionalizes cartel powers and the rents 
of regulators, or prevents competition. Regulatory and institutional 
competition is often desirable and diversity in regulation may be ben­
eficial when it fosters regulatory experimentation, innovation, and 
adaptability. IS Such competition may promote harmonization of effi­
cient regulation and enable markets to serve as a disciplinary force on 
institutional development. Competition of this type does not lead to an 
underprovision of regulation or public services (Siebert 1990). And 
such competition is fully compatible with (and depends on) the effi­
cient functioning of the market price system. 

Similarly, the coordination of fiscal policy takes an entirely differ­
ent form in this alternative approach to policy coordination. Specifi­
cally, fiscal policy is neither a discretionary policy instrument nor 
something to be implemented by manipulating budget deficits to sta­
bilize the business cycle or manage aggregate demand. Indeed, propo­
nents of this alternative position view budget deficits and their influence 
on aggregate demand as inappropriate, misleading guides to changes 
in fiscal policy. 

Rather, longer-term fiscal tax and spending rules (fiscal constitu­
tions) should be established to promote long-term growth and budget­
ary control. Both spending programs and taxes should be selected and 
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fashioned to minimize their distorting effects on the price system. Low­
ering tax rates or levels of government spending likely work to mini­
mize price-system distortions.19 Thus, longer-term aggregate supply 
considerations receive prominent attention of fiscal policy rather than 
the short-term aggregate demand focus of the Keynesian perspective. 

Proponents of this alternative view interpret the coordination of fis­
cal policy as the harmonization of taxes, tax statutes, and sometimes 
government spending rather than budget deficits. Moreover, harmoni­
zation often results not from decisions of centralized tax authorities 
but from tax competition. Multiple taxing authorities and tax competi­
tion are disciplinary devices which, if promoted judiciously, can aid in 
harmonizing market-compatible tax and spending policies. But con­
trary to some opinion, tax competition yields neither an underprovision 
of public goods20 nor complete equalization of tax or spending rates.21 
[Complete equalization of taxes is undesirable since differing tastes 
and preferences will always exist for some non-tradable public goods. 
And differing tax rates do not necessarily distort the price system; tax 
diversity does not imply inefficiency and is perfectly acceptable as 
long as it is compatible with neutrality.22 Logic suggests that equality 
of tax rates may be appropriate for some goods and services (e.g., taxes 
on tradable/mobile goods or services), but not for others (e.g., taxes on 
non-tradable/immobile goods or services).] 

Proponents of this alternative perspective do not interpret monetary 
policy as a discretionary policy instrument used in a policy mix geared 
to stabilizing the business cycle. Instead, existing central banks adopt 
rules or strategies to achieve price-level stability.23 Some favor estab­
lishing (monetary or price-based) rules directly promoting price sta­
bility; others support instituting international monetary standards 
involving fixed exchange rates with secure, credible monetary anchors.24 

Both approaches promote the workings of the price system; both 
attempt to establish a predictable, stable money so that (relative) price 
movements reflect changes in supplies and demands rather than uncer­
tainty premiums or changes in inflationary expectations. In short, price­
level stability enables the price system to perform its all-important 
information and knowledge disseminating function while keeping the 
value of the monetary unit constant. 

Supporters of well-anchored, fixed exchange-rate international mon­
etary standards contend that such regimes not only produce price sta­
bility but also remove both excessive volatility and overshooting of 
exchange rates. In doing so, such standards minimize the variability 
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and dispersion of many other prices, and so further improve the work­
ings of the price system. 

An important theme common to the regulatory, fiscal, and monetary 
policies of this alternative approach relates to its promotion of the price 
system to coordinate economic activity. Government can adopt poli­
cies that foster the working of the price system rather than substituting 
for it. Throughout, decentralized private decision makers are seen as 
better able to use existing disbursed information and decentralized 
knowledge than are the centralized public decision makers. Market 
prices and not aggregated accounting data are the "raw data" actively 
employed by these decentralized decision makers. 

Some Historical Evidence 

A number of empirical studies have attempted to quantify the ef­
fects of Keynesian macroeconomic policy coordination of the type 
described earlier.25 While subject to a number of qualifications, these 
studies generally find the benefits of macro-policy coordination quan­
titatively quite small.26 Little hard evidence, then, supports discretion­
ary macroeconomic policy coordination, particularly of the type 
emphasizing fiscal policy as a key tool to manage aggregate demand. 
A number of studies have also examined historical episodes when policy 
coordination efforts occurred. Most studies of the interwar period con­
cede that discretionary monetary policy coordination did occur in the 
1920s among central banks attempting to reconstruct and maintain an 
international gold standard. Central bankers such as Montague Norman 
and Benjamin Strong were key architects of this monetary policy coor­
dination. And such coordination is generally considered to have been 
beneficial-at least for a limited period prior to the 1930s. Coordina­
tion of fiscal policy, however, was not part of this effort, largely be­
cause of very different perceptions as to its proper role prior to the 
"Keynesian Revolution. "27 

Similarly, several studies of macro policy making in the post-Bretton 
Woods era have detailed macroeconomic policy coordination efforts. 
One episode involving attempts to coordinate key components of a 
macroeconomic policy mix and receiving a good deal of attention is 
the Bonn Summit of 1978. Heralded as a paradigmatic case of interna­
tional policy cooperation in some quarters, it included no monetary 
policy commitments (Bryant and Hodgkinson 1989, 2). While its key 
commitments were implemented, many of the agreed-upon policy ini-
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tiatives were in place only a relatively short time and have subsequently 
received critical review (Putnam and Henning 1989; Holtham 1989). 
Similarly, several extensive studies review dollar management between 
the 1985 Plaza Accord and the 1987 Louvre Agreement or, more gen­
erally, the G-7 coordination process after the Plaza Accord.28 Some 
aspects of macro-policy coordination efforts were arguably quite suc­
cessful during portions of this period. But other elements of the period's 
coordination efforts were unsatisfactory, and effective active coordi­
nation did not persist.29 

In short, researchers have identified only a few, limited episodes of 
successful macro-policy coordination involving discretionary decision 
making of the type outlined previously. In these cases, central authori­
ties found it advantageous to temporarily join coordination efforts, but 
they did not persist when their self-interests conflicted with continued 
policy coordination goals. Accordingly, as the situation (and partici­
pants) changed, the effectiveness of policy coordination ended. 

This lack of success can be attributed to a number of formidable 
obstacles, including (1) differing policy objectives among governments; 
(2) disagreements as to how economies work and interact; (3) political 
and constitutional constraints on the bargaining process; and (4) im­
portant incentives of participants to renege on their agreements.30 

First, bargaining governments often have differing policy objectives 
that may reflect differing circumstances such as differing degrees of 
economic openness, different perceptions as to the costs of policy co­
ordination, or different views as to the trade-offs between, say, price 
stability and economic growth or between domestic versus interna­
tional policy goals. 

Second, governments can disagree as to how economies work, how 
they interact, and how they are structured. Even countries with identi­
cal policy objectives may disagree as to the expected effects of a given 
policy change or as to the relationship of means to ends. In practice, 
some G-7 governments have quite different perceptions as to the role 
and workings of fiscal policy as well as to the key determinants of 
exchange rates. 

Third, political or constitutional constraints often confound the in­
ternational coordination bargaining process. Different agencies may 
control different aspects of policy in different countries. Sometimes 
international bargaining is possible only after domestic policy bargain­
ing has ended. For example, the U.S. Treasury secretary controls nei­
ther fiscal policy nor monetary policy. And policies pertaining to 
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exchange-rate management may be controlled by different (sometimes 
multiple) agencies in different countries, often complicating the nego­
tiation of international agreements. 

Finally, governments may have important incentives to renege on 
bargains made in a discretionary manner. The self-interest of bargain­
ers as well as the problem of "time inconsistency" may sometimes 
create important incentives to cheat on policy agreements. These con­
siderations are particularly relevant to secret agreements or vague com­
mitments made with reference to multiple policy indicators where 
bargainers are not accountable and agreements are difficult to enforce. 
The desire to maintain autonomy or the freedom to conduct indepen­
dent policy without being committed to future action sometimes also 
makes governments prone to renege on bargains to coordinate policy. 

For all these reasons there has been little, if any, success for discre­
tionary, centralized policy coordination of the type described earlier. 

Microeconomic, Rules-Based Policy Coordination 

Whereas evidence of successful macroeconomic discretionary policy 
coordination is scarce, evidence of successful microeconomic-struc­
tural, rules-based policy coordination is widespread. Examples of com­
petitively-driven policy harmonization (e.g., tax and regulatory 
harmonization) are also readily evident. Indeed, several highly respected 
economists even suggest that such microeconomic, rules-based (con­
stitutional) policy coordination may be the only type of policy coordi­
nation that can persist over time.31 Examples of the successful 
implementation of this rule-based form of policy coordination are pro­
vided in the following paragraphs. 

The General Agreement on Tariffs and Trade (GATT) 

Policy coordination efforts to reduce tariffs are one of the major 
success stories of post-World War II international economic coopera­
tion. GAIT, negotiated in a series of eight multilateral "rounds" since 
1947, when tariffs on manufactured goods ranged from 30 to 60 per­
cent, has reduced tariffs to an average of 4 to 8 percent (Finger 1991, 
125; Bhagwati 1988,4; Dam 1970,56). Most economists concur that 
GAIT clearly played a major role in fostering world economic growth 
in the 1950s and 1960s (Lepage 1989, 15). Coordination of tariff policy 
under the aegis of GAIT is a rules-based form of policy coordination 
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in which countries establish rules of the game. [The General Agree­
ment, after all, is a set of legal rules (Dam 1970, xiii).] These rules 
involve removing impediments to commodity mobility and distortions 
to prices, thus allowing the price system to better coordinate activity 
and decentralized decision makers to better use dispersed, decentralized 
knowledge and information. While many problems remain with GATT 
(Jackson 1989, 303), most economists agree that this rules-based form 
of international policy coordination has achieved considerable success. 

Bretton Woods 

The Bretton Woods system was a monetary regime involving a rule­
based standard. The agreement established fixed (albeit adjustable) ex­
change rates, thereby effectively committing participating countries to 
common (coordinated) monetary policies and ensuring that price levels 
moved together.32 The system was based on the dollar with a non-circu­
lating gold base or "anchor"-in other words, gold theoretically anchored 
the system. The agreement established (1) a common international mon­
etary standard of value serving to measure changes in the value of money, 
and (2) rules of the game for monetary authorities. In short, the system 
created institutional rules under which the price system could better func­
tion and decentralized decision makers could make better use of decen­
tralized information and dispersed knowledge. 

While not without well-known defects, the Bretton Woods system 
performed remarkably well.33 Compared to post-Bretton Woods mon­
etary arrangements, for example: 

1. The volatility of both nominal and real exchange rates was substantially 
smaller under Bretton Woods (McKinnon 1990, 5; Giavazzi and Giovannini 
1989,54). Moreover, no exchange rate overshooting occurred. 

2. The volatility of commodity prices was significantly lower under Bretton 
Woods (Keleher 1991). 

3. On average, levels and volatility of inflation were significantly lower un­
der Bretton Woods.34 And inflation in various countries moved together 
rather than diverging.3s 

4. The levels and· volatility of both short- and long-tenn interest rates were 
lower under Bretton Woods (McKinnon 1990, 6, 8, 9; McKinnon and 
Robinson 1989). 

In short, the evidence suggests that the Bretton Woods system al­
lowed the price system to function more effectively than under alter-
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native monetary regimes. Bretton Woods, a rule-based international 
monetary standard that fostered the coordination of national monetary 
policies, not only promoted an effectively functioning price system 
but also fostered the expansion of both trade and economic growth. 
Importantly, it enabled decentralized decision makers to use decentral­
ized information and dispersed knowledge so as to better coordinate 
economic activity. 

The European Monetary System (EMS) 

Like Bretton Woods, the EMS is a rules-based international mon­
etary agreement involving exchange-rate bands that promote the coor­
dination of monetary policy. The EMS, which operates with a German 
anchor, has been associated with a decline in the variability of nominal 
and real exchange rates among its members. (This reduced variability 
has become more evident in recent years.)36 Inflation differentials and 
the dispersion of inflation have decreased among EMS members (Russo 
and Tullio 1988, 48). And both (nominal) short-term and long-term 
interest rates have converged among EMS countries relative to non­
EMS countries (ibid., 50). Consequently, the performance of the price 
system likely has improved within the EMS. This system, still evolv­
ing since its creation in 1979, has nevertheless been deemed quite suc­
cessful by many analysts. In short, the EMS provides another example 
of a successful rules-based coordination of monetary policy (Giavazzi 
and Giovannini 1989, 191). 

The U.S. Constitution 

The U.S. Constitution is yet another example of a successful and 
lasting rules-based coordination of economic policy making. Recog­
nizing the many coordination failures under the Articles of Confedera­
tion, state representatives met in Philadelphia in 1787 and agreed to a 
number of formal policy rules laid out in the Constitution that ensured 
the gains of economic integration.37 In effect, these representatives 
agreed to coordinate important elements of economic policy making. 
The Constitution created the largest free trade area in the world at the 
time (McDonald 1985, 260; 1982, 58); eliminated restrictions to the 
mobility of capital, labor, and commodities across states; and estab­
lished important property rights, standards, and a common currency 
area. These rules of the game fostered exchange and allowed the mar-



320 Modern Money and Central Banking 

ket price system to coordinate economic activity and the activity of 
decentralized decision makers. 

More specifically, the Constitution established uniform property 
rights in the form of (a) uniform Federal taxation throughout the states 
(Article I, section 8); (b) uniform bankruptcy, contract, and patent laws 
(Article I, section 8); and (c) uniform legal tender codes (Article I, 
section 8). It created congressional power to establish uniform stan­
dards of weights and measures (Article I, section 8), and standards by 
which to regulate the value of money (Article I, section 8). The Consti­
tution prohibited state governments from coining money (Article I, 
section lO)-thereby effectively creating a common currency area; 
prohibited protectionist legislation among the states; prohibited inter­
state barriers to trade (Article I, section 9); and prohibited "locally 
preferred" regulation of commerce. In short, the Constitution allows 
the market price system to coordinate economic activity and enables 
decentralized decision makers to best utilize dispersed information and 
knowledge. 

Other International Agreements 

Other cases of successful, rules-based policy agreements can be cited, 
including Greenwich Mean Time, the metric system, and Morse Code. 
And international agreements such as BIS bank capital standards, the 
Law of The Sea Treaty, international public health agreements, and 
nonproliferation treaties serve as additional examples of rule-based 
agreements that coordinate various aspects of policy making. 

Tax and Regulatory Harmonization 

As indicated above, removing impediments to the mobility of com­
modities, capital, and labor promotes the harmonization of certain as­
pects of fiscal and regulatory policy. Tax harmonization often results 
not from centralized edict, but from competition among decentralized 
tax authorities when factors and products are mobile. Such competi­
tion may even foster efficient fiscal arrangements as emphasized by 
Tiebout (1956). Indeed, whereas virtually no examples of the success­
ful coordination of Keynesian fiscal policies exist, there are many ex­
amples of tax harmonization produced by decentralized tax competition. 
described as a "micro-structural coordination approach" to policy co­
ordination in previous sections. 
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The uncoordinated, widespread individual and corporate tax rate 
reductions and tax reform experienced during the 1980s in both devel­
oped and underdeveloped countries provide an example (Boskin and 
McLure 1990, 11; Tanzi and Bovenberg 1990, 173-75). These reduc­
tions followed neither a coordinated plan nor a centralized interna­
tional agreement. Rather, they resulted from the pressures of competition 
unleashed by the mobility of capital, labor, and commodities. 

Following the introduction of a nearly uniform VAT, a degree of 
harmonization of taxation has also occurred within the EEC. For ex­
ample, some harmonization has occurred among product taxes as well 
as among capital gains and corporate income taxation (Cnossen 1987, 
45,48,49; Giovannini and Hines 1991, 175-76). Indeed, Micossi (1988) 
has shown that European authorities are becoming quite sympathetic 
to the approach of removing barriers to mobility and fostering compe­
tition to promote integration and tax harmonization. 

A degree of tax harmonization has also occurred among states in the 
United States, as Eichengreen (1990) has ably demonstrated. While a 
high degree of factor and product mobility creates pressures for tax 
harmonization, significant tax differences remain among the states: tax 
harmonization does not imply tax equalization. Nonetheless, the vari­
ability of state tax rates in the United States is about 40 percent less 
than in the EEC (Eichengreen 1990, 164). 

Summary and Conclusions 

Deregulation of financial institutions, revolutions in telecommuni­
cations and information processing, and the global integration of fi­
nancial markets have transformed the environment in which public 
policy makers operate. These changes have spawned recommendations 
for the international coordination of economic policy making. 

Two different approaches to the coordination of policy making have 
materialized. One promotes the coordination of discretionary macro­
economic stabilization policies among centralized decision makers. The 
other emphasizes microeconomic-structural policies and promotes cer­
tain policy rules, standards, and legal conventions. Once these "rules 
of the game" are in place, market price signals can work both to coor­
dinate economic activity and to enable decentralized, dispersed infor­
mation to be utilized most effectively. 

There is little, if any, evidence of lasting successes of the former 
approach to policy coordination, particularly of the coordination of 
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deficit-based fiscal stabilization policy. A number of successes-and 
virtually the only examples of persistent successful international policy 
coordination--characterize the rules-based or structural form of policy 
coordination. For successful international policy coordination, policy 
makers should employ this latter, rules-based form of coordination. 

Notes 

1. See, for example, Dermine (1990), Cooper (1986), Folkerts-Landau and 
Mathieson (1988), Germany and Morton (1985), and Khoury (1990). 

2. See, for example, Khoury (1990), Cargill and Garcia (1985), Folkerts-Landau 
(1990,419-20), and Dermine (1990). 

3. See, for example, Khoury (1990); Cargill and Garcia (1985); Derrnine (1990); 
and Kaufman, Mote, and Rosenblum (1984). 

4. See, for example, Grundfest (1990, 364-65); Eichengreen (1990); Folkerts­
Landau (1990, 419-20); and Micossi (1988). 

5. See, for example, Cooper (1986); Frenkel. Goldstein. and Masson (1990); Fischer 
(1988); Frenkel (1983); Frenkel (1986); and Branson. Frenkel. and Goldstein 
(1990. 12). 

6. Frenkel and Goldstein (1991. 11); Goldstein. Mathieson. and Lane (1991.7-11). 
7. Goldstein, Mathieson. and Lane (1991. 7); see Frankel (1991) for a summary of 

the evidence. 
8. See, for example, Goldstein. Mathieson. and Lane (1991.25-27; Johnson and 

Keleher (1992. chapter 2). 
9. See, for example, Frenkel, Goldstein, and Masson (1990, 10-11). These authors 

point out that in a Mundell-Fleming model. a domestic monetary expansion can 
cause contraction abroad. 

10. As suggested by Frenkel and Razin (1987. 568). "The Mundell-Fleming model 
is still the 'work horse' of traditional open economy macroeconomics." This 
approach is also sometimes characterized as a saving-investment balance ap­
proach to the analysis of international economic interaction. 

11. For more recent discussion of the assignment problem, see Swoboda (1990) and 
Levin (1979). For earlier discussions see Sohman (1969) and Cooper (1969). 

12. Since these models posit important decision-making roles for highly centralized 
organizations. international organizations charged with duties relating to policy 
coordination (such as the IMF or World Bank) fully embrace this approach. 

13. See. for example. Frenkel and Razin (1987. 573). Some simulation models pro­
vide results supporting this view. See Frenkel. Goldstein, and Masson (1989); 
Bryant. Helliwell. and Hooper (1989); McKibbin and Sachs (1989); Taylor (1989); 
and Bryant et al (1988). 

14. Note that treasury securities and finance ministers by their very nature tend to 
focus on budgetary data and tax revenues as key policy tools. 

15. Economists (implicitly or explicitly) endorsing this approach include Vaubel 
(1983.1985); McLure (1986); Cnossen (1987.1990); Salin (1989.1990.1991); 
Siebert (1990); Siebert and Koop (1990); Tiebout (1956); Hayek (1948); Sinn 
(1990a.b.c); Hansson (1990); and others. 

16. See. for example. the several writings of Salin, Vauble (1983). Lal (1990), Siebert 
and Koop (1990). 

17. Vaubel (1983.10.12). See also Vaubel (1985. 230-31); Lal (1990,12-13.17. 
39-40); and Siebert and Koop (1990, 450). 
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18. See, for example, Harraf (1988, 438); Grundfest (1990); Fischel (1989); Siebert 
and Koop (1990); Scott (1977); and Folkerts-Landau (1990). 

19. See Barth, Keleher, and Russek (1990) for a discussion of the forms of govern­
ment spending that promote economic growth. 

20. See, for example, Siebert (1990) and McLure (1986). Encouraging competition 
in subsidies, however, can be dangerous (Harraf 1988, 438). 

21. See Cnossen (1990, 216--18) for a discussion of why tax equality is not desir­
able. 

22. See, for example, Salin (1990, 216--18); Cnossen (1990, 1987). Notably, statu­
tory tax rates are often imperfect indicators since different degrees of tax en­
forcement or different definitions of relevant tax bases inevitably exist. 

23. Some economists sympathetic to this approach advocate changing current insti­
tutional arrangements by establishing a competitive money system. See, for ex­
ample, the several works of Vaubel, Salin, and Hayek. 

24. One such regime would employ market price indicators to achieve price stability 
(Keleher 1990). 

25. See the short review of this literature provided in Currie, HOltham, and Hallett 
(1989, especially 25-27). 

26. Persistent economic shocks and policy makers' credibility can appreciably in­
crease the value of coordination. See, for example, Currie, Levine, and Vidalis 
(1987); and Gomel, Saccomanni, and Vona (1990, 16--18). 

27. For studies of the interwar period, see Dam (1982, 51-54); Eichengreen (1985). 
28. See, for example, Destler and Henning (1989); Dobson (1991); Funabashi (1988); 

and Gomel, Saccomanni, and Vona (1990). 
29. For example, whereas protectionist pressures were contained (in part) due to 

these coordination efforts, binding policy commitments were not adopted. 
30. See, for example, Cooper (1985a); Frankel (1990); Frenkel, Goldstein, and 

Masson (1990); Kenen (1990); Home and Masson (1988). 
31. See, for example, Cooper (1985a, 1226--28; 1985b, 369, 371; 1989,241); Fratianni 

and Pattison (1991, 101); Gomel, Saccomanni, and Vona (1990, 31); and Tabellini 
(1990,264). Tabellini concludes: 

International policy coordination can be either "good" or "bad." But it is 
more likely to be good if it takes the form of cooperation around general rules 
of conduct that are conceived to be binding for current and future govern­
ments alike. This form of cooperation is most likely to solve the time incon­
sistency of policy as well as the political distortions that originate from 
alternating governments. Conversely, international cooperation is more likely 
to be bad if it takes the form of coalitions between two or more sovereign 
governments on some discretionary policy action. This kind of agreement 
fails to correct the possible lack of economic or political commitment tech­
nologies. And thus it can induce the policymakers to choose the socially inef­
ficient policies. 

32. For a discussion of how price levels move together under fixed-exchange rate 
systems, see Keleher (1988). 

33. The defects of Bretton Woods included the unwillingness of the United States to 
lose gold or to accept either balance of payments discipline or the global disci­
pline of gold. See Mundell (1982, 8). 

34. See, for example, McKinnon and Robinson (1989), table 3, table 5. 
35. Ibid., fig. 6. 
36. See, for example, Russo and Tullio (1988, 48); Guitian (1988, 11). 
37. For a discussion of these failures, see McDonald (1985, 154-57). 
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The Political Economy Of Discretionary 
Monetary Policy: A Public Choice Analysis 

Of Proposals For Reform 

Richard C. K. Burdekin, Jilleen R. Westbrook 
and Thomas D. Willett 

Elected politicians typically have an incentive to support expan­
sionary policies that boost the incumbent's political standing by tem­
porarily lowering both interest rates and unemployment. However, a 
great deal of empirical evidence suggests that, over time, higher rates 
of monetary expansion merely result in higher interest rates and prices 
without any sustained employment gains. These differences between 
short-run and long-run economic relationships are crucial to the sub­
stantial inflationary bias that has operated in the postwar period. While 
the 1980s and early 1990s registered considerable progress in reduc­
ing inflation in many countries, we cannot safely assume that such 
restraint will be continued over the coming decades. We feel that there 
is a need for major institutional reforms to safeguard against the re­
emergence of inflationary excesses. 

Traditionally, the most popular types of proposed institutional re­
forms have taken relatively simple forms such as a return to a gold 
standard or the adoption of a simple Friedman monetary rule. Strong 
systems of this type often raise substantial problems, however. For 
example, the development of a balance of payments disequilibrium 

An earlier version of this paper was presented at the 1992 meetings of the Western 
Economic Association in San Francisco, California, 9-13 July. The authors thank 
Paul Evans, King Banaian, and the editors for helpful comments and suggestions. 
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under a gold standard or a substantial shift in velocity under a simple 
monetary rule could subject the domestic economy to substantial in­
flationary or deflationary pressures. Moreover, even though proposals 
for more complicated monetary rules or constraint systems are popular 
in the academic world, such proposals do not appear to have generated 
much support in public policy circles. 

On the other hand, two softer types of institutional reforms-grant­
ing greater independence for central banks and using exchange rate 
pegging as part of anti-inflationary policy strategies-have attracted 
considerable public interest in recent years. This paper reviews recent 
experiences with these two approaches and critically evaluates them 
as possible bases for future monetary reform efforts. Such consider­
ations are quite relevant, not only for reform of the Federal Reserve 
System in the United States, but also for other countries including the 
prospective members of an European Monetary Union (EMU), the 
emerging market-orientated economies of Eastern Europe and the 
former Soviet Union, and for many developing countries adopting 
market-based stabilization plans. 

Inflationary Biases and Constitutional Rules 

Sources of Inflationary Bias 

The general trend of macroeconomic research findings over the past 
decade has been to undermine the case for discretionary national mon­
etary policy making. This, of course, weakens the argument against 
the adoption of fixed rules for monetary policy. One important aspect 
of recent research has been the combination of theoretical and empiri­
cal analysis that has undercut earlier beliefs that lower unemployment 
could be bought with higher inflation over the long run-as well as 
emphasizing the uncertainty costs of higher inflation (Fischer 1993; 
Burdekin et al. 1994; Barro 1995; Burdekin, Salamun, and Willett 
1995). While the strongest version of new classical economic theory 
went further in arguing that monetary policy would be ineffective even 
in the short run, the latest generation of empirical studies suggests that 
changes in monetary policies typically still have significant real ef­
fects on economic variables, at least over the shorter term. 

Much stronger than the case against discretionary national mon­
etary policy making made by the policy ineffectiveness theories of the 
New Classical school is the critique developed in recent years from a 
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public choice perspective. The argument here is not that policy is inef­
fective, but that substantial pressures exist that make it difficult for 
monetary authorities to pursue sensible long-run economic goals. The 
short time horizon that pervades the political process creates pressures 
for short-run maximization that often run counter to the requirements 
for promoting long-run economic stability-and efforts to hold inter­
est rates and unemployment rates below sustainable levels are often 
considered to be a particularly important source of inflation and mac­
roeconomic instability (Willett 1988; Mayer 1990). 

The evidence of politically-induced inflationary biases is not com­
pletely airtight. Reasonable people can differ about its importance; but 
our own research and reading of the literature convinces us that these 
biases pose a major problem. While public reactions to the rampant 
inflationary excesses of the 1970s have constrained such political ten­
dencies in recent years, there is a substantial danger of their reemer­
gence in the future. In particular, to the extent that politicians trade off 
the short-run benefits of inflation against the long-run costs, it remains 
likely that, as the onset of recession and rising unemployment raises 
the benefits of surprise inflation, there will be mounting pressure for 
faster rates of monetary expansion. The weakening of the U.S. economy 
at the beginning of the 1990s is a case in point. Following repeated 
urging by Treasury Secretary Nicholas Brady and Bush's chief eco­
nomic adviser, Michael Boskin, successive interest rate reductions by 
the Federal Reserve pushed the discount rate down to 3 percent by 
July 1992, down from 7 percent in 1990 and below the level reached 
during the 1973 energy crisis. 1 

Certainly, it is difficult to argue with Bernholz's (1986, 477) charac­
terization that the "present age of discretionary monetary policies, which 
began in 1914, has turned out to be an age of permanent inflation. 
Inflation rates have ranged from low and moderate to hyperinflationary, 
but have scarcely anywhere and mainly only during the Great Depres­
sion been absent." However, there is considerable disagreement as to 
what can, or should, be done to rectify this situation. 

Problems with Simple Rules 

The two most popular types of proposals for new monetary institu­
tions have been a return to a gold standard or the adoption of a con­
stant growth rate rule for the domestic money supply. Unfortunately, 
however, all such institutional rules that would be tight enough to make 
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a major contribution toward restraining inflationary biases typically 
run a serious risk of restricting the economy's ability to adjust to exog­
enous shocks. For example, the maintenance of a rigid zero inflation 
rule would require the monetary authority to reduce the rate of mon­
etary expansion in the face of a negative supply shock, thereby exacer­
bating the adverse effects on output and employment levels. As argued 
by Mayer and Willett (1988), all these proposals for simple and easily 
enforceable monetary constitutions also rest on quite strong assump­
tions about the stability of particular sets of demand and supply curves 
in the economy and the instability of others. Thus, arguments for sys­
tems based on fixed exchange rates tend to assume stability in demand 
and supply in the foreign exchange market but variability in the de­
mand for and supply of money, while Milton Friedman's case for a 
fixed rate of money growth and flexible exchange rates rests on just 
the opposite set of assumptions.2 

In principle, we do not believe it is wise to adopt constitutional-type 
proposals that rely on the correctness of any particular set of economic 
assumptions that are the subject of serious debate among leading eco­
nomic scholars. The empirical evidence suggests that over the time 
frames relevant for constitutional-type analysis, there will be signifi­
cant demand and/or supply shifts in all of the relevant markets. Thus, 
while we believe that there is a need for new constitutional-type ar­
rangements to constrain inflationary biases, none of the most popular 
strong proposals for such arrangements seems very satisfactory (cf. 
Neumann 1991a). 

Various refinements to meet these problems have been proposed, 
but all share the problem of being more complicated and hence less 
politically salable. Representative proposals include those of Meltzer 
(1984), which allows for a response to trend changes in velocity; 
McCallum (1987), whose "rule" also allows for a response to trend 
changes in output; and Willett (1987), who proposes a two-part rule 
approach. Each of these proposals remains subject to the trade-off be­
tween the gains from increased flexibility and the danger that "permit­
ting amendments opens the Pandora-box of policy abuse" (Neumann 
1991b, 182).3 

This judgment raises a second type of problem, one that has been 
too little emphasized in the recent literature on the political economy 
of monetary constitutions-although Kane (1982, 1988) remains an 
important exception. While public choice or political economy analy­
sis explains the need for institutions to restrain inflationary biases, the 
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same logic suggests that there will likely be considerable political and 
bureaucratic opposition to the adoption of such reforms. Of course, we 
observe enough desirable constitutional reforms to know that the task 
is not always impossible; but the study of the political economy of 
substantive constitutional reforms suggests that combinations of con­
ditions which make such reforms feasible are not common occurrences. 
Typically, underlying developments must generate sufficient demand 
for reform from political leaders and/or the general pUblic; and, to be 
effective over the longer term, the reforms must have sufficient teeth 
to change significantly the constraints (or incentives) that affect bu­
reaucratic and political actions after the initial period of high intensity 
outside monitoring has passed (Goodman 1991). 

Other Strategies for Overcoming Inflationary Biases 

Recently, the debate on constitutional reform has shifted in the di­
rection of redefining the goals of monetary policy without requiring 
the drastic revision in operating procedures required by the approaches 
discussed above. In the United States, Representative Stephen L. Neal 
proposed legislation in 1989 (introduced as H.J. Res. 409) that would 
instruct the Federal Reserve to lower the inflation rate to zero within 
five years. While this bill ultimately "died" in the House, it generated 
quite widespread support within the Federal Reserve System (see, for 
example, Black 1990; Hoskins 1991). Detractors, however, argued that 
such a policy would impose considerable transition costs. Moreover, 
implementation of alternative-and less costly-policy measures, such 
as deregulating interest rates on commercial demand deposits, could 
reduce the potential welfare gains from the zero-inflation rule (Aiyagiri 
1990, 1991). In general, different judgments about the benefits of elimi­
nating the uncertainty surrounding future central bank policy and fu­
ture inflation rates continue to support diametrically opposed viewpoints 
on this question. Similar debate was ignited in Canada by Bank of 
Canada Governor John Crow's 1988 announcement that the primary 
objective of Canadian monetary policy was to be the attainment of 
price-level stability (Freedman 1991; Siklos 1997). 

While neither the United States nor Canada has yet taken any con­
crete steps towards a mandatory zero inflation objective, New Zealand 
in 1990 became the first country to impose a legally binding opera­
tional commitment to price stability on its central bank. Under Section 
8 of the Reserve Bank of New Zealand Act 1989, which took effect in 
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February 1990, the "primary function of the Bank is to fonnulate and 
implement monetary policy directed to the economic objective of 
achieving and maintaining stability in the general level of prices." The 
initial Policy Targets Agreement, signed by the Minister of Finance 
and the Governor of the Reserve Bank, committed the Reserve Bank 
to attaining price stability-as reflected in annual increases in the Con­
sumer Price Index (CPI) that are restricted to the 0-2 percent range­
by the end of 1993.4 

The renewed emphasis on anti-inflation policies in the 1980s under 
the European Monetary System (EMS) has also focused attention on 
the monetary discipline required of member central banks. In particu­
lar, there have been growing demands for greater central bank inde­
pendence from politically-responsive government policy. For example, 
in Italy in 1981 steps were taken to reduce the influence of fiscal defi­
cits on monetary policy (Epstein and Schor 1989). Moreover, it has 
been agreed in the Maastricht Treaty that the new European currency 
under EMU is to be managed by a central bank designed to have a 
good deal of political independence-with price stability as its pri­
mary goal. Concern with establishing an independent central bank has 
also characterized much of the discussion of central bank refonn in 
Eastern Europe and the fonner Soviet Union (Willett et al. 1995). 

Another type of monetary policy regime that has received consider­
able attention is the use of exchange rate pegging as part of an anti­
inflation strategy. The success of the members of the EMS in achieving 
lower inflation rates over the 1980s had a substantial impact on public 
perceptions of the possible advantages of exchange-rate pegging. In 
the academic community theoretical developments in the analysis of 
credibility have reinforced this interest in exchange-rate pegging as an 
anti-inflationary commitment device. The use of exchange-rate peg­
ging has also been a major ingredient of stabilization efforts in many 
developing countries and some Eastern European countries. 

Both central bank independence and exchange-rate pegging strate­
gies have had their critics. In the United States there have been peri­
odic attempts by Members of Congress to reduce the independence of 
the Federal Reserve. Such efforts have received support from a num­
ber of leading academic economists spanning the political spectrum 
from Milton Friedman to Lester Thurow. Likewise, many economists 
have warned that excessive use of exchange-rate pegging could recre­
ate the types of distortions that led to the breakdown of the Bretton 
Woods regime of adjustable pegged exchange rates. Similarly, it has 
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been suggested that the anti-inflation properties of the EMS have been 
substantially exaggerated (see, for example, Fratianni and von Hagen 
1990, 1992). 

In the following sections, we critically evaluate these two approaches 
to reducing the inflationary bias of discretionary monetary policy. 

Exchange-Rate Pegging 

Fixed exchange rates are often advocated as an anti-inflationary 
device that constrains a country's ability to inflate. In the absence of 
capital controls, any attempt to increase the domestic inflation rate 
above the inflation rate prevailing in the other member countries will 
result in a loss of reserves that forces the inflation rate back down. 
Recognition of this constraint mechanism would in turn discipline wage 
demands and make noninflationary monetary policy easier to develop. 
The much higher inflation rates in the decade following the break­
down of the Bretton Woods pegged rate system, as compared with the 
preceding decade, are often cited as evidence of this discipline argu­
ment (Barro 1982). 

Modern analysis suggests, however, that the issue is not so clear­
cut. One must distinguish between temporarily pegged and more per­
manently fixed exchange rates and consider the mechanics by which 
monetary policies react to balance of payments developments. One 
must also examine the determination of the growth of aggregate mon­
etary expansion. For example, while the dollar retained some aspects 
of gold convertibility until 1971, developments in U.S. gold holdings 
played little if any role in the determinants of the U.S. money supply 
during the postwar period. Nor for that matter did the U.S. balance of 
payments.s Indeed, the pressures that led to the acceleration of world­
wide inflation during the 1970s developed under the pegged exchange 
rates of the 196Os. 

More recent analysis of the impact of the exchange rate regime on 
the costs and benefits of inflation has focused on credibility, or 
reputational, effects. The successful anti-inflation programs of mem­
bers of the EMS during the 1980s contributed to the popUlarity of the 
argument that, by tying one's hands through the adoption of pegged 
exchange rates, governments would enjoy credibility gains, thereby 
shifting short-run inflation-unemployment relationships in a favorable 
manner and reducing the cost of disinflation. The empirical evidence 
for such ~redibility effects is weak at best, however. The industrial 
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countries outside of the EMS disinflated at least as successfully as the 
EMS members and often seemed to enjoy reduced unemployment costs 
(Collins 1988; De Grauwe 1989; Fratianni and von Hagen 1990). 
Disinflation also generally proceeded at a more rapid pace outside of 
the EMS. This latter result may be due in part to the role of exchange 
rate appreciation in lowering import prices and hence speeding up the 
decline in inflation (Arndt, Sweeney, and Willett 1985). 

Giavazzi and Pagano (1988) have propounded the view that the EMS 
had an anti-inflationary effect through increasing the cost of generat­
ing inflationary surprises. However, during the early days of the EMS, 
parity adjustments were fairly frequent; and it is very doubtful that 
these adjustments were entirely unanticipated at the time. Even though 
devaluations became less frequent as the idea of "one Europe" increased 
in popUlarity during the late 1980s, the behavior of interest rates sug­
gested that the pegs between many of the EMS countries still fell short 
of being completely credible (Giovannini 1990; Weber 1991). 

Given that government announcements of anti-inflationary policy 
intentions have often not been realized, it would be surprising if mar­
kets were not skeptical of policy strategies that depend on the 
government's willingness to incur substantial costs in the future (e.g., 
to defend fixed parities). At the very least, the success of exchange rate 
pegging is likely to be tied to the specific economic and political con­
ditions in those countries. (See Burdekin, Westbrook and Willett 1994, 
for some empirical evidence on the impact of political events on the 
credibility of the peg among the EMS countries.) 

Moreover, the credibility of an announced policy of defending a 
particular parity should be greater, the lower are the costs of defending 
the parity, and the greater are the costs of abandoning the parity. Some 
of these costs may be purely political. For example, it seems likely that 
the foreign policy cost of a parity adjustment by an EMS country is 
considerably higher today than it was a decade ago. Standard economic 
considerations are also likely to matter. The theory of optimum cur­
rency areas implies that the most crucial criteria for currency union are 
size and openness (Tower and Willett 1976). Generally, the smaller the 
economy, the less likely it is to support a viable independent currency 
of its own. While some of the traditional optimum currency area analysis 
was based on simple Keynesian models which do not appear relevant 
to modern analysis, these major conclusions still hold over a wide set 
of models (Wihlborg and Willett 1991) . 

. An attractive option for countries with small open economies who 
wish to enjoy the benefits of credible fixed exchange rates without 
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giving up the seigniorage from local currency issues is the adoption of 
a currency board that allows expansion of domestic currency only to 
the extent that the board has 100 percent backing in the form of foreign 
exchange reserves. Estonia adopted such a regime in 1992. Some re­
cent advocates have been unaware of the theory of optimum currency 
areas, however, and have advocated currency boards for large as well 
as small countries (see Hanke and Schuler 1991; Hanke, Jonung and 
Schuler 1993). 

Pegged rates have recently become popular not only in Western 
Europe but also amongst the developing economies of Latin America 
and the newly market-orientated economies of Central and Eastern 
Europe. The experiences of the countries that have adopted exchange­
rate pegs is by no means universally favorable, however. While coun­
tries such as Bolivia and (until 1994) Mexico appear to have successfully 
used a dollar exchange-rate peg as part of their stabilization packages, 
similar measures adopted in 1979 in Chile failed to eliminate the infla­
tionary trend. Furthermore, the exchange-rate pegs adopted by Poland 
and the former Yugoslavia led to substantial appreciations of the real 
exchange rate that hurt international competitiveness. By mid-1991 
Yugoslavia had abandoned the fixed rate, and Poland had devalued the 
zloty by about 17 percent and switched from a dollar peg to a currency 
basket (Kolodko, Gotz-Kozierkiewicz, and Skrzeszewska-Paczek 1992; 
Burdekin, Nelson, and Willett 1997). 

Such experiences certainly lend little support to the view that ex­
change-rate pegging alone can stop or prevent inflation. Pegging the 
exchange rate is, after all, a price control measure that treats the symp­
tom, rather than the cause, of inflation.6 If other fundamental features 
of the economy such as large budget deficits and other pressures for 
monetary expansion remain unchanged, the inflationary pressure will, 
at best, be only temporarily suppressed. Indeed, Edwards' (1991) com­
parison of the Mexican and Chilean stabilization attempts suggests 
that breaking inflationary inertia requires: (1) fiscal discipline or re­
form; (2) price liberalization or monetary reform; and (3) ending the 
indexation of contracts-particularly labor-market contracts-to in­
flation, since backward indexation leads to inertia. The Mexican re­
form process included all three of these components, as well as 
anchoring the peso to the dollar, while the Chilean exchange-rate-based 
reform only included the first two.7 

Where a reasonable level of the exchange rate can be chosen and 
there are no major real shocks that shift equilibrium real exchange rates, 
then exchange-rate pegging may be an attractive option. Where either 
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of these considerations fails to be met, however, pegging efforts may 
generate financial instability and/or severe economic hardships for the 
domestic economy. This suggests that a pegging strategy is particu­
larly problematic for high-inflation countries attempting to disinflate 
because it would be extremely difficult to forecast the level of the equi­
librium exchange rate at which domestic prices would become stabi­
lized. If set too high, the resulting overvalued currency would likely 
stimulate speculative runs on the currency. On the other hand, if one 
errs on the side of making sure that the domestic currency is underval­
ued, the resulting balance of payments surplus could force domestic 
monetary expansion and provoke inflation. Some have argued that this 
describes the case of Poland's initial large devaluation. 

Even when domestic inflation is relatively low, real shocks may put 
huge strains on pegged exchange rate regimes. The 1992 crisis in the 
EMS, which resulted in Italy, Spain, and the United Kingdom being 
forced to allow their currencies to depreciate, is a case in point. In­
deed, Italy and the United Kingdom were forced out of the exchange 
rate system in September 1992, when intervention by their respective 
central banks proved unable to staunch the massive speculation against 
the lira and the pound sterling at the time. 

For these reasons, exchange-rate pegging is not a good general strat­
egy. A better approach, we believe, is to focus on adopting monetary 
constitutions that give central banks the incentive to deliver a mon­
etary policy consistent with price stability. That is, rather than relying 
on a rigid rule that is unlikely to fit even the briefest range of future 
contingencies, Germany and Switzerland allow their central banks dis­
cretion to adjust the particular operating strategies used in pursuing 
the goal of price stability. The absence of a firm exchange rate target 
certainly has not prevented Switzerland from enjoying one of the low­
est inflation rates in the post-Bretton Woods era. Indeed, the inflation 
performance of Switzerland was demonstrably better during the post-
1973 floating exchange rate period than it was in last five years of the 
Bretton Woods system.8 Moreover, while a ranking of countries ac­
cording to the degree of fixity of their exchange rates would encom­
pass an enormous range in inflation performance at each level, we show 
below that a ranking by degree of central bank independence reveals a 
striking correlation with the respective countries' inflation record. Even 
though exchange rate management may be a fruitful tool in guiding 
the transition to a stable price environment, we should not lose sight of 
the fact that it is only a tool, not an end in itself. 
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Central Bank Independence 

A major theme of recent research on U.S. monetary policy has been 
the role that political pressures play in the behavior of the "indepen­
dent" Federal Reserve (Willett 1988; Mayer 1990). While this litera­
ture by itself would seem to reduce the attractiveness of central bank 
independence as a bulwark against inflationary pressures, a number of 
comparative studies have presented strong evidence that increased cen­
tral bank independence is consistently associated with lower inflation 
rates. This literature also suggests that there are a number of important 
dimensions to central bank independence. On the basis of comparative 
institutional analysis, the Federal Reserve is not as independent as the 
German or Swiss central banks; and this is reflected in comparative 
inflation rates. The United States has recorded inflation rates well be­
low the average of industrial countries-most of whom have depen­
dent central banks-but has typically had inflation rates higher than 
Germany and Switzerland. The implication is that the United States, as 
well as most other countries, might stand to benefit from increasing 
the degree of central bank independence. 

In a well-known effort to rank central banks according to their de­
gree of legal independence, Parkin and Bade (1978) distinguish Ger­
many, Switzerland, and the United States as countries where the central 
bank has the statutory right to formulate monetary policy without any 
provision for direct government override. Within this class of "inde­
pendent" central banks, Germany and Switzerland are ranked ahead of 
the United States because of the reduced role played by the govern­
ment in appointing members of the bank's governing body in the former 
two countries.9 

Subsequent rankings of central bank independence have generally 
supported the autonomous position of the German, Swiss, and U.S. 
central banks (see, for example, Epstein and Schor 1986; Grilli, 
Masciandaro, and Tabellini 1991).10 In Burdekin and Willett (1991) 
we do, however, argue that a strong case can also be made for viewing 
Austria as possessing an independent central bank based on the Aus­
trian National Bank's freedom from government veto power coupled 
with the fact that a significant minority of the bank's policy board are 
nongovernment appointees (see also Hochreiter, 1990). As shown in 
table 10.1, our ranking of central banks has Germany and Switzerland 
at the top because of their high degree of independence both in policy 
formulation and in the appointment of top officials, while Austria and 
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TABLEtO.t 
Central Bank Independence and Inflation 

Institutional Features Innation Record 

Proportion of Overall 
Statutory Government Ranking 

Policy Appointees on Legislated (3 point 
Country Independence Policy Board Objectives scale)' 

Australia No 100 percent PIXIE 

Belgium No 100 percent 

Canada No 100 percent PIXIE 

France No 12/13 

Italy No 100 percent 

Japan No 100 percent 

Netherlands No 100 percent PIX 

New Zealand No 100 percent pb 

Sweden No 100 percent 

United 
Kingdom No 100 percent 

Average: 
Category 1 

Austria Yes 8/14 PIX 2 

United States Yes 7112 PIFJRc 2 

Average: 
Category 2 

Germany Yes 10/21 P 3 

Switzerland Yes 2/10 PIXIE 3 

Average: 

Category 3 

Key: P = Price stability objective; X = Exchange rate objective 
E = Full employment objective; R = Interest rate objective 
Notes: a The higher the score. the higher the degree of independence 

Average 
Inflation Inflation 

Rate Variability 
1960-89 1960-89 

6.9 percent 17.5 percent 

4.9 10.2 

5.5 11.1 

6.7 13.5 

9.1 36.7 

5.7 19.8 

4.7 8.4 

8.9 28.3 

6.8 9.4 

7.9 31.0 

6.7 18.6 

4.4 4.4 

5.0 11.0 

4.7 7.7 

3.8 5.1 

3.4 3.6 

3.6 4.4 

b In effect only from February 1. 1990 (1989 Reserve Bank of New Zealand Act). 
c Objectives stipulated in the 1977 Federal Reserve Reform Act. Previously. the System had 
been required simply to "furnish an elastic currency." 

the United States are placed in a second category. 11 The central banks 
of the remaining countries are classified as being politically dependent 
on government. 

The ordering of central banks in table 10.1 receives support from 
the recent classification provided by Cukierman, Webb, and Neyapti 
(1992). Their ranking of central banks by average legal independence 
has Germany, Switzerland, Austria, and the United States ranked first, 
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second, third, and fifth, respectively. (Denmark, which is not included 
in our sample, is ranked fourth-narrowly ahead of the United States.) 
Moreover, the inflation record of the fourteen countries listed in table 
10.1 affirms the link between central bank autonomy and price stabil­
ity for the industrialized nations (see also Banaian, Laney, and Willett 
1983; Alesina 1988; Banaian et al. 1988; Burdekin and Laney 1988; 
Cukierman, Webb, and Neyapti 1992; Havrilesky and Granato 1993; 
Banaian, Burdekin, and Willett 1995).12 Over the 1960-89 period, in­
flation (as measured by the rate of growth of consumer prices) aver­
ages 3.6 percent in Germany and Switzerland, while inflation in Austria 
and the United States averages 4.7 percent, and the other ten countries 
with more politically dependent central banks average 6.7 percent. In­
flation variability is also higher for the less independent central banks, 
ranging from 4.4 percent for Germany and Switzerland to 18.6 percent 
for the ten non-independent central banks. 13 

Inspection of the list of mandated central bank policy objectives in 
table 10.1 further reveals that, while all independent central banks have 
an official price stability objective, the existence of this objective has 
not, for example, prevented Australia from experiencing one of the 
highest inflation rates in the sample at 6.9 percent. Thus, merely hav­
ing a price stability objective "on the books" does not seem to confer 
any guarantee that price stability will actually be achieved-particu­
larly where the price stability objective is specified only as one of sev­
eral competing goals. Prior to the 1989 Act, for example, the Reserve 
Bank of New Zealand was called upon to promote the highest level of 
production and trade and full employment, as well as to maintain a 
stable price level! Archer's (1992, 7-8) critique of these arrangements 
may have relevance for other nations as well: 

"No attention was paid in the legislative framework to relative priorities amongst 
these objectives; to the coordination of multiple instruments wielded by the range 
of government agencies accorded overlapping objective sets; to the implications 
of non·trivial information costs for the optimal design of policy; or to the estab­
lishment of an accountability framework that focused the attention of individual 
bureaucrats." 

At the same time, New Zealand has now become a highly valuable 
testing ground within which to gauge the impact of a clearly defined 
price stability goal that is backed up by some political muscle. It is still 
too early to judge whether the 1989 Act will permanently free the Re­
serve Bank from the political pressures lying behind the high inflation 
rates previously experienced in New Zealand. Nevertheless, the initial 
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results have been promising, and the annual CPI inflation rate actually 
fell below 1 percent in the first quarter of 1992 as compared to 7.6 
percent in June 1990. 

Certainly, the New Zealand case should continue to receive atten­
tion as an important constitutional experiment. The combination of a 
firm "bottom line" coupled with flexibility in how to meet the man­
dated target perhaps also bears comparison with Leijonhufvud's pro­
posal that Congress should legislate a maximum rate of monetary base 
growth (Leijonhufvud 1986,42). Under this rule, "while the authori­
ties would retain short-term discretion as long as they are below the 
ceiling, the possibility that U.S. monetary policy might come to follow 
a long sequence of predominantly inflationary moves is eliminated." 
However, as with the zero inflation rule, there remains the problem of 
both setting an appropriate tolerance range and monitoring the central 
bank's compliance. 

We take the view that, at a minimum, such rules can only succeed if 
they are part of a widespread change in the relationship between de­
pendent central banks and their governments. That is, the government 
must cede its power to manipulate the money supply through the cen­
tral bank in a manner that is seen as being hard, if not impossible, to 
reverse. The New Zealand case seems to fit these requirements, at least 
to the extent that any shift from the price stability objective by the 
government would require a formal Order in Council that would have 
to be published and laid before Parliament (Reserve Bank of New 
Zealand Act 1989, 8-9). Thus, any deviation in policy would be im­
mediately apparent, thereby reducing the likelihood of such a reversal 
occurring. 

In addition to the role of clearly specified and enforceable inflation 
targets, recent literature on reform of the Federal Reserve and the de­
sign of an independent central bank for the proposed EMU has sug­
gested a number of possible institutional arrangements that could 
contribute to greater central bank independence. Noticing the tendency 
for regional bank presidents to take stronger anti-inflationary stands 
than members of the Federal Reserve Board in the United States, 
Burdekin and Willett (1991) have proposed that all regional bank presi­
dents be given votes on the Federal Open Market Committee, thus 
placing them in a majority. Other suggestions have included the estab­
lishment of longer terms for central bank policy makers and removal 
of the possibility of reappointment as methods of reducing susceptibil­
ity to political pressures (see the analysis and references in Neumann 
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1991a; and Fratianni and von Hagen 1992). We believe that such pro­
posals deserve careful consideration. 

Conclusion 

We have argued that political pressures generate powerful incen­
tives for inflation. There is a strong case for the adoption of institu­
tional arrangements designed to counter such pressures. Unfortunately, 
the most commonly discussed types of reform, such as the return to a 
gold standard or the adoption of a simple money growth rule appear 
problematic in all but the most special cases. 

In recent years two other options-exchange-rate pegging and the 
creation of greater central bank independence--have attracted increased 
attention. Most of our paper has been devoted to the evaluation of these 
options. We find that the prospective credibility effects of exchange­
rate pegging has been substantially exaggerated in much of the recent 
literature. We conclude that, while exchange-rate pegging may be a 
useful complement to domestic policy measures as part of an anti-in­
flationary strategy, exchange-rate pegging by itself is unlikely to have 
a sustained impact on a nation's inflation performance. There appears 
to be much stronger evidence in favor of central bank independence. 
Thus, even for countries for which exchange rate pegging may be sen­
sible, the introduction of substantial central bank independence would, 
at the very least, be a useful complement. 

It is true that simple comparisons of the differences in inflation rates 
between countries classified as having dependent versus independent 
central banks almost certainly overstate the likely benefits of transfer­
ring institutional arrangements from one country to another. After all, 
the factors that led countries like Germany and Switzerland to adopt 
independent central banks are also likely to have contributed to lower 
propensities to inflate under a wide range of institutional arrangements. 
Institutions do matter, however. In our judgement, the analysis of vari­
ous possible institutional innovations to help protect central bankers from 
political pressures and increase their incentives to achieve price stability 
should be at the top of the research agenda for monetary reformers. 

Notes 

1. The discount rate was eventually raised in 1994 in the face of strong economic 
growth. Long-term interest rates remained relatively high, perhaps reflecting 
continuing fears about future inflation performance. 
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2. The two sets of proposals also differ in the sense that fixed exchange rates only 
offer a target for monetary policy through fixing a single relative price, while the 
Friedman money growth rule is itself a policy. 

3. See Judd and Motley (1991) for an assessment of the empirical performance of 
nominal feedback rules. A useful critique of the merits of such rules is provided 
by Phelps (1991). 

4. Inflation was already in the required range by the first quarter of 1992. 
5. For empirical evidence on these issues, see Briggs et at (1988). 
6. Unless the country in question is very small and the rate of inflation is effec­

tively determined by the price of foreign goods (as with Luxembourg, for ex­
ample). 

7. See Bruno (1991) for further analysis of the efficacy of exchange-rate pegging 
by high-inflation countries. Note, however, that even the Mexican peg could not 
be sustained after 1994, collapsing amidst non-sustainable real exchange rate 
appreciation and loss of reserves. 

8. While the Swiss National Bank continued to react to movements in the exchange 
rate between the Swiss franc and Deutsche mark, the freedom from the con­
straints imposed by the Bretton Woods regime enabled the authorities to focus 
more directly on the price stability objective (see Burdekin 1987, for further 
details of the Swiss case). 

9. Although Bade and Parkin (1987) later added Japan to the group of countries 
they considered to possess statutorily independent central banks, this reclassifi­
cation hardly seems appropriate given that Article 47 of the Bank of Japan Law 
empowers the government to summarily dismiss the central bank governors. See 
Burdekin and Willett (1991, 626-29) for additional discussion of the Japanese 
case. 

10. Grilli, Masciandaro, and Tabellini (1991) also classify Canada and the Nether­
lands as countries possessing politically autonomous central banks. But these 
cases are vulnerable to the criticism that in each one there is explicit provision 
for the minister of finance to issue directives to the bank (on this point, see 
Burdekin, Wihlborg, and Willett 1992). 

11. The distinction between categories 2 and 3 lies in the government's ability to 
appoint a majority of the bank's governing board in the "category 2 countries" of 
Austria and the United States. In Germany and Switzerland only a minority of 
the governing board are direct government appointees. (See Burdekin and Willett 
1991, for further details of the data used to compile Table 10.1.) 

12. An important element in achieving any such long-run reductions in the rate of 
inflation concerns the central bank's ability to resist pressures to monetize gov­
ernment budget deficits. For extended analysis on this topic, see Burdekin and 
Wohar (1990) and Burdekin and Langdana (1992). 

13. At the same time, the superior inflation performance of the more autonomous 
central banks has not come at the expense of lower rates of economic growth 
(Grilli, Masciandaro, and Tabellini 1991; Alesina and Summers 1993). 
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The Misguided Drive toward 
European Monetary Union 

Kevin Dowd 

One of the ironies of recent years is that while central planning was 
being thrown out in Central and Eastern Europe in favor of reforms to 
introduce freer markets, the countries of the European Community (EC) 
in Western Europe have been going in the opposite direction in a mis­
guided effort to establish the basis of a dirigiste super-state. There are 
certain political factors behind this drive (e.g., the desire of the French 
political establishment to restrain Germany), but there are also ideo­
logical factors as well. The political establishments in European coun­
tries are strongly attached to corporatist and paternalist views of the 
state. Most European politicians and civil servants see a strong state as 
necessary to protect "their" citizens, whom they regard as unable to 
look after themselves. This paternalism in domestic policy goes hand­
in-hand with a mercantilistic view of the world, which sees the world 
economy primarily in terms of mutually antagonistic trading blocs in a 
state of near permanent trade war with one another. According to this 
view, Europe must overcome its divisions and establish itself as a ho­
mogenous bloc to be able to deal effectively with its primary trading 
rivals in North America and the Far East. This "Fortress Europe" men­
tality has been associated with the promotion of an artificial sense of 
European nationalism whose principal characteristic is animosity to 
the United States and Japan. This manufactured "European national-

The author thanks Charles Goodhart, Paul Mizen, Dick Timberlake, and most espe­
cially, Bernard Connolly of the European Commission for helpful comments and cor­
rections. The views expressed here are the author's sole responsibility. 
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ism" is then used to (try to) bolster the internal cohesion of the Euro­
pean trading bloc, and the trading bloc is to be transformed into an 
economic superpower that can match (Le., take on) the United States 
or Japan. 

If this vision of Europe is to be implemented, its proponents argue 
that the powers of the current EC would need to be considerably 
strengthened. That, in a nutshell, is what the Maastricht Treaty of 1991 
is all about. The current executive, the Council of Ministers, and the 
European Parliament are to be transformed into a federal government; 
and that government is to have more resources and greater autonomy 
from the various national member governments. The Brussels bureau­
cracy is therefore to have a bigger budget-a much bigger one, in fact­
and the power to enforce "broad economic guidelines" on member 
governments to "coordinate" their economic policies. Its supporters 
also insist that the new European state must have the various other 
trappings of sovereignty, including in particular its own currency. If it 
is to have its own currency, they go on to argue, it should have its own 
central bank as well, and, by implication, its own monetary policy. The 
separate national currencies that exist at present should therefore be 
replaced by a new common currency; and the various national central 
banks should be replaced by, or to be more precise, become a part of, a 
new European central bank, the European System of Central Banks 
(ESCB). 

This chapter assesses the monetary aspects of the Maastricht plan.' 
It suggests that the attempt to establish a monetary union in Europe is 
driven primarily by political or ideological considerations-and ques­
tionable ones at that-and its supporters have made very little effort to 
defend it on economic grounds. The whole plan presupposes, for ex­
ample, that the benefits of a single currency outweigh the costs of adopt­
ing one, and yet there has been very little attempt to assess the costs to 
establish that that is the case.2 The costs of switching to a single cur­
rency might well exceed whatever benefits there would be in having 
one. Indeed, given that they have not established that Europe is an 
optimal currency area, no one can be confident that adopting a single 
currency would be worthwhile even if the switching costs were all 
zero, which they clearly are not. Furthermore, even if one granted that 
the EC was in some sense an "optimal currency area" and that the 
benefits of monetary union outweighed the costs of adopting one, it 
still would not follow that the new common currency should be pro­
vided by a new central bank or, for that matter, by any of the existing 
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ones. Once again, no real case has been made in favor of the chosen 
option (i.e., in this case, a new central bank), let alone a convincing 
one. What we have is fundamentally a political program driven by 
political considerations (i.e., by a very dubious "vision" of Europe). 
What minimal attempts there have been to defend the economic ratio­
nality of the program have been little more than window dressing.3 

The Nature and Development of the EC 

I shall now begin with some background information and then pro­
ceed to look at the proposed monetary arrangements in more detail. 
The original European Economic Community (EEC) was an extension 
of the earlier European Coal and Steel Community which had been 
founded in 1952 as ajoint cartel between France and Germany to gov­
ern their coal and steel industries. The "success" of this arrangement 
led to the establishment of EEC itself in 1957, with the six founder 
member states being France, Germany, Italy, Holland, Belgium, and 
Luxembourg. The earlier cartels were now extended to cover various 
other industries, including in particular agriculture, and the members 
of the EC were to maintain a common external tariff against nonmem-

. ber states. Following earlier European precedents, these cartels were 
used to promote producer rather than consumer interests, and they were 
set up in response to lobbying from the producer groups concerned. 
Prices were usually pegged above (and sometimes well above) world 
market levels, and large amounts of money were poured into these 
industries to maintain them.4 Once these privileges were granted, of 
course, it became very difficult to claw them back, and the producers 
concerned have been very successful in preventing attempts to reduce 
their subsidies or open their markets to free competition. Ever since 
the EC was founded, political economy in the EC was essentially the 
political economy of the producer lobby. 

For many years European producer lobbies were effectively able to 
prevent any significant move toward free trade with the EEC, which 
thus remained a common market in name only. European producer lob­
bies were also very effective in hindering the periodic GATT talks de­
signed to move the world economy toward free trade. Since the early 
1980s, they have also been very successful in promoting European 
protectionism in various guises; and the activities have brought re­
peated conflict with the EC's major trading partners, especially the 
United States and Japan. It is in large part thanks to them, and to some 
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extent their counterparts in other countries, that the world economy in 
June 1993 stood on the brink of a major trade war. A certain school of 
thought in the EC establishment in Brussels has always wanted to make 
the EC into a federal superstate and has therefore sought conflict with 
other countries, the United States especially, to create the pressures 
within Europe that would lead to unification. The deterioration of the 
climate of world trade since the early 1980s gave them the opportunity 
they sought, and a vicious circle developed in which trade problems 
led to more lobbying and increasingly confrontational trade negotia­
tions; they in turn created further disputes and a worsened climate of 
world trade. This process in the meantime created the external "en­
emies" the Brussels establishment wanted, and the latter could then 
use the threats posed by these enemies to promote the internal policies 
they really desired. 

The development of the EC was also significantly influenced by 
overtly political factors. The old EEC was originally built on a bilat­
eral axis between France and Germany. At that time, there were three 
significant powers in Western Europe-the United Kingdom, France, 
and Germany-and the United Kingdom had chosen to stay out of the 
EC when it was first set up. Of the other two countries, France saw 
itself as the leading country in Western Europe, but with its bigger 
population and rapid postwar recovery it was also clear that Germany 
was, if not stronger at the time, then likely to become so in the future. 
For the third time within a century, French politicians once again faced 
the familiar specter of superior German power and the problem of how 
to contain it. Their response was to take over the driver's seat of EC 
policy and remain there for as long as the Germans allowed them. The 
Germans for their part were still anxious to live down the recent past, 
and therefore had no real objection to the French "vision" of Europe. 

The Franco-German axis remained the basis of the EC for many 
years; and even when Britain joined in 1973, the French and Germans 
were together able to ensure that British influence remained little more 
than marginal. However, by the mid-1980s, the Germans were increas­
ingly inclined to put their own national interests first, and it was clear 
that the new German assertiveness was gradually tilting the balance of 
power away from France. The French political establishment-the 
French government and parts of the European Commission (Le., civil 
service), including in particular its president, Jacques Delors-there­
fore became increasingly concerned that they would lose their posi­
tion of influence. If they could not contain Germany indefinitely, they 
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concluded that they needed to erect a federal superstructure above her; 
and they set about to persuade German politicians to accept this super­
structure while they still had the influence to do so. A federal Europe 
was thus a good way to assuage the old French fear of the growing 
German "threat." 

There were also the problems of the Exchange Rate Mechanism 
(ERM) and the German Bundesbank's dominance of it. The ERM had 
been set up in 1979 as a vehicle for producing European union in the 
face of Bundesbank opposition. However, the Bundesbank succeeded 
in subverting this political aim and managed to use the ERM for much 
of the 1980s to provide a zone of exchange rate stability in Europe. 
The combination of the Bundesbank's relatively conservative mon­
etary policies and the obligation of other central banks to defend their 
exchange rates within the ERM had helped to reduce inflation in 
countries such as France and Italy whose central banks had previously 
pursued more inflationary policies. Despite these benefits, the Bundes­
bank's dominance within the ERM was widely disliked among politi­
cians in other countries, especially in France and to some extent in the 
U.K., who saw in it sinister overtones of German hegemony in Eu­
rope.s Much the same group of politicians also resented what they re­
garded as the excessively conservative monetary policies followed by 
the Bundesbank. Despite the fact that Bundesbank policies had helped 
to keep inflation relatively low in Germany and other ERM countries, 
there were always those who wanted more expansionary monetary 
policies (i.e., more inflation) to "stimulate" the economy and who deeply 
resented the unwillingness of the German central bankers to provide it. 
What was needed, they argued, was to replace the current dominance 
of the Bundesbank by a more amenable European central bank that did 
not share the Bundesbank's "obsession" with inflation. Resentment of 
the Bundesbank and what it was held to imply combined with the de­
sires of the Euro-federalists who wanted their own central bank for 
their own reasons. 

The Delors Plan 

In June 1988 Delors persuaded the heads of government at their 
summit in Hanover to establish a committee, under his chairmanship, 
which would put together a program to implement this vision of Eu­
rope. Its report the next year set out a detailed plan for a federal Euro­
pean superstate. There was to be a radical centralization of fiscal powers 
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and a massive increase in the resources channeled through the EC it­
self (Le., the Brussels bureaucracy). The separate European central 
banks were also to be merged into a new supranational central bank 
modeled on the Federal Reserve System, and the existing European 
currencies were to be merged into one. As a preliminary step, Britain, 
Spain, Portugal and Greece were to join the ERM from which they had 
hitherto abstained. Member governments then agreed at their Rome 
summit in December 1990 to hold a further intergovernmental confer­
ence to agree upon a new treaty to amend the Treaty of Rome on which 
the original EEC had been founded.6 The Rome summit also added the 
idea of a new "Social Chapter" which would impose (idealized) north­
ern European standards of minimum wages and work conditions 
throughout the Community.7 

One might have thought that such an ambitious plan would be mer­
ited a lengthy debate and a mature consideration of possible alterna­
tives. Instead, other options were ignored and the Delors Committee 
produced their plan with such speed that one can only suppose that 
they already knew what they were going to say before they started. As 
Professor Charles Goodhart of the London School of Economics wrote, 
the Delors Report 

reads as if its authors were convinced that there is only one currently feasible 
strategy for the coming phases of European monetary unification: this is a federal 
strategy, a Hamiltonian strategy, to transfer increasing powers to a federal centre 
ofthe United States of Europe. No alternative is even considered. (Goodhart 1989, 
24, emphasis added) 

The plan was to be accepted in total and implemented according to 
a tight and rigid timetable. There was also no willingness to engage in 
open debate even after the documents had been produced, and those 
who criticized the plan were usually ignored or dismissed as "bad" 
Europeans who stood in the way of "progress." 

Eleven of the twelve member governments promptly accepted the 
plan in principle, with only the British government rejecting it. As an 
alternative, the British government suggested that European curren­
cies be allowed to compete with each other; but what they meant by 
currency competition was never made clear, and the British proposal 
was never taken seriously by the supporters of the Delors Plan. In any 
case, the British government soon dropped their competing currencies 
proposal for a proposed new parallel currency, the "hard ecu," that 
would compete alongside the existing currencies and be pegged by the 
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other member governments. The British government continued to face 
intense pressure to fall into line. The pressure had its effect and, al­
ready weakened by domestic problems, Thatcher felt obliged to make 
concessions-the most significant of which was sterling's entry into 
the ERM in October 1990.8 

The Maastricht Treaty 

The heads of government met to hammer out the new treaty at their 
Maastricht summit in December 1991. In the meantime, Margaret 
Thatcher had been replaced as British prime minister by John Major, 
who did not share his predecessor's Euro-skepticism. The British 
government's position thus softened, and the way was now open for 
agreement between all member governments. The resulting Maastricht 
Treaty incorporated the key features of the Delors Plan, but the British 
were to be allowed to opt out of stage three of EMU and the Social 
Chapter. 

The Treaty sets out the basic objectives of the new European Cen­
tral Bank (ECB), which I shall discuss presently, as well as its struc­
ture and governance. The ECB is to be a federal central bank modeled 
on the Federal Reserve System in the United States. Existing national 
central banks will then become branches of the ECB with a status analo­
gous to that of the individual Federal Reserve Banks within the Fed­
eral Reserve System. There is to be an Executive Board with six 
members to rim the ECB on a day-to-day basis, and the activities of the 
board are to be overseen by a Bank Governing Council consisting of 
board members and the governors of the existing central banks. The 
Treaty is unclear on how the ECB should operate and what its broader 
powers and responsibilities should be (e.g., over prudential issues),9 
but it ordered the establishment of a European Monetary Institute (EMI) 
to consider these issues and make appropriate preparations. 10 

The Treaty also sets out a timetable to implement the reforms, the 
most important feature of which is that the final stage (Le., stage three, 
which covers the irrevocable fixing of exchange rates and the actual 
transition to the common ecu currency) should begin no later than 1 
January 1999. In order to reduce transition problems in the run-up to 
monetary union, the Treaty also sets out "convergence criteria" that 
should be met before any currency is admitted into the final system of 
fixed-exchange rate systems prior to the start of stage three. These 
criteria are meant to ensure that individual governments' fiscal poli-
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cies are in a sufficiently healthy state, that inflation and interest rates 
are relatively low, and that the currency concerned has a stable posi­
tion within the ERM.lI Finally, the Treaty obliges member govern­
ments other than the British to pass legislation to make their central 
banks formally independent, if they are not so already, and there are 
certain provisions relating to specific countries (e.g., the article allow­
ing Britain to opt out of the Social Chapter and the single currency). 

Having been agreed upon, the Treaty had to be ratified by each indi­
vidual member state. It was not open to further negotiation, and it was 
only valid if ratified by every member state. With characteristic hu­
bris, the framers of the Treaty saw the ratification process as little more 
than a formality. No contingency was made for its rejection by any 
individual member state. As with the Delors Plan, European govern­
ments had no intention of engaging in serious debate with skeptics, 
and each government was concerned only to ensure that the Treaty 
was ratified back home with the minimum of political inconvenience. 

The .. Commitment" to Price Stability 

The Maastricht Treaty emphasizes that the primary, indeed overrid­
ing, objective of the ECB's monetary policy should be to maintain 
price stability, but it provides little concrete assurance that price stabil­
ity would actually be achieved. It appears to be reassuring at first sight: 
Article 2 of the Protocol on the Statute of the ECSB states the Bank's 
"primary objective ... shall be to maintain price stability." The Bank 
would pursue other objectives as well, but only if they are consistent 
with price stability. In the words of the same article, the Bank should 
"support the general economic policies [and] the objectives of the Com­
munity," but these other objectives should only be pursued "without 
prejudice to" price stability. 

Unfortunately, these clauses are undermined by the fact that the 
Treaty neither defines what it means by "price stability,"12 nor gives a 
date by which price stability, whatever it is, is to be achieved. If price 
stability is not defined, it becomes very difficult, if not impossible, to 
assess objectively whether it has been achieved or not. The objective 
of price stability then becomes operationally meaningless, and the cen­
tral bank can always claim to have achieved it in its periodic reports. 
As Goodhart (1992, 32) says, 

such Reports are occasions for the expressions of ex-post justification of what­
ever, for good or ill, those in authority have chosen to do. Without a clear defini-
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tion of price stability, and preferably some incentive in the form of bonus pay­
ments for achieving that outcome, there is no firm basis for accountability. The 
ECB's report is bound to state that their actions were consistent, as they saw best, 
with the achievement of price stability over the appropriate horizon. Most Central 
Bank reports have made that claim year after year for decades!' .. The failure to 
define price stability provides ... a system constructed by, with and for Central 
Bankers, to give them an easier life. It is neither necessary nor desirable. 

The BCB 's commitment to price stability is also undermined in other 
ways. Article 109(1) allows the BC's Council of Ministers (Le., the 
BC's political executive) to make formal agreements on exchange rates 
with non-BC currencies. And while it has an obligation to "consult" 
with the BCB,13 it has no obligation to accept the BCB's view (Le., the 
BCB has no veto). 14 The council could therefore impose its will against 
the wishes of the Bank, subject only to the requirement that it go through 
the formality of consultation with it. The problem, of course, is that a 
system of exchange rates negotiated by the politicians may not be con­
sistent with price stability; and the power of the politicians to impose 
an exchange rate system on the BCB would allow the politicians to 
override the Bank's commitment to price stability, even if we had a 
clear idea of what price stability actually meant. If the political heads 
of the BC were to fix the exchange rate of the ecu with the U.S. dollar, 
for example, and if the Federal Reserve were to pursue an inflationary 
policy, then there would be a real danger that the BC would end up 
importing U.S. inflation. However committed it might be to price sta­
bility, there would be little or nothing the BCB could do about it. 

The Failure to Safeguard the ECBs "Independence" 

The BCB's commitment to price stability is also undermined in other 
ways. An important issue in any central bank constitution is the rela­
tionship of the central bank to the political authorities, and in particu­
lar the extent of the central bank's independence from political 
interference. There are good reasons to expect that the political au­
thorities will be more inclined than central bankers to resort to infla­
tion-they usually have shorter horizons, they have an incentive to 
use short-term monetary policy to engineer preelection booms, and so 
on-and the empirical evidence strongly suggests that more indepen­
dent central banks deliver lower inflation rates (see the chapter by 
Burdekin, Westbrook, and Willett in this volume). If the BCB is to be 
expected to deliver stable prices, it needs to be completely indepen­
dent of political authorities. 
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Once again, the treaty provides only superficial reassurances at best. 
Admittedly, Article 7 of the Protocol on the Statutes of the ECB and 
Article 7 of the Treaty explicitly state that the ECB should be indepen­
dent of the political authorities; and other articles reinforce this inde­
pendence by stipulating that members of the Bank's Board and Council 
are to have long and (in the case of the members of the executive board) 
nonrenewable terms of office (e.g., Articles 11 and 109a of the Treaty). 
Furthermore, Article 104(1) of the treaty prohibits loans by the ECB or 
national central banks to Community institutions or member govern­
ments, a stipulation that would appear at first sight to protect the Bank 
by prohibiting predatory government demands for cheap credit. But 
the problem is that this prohibition of loans to government is then im­
mediately qualified in Article 1 O4a(1), which states that it only applies 
to credit that cannot be justified on "prudential considerations." Since 
"prudential considerations" have not been defined, we cannot be sure 
of the circumstances where this exception applies; and we cannot there­
fore be sure in practice whether loans to governments are actually pro­
hibited or not. 

To make matters worse, Article 104a(1) is not the only loophole in 
the prohibition of loans to governments, nor even the most serious 
one. Article 103a(2) states that European Community institutions can 
extend financial assistance if a government is "in difficulties or is seri­
ously threatened with severe difficulties caused by exceptional circum­
stances beyond its control," and the Treaty makes it clear that the ECB 
would be regarded as a "Community institution." In other words, de­
spite the prohibition against central bank loans to member governments 
in Article 104(1), Article 103a(2) implies that the ECB can provide 
such loans by virtue of its status as a Community institution. The ECB 
would therefore be allowed to make loans to member governments 
despite the prohibition against doing so! What that means in practice 
is that when a national government is faced with acute fiscal crisis 
brought on by its own policies, the Community need only declare that 
the crisis is an exceptional circumstance beyond the control of the gov­
ernments concerned-the veracity or plausibility of the announcement 
does not matter-and it can authorize the ECB bailout. Any idea that 
the ECB would be protected against predatory government demands 
for credit is an illusion. 

Worse still, the same article actually encourages member govern­
ments to pursue irresponsible fiscal policies. A government that pur­
sues sound policies and keeps its fiscal house in order receives nothing, 
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but one that spends itself into a corner gets a handout. Such incentives 
undermine fiscal prudence and create the very fiscal problems sup­
porters of the Treaty claim they want to avoid. A rational fiscal feder­
alism would have put the responsibility for fiscal policies firmly where 
it belongs, on the member governments themselves, and would not 
have encouraged them to play irresponsible fiscal games at other 
people's expense. The reader might recall, for example, how New York 
City only began to sort out its financial problems in the mid-1970s 
when President Ford told New York to go to hell. While hope of a 
federal bailout still persisted, no one in New York had any incentive to 
take responsibility for the difficult decisions that had to be made to 
sort out the fiscal mess. Genuine reform could only begin when it was 
clear that there would be no federal assistance and New York would 
have to resolve its own problems. Similarly, Europeans cannot expect 
individual member governments to adopt the unpopular policies needed 
to restore their fiscal health if their governments think that Commu­
nity institutions will bail them out. The Community cannot realisti­
cally hope to avoid fiscal irresponsibility if it provides rewards for it. 
If there is a demand for fiscal irresponsibility, the supply will rise to 
meet it. 15 

The Regulatory Powers of the ECB 

The Treaty is very unclear on the regulatory powers and modus op­
erandi of the ECB. It takes the view that most of these issues should be 
settled later, and leaves it to the EMI to submit appropriate recommen­
dations by a date no later than 31 December 1996.16 What the Treaty 
actually says on these issues is also unclear and, to put it kindly, open 
to different interpretations. Thus, Article 2 of the Protocol of the ECB 
states, reasonably enough, that the ECB "shall act in accordance with 
the principle of an open market economy with free competition, 
favouring an efficient allocation of resources." The content of Article 
2 is undermined, however, by the fact that the Treaty sidesteps the 
issue of what an efficient open market economy with free competition 
actually implies. It undermines it further by implying the issue is to be 
settled in practice by the appropriate authorities, which in effect means 
the authorities can do whatever they like. 

Article 2 also sidesteps various other awkward issues. How, for ex­
ample, can the ECB act in "accordance with the principle of an open 
market economy with free competition" in an economy that is not 
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open-recall the EC's protection policies, for instance-and does not 
have free competition and would have even less competition under the 
Social Chapter? Whatever force Article 2 might have is undermined 
even further by other articles, in particular by Article 20 of the Proto­
col which effectively allows the ECB to do whatever it wants any­
way. 17 Similarly, Article 104(6) of the Treaty allows the Bank to assume 
(unspecified) "specific tasks concerning ... the prudential supervision 
of credit institutions," though the Council must be unanimous and the 
ECB must act on a recommendation from the EC Commission and 
with the approval of the European Parliament. The floodgates thus seem 
to be open to the ECB acquiring whatever regulatory powers the ap­
propriate authorities feel it should have. Also worrying is Article 32.4 
of the Protocol which allows the ECB "in exceptional circumstances" 
to indemnify national central banks for losses that can be attributed as 
arising from ECB policies, a bailout clause that creates a potentially 
serious moral-hazard problem between the ECB and its various na­
tional branches. 

And even when the Treaty purports to give indication of the ECB's 
future prudential role, it usually does so in a vague and confusing man­
ner. Perhaps the best example of this confusion arises with the (nor­
mally) straightforward questions of reserve requirements on commercial 
banks. Are central banks to be allowed to impose reserve requirements 
or not? There is much to be said for their abolition, and Article l04a of 
the treaty appears to call for them to be abolished in stage two (Le., the 
intermediate stage) except as required for "prudential considerations." 
Leaving aside the issue that "prudential considerations" are undefined, 
Article 19 of the Protocol of the Treaty then does an about-tum and 
states that the ECB and national central banks will be allowed to im­
pose reserve requirements in stage three "in pursuance of monetary 
policy objectives." The reader might also recall from the previous para­
graph how Article 20 of the Protocol effectively allows the ECB to do 
whatever it wants anyway. 

Having given up their reserve requirements in Stage Two, the Ger­
man and Italian central banks could therefore reimpose them again. 
There is, however, a catch. The reserve requirements imposed in Ar­
ticle 19 were subject to the provisions of Article 2 of the Protocol men­
tioned a little earlier requiring that the ECB "act in accordance with 
the principle of an open market economy with free competition" and 
promote economic efficiency. Even leaving aside the broader issues 
that arise from this Protocol article, many monetary economists would 
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argue that reserve requirements are neither consistent with free mar­
kets nor with efficient resource allocation, so we might perhaps be 
tempted to conclude that reserve requirements are meant to be banned 
after all. But then again, Article 2 of the Protocols is itself subject to 
Article 3a of the Treaty which talks vaguely about the policy objec­
tives of the Community and member governments, and there is a clear 
implication that these objectives could override free competition and 
the efficient allocation of resources if the appropriate authorities were 
inclined to do so (e.g., by following whatever policies they want and 
simply claiming that they are consistent with free competition and eco­
nomic efficiency). In any case, as the advocate of reserve requirements 
might argue, why include Article 19 at all if reserve requirements were 
meant to be eliminated? 

We therefore have one article of the Protocol that appears to pro­
hibit reserve requirements subject to the prudential caveat, an article in 
the Treaty that appears to allow them, but subject only to the provi­
sions of a second Protocol article, a reasonable reading of which would 
suggest that those conditions could not be met. But that article is itself 
subject to the provisions of two other Protocol articles suggesting that 
reserve requirements might be allowed after all. To make the issue 
even more confusing, there is also the unclear legal question of whether 
the Treaty article prohibiting non-prudential reserve requirements over­
rides, or is overridden by, the two Protocol articles that appear to allow 
them. Where all this leaves reserve requirements in the end is, to say 
the least, unclear. 

Confusion over Legal Tender and the Note Issue 

When the British government had set out its "competing curren­
cies" proposal in late 1990, the supporters of the Delors Plan had been 
quick to dismiss it, not unreasonably, on the grounds that it appeared 
to imply that each currency should be legal tender in every other coun­
try. Yet, having dismissed the British proposal, the authors of the 
Maastricht Treaty then incorporated legal tender provisions into it that 
could produce the very outcome they earlier ridiculed. The key Article 
105a( 1) states that the notes authorized by the ECB should "have the 
status of legal tender within the Community." This article seems to 
imply, for example, that a German newsagent could be confronted by 
customers who insisted on paying for their newspapers in drachmas, 
and he would have no legal right to refuse. The same of course goes for 
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those who insisted on paying in escudos, or liras, or Irish pounds. Not 
only had the German government signed away the Deutschemark which 
is due to be eliminated by 1999, along with all other national curren­
cies, but it also accepted that the ECB could make all the other na­
tional currencies legal tender in Germany in the meantime. 18 What 
applies to the German newsagent also applies to his counterparts else­
where in the Community. 

There are also serious problems with the transition to a single cur­
rency. As Goodhart (1992, 22) points out, stage three of the Maastricht 
Plan appears to involve two substages: the irrevocable fixing of ex­
change rates and the adoption of a single currency. Most historical 
currency changes usually involved relatively straightforward changes 
in currency units (e.g., the deletion of zeros). One of the few excep­
tions was the decimalization of the U.K. currency in the early 1970s, 
in which the pound was retained as the basic currency unit but its sub­
sidiary units-shillings and pence-were converted into new pence, 
with one new penny being equal to 2.4 old ones. As Goodhart says, 
U.K. decimalization "took some five years, or so, to plan and involved 
considerable redesign of school-books, vending machines," and so on, 
but the fractions involved would be "child's play" compared with the 
"seven, or so, figure decimals in which each currency's parity with the 
ecu is presently stated." One possible way round this problem would 
be to have a final realignment of ERM currencies to facilitate post­
conversion calculations, but such realignments then run into Article 
109f of the Treaty which requires that currencies entering the "final 
union" should not have devalued against any other member currencies 
over the past two years. 19 Member currencies might be able to have a 
suitable realignment and then wait two years, assuming that they could 
maintain their exchange rates for that period, but failing that 

the conversion fractions (decimals) will be barbarous indeed. How are people to 
react when their goods worth 10 Dm suddenly become 4.91 ecu? The confusion 
among the old and the educationally subnormal will be horrendous. It is not good 
enough to suggest that we can all cope by carrying around pocket calculators with 
us for a few weeks. The problems will be intense even if the conversion fractions 
are user friendly, more so if they are not. (Goodhart 1992, 23) 

Goodhart goes on to suggest that this transition would probably need 
about three years to plan and three more years to complete. He con­
cludes that suggestions that the transition could be made rapidly seem 
to be "very wide of the mark" (ibid., 24). The authors of the Delors 
Report and the Maastricht Treaty give no indication of having thought 
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through these issues, or of having any real idea of what the resource or 
psychic costs of the transition to a single currency would be.20 

The Collapse of the Treaty 

The Danish Referendum and its Aftermath 

It turned out that ratifying the Maastricht Treaty was not the straight­
forward formality that member governments had anticipated. Different 
governments were left free to seek ratification according to the tradi­
tions and political systems of their different countries. Two of them, 
Denmark and Ireland, chose to put the treaty to a popular vote. The first 
of these votes, the Danish referendum, took place in June 1992; but the 
anti-Treaty sentiment in Denmark was stronger than anticipated and the 
Danish people rejected the Treaty. Given that the Treaty had to be rati­
fied by all member governments, the Danish result meant that the treaty 
was legally dead. Yet, rather than accept this outcome, the reaction among 
member governments was that the ratification process should continue 
as if nothing untoward had happened. The French government promptly 
announced that France would hold a referendum, too, on the illogical 
grounds that a French "yes" vote would somehow put the ratification 
process back on track. There were also some who suggested that the 
Danish government should simply hold as many referenda as it took 
until the Danish people produced the "right" answer, the underlying ar­
gument presumably being that the Danes were to be allowed to accept 
the Treaty but not to reject it. It was also disturbing that a member of the 
European Court (Le., the body responsible for interpreting the Treaty) 
went so far as to declare that Denmark should leave the Community if it 
would not ratify the Treaty.21 Not unreasonably, the Danish prime minis­
ter felt that he could not call a second referendum on the same question 
and this option was dismissed. The Danish government were still keen 
to ratify the Treaty, of course, so they initially took the view that they 
could only call a second vote if the Treaty were revised to take account 
of certain concerns expressed in Denmark during the referendum cam­
paign, conveniently ignoring the point that the Treaty was drawn up on 
a take-it-or-Ieave-it basis and had no mechanism for revisions. Strictly 
speaking, the option of putting a revised Maastricht Treaty to the Danish 
people did not legally exist. 

Nonetheless, the member governments were not to be put off. The 
ratification process continued, and some of the cracks were papered 
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over at the Edinburgh summit of December 1992. This meeting pro­
duced a "declaration" -a worthless piece of paper with no legal stand­
ing whatever-announcing that, while the Treaty remained unchanged, 
Denmark would not be bound by the provisions on EMU, common 
citizenship of the European union, and common defense and security 
issues. The Danish government took this legally meaningless "decla­
ration" as an excuse to re-present the same Maastricht Treaty, com­
pletely unaltered, for a second referendum. Despite this obvious 
sleight-of-hand, and despite the fact that a few weeks after Edinburgh 
the Danish prime minister was forced to resign when it became clear 
that he had been lying to the Danish parliament, the result of the first­
that is to say, legitimate-referendum was overturned by the second 
referendum in May 1993. This new result followed a campaign in which 
the Danish public had been blackmailed and browbeaten, and oppo­
nents of the Treaty were systematically denied the opportunity to con­
front the advocates of the Treaty in the media. 

Even apart from the fact that it helped the Danish government to get 
the Treaty ratified, the meaningless Edinburgh declaration came with 
a very high price tag. The four poorest countries-Ireland, Greece, 
Spain, and Portugal-used the threat of blocking the declaration to get 
large increases in the already large handouts they were getting from 
the EC. To make it appear that the EC budget would nonetheless bal­
ance, and thus disguise their blackmail, the weaker countries acqui­
esced in what all must have regarded as a hopelessly overoptimistic 
forecast, made by the EC Commission, of EC growth in 1993. (And 
once the agreement was reached, the commission shamelessly revised 
its growth forecasts down to more realistic levels.) By the spring of 
1993, it was clear that a major budgetary crisis was brewing. 

At the time of writing in June 1993, there were only two countries 
left which had not yet ratified the Treaty, Britain and Germany. There 
was considerable opposition within Britain to the Maastricht Treaty, 
and though the British government ruled out a referendum and had the 
qualified support of the major opposition parties within Parliament, it 
had great difficu.lty steering the Maastricht bill through Parliament 
because of divisions within the Conservative Party itself. Rather than 
risk further (and possible fatal) divisions within its own party, the gov­
ernment may well be forced in the end to capitulate to demands for a 
popular vote, and the people might well vote to reject the treaty. There 
is also considerable opposition to the Treaty in Germany, and it is more 
than likely there will be problems ratifying the treaty there as well. 
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The Crisis in the ERM 

There were also other problems. The financial markets had never 
been convinced of the merits of the Treaty, or that individual member 
governments were prepared to make th~ sacrifices to their own indi­
vidual autonomy that the unification process required. These doubts 
came to a head with the crisis in the ERM in September 1992. The 
ERM was to playa pivotal role in the unification process. Once ster­
ling joined the ERM (which it did in October 1990), monetary policies 
were to converge and exchange rates at some point were to become 
irrevocably fixed. Only when that was done could the new single cur­
rency be introduced and the monetary unification process be completed. 
The ERM was therefore to provide the jumping-off point for monetary 
unification, and it was essential that it operate smoothly and build up 
the credibility in the market that the transition process required. Yet at 
the same time, it was clear in the market that certain govemments­
the British and Italian governments especially-were reluctant to pay 
the price that maintaining their exchange rates within the ERM bands 
entailed. Britain was in a severe recession, for example, and the British 
government refused to raise domestic interest rates to a level that would 
reassure the markets that it was serious when it said that the ERM was 
the centerpiece of its macroeconomic policy. There were doubts about 
the Italian government's commitment as well, and it was widely be­
lieved that the ERM would collapse altogether if the French people 
voted in their referendum on 20 September to reject the treaty. 

The obvious course of action in the marketplace was to bet against 
the weaker currencies that stood to be devalued, and speculative sales 
of the weaker currencies soon became unstoppable. The first victim 
was the lira, but sterling and the peseta soon followed. Sterling and 
the lira were "temporarily" suspended from the ERM, and the peseta 
was devalued. Their governments' macroeconomic policies had been 
torn in shreds. The British government had seen the "centerpiece" of 
its macroeconomic policy destroyed and most of its foreign exchange 
reserves wiped out in a few hours in a futile attempt to defend the 
pound.22 While the government continued to pay lip service to the 
principle of ERM membership, it made it clear Britain was in no 
hurry to return to the system. In any case, it was patently clear that 
having blown whatever credibility the government might have had, 
it would have found it very difficult to maintain any new set of ex­
change rate bounds even if it had the stomach to try.23 The pressure 
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then intensified on the French franc, despite the vote that narrowly 
endorsed the Maastricht Treaty. The ERM was thus very lucky to 
have survived at all, let alone to have provided the jumping-off point 
for monetary unification that Maastricht required of it. Stage One 
(Le., the accession of Britain to the ERM) had been reversed with a 
vengeance, Italy was no longer a member of the ERM, and neither of 
the governments of these countries was in any position to contem­
plate renewed attempts to join the ERM within the foreseeable fu­
ture. It would take years for the ERM to recover to the point where it 
was before, so even if the Maastricht Treaty had been ratified by all 
member governments, there is no way the ERM could accommodate 
the hurried timetable that Maastricht seeks to impose on it. 

It is much more likely, in fact, that the ERM will shrink further. 
There have been two subsequent devaluations of the peseta and the 
escudo, and one of the Irish pound. It is still very doubtful that Spain 
and Portugal can remain within the ERM, and it looks as though they 
will only remain within it if the mark becomes so weak that it no longer 
imposes any serious constraint on their central banks' inflationary 
policies. (In that case, of course, the ERM would appear to have no 
rationale whatever.) It is also quite possible that much the same incom­
patibility between the ERM and preferred domestic monetary policy 
would lead France to pull out as well, in which case the ERM will 
simply collapse to a Deutsche Mark bloc consisting of Germany and a 
small number of minor countries. 

Any idea that the ERM can somehow "grow" into a fully fledged 
monetary unification must therefore be dismissed as fanciful. All that 
saved the ERM in the short-run was the insistence of the German 
government that the (nominally independent) Bundesbank should do 
whatever was necessary to support it, even if that meant the aban­
donment of the Bundesbank's own monetary targets and the viola­
tion of the Bundesbank's much-vaunted "independence." (It was 
therefore not surprising to hear the Bundesbank president, Schlesinger, 
saying later in the year that the ERM had become an engine of infla­
tion.) By mid-1993 the incompatibility of the ERM with fiscal re­
sponsibility made it quite clear that no EC country except Luxembourg 
could meet the Treaty's fiscal convergence criteria in time for the 
first 1997 deadline. The Belgian and French governments were al­
ready talking about relaxing the convergence requirements-a clear 
indication that once constraints start to bite, member governments 
will generally respond, not by changing their policies and submitting 



The Misguided Drive toward European Monetary Union 369 

to the discipline the constraints are there to provide, but by simply 
removing the constraints. 

Some Final Observations 

The proponents of a common European currency and a European cen­
tral bank have never seriously tried to argue the case for them, and the 
discussion that has taken place makes it very clear that they advocate 
these objectives for primarily political or ideological reasons that are 
themselves more or less taken for granted. But even if one were sympa­
thetic to the idea of a common currency and a continental central bank, it 
would still be difficult to argue that the Maastricht Treaty provided a 
sensible way to achieve them. One obvious problem is that the Treaty 
and its protocols are often so vague and even self-contradictory that one 
often cannot make sense of what they are trying to say. Frequently, some 
objective or prohibition is stated clearly enough in one article, but then 
that article is contradicted or overridden by some other article, which in 
tum is qualified or contradicted by other articles, and so on. Even if one 
starts off thinking that the Treaty is saying something definite, the more 
one reads, the more mystified one becomes, and one ends up doubting 
that the Treaty says anything definite at all. 24 

There are also deeper problems. Even if one accepts that the Treaty 
makes certain definite points (e.g., that the ECB should be "committed 
to price stability"), these points are frequently too vague to be opera­
tionally meaningful. If the ECB is committed to price stability, for ex­
ample, we need to know what "price stability" actually means so that 
we can tell whether or not it has been achieved. If objectives or powers 
are not clearly defined, or appear to contradict each other, then certain 
questions naturally arise: Who should judge what the objectives or 
allowable powers actually are? Who should judge how conflicts be­
tween objectives should be reconciled? Who should judge how far the 
objectives have been achieved or whether allowable powers have been 
exceeded? Quis custodiet ipsos custodes? 

The Treaty largely dodges these issues, and we are left with the 
distinct impression that the "guardians" will be left to guard them­
selves. The central bankers will sometimes have to report to the politi­
cians, and the central bankers will sometimes write progress reports on 
the policies pursued by the politicians, but by and large the appropriate 
authorities will simply exercise their judgment as they see fit (i.e., they 
will do as they want) and that will be the end of the matter.25 
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Furthermore, even if we as "outside" observers knew what certain 
objectives actually meant, or what powers certain bodies had, and could 
therefore infer whether those objectives had been met or those powers 
appropriately used, the Treaty provides us with no sanction to apply in 
the case of failure to achieve those objectives or in the case of misuse 
of power by the bodies concerned. If the EeB chose to inflate, there 
would be very little that private citizens could do about it. The bodies 
concerned would only be accountable to political authorities, and only 
the latter could apply sanctions against them. Since the political au­
thorities would normally have the most to gain from the EeB inflating 
or giving "prohibited" loans to governments, we can hardly expect the 
politicians to want to discipline the EeB. Indeed, on the basis of past 
experiences, it would probably be the politicians who pressured the 
EeB into following such policies in the first place!26 

In short, the recent effort to establish a European Federal Reserve 
System is a classic case study of the fatal conceit of would-be central 
planners who have the supreme arrogance to think that they can im­
pose their "will" on peoples and markets alike in total disregard of any 
notions of economic rationality or even common sense. 

Notes 

1. The chapter focuses on one particular plan for European monetary union and 
does not discuss wider issues such as whether any form of EMU would be eco­
nomically desirable or sensible. For a good discussion of the latter question, the 
reader should refer to Connolly and Kroger (1993). 

2. It is relatively obvious, in fact, that the adoption of a new common currency as 
called for in the Maastricht Treaty must be economically suboptimal. The costs 
to individuals of switching currencies are clearly greater than zero. If we wish to 
minimize these switching costs, we should all adopt whatever existing currency 
is most widely used. We should therefore presumably adopt the deutschmark 
which would at least save the German people the costs of switching. Why then 
did the Maastricht Treaty not suggest that we all adopt the mark (or maybe one 
of the other existing currencies)? The answer, of course, is obvious: it would 
have been politically inexpedient to do so. Throughout the Treaty, and the dis­
cussions surrounding it, economic rationality takes second place to consider­
ations of political expediency. It is therefore disingenuous, to put it mildly, for 
supporters of the Treaty to claim that it makes economic sense. 

3. See, for example, Minford, Rastogi, and Hughes-Hallett's (1991) devastating 
econometric critique of the spurious arguments in the EC Commission's propa­
ganda tract, "One Market, One Money" (EC, 1990). 

4. The best known example, the Common Agricultural Policy (CAP), was set up in 
response to pressure from the powerful agricultural lobby, which was especially 
strong in France. Ever since it was set up, the CAP has managed to swallow up a 
very large proportion of the EEC's total budget while simultaneously maintain­
ing food prices in Europe at about twice world levels. 
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5. The spirit of goodwill toward other Europeans only goes so far. It is amusing, 
too, how little it takes for self-styled "pro-European" politicians to reveal their 
true colors and give vent to traditional national jealousies. The British and the 
French have never got on, the Irish dislike the British, the Dutch dislike the 
Belgians, the Belgians dislike each other, everyone dislikes the Germans, and so 
on. The new European "spirit" is fine so long as we can carry on hating each 
other in our time-honored ways. 

6. Significantly, Mitterand and Kohl also prompted the heads of government to 
agree on a parallel intergovernmental conference on political union. The prompt­
ing for this second conference came apparently out of the blue, though one sus­
pects that the key advocates of a federal Europe-Delors, Mitterand, and 
Kohl-had intended such a conference all along. 

7. In the process, the Social Chapter would also price many European workers out 
of their jobs, especially in the poorer countries. As far as I can tell, the main 
impetus behind the Social Chapter was the desire of labor union in northern 
Europe, especially in Germany, to have some protection against cheaper labor 
from the poorer countries; the Social Chapter provides that protection by mak­
ing the cost of labor in those other countries artificially high. In return for agree­
ing to the Social Chapter, the governments of the poorer countries were 
compensated by a large rise in the EC's regional and structural adjustment funds. 
The German unions get their protection, the other governments get a bailout, and 
only the workers and the taxpayers lose out. For more on the problems the Social 
Charter would cause, see Tony Sampson's ''The Anti-Social Charter" (1992). 

8. The British government was by no means alone in having misgivings about the 
Delors Plan. Barely was the ink dry, when the president of the Bundesbank, Karl 
Otto Pohl-himself one of the plan's signatories-was voicing misgivings about 
its inflationary potential. There was clearly very strong feeling within the 
Bundesbank against the plan. An editorial in the London Financial Times in 
December 1991 quoted an unnamed Bundesbank official as saying that the plan 
was a "criminal act"-the same phrase used by the Nazis to describe the Versailles 
Treaty of 1919-which the Bundesbank intended to sabotage by maintaining a 
tight monetary policy that would undermine the ERM by making it difficult for 
other currencies to maintain their ERM bands. How far the German government 
shared this view in private was not clear, but in public they professed to support 
the plan and dismissed British and Bundesbank reservations about it. My own 
feeling is that they were not particularly enthusiastic about it, but Chancellor 
Kohl was quite happy to let others-Margaret Thatcher in particular-go out on 
a limb and take the flak for opposing it. There must be serious doubts how far the 
German people would go along with the Plan, and it is surely significant that 
Germany still hasn't ratified the Maastricht Treaty yet. That of course did not 
stop Kohl from lecturing the British and the Danish governments for holding 
things up because of their tardiness in ratifying the Treaty. 

9. Not surprisingly, perhaps, a number of awkward issues were swept under the 
rug. One of these is the site of the ECB's headquarters, which, as Goodhart (1992, 
12-20) points out, is an important issue because it has various implications for 
the conduct of open market operations and other aspects of monetary policy. 
Article 37 of the ECB Protocol required that this issue be resolved by the heads 
of governments by the end of 1992, but as far as one can tell, they have barely 
begun to discuss it. The fact that heads of government feel free to ignore awk­
ward Treaty requirements in cases like this is not reassuring. If they can ignore 
one Treaty requirement when it suits them, what is to stop them from ignoring 
others as well? Indeed, what then is the point of having any Treaty requirements 
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at all? Instead of facing up to these issues, the response of the EC establishment 
was to look for scapegoats. In April 1993 the chainnan of the Committee of EC 
Central Bank Governors blamed the delay in agreeing on a site for the ECB's 
headquarters on British and Danish delays in ratifying the Treaty. The fact that 
Gennany still had not ratified the Treaty was conveniently ignored. 

10. The underlying principle of the Treaty again seems to be that one should avoid 
straightforward ways of going about tasks when more complicated and confus­
ing ways are available. While the EMI is supposed to prepare the way to Stage 
three, Article 109(b) of the Treaty also orders the EC's Monetary Committee, 
which becomes its Economic and Finance Committee, to examine the financial 
and monetary situation in each country. "Once Stage 3 has begun," writes 
Goodhart dryly, "the Monetary Committee is to be transmogrified into an Eco­
nomic and Financial Committee" which will continue much the same function, 
but "it is not at all clear to me how the dividing lines for its remit and responsi­
bilities are to be drawn relative to the EMUE[S]CB on the monetary side, or the 
Commission on the economic side, or what the specific purpose of its establish­
ment is perceived to be ... " (Goodhart 1992, 10). It is in fact very likely that the 
Economic and Financial Committee would in practice become a forum for de­
ciding Community economic policy, contrary to the letter (though not the under­
lying intention) of Maastricht, and do so in a way that would be completely 
unaccountable to any electorate. 

11. These criteria are another example of the Maastricht Treaty's penchant for delib­
erate obfuscation. At first sight they seem clear enough: government deficits 
should be no more than 3 percent of GOP; the annual CPI inflation rate should 
be no more than 1.5 times higher than that of the average of the three lowest 
inflation countries over the preceding year; average long-tenn interest rates should 
be no more than 2 percent above the average of the lowest three countries for the 
previous year; and the exchange rate should be in the narrow band of the ERM 
and should not have been devalued or suffered serious downward pressure within 
the last two years. However, the government deficit criterion is then qualified to 
allow higher deficits on an undefined "temporary" or "exceptional" basis. Does 
this qualification allow for deficits to be greater than 3 percent of GOP as part of 
a counter-cyclical fiscal policy? Does it allow Gennany to have a greater deficit 
to pay for unification costs? No one knows. Similarly, the debt-GOP ceiling is 
qualified to allow a higher ratio than 60 percent, but only if it is not too far above 
60 percent and is falling at a "satisfactory" rate. What does this mean? Again, no 
one knows. Taken at face value, every single EC country except Luxembourg 
would fail these criteria (and Luxembourg does not matter anyway because it 
does not have its own currency). As Goodhart (1992, 7) points out, Belgium, 
Denmark, and Eire clearly fail to meet the fiscal criteria, and it must now be 
doubtful whether Britain or Gennany can meet them either. Since long-tenn in­
terest rates incorporate expectations of long-tenn inflation, the interest rate cri­
terion can presumably only be satisfied if expected long-tenn inflation rates are 
roughly the same as expected long-tenn inflation in the "best three" countries. 
That in tum seems to presuppose, dubiously, that the governments or central 
banks concerned have solved their own credibility problems, an important prob­
lem in view of the near collapse of the ERM in September 1992. The exchange 
rate criterion also implies that governments have solved their credibility prob­
lems, but it also runs into the problem, discussed further in the text below, that it 
makes it difficult to readjust parities to reduce accounting costs in the transition 
to the single currency. The process of deciding whether countries have met these 
criteria also promises to be interesting. The bodies responsible for deciding 
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whether they have been satisfied would be the European Commission and the 
EMI. Since one cannot expect the Commission to make an objective report and 
the Bundesbank representative on the EMI is likely to insist on a strict interpre­
tation of the criteria, there is a good chance of a major clash between these two 
bodies. 

12. The most obvious definition of price stability is that a particular price index 
should show zero growth over time and have a small variance around that long­
term trend. But two problems arise. First, even if one accepts this definition, we 
still do not know how small the variance must be, and lack of precision on this 
point leaves scope for a central bank to argue that the variance is small enough to 
satisfy the price stability criterion regardless of whatever value it actually takes. 
Second, there are many economists who interpret "stability" primarily in terms 
of "predictability," and this line of interpretation leaves one free to argue that 
prices are stable if only they are predictable. Leaving aside the question of how 
predictable prices might then need to be, what matters in that case is not the 
inflation rate, but its predictability, and one no longer has any reason to prefer 
low or zero inflation to high inflation, other things being equal. It seems to me 
that these difficulties make the Treaty's undefined notion of price stability so 
vague as to be almost useless. 

13. Strictly speaking, to reach a formal exchange rate agreement with a non-EC coun­
try, the Council of Ministers must act unanimously, consult the European Parlia­
ment, and either act on an ECB recommendation or on a recommendation of the 
EC Commission after having consulted ECB. Hence, if the ECB is opposed to 
such an agreement, all the council needs to do to override the bank is get the 
commission to make the recommendation, act unanimously, and go through the 
formality of consulting the ECB and the European Parliament. 

14. The central bankers who signed the Delors Report were naive in the extreme in 
thinking that politicians such as Delors would construct a European superstate 
and then hand over the running of monetary policy to them. Mitterand made this 
point very clear during the French referendum campaign on the Maastricht Treaty 
in the fall of 1992. His comments enraged the Bundesbank and did much to 
precipitate the virtual collapse of the ERM in September. The sincerity of Euro­
pean political establishments of all parties on this issue was typified by remarks 
made during the recent French parliamentary elections by Eduard Balladur, now 
French prime minister, when he spoke of the need for the greater independence 
of the Bank of France "at least in statutes" (my italics). 

IS. The Community'S record to date on this issue is very poor. Two "balance of 
payments" loans have already been made to Greece, and one to Italy, but these 
were no more than politically-inspired bailouts. The EC did insist on "condition­
ality," but only for form's sake. No well-informed observer ever took its condi­
tionality terms seriously. 

16. A large number of issues remain to be resolved. Apart from the siting of the head­
quarters of the ECB itself, decisions have to be made about where and how to carry 
out open market operations, foreign exchange operations, and so on. The modi 
operandi of ECB last-resort discount operations also need sorting out, and there 
will almost certainly need to be a great deal of accommodating institutional change. 
Goodhart (1992,12-25) has an excellent discussion of these and other related is­
sues. He also makes the point (ibid., 18-19) that the ECB will be under consider­
able pressure to unify the EC payments system, if only to smooth out the effects of 
its own policies on financial markets. But it would take years, first to plan, then to 
carry out, the unification of the EC payments system. The appropriate authorities 
give little indication of having begun to think about these issues. 
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17. Article 20 specifies that. provided it gets at least a two-thirds majority of cast 
votes. "The Governing Council may ... decide upon such other operational meth­
ods of monetary control as it sees fit." 

18. One presumes that the German government was not aware of what it was doing. 
Conceivably. perhaps. lawyers could subsequently try to claw back this conces­
sion by claiming that it was not what the agreement really meant. The legal ten­
der question and hundreds like it that result from the member governments' 
attempts to outsmart their electorates and each other will then have to be decided 
by the European court. The chaos that resulted from undecided property issues 
in the former East Germany will then be as nothing compared to resulting chaos 
in the Community itself. 

19. As usual with the Maastricht Treaty. these provisions are much more compli­
cated than they appear at first sight. The two-year no-alignment rule is a condi­
tion for the European Council to give a country the green light to go forward to 
stage three. but the Treaty apparently does not rule out a realignment between 
the decision to go forward to stage three and the actual implementation of stage 
three. Apart from raising the issue of conversion rates. this loophole also raises 
the prospect of a final devaluation to repudiate government debt in real terms 
just before entering stage three. The markets would presumably anticipate such 
an attempt. however. and interest rates would rise accordingly. 

20. There are other problems relating to the currency issue. The Protocol makes 
provision for seignorage receipts to be shared out among central banks. but what 
do the latter do with them? If they are truly independent. they would presumably 
keep them or at least decide how much to keep and how much to pass on to their 
government. But then who holds them accountable for their use of seignorage 
funds. and how can such accountability be reconciled with their independence? 

21. This pronouncement is all the more disturbing in that it clearly violates the Treaty 
of Rome. which the Court is also responsible for interpreting-and does so in 
highly political. centralizing manner. European citizens and member governments 
would clearly be unwise to rely on the Court to uphold their rights. 

22. To describe the British government's handling of the crisis as inept hardly does 
the word justice. The week before the crisis erupted. there had been much pres­
sure on the Bundesbank to lower German interest rates. To its credit. the 
Bundesbank resisted that pressure. refusing to make cuts beyond a token of one­
quarter percentage point. It was clear at the time that if it wanted to maintain its 
ERM parities. the British government should have responded by raising British 
interest rates to reassure the markets. but that it refused to do. The speculative 
pressure then built up extremely quickly; and when the government woke up to 
the danger. it responded by a series of panicky interest rate hikes. On the morn­
ing of 16 September. it announced that interest rates were to be raised by 2 per­
cent and then by an additional 3 percent. By then it was too late. and the 
government suspended sterling from the ERM in the afternoon and canceled the 
interest rate hikes. Interest rate policy had been altered three times within a few 
hours. a vast amount of money had been lost in the foreign exchange markets. 
the centerpiece of British macroeconomic policy had been destroyed. and so 
confident was the government that this could not happen that the U.K. Treasury 
had not even prepared a contingency plan on which the government could fall 
back. The next day. even the government had no clear idea what its policy was. 
Nonetheless. John Major steadfastly rejected calls from those who demanded 
that the Chancellor of the Exchequer. Norman Lamont. should resign. Instead. 
he defended the Chancellor and his policies. announced that he personally took 
full responsibility (and ignored the implication that he should resign himself). 
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and carried on as ifhe could not understand what all the fuss was about. Lamont 
enjoyed his fullest confidence, Major repeatedly declared, and he had no inten­
tion of replacing him. He was still protesting his confidence in Lamont even as 
he sacked him in May 1993. 

23. The suspension of sterling from the ERM also had another interesting conse­
quence. Rather than take responsibility himself, Norman Lamont simply blamed 
the Germans-in particular, the Council of the Bundesbank-for not reducing 
interest by more in the week before the crisis erupted. Instead of being laughed 
out of court, Lamont's claims were then picked up by that section of the U.K. 
establishment that still has not forgiven Germany for the Second World War, and 
the British public were treated to an unending barrage of anti-German sentiment. 
The German government was not impressed, naturally enough, and the German 
Chancellor responded in kind with a torrent of anti-British abuse. It was not a 
good week for Anglo-German relations, and the exchange of opinions did no 
credit to either side. The Irish finance minister adopted much the same approach 
when Eire was forced to devalue within the ERM three months or so later. Like 
Lamont, he blamed the Germans for their interest rate policies; but he also man­
aged, somehow, to blame the British as well. It never ceases to amuse me how 
quickly the facade of being a "European" is dropped in circumstances like these 
and the people involved give way to old-fashioned nationalist sentiment of a 
very crude kind. 

24. It seems to me that this mystification is partly deliberate, since it enables sup­
porters of the Treaty to quote selectively from it to reassure critics that their 
particular concerns have been met. For example, the articles on price stability 
can be quoted to reassure those who worry about the inflationary potential of the 
new central bank. Supporters of the Treaty can then give the impression that the 
Treaty is a rational document that takes all proper concerns into account; mean­
while, they can conveniently ignore the qualifications, contradictions, and other 
problems that only become apparent when one looks at the Treaty more closely. 

25. The reader might recall, for example, how heads of government simply ignored 
Article 37 of the Treaty which required them to agree by the end of 1992 on 
where the EMI should be headquartered. If the authorities can blatantly ignore 
Treaty requirements, they can effectively do what they like. 

26. Furthermore, there is no sanction that the voters of a particular country can apply 
against the Council of Ministers. Voters in the Community's member states can 
never change the Community'S "government." It is, after all, the lack of such 
governmental accountability in countries such as Belgium and Italy that has led 
to debt/GDP ratios of well over 100 percent-and the near inevitability of future 
inflation. The Maastricht Treaty imposes Belgian and Italian (i.e., no) account­
ability on the Community as a whole, and we must expect similar results. 
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Monetary Nationalism Reconsidered 

Lawrence H. White 

The rational choice would seem to lie between either 
a system of "free banking, " which not only gives all 
banks the right of note issue and at the same time 
makes it necessary for them to rely on their own 
reserves, but also leaves them free to choose their 
field of operation and their correspondents without 
regard to national boundaries, and on the other 
hand, an international central bank. 

-F. A. Hayek (1937, 77) 

International monetary regimes come in two basic types: those based 
on various independent national base moneys, and those based on a 
unified international base money. Regimes of the unified type can dif­
fer in at least two dimensions. First, there may be distinct national 
deposit-transfer and currency systems variously regulated by national 
governments, that is, national "inside moneys." Hayek in 1937 called 
the doctrine behind this option "monetary nationalism." Alternatively, 
checkable deposits and banknotes denominated in international money 
may be provided by private banks operating transnationally. The latter 
option allows international inside moneys. Second, a common interna­
tional base money can emerge from the free acceptance in various na­
tions of a common base money supplied apolitically (for example, a 
commodity money such as gold). Joined to transnational banking, the 
result is international free banking: a global payment system with a 
single monetary standard, regulated by market institutions, not depen-

377 
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dent on any national or supranational government. Alternatively, an 
international money can be created by an international central bank. 
The choice between these alternatives is the "rational choice" Hayek 
describes in the epigraph above: international free banking or an inter­
national central bank. 

This essay explores these distinctions and the practical differences 
associated with them. As a vehicle for doing so, it critically recon­
structs the arguments of Hayek's 1937 book Monetary Nationalism 
and International Stability, a largely neglected work on the topic by 
one of this century's leading economists. l Hayek set out to dissect the 
policy doctrine he labeled "monetary nationalism" in a series of lec­
tures subsequently published as a slim volume. At that time, monetary 
nationalism was a leading belief system in the world of economic policy 
ideas and an incipient trend in the world of realpolitik. 

Hayek (1937, 4) defined "monetary nationalism" as "the doctrine 
that a country's share in the world's supply of money should not be left 
to be determined by the same principles and the same mechanism as 
those which determine the relative amounts of money in its different 
regions or localities." In other words, the stock of money within na­
tional boundaries is not to be freely altered by movements of money 
through interlocal payment systems. Money is not to cross national 
borders, at least not in the same guises that it circulates domestically. It 
is characteristic of a regime of monetary nationalism that a currency's 
sphere of circulation is coextensive with the borders of the nation whose 
central bank issues it. 

With the breakdown of the Bretton Woods and stopgap Smithsonian 
systems in 1971 and 1973, full-blown monetary nationalism became 
the status quo in both the realm of policy and the realm of ideas. Today 
its dominance is qualified by the European Monetary System (EMS) 
and the movement toward a European Central Bank. Still, the quantity 
of basic money in each major nation remains controlled by the na­
tional monetary authority within its borders, there being no interna­
tional money that flows across borders from the banks of one nation to 
the banks of another.2 Until the movement toward a European Central 
Bank began, few thought seriously of questioning this state of affairs. 
The central debating point had instead been the degree to which na­
tional monetary authorities should coordinate their policies. 

Full-blown monetary internationalism-the antithesis of monetary 
nationalism--entails a globally homogeneous monetary system. Hayek 
(1937,4) spoke in this regard of a "truly International Monetary Sys-
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tem ... where the whole world possessed a homogeneous currency such 
as obtains within separate countries and where its flow between re­
gions was left to be determined by the results of the action of all indi­
viduals." In such a system, ordinary money (including deposits as well 
as currency) crosses national borders freely to settle international pay­
ments. Money can flow among regions without hindrance, regardless 
of whether the regions are part of the same nation-state. 

In the world of a globally homogeneous monetary system, there are 
no national monetary authorities who control national monetary ag­
gregates. There is, indeed, little point in even compiling statistical 
records of national monetary aggregates, no more point than there would 
be today in compiling separate monetary aggregates for each of the 
fifty United States. Such an effort would be inconsequential (not to 
mention its practical difficulties), because it would be unreliable for 
prediction of regional economic activity. Dollar holders stand ready to 
make purchases from vendors anywhere in the dollar region, not only 
within their home states. Tracking of the aggregates could not be used 
in an effort at their control. To anticipate a point we will return to later, 
control of the national money stock in a globally homogeneous mon­
etary system is not necessary for desirable macroeconomic performance, 
nor would people have reason to feel that it was necessary. Money 
flows from nation to nation would be no more a cause for macroeco­
nomic concern than flows within national boundaries. 

In the choice between the two routes to a truly international mon­
etary system, Hayek in 1937 expressed a preference for an interna­
tional central bank over international free banking. This is surprising 
given the outlook on economic policy for which he was well known, a 
classical liberal appreciation for the profound limitations of govern­
ment activism.3 

The language Hayek used is even more surprising in light of his 
more recent (1973, 1988) critiques of "constructivist rationalism" in 
social thought. In the 1937 lectures, he spoke (74) of "the ideal" of 
"a rationally regulated world monetary system," and commented (93) 
that "a really rational monetary policy could be carried out only by 
an international monetary authority, or at any rate by the closest co­
operation of the national authorities and with the common aim of 
making the circulation of each country behave as nearly as possible 
as if it were part of an intelligently regulated international system." 
His preference for such a system is implicit in the following state­
ment (93-94): 
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[S]o long as an effective international monetary authority remains an utopian dream, 
any mechanical principle (such as the gold standard) which at least secures some 
conformity of monetary changes in the national area to what would happen under 
a truly international monetary system is far preferable to numerous independent 
and independently regulated national currencies. If it does not provide a really 
rational regulation of the quantity of money, it at any rate tends to make it behave 
on roughly foreseeable lines, which is of the greatest importance. 

The final section of this report attempts to puzzle out (since he was 
less than fully explicit about it) what concrete policy would, in Hayek's 
1937 view, represent "really rational regulation of the quantity of 
money," and to consider whether such a policy is in fact more desir­
able than the behavior of the quantity of money under an international 
free banking system. The purpose is not primarily to set the doctrine­
historical record straight, but rather to analyze a live issue of monetary 
policy. Arguments for an international central bank have achieved po­
litical dominance in Europe today, and have been made in America by 
such economists as Richard N. Cooper (1988) and Ronald I. McKinnon 
(1988). It remains to be seen to what extent those sympathetic to Hayek's 
basic outlook on economic policy share a common cause with advo­
cates of an international central bank. 

This essay will not address directly the relative merits of a common 
international money as against numerous independent currencies with 
floating exchange rates. But the argument made below-that the ma­
jor defects in the performance of the historical gold standard are reme­
diable by allowing greater international integration of banking-may, 
if persuasive, remove some important misgivings about a common in­
ternational money. 

Purely Metallic Monetary Systems 

Monetary internationalism is in several respects a matter of degree. 
The simplest example of a "truly" international system, to use Hayek's 
phrase (and something close to his example), would be a world of two 
countries where only uniform gold coins were used as money in both 
countries. The system's internationalism might be compromised if there 
were distinct national coinages; however, as Hayek (1937, 5) noted, 
nationalistic markings and denominations of coins would be irrelevant 
in practice if local mints would restrike foreign coins at a zero price 
and thereby allow unlimited interchanging of coins. A fully integrated 
currency system would then exist, with international movements of 
coins no more inhibited (unless transportation costs were discontinu­
ously greater) than movements within each country. 
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Hayek's discussion here may be read as assuming that minting ser­
vices are nationally monopolized by law. Regionally specific standard 
coins (and standard units of account) can be expected to emerge spon­
taneously in the early stages of a system with coinage provided en­
tirely by competitive private mints (Selgin and White 1987). The 
process of market standardization of coins could conceivably follow 
national borders even without specific legal compulsion if such bor­
ders happened to correspond to boundaries of distinct linguistic, trade, 
or legal regions.4 

With competitive mints, the price of coin restriking services will not 
be quite zero. What really matters for full integration, however, is zero­
spread interchangeability (par acceptance) between the coins in trade. If 
this prevails, international currency flows will not be inhibited. The ex­
change rate between two coins will naturally correspond to their relative 
bullion contents. Coins of both denominations may even circulate widely 
in both countries. This is especially likely if the bullion content of one 
standard coin is a simple multiple of the other, so that the computational 
difficulties of dealing in both coins are minimal. 

Mixed Currency Systems and the Historical Gold Standard 

As Hayek emphasized at length (1937, 4-16), the historical world 
monetary system as organized under the gold standard prior to World 
War I fell far short of the ideal of true monetary internationalism­
despite the global acceptance of gold. It is important to recognize this 
point because the macroeconomic problems associated with the his­
torical system have wrongly been thought to be inherent to any system 
making use of a common international money. In fact, as Hayek ar­
gued, those problems were due to the system's failure to live up fully 
to the ideal of international money. Shortcomings appeared in two ar­
eas: (1) nonmetallic moneys gained circulation nationally but not in­
ternationally; and (2) the gold reserves held against bank-issued moneys 
came to be held by national central banks, rather than by transnational 
private banks. 

In addition to gold, bank liabilities redeemable for gold (banknotes 
and checkable deposits) were generally accepted as media of exchange; 
indeed, they formed the bulk of the money supply in every commer­
cially developed area. That a monetary system is "mixed" (as nine­
teenth-century writers characterized it) of coin, paper currency, and 
deposits is not itself a barrier to full international monetary integra­
tion. The circulation of a bank's notes and checks could easily be inter-
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national if the bank had branch offices in more than one country. Be­
cause banks were legally constrained to operate only within national 
boundaries, however, the money they issued was effectively irredeem­
able abroad and did not circulate there. The banknotes and checks of a 
French bank, for example, did not function as money in England.s Thus, 
only a fraction of the stock of money in circulation (namely, the coins 
held by the public) plus bank reserves, which constituted only a frac­
tion of monetary bank liabilities, served as international money. 

The difference made by the national specificity of bank-issued mon­
eys was twofold. First, it altered the equilibrium distribution of gold 
around the world. Second, and more importantly, in conjunction with 
the national pooling of reserves it altered the process through which a 
new equilibrium would be approached following a disturbance. 

In any system with a basic money accepted internationally, the world 
stock of basic money comes to be distributed among various regions in 
accordance with the depth of demands to hold it by individuals and firms 
in those regions. For the sake of concreteness, let us assume for now that 
gold is accepted internationally as basic money, whatever the various 
national banking structures. In any international gold standard system, 
gold tends to flow in exchange for other goods into any area whose 
residents currently value it comparatively highly at the margin and thereby 
give it a comparatively high purchasing power (or, alternatively, whose 
residents experience an excess demand for gold). These gold flows are 
self-limiting, because the marginal value of gold falls for the recipients 
as more gold is gained and rises for the senders as more gold is lost. 

In stock equilibrium the purchasing power of gold is everywhere 
the same (within the narrow limits set by transportation costs). The 
concepts of an equilibrating specie flow mechanism and an equilib­
rium distribution of basic money among the nations in accordance with 
the distribution of demand are well-known ideas emphasized by David 
Hume ([1752]1970) and David Ricardo ([1817]1971) in their respec­
tive analyses of the international gold standard. 

The advent of bank-issued money naturally reduced the real demand 
for gold by providing a close substitute for some money-holding pur­
poses. Where bank-issued money circulated locally or nationally, it pro­
vided a substitute more convenient than gold for most local or national 
payments. The global pattern of demand would not have been altered 
(though real demand would have been everywhere reduced) if in every 
nation at every date members of the public had regarded bank money as 
preferable to gold for exactly the same class of transactions (e.g., all but 
international transactions), if those transactions had constituted the same 
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fraction of total transactions, and if banks had held identical fractional 
reserves of gold against their liabilities. In actuality these conditions did 
not hold, and deviations from them were not mutually offsetting (which 
would, of course, have been extremely unlikely). 

The effect of the availability of banknotes and checkable deposits 
on the demand for gold by both the public and the banks clearly varied 
from nation to nation, as bank-mediated payment practices developed 
in different ways and at different paces.6 These differences were due at 
least in part to the variety of legislated restrictions and regulations that 
produced the growth of banking systems along strictly national lines. 
Had international branch banking been allowed, and had banking been 
placed on the same regulatory footing in all nations, banking practices 
would not have varied so much from nation to nation. The global pat­
tern of demand for gold and the equilibrium allocation of the stock 
were therefore different from what they would have been in the ab­
sence of monetary nationalism. 

Contrasting International Payment Mechanisms 

The national specificity of bank-issued money also altered impor­
tantly the process by which money flowed from one nation to another. 
The relevant benchmark here is a system of free international branch 
banking rather than the purely metallic international system consid­
ered above, for our focus is on the difference made by monetary na­
tionalism, not by the existence of bank-issued money as such. We need 
to go beyond Hayek's treatment of "the function and mechanism of 
international flows of money" in his second lecture (1937, 17-34), 
where he contrasted the historical gold standard with a purely metallic 
system rather than with an international free banking system. His dis­
cussion did not clearly separate the difference made by bank-issued 
money from the differences made by national specificity of that money 
and by the existence of national reserve systems. 

Hayek (1937, 10) made the important point that the development of 
bank-issued money "would have made little difference [for interna­
tional monetary relations] if the banks had not developed in a way 
which led to their organization into banking 'systems' along national 
lines." He was not clear, however, concerning the characteristics of the 
relevant benchmark non-nationalistic banking system. He continued: 

Whether there existed only a system of comparatively small local unit banks, or 
whether there were numerous systems of branch banks which covered different 
areas freely overlapping and without respect to national boundaries, there would 
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be no reason why all the monetary transactions within a country should be more 
closely knit together than those in different countries. 

Hayek's point here was that in neither case would all the inhabitants of a 
country become dependent on "the same amount of more liquid assets 
held for them collectively as a national reserve," as they did historically. 

Contrary to Hayek, there are reasons to expect systems of "small 
local unit banks" to be knit together nationally. Local unit banking 
(certainly in the United States, and probably generally) represents not 
a free market outcome but the result of interventionist banking poli­
cies. Such policies are the work of national or subnational govern­
ments. No two governments are likely to pursue them in such a way 
that domestic banks may interact-in clearing systems, for instance­
as easily with banks across the border as with other similarly regulated 
domestic banks. U.S. experience shows clearly that the development 
of a national reserve system is perfectly congenial with, and in several 
ways encouraged by, unit banking. The Federal Reserve System was 
in large part designed in deference to unit banking interests as a substi­
tute for the management and interlocal allocation of reserves that in 
freer banking systems (such as Canada's) was conducted by the head 
offices of widely branched banks (see E. White 1983). 

In effect, a policy of local unit banking-by drawing the lines a 
bank may not cross even more narrowly than does a policy of mon­
etary nationalism, and thereby circumscribing to an even greater de­
gree the circulation of bank-issued money-represents an even further 
regression from the ideal of a truly international monetary system. The 
relevant benchmark for assessing monetary nationalism is the second 
system Hayek mentions in the extract above, a system of free interna­
tional branch banking. 

To draw the most immediate but certainly not the most important 
contrast first, clearing and settlement mechanisms for individual pay­
ments differ between the systems of free international branch banking 
and of monetary nationalism. In the first system, but not in the second, 
it is possible for any particular international payment to involve two 
customers of the same bank, so the simple transfer of a claim on that 
bank settles the payment. In such a case no movement of reserve money 
from bank to bank is necessary. Bank-issued money can serve as inter­
national money. We may assume that regional unit-of-account differ­
ences would not persist, or would prove no obstacle given two-way 
par convertibility. A bank presumably would be indifferent to conver-
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sion of a dollar-denominated claim against it into a bullion-equivalent 
franc-denominated claim. 

Now consider an international payment that involves an interbank 
transfer. Under either system a payment from a customer of domestic 
Bank X to a customer of foreign Bank Y means at the margin a loss of 
reserve money by Bank X and a gain by Bank Y. In the limiting case of 
fully integrated international branch banking, where all competing 
banks operate globally and all belong to a single global clearing sys­
tem, all international payments would be cleared and settled in exactly 
the same manner as intranational payments. Bank X's reserve loss would 
become Bank Y's gain directly through the clearinghouse, with no third 
bank involved. 

Under the monetary nationalism attending the historical gold stan­
dard, commercial banks seldom were allowed to branch abroad or to 
belong to multiple national clearing systems. Rather, correspondent 
arrangements linked pairs of banks in different nations. Two interme­
diary banks were thus typically needed for international clearing and 
settlement. 

In the less pure case of partially integrated international branch bank­
ing, where some banks are internationally branched while others have 
limited range, and where distinct national clearinghouses therefore still 
exist, direct settlement can occur for checks and wire transfers against 
deposits in the internationally branched banks that belong to both the 
domestic and the relevant foreign clearing system. International banks 
can also, for a fee, perform the service of linking the two clearinghouses 
for the other banks. International Bank Z can transfer reserve money 
from its foreign branch to foreign Bank Y through the foreign clearing­
house in exchange for receiving matching reserves domestically from 
Bank X. In the section that follows, the case of partial integration will be 
neglected in order to focus on the cleaner contrast between full interna­
tional banking integration and complete monetary nationalism. 

Contrasting Adjustment Mechanisms 

The primary concern in this contrast of monetary processes under 
the two systems is not with the settlement of individual transactions, 
but with how the systems as wholes would respond to large-scale dis­
turbances to money supply or demand. Following Hayek's example, 
consider a shift in demand away from a particular product produced in 
Country A in favor of a product produced in Country B. The resulting 
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gain in real income by workers and investors in the favored industry, 
and in turn by their trading partners as increased real spending spreads 
outward from the favored industry, will normally mean an increase in 
Country B's real money demand. The reverse process will spread from 
the disfavored industry in Country A.7 Some further adjustment is 
needed to satisfy these shifts in money demand. 

The regeneration of monetary eqUilibrium, given the above hy­
pothesized shifts in money demand, calls for a redistribution of real 
money balances: an increase in the real quantity of money in Coun­
try B and a decrease in Country A. With a common money accepted 
in both countries and able to flow from one to the other, as character­
izes both of the banking systems we are considering here, an actual 
transfer of some kind of money from A to B will constitute at least 
part of the equilibrating process that brings about the requisite changes 
in both countries. 

Under a system offully integrated international branch banking, the 
redistribution of money can be made completely in the same manner 
as a redistribution between two neighborhoods within a single coun­
try, namely, by what appear to be simple transfers of bank-issued money. 
Country B residents will accept payment for their net exports in 
banknotes and checks issued by Country A bank branches, because the 
same parent banks do business in their own country. The same brands 
of banknotes and checks are current in both countries. Country B bank 
branches will accept at par banknotes and checks issued by Country A 
bank branches. Transnational Banks X and Y find the liabilities issued 
by their Country A branches contracting in volume, while the liabili­
ties issued by their Country B branches expand. No crisis arises for 
either bank. These transfers of bank-issued money are not the entire 
international story: they will be ;accompanied by small international 
movements of reserve money from A to B to the extent that the banks 
perceive marginal shifts in that direction in the prudent levels of their 
vault cash reserves at branches in the two countries. 

The process of international redistribution of money may inciden­
tally favor one bank over another. Country B residents may for what­
ever reason prefer to divide the additions to their balances among the 
various banks in proportions different from those chosen by the Coun­
try A residents who are reducing their balances. Perfect equality of 
proportions is indeed improbable. In the likely case of a slight change 
in the market shares of the various banks, there will be an interbank 
transfer of reserve money. Suppose that in the two countries put to-
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gether, Bank X experiences a reduction in the volume of its monetary 
liabilities held by the public, whereas Bank Y on net gains deposits 
and enjoys greater circulation for its banknotes, and all other banks are 
unaffected in the aggregate. The result will be a net transfer of clearing 
reserves from X to Y. There is net "destruction" of X-money and "cre­
ation" ofY -money, to use the textbook terminology, though these events 
are more appropriately thought of in this case as instigating rather than 
resulting from the reserve flow. 

The important point to be made is that these events involved with an 
interbank redistribution of money do not themselves constitute an in­
ternational monetary redistribution, nor are they an essential part of 
the process of international adjustment discussed two paragraphs back. 
Under the assumption that both banks are multinational, the expansion 
of Bank Y's share of the market for bank-issued money at the expense 
of Bank X's share is not as such a movement of money from one nation 
to another. Bank moneys in the system we are hypothesizing are not 
nationally specific, but circulate globally. (If international circulation 
seems implausible, consider that Visa, MasterCard, and American Ex­
press are globally accepted today.) 

Under the assumption of an international clearing system, the re­
serves held for clearing are not nationally specific either, so transfer of 
ownership of them from one multinational bank to another does not 
constitute an international transfer of reserve money. The process of 
interbank redistribution may create difficulties for the contracting bank, 
but interbank transfers as such do not create any of the macroeconomic 
problems associated with monetary contraction in a specific regional 
economy. While one bank is contracting, another is expanding along­
side it. No banking system is losing reserves. 

In a system with all bank moneys restricted to national circulation, 
by contrast, international monetary redistribution must take a route 
other than transfers of bank-issued money. Assuming that in both coun­
tries the bank-issued moneys are fractionally backed, the appropriate 
redistribution could not come about through a transfer of reserve money 
to the full amount of the warranted money stock changes (assuming 
the positive and negative changes in money demand to be equal in 
absolute value). Such a large transfer would lead the banks in Country 
B to expand their liabilities by a multiple of the reserves gained, and 
the reverse for the banks in Country A. Total money stock changes 
would then exceed the amounts appropriate for reestablishing mon­
etary equilibrium. 
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The redistribution must, to paraphrase Hayek (1937, 17), be brought 
about partly by an actual transfer of reserve money from country to 
country, but largely by a contraction of the quantity of bank-issued 
money in one country and a corresponding expansion in the other. With 
nationally restricted rather than multinational banks, the redistribution 
of bank-issued money from one nation to another is unavoidably asso­
ciated with redistribution from one set of banks to another 
nonintersecting set, and thereby with transfers of clearing reserves from 
one set of banks to another and from one nation to another. One bank­
ing system is contracting, and another is expanding, with potentially 
momentous macroeconomic consequences. 

Contrasting Reserve-Holding Systems 

This contrast between the mechanism of monetary redistribution that 
operated under the monetary nationalism prevailing during the classi­
cal gold standard era, and the mechanism that is available under a free 
international banking system, was sharpened by the historical devel­
opment of what Walter Bagehot called the "one-reserve system of bank­
ing," or what Hayek (1937, 76) called "the organization of banking on 
the 'national reserve' principle." A single institution, the central bank, 
came to hold the entire gold reserve of a nation's banking system. This 
was not a natural development, but rather the result (not always delib­
erate) of banking legislation. In Britain, as Bagehot explained in his 
celebrated Lombard Street (1873., 99-100), it grew out of the legal 
privileges bestowed on the Bank of England. Until the 1830s, 

the Bank of England had among companies not only the exclusive privilege of 
note issue, but that of deposit banking too. It was in every sense the only banking 
company in London. With so many advantages over all competitors, it is quite 
natural that the Bank of England should have far outstripped them all. Inevitably it 
became the bank in London; all the other bankers grouped themselves round it, 
and lodged their reserve with it. Thus our one-reserve system of banking was not 
deliberately founded upon definite reasons; it was the gradual consequence of 
many singular events, and of an accumulation of legal privileges on a single 
bank ... which no one would now defend. 

Other nations in the later ninetl~nth and early twentieth centuries, 
taking Britain as their model, more deliberately fostered exclusive gold 
reserve holding by a central bank. 

It is a central theme of Bagehot's book that, as he opens his con­
cluding chapter (329), "the natural system of banking is that of many 
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banks keeping their own cash reserve, with the penalty of failure be­
fore them if they neglect it," whereas England had through the privi­
leges bestowed upon the Bank of England arrived at the system "of a 
single bank keeping the whole reserve under no effectual penalty of 
failure." Hayek's treatment of this aspect of the contrast between the 
natural banking system that would arise in the absence of legislative 
interference and the system that results from centralizing privileges is 
unfortunately muddied. 

Hayek suggested (1937, 11) that the centralization of reserves is 
"only partly due to deliberate legislative interference" and is "partly 
due to less obvious institutional factors," such as "the fact that a coun­
try usually has one financial centre" where excess reserves can most 
readily be invested in liquid earning assets. He cited the United States 
prior to the founding of the Federal Reserve System as an example of a 
country where such a centralization of reserves took place "in spite of 
the absence of branch banking." He added that the tendency toward 
centralization "is considerably strengthened if instead of a system of 
small unit banks there are a few large joint stock banks with many 
branches; still more if the whole system is crowned by a single central 
bank, holder of the ultimate cash reserve." 

Hayek's discussion here is problematic in several respects. The con­
gregation of banks' head offices in a financial center, which can be 
expected to occur under a system of unrestricted branch banking, does 
not in fact represent centralization of reserves in the sense that Hayek 
(1937, 10) himself rightly insisted is relevant: it does not mean that 
"all the inhabitants of a country" become "dependent on the same 
amount of more liquid assets held for them collectively as a national 
reserve." Each of the many widely branched banks will hold its own 
distinct reserves. In the United States it was precisely the fact that banks 
from the hinterlands were legally barred from opening New York of­
fices, and vice versa, that led country banks to deposit their reserves 
with city banks. Only as a result of such restriction-driven interbank 
deposits were reserves treated as a collective resource or common pool. 
Many separate banks counted on the availability of reserve funds that 
could not in fact be made available to them all in the event of simulta­
neous need. Country banks had to play preemptive strategies of claim­
ing reserves before others could do so when even the possibility of a 
coming reserve stringency was perceived. Branch banking is an alter­
native to this treatment of reserves, not a "strengthening" of it. Much 
less is it a way station between unit banking and central banking. 
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Branch banking eliminates the problems of strategic behavior among 
independent claimants to a pool of reserves by bringing the various 
claimants within the same firm. Many branch banks rely on the same 
central pool of reserves, as did the several country banks who had de­
posits in the same city bank, but potential conflicts among the satellite 
banks are internalized by unitary ownership. In the terminology of in­
dustrial organization theory, vertical integration eliminates the prob­
lem of a potential for postcontractual opportunistic behavior between 
contracting firms (see Klein, Crawford, and A1chian 1978). In branch 
banking we have vertical integration between reserve-holding and re­
serve-claiming bank offices. 

The industrial organization perspective is useful here because it en­
ables us to see that central banking does not really solve the problem at 
hand, but instead perpetuates the division of responsibility between 
the reserve holder and the reserve claimants. Central banking changes 
only the form of the problem. Given that a central bank has the power 
to create new reserves for the domestic commercial banks,8 its prob­
lem is not to ration a fixed stock of reserves when there are multiple 
independent banks laying claim, lbut to limit the creation of new re­
serves when they are sure to be called for by near-illiquid banks (and 
possibly by other claimants). Under a gold standard, such a limitation 
is needed to prevent an external drain from carrying away all of the 
central bank's gold reserves. In a fiat money system, the limitation is 
needed to prevent uncontrolled inflation. 

In a passage separate from the last one quoted, Hayek (1937, 13) 
referred to what is essentially the problem of opportunistic claimants 
faced by a central bank on a gold standard: 

[T]he fundamental dilemma of all central banking policy has hardly ever been 
really faced: the only effective means by which a central bank can control an ex­
pansion of the generally used media of circulation is by making it clear in advance 
that it will not provide the cash (in the narrower sense) which will be required in 
consequence of such expansion, but at the same time it is recognized as the para­
mount duty of a central bank to provide that cash once the expansion of bank 
deposits has actually occurred and the: public begins to demand that they should 
be converted into notes or gold. 

Hayek's capsulization of it can easily be read as emphasizing the 
fact that this dilemma-the classic conflict between fighting external 
and internal drains placed in a dynamic context-is a case where con­
flicting strategic claims on the central bank's reserves arise. The di­
lemma arises from the central bank's inability, given a duty to fight 



Monetary Nationalism Reconsidered 391 

internal drain, to credibly precommit itself not to create reserves. To 
borrow a term from the modem literature (Kydland and Prescott 1977), 
the central bank faces a time-consistency problem even under a gold 
standard regime. The head office of a branch banking firm has no such 
problem. 

Contrasting Macroeconomic Effects 

International redistributions of money under the one-national-reserve 
system are potentially momentous. The initial outflow means a loss of 
central-bank reserves. The central bank's reserves are typically too slen­
der to allow the outflow to run its natural course unaided, that is, to 
allow the volume of central bank liabilities (which serve as reserves 
for the commercial banks) to shrink merely unit for unit with its re­
serves. The cumulative loss of international reserve money under that 
process would exhaust the central bank's reserves. 

Thus, the central bank must artificially accelerate the process that 
curtails the net export of international reserve money. It can do so by 
(1) selling securities in its portfolio; (2) taking the route that Hayek 
(1937, 27) emphasized, "compelling people to repay loans," which 
likewise shrinks its portfolio; or (3) raising its discount rate in the 
manner of classical central-banking policy. Each of these measures 
contracts the national supplies of high-powered money and loanable 
funds, and temporarily raises short-term interest rates, with the dual 
effects of suppressing spending on imports (by suppressing spending 
generally) and attracting inflows of funds from abroad. 

Hayek (1937, 28-30) emphasized that such a credit squeeze 
changes the allocational impact of the process of international mon­
etary redistribution. The contraction in loans "will mean that the full 
force of the reduction of the money stream will have to fall on invest­
ment activity." The engineered rise in the interest rate will put it 
"above the equilibrium or 'natural' rate of interest" for a time. (Once 
the natural flow-limiting process acting through income and expen­
diture reductions-which continues to run its course-has progressed 
far enough, the credit squeeze becomes overkill and can be discon­
tinued.) Investors "who would otherwise not have been affected by 
the change" are thus compelled "to give up money which they would 
have invested productively." Investment plans are disappointed, and 
a spell of unemployment of capital and complementary labor-a re­
cession-results. 
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Those familiar with the busiOli~ss cycle theory of Hayek's Prices 
and Production (1935) will recognize this account as the inverse of the 
unsustainable Hayekian boom fuelled by artificially low interest rates. 
The central point of this discussion, however, does not depend on the 
empirical importance of interest-rate-linked allocational effects in ac­
counting for business cycle phenomena (about which many economists 
are skeptical). Within the framework of almost any monetary theory of 
business cycles, the central bank causes a disturbance when it engi­
neers a contraction of the domestic money supply that outruns the cu­
mulative reduction in money demand from the chain of income 
reductions set in motion by the real shift initially postulated. 

Viewed in a monetary disequilibrium framework (see Yeager 1986), 
the critical feature of the external-drain-curtailing central-bank policy is 
that it creates an excess demand for money, which implies an excess 
supply of commodities and labor, and which instigates a recession. Al­
ternatively viewed in a continual-market-clearing framework, the policy 
creates a negative price-level shock.9 In either of these frameworks, we 
have "a disturbance which posses.ses all the characteristics of a purely 
monetary disturbance, namely that it induces changes ... which ... are not 
based on any corresponding changf: in the underlying real facts" of tastes, 
technology, or resources (Hayek 1937,31). 

As Hayek (1937,33) emphasized, monetary disturbances of this sort 
are "defects inherent in the system of the collective holding ofpropor­
tional [fractional] cash reserves for national areas, whatever the policy 
adopted by the central bank or the banking system," short of reserves 
being kept "large enough to allow them to vary by the full amount by 
which the total circulation of the country might possibly change." The 
national limitation of bank-issued money will inevitably mean that in­
ternational flows of money are attended by money supply disturbances 
(unless the classical Currency Principle of 100 percent marginal gold 
reserve requirements, which would force the money supply to shrink 
precisely one-for-one with exports of gold, is applied to all forms of 
bank-issued money). 

International redistributions of money within a system of fully inte­
grated international branch banking would involve no such worrisome 
side effects. An interlocal money transfer, prompted, for example, by a 
change in spending patterns and relative money demands of the sort 
considered above, would reduce the quantity of money in one area and 
raise it in another. There is no reason to believe, however, that it would 
create a monetary disturbance in either place the way accelerated money 
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destruction or creation within a national banking system does. The 
absence of disequilibration that Hayek (1937, 24) affirmed for interre­
gional money flows under a purely metallic international monetary 
system holds also for an international branch banking system with bank­
issued money. 

As already discussed, the process of international money redistribu­
tion under global free banking is likely to (although it logically need 
not) involve a net expansion of monetary liabilities for some banks, a 
contraction for others, and a corresponding interbank reserve flow. The 
aggregate of all the contractions is much smaller in magnitude than it 
is under monetary nationalism, because the typical transnational bank 
will have inflows of money at some branches to offset at least partially 
the losses of its branches in the outflow region. The banks that contract 
on net may individually be forced to sell off marketable securities or 
actively call in loans in order to offset their losses of reserves. 

This process does not mean a credit crunch for the region of net mon­
etary outflow, however, nor the creation of an excess demand for money 
there. Even ifbond and loan markets retain some regional specificity, no 
interest rate rise should be created by the actions of the contracting banks. 
Recall that the banks enjoying net expansion also have branches in the 
outflow region. Those banks will be in a position to buy an equivalent 
volume of securities and to extend loans to the borrowers turned away 
by the contracting banks. The profit motive will prompt them to take just 
such actions at the initially prevailing interest rate. 

Alternatively, the expanding banks are in a position to lend reserves 
to the contracting banks to enable them to contract their assets at an 
optimizing pace not requiring hasty securities sales or calling in of 
loans. Being members of the same international clearing system or, in 
the case of partial integration, being linked by membership of at least 
some banks in multiple national clearing systems, the banks involved 
can be expected already to be regular players in an interbank reserve 
loan market (like the present-day Federal Funds market) that makes 
such loans extremely easy to arrange. 

Taking the branches of net-contracting and net-expanding banks in 
the outflow region together, then, there is no reason for an exaggerated 
regional contraction of bank assets or monetary liabilities. Market forces 
will act to prevent any such occurrence. No excess demand for money 
will tend to afflict one nation while an excess supply crops up in another. 

International integration of banking on a common monetary stan­
dard, furthermore, would promote the international integration of fi-
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nancial markets. International interest arbitrage would be even more 
complete than it is today, unburdened by exchange rate risk. Thus, an 
excess demand for loanable funds in one nation matched by an excess 
supply in another could not persist for any significant period. Interest 
rates would be less influenced by nationally distinct supply and de­
mand conditions under international free banking than under a national 
reserve system. 

To forestall possible misunderstanding, the argument advanced here 
does not involve the following two claims. First, it does not claim that 
all monetary disturbances are ruled out in a truly international mon­
etary system. Exogenous region-to-region shifts in money demand can 
still occur, as the case discussed illustrates. The argument claims only 
that an international free banking system, unlike a system of national 
central banks, does not amplify such disturbances by adding money 
supply shocks to the process of adjustment. Interregional integration, 
whether across nations or across parts of a single nation, promotes the 
smoothest possible adjustment to interregional money demand shifts. 
Interregional shifts in the demand for dollars are presumably going on 
all the time within the United States as growth rates vary among parts 
of the country, but U.S. citizens hardly notice. Interregional monetary 
redistributions within an integrated banking system create no balance­
of-payments crises. 

Second, the argument here does not claim that the process of inter­
national monetary redistribution goes smoothly in an integrated sys­
tem because each unit of money transferred necessarily reflects, and 
simultaneously relieves, excess supply of money in the sending coun­
try and excess demand in the recipient country. A shift in spending 
patterns of the type we have discussed may result in an outflow of 
money in the intermediate run greater than the final outflow, due to the 
"shock absorber" function of money balances. (This fact contributes 
to the difficulty a central bank faces in simply letting the outflow run 
its course.) Money balances may fall in the first country below the 
long-run desired level of money balances, and the reverse may happen 
in the second country, because individuals do not immediately decide 
upon or execute the changes in spending and income-earning activi­
ties necessary to reestablish the desired levels. A "long and variable 
lag" may transpire before the senders replenish excessively depleted 
balances and before the recipients dissipate an excess accumulation. 

The gradualness of these adjustments is part and parcel of a process 
of economic coordination. Though in this sense there may be "over-
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shooting" of national money stocks, no rationale emerges for a coun­
teracting official policy. It is a demerit of the accelerated stanching of 
reserve flows that is characteristic of monetary nationalism that, as 
Hayek (1937, 29) put it, 

the transfer of only a fraction of the amount of money which would have been 
transferred under a purely metallic system, and the substitution of a mUltiple credit 
contraction for the rest, as it were, deprives the individuals in the country con­
cerned of the possibility of delaying the adaptation by temporarily paying for an 
excess of imports in cash. 

The international acceptance of bank-issued moneys, and the pres­
ence of branches of expanding banks even in the region from which 
money is flowing, furnishes the possibility of optimally gradual adap­
tation under a system of international free banking. 

To put the argument of this section in a slightly different way, the 
process of international redistribution of money does not, with global 
branch banking, involve a deflationary process in one country and an 
inflationary process in another. For this reason, one is not compelled 
toward regarding independent national currencies with floating ex­
change rates as the best feasible option among international monetary 
arrangements, even upon accepting for an unalterable fact, as did Milton 
Friedman (1953, 171) in his classic essay "The Case for Flexible Ex­
change Rates," that "nations have been unwilling to allow [balance of 
payments] deficits to exert any deflationary effect."lo 

International Free Banking, or an International Central Bank? 

The basic flaw underlying the doctrine of monetary nationalism, in 
Hayek's critical interpretation (1937, 35), is to be found in the premise 
"that the criteria of a good monetary policy which are applicable to a 
closed system are equally valid for a single country" within a network 
of global trade. This premise is false, whatever the criteria of good 
monetary policy might be. 

The rational choice between alternative truly international monetary 
systems to which Hayek referred in this chapter's opening epigraph­
the choice between free banking without regard to national borders 
and an international central bank-depends crucially on spelling out 
the criteria of good monetary policy and comparing the alternative sys­
tems' abilities to fulfill them. If indeed "there is no rational basis for 
the separate regulation of the quantity of money in a national area which 
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remains a part of a wider economic system" (Hayek 1937, 73), is there 
yet a rational basis for the deliberate regulation of the quantity of money 
by a world central bank? 

It should be noted that Hayek, unlike Cooper, McKinnon, and advo­
cates of the European Central Bank project, did not endorse the estab­
lishment of a multinational fiat money, at least not until the political 
realities change. So long as contending national states and the tempta­
tions of inflationary finance continue to exist, the benefits of an inter­
national commodity money exceed its costs. 

On purely economic grounds it must be said that there are hardly any arguments 
which can be advanced for, and many serious objections which can be raised against, 
the use of gold as the international money. In a securely established world State 
with a government immune against the temptations of inflation it might be absurd 
to spend enormous effort in extracting gold out of the earth if cheap tokens would 
render the same service as gold with equal or greater efficiency. Yet in a world 
consisting of sovereign national States there seem to me to exist compelling po­
litical reasons why gold (or the precious metals) alone and no kind of artificial 
international currency, issued by some international authority, could be used suc­
cessfully as the international money. (Hayek 1937,74-75) 

Hayek elaborated (1937, 75) that a suitable reserve money is one 
that "in all eventualities will remain universally acceptable in interna­
tional transactions." The threat of war and other crises will 100m "so 
long as there are separate sovereign States." Against such threats people 
will want to hold 

the one thing which by age-long custom civilized as well as uncivilized people are 
ready to accept-that is, since gold alone will serve one of the purposes for which 
stocks of money are held ..• and since to some extent gold will always be held for 
this purpose, there can be little doubt that it is the only sort of international stan­
dard which in the present world has any chance of surviving. 

This is a powerful argument against proposals for an international 
fiat money issued by a coalition of central banks, because coalitions 
among national governments are notoriously fragile. It also suggests 
that there are natural obstacles to the market acceptance of a newfangled 
international money issued privately. Gold has the virtue of being no 
issuer's liability, and therefore of being independent of ~ny issuer's 
solvency, probity, reputation, or political fortunes. Gold has a history 
that assures potential holders of its future acceptability. 

Hayek's argument alerts us to the likelihood that so long as nations 
exist, gold is going to continue to be held in both official reserves and 
private portfolios, as we have indeed seen since its official demoneti-
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zation in 1971. Given that the real demand to hold gold is going to 
persist under any fiat money regime, and may even grow (as the rise in 
gold's relative price since 1971 suggests has occurred) due to the un­
certainty inherently surrounding fiat money, monetization of gold is 
not costly. One of the leading objections to the monetary use of gold­
the additional resource cost it is supposed to entail by comparison to 
fiat money-rests on empirically false premises (Garrison 1985). 

With the basic money of the world being furnished outside the bank­
ing system by gold mines and private mints, a world central bank could 
act on the quantity of money through the "money mUltiplier" that links 
the quantity of bank-issued money to the quantity of gold. Hayek's 
statements concerning the desirable characteristics of a monetary sys­
tem suggest that he considered it desirable for a world central bank to 
act so as to offset changes that would otherwise raise or lower the 
multiplier. For each nation taken individually, he espoused the Cur­
rency Principle ideal (1937, 86, 90) that the money stock should change 
only one-for-one with flows of gold, "making the credit money pro­
vided by the private banks behave as a purely metallic circulation would 
behave under similar circumstances." Following that principle, changes 
in a money multiplier should be avoided for the global stock of money. 
Hayek's ideal of "really rational regulation of the quantity of money" 
may consist largely in this. 

This interpretation is reinforced by reading the fourth lecture of 
Hayek's 1935 Prices and Production, in which a more explicit guide 
to "neutral" monetary policy is offered. Hayek argued there (108-11) 
that prima facie "the supply of money should be invariable" in the face 
of changes in production. Though changes in the quantity of money in 
an open economy serve an important function, that "of enabling the 
inhabitants to draw a larger or smaller share of the total product of the 
world," no such function is served by changes in the quantity of money 
in a closed economy. "An increase of its monetary circulation either 
for [an isolated] community or for the world as a whole [is] useless." 
The fact that changes in the quantity of money can come about through 
changes in a money multiplier, and the fact that the multiplier shows a 
well-known procyclical pattern, creates a role for the central bank 
(Hayek 1937, 117): it should contract its own high-powered liabilities 
to offset increases in the mUltiplier due to reductions in commercial 
bank reserve ratios during the upswing. 

Hayek also argued that the central bank of a closed economy should, 
for the sake of monetary neutrality, vary the quantity of money recip-
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rocally with movements in velocity, so as to keep constant ''the vol­
ume of payments made during a period of time" (1937, 123); that is, 
the central bank ideally should follow a rule of keeping constant what 
the quantity equation denotes MV, the product of the money stock M 
and its velocity of circulation V. But he conceded (1937, 124-25) that 
this rule "can never be a practical maxim of currency policy," as it is 
impossible to translate into operational guidelines. Hence "the only 
practical maxim for monetary policy" is that the bank should not ex­
pand its liabilities either to allow for a boom or to combat a recession. 

It is not possible to offer a thorough examination of various policy 
criteria here. George A. Selgin (1988, 1991) has discussed at some 
length the concept of monetary equilibrium and has argued that a free 
banking system is better equipped than a central banking system to 
maintain it. 11 Selgin does not deny that the ratio of bank-issued money 
to gold would vary in a free banking system, but argues that unregu­
lated competition would tend to allow such variations only in response 
to changes in demand for bank-issued money, and thereby would pro­
mote equilibrating rather than disequilibrating adjustments. A central 
bank, by contrast, inherently lacks the knowledge necessary to simu­
late the competitive result. 

Quite apart from the informational problems of central banks, any­
one who shares Hayek's "practical" concern with counteracting cen­
tral banks' tendency toward unwarranted expansions of the quantity of 
money may well find a free banking system to be the best practical 
alternative, given the temptations to which central banks are prone. A 
world central bank, and to a slightly lesser extent a pan-European cen­
tral bank, would be a monopolist without any competitive discipline. 
It is difficult to imagine how effective incentives could be created for 
its managers to adhere to an ideal policy, or why its sponsoring gov­
ernments would even want to tie its hands, since they would thereby 
limit its ability to serve their changing wants. If inflationary biases are 
as inherent to a multinational central bank sponsored by a consortium 
of nation-states as they are to the fiat-money-issuing central banks in­
dividually sponsored by those states, then the fundamental obstacle to 
a sound international monetary system is not so much monetary na­
tionalism as it is monetary statism. 

Notes 

1. As Ruiz (1989) notes, Hayek (1978, 104 n. 1) has provided the following retro­
spective view of his own 1937 work: "It contains a series of lectures hastily and 
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badly written on a topic to which I had earlier committed myself but which I had 
to write when I was pre-occupied with other problems. I still believe that it con­
tains important arguments against flexible exchange rates between national cur­
rencies which have never been adequately answered, but I am not surprised that 
few people appear ever to have read it." 

2. An exception might be made here for the informal use of dollars and other for­
eign currencies, especially in financially repressed and high-inflation countries. 
The central bank's control over the quantity of money is of course constrained 
more or less tightly where it commits to a pegged exchange rate, as in the EMS, 
the West Mrican franc zone, and in countries like Argentina which at the mo­
ment are pegged to the U.S. dollar. 

3. Ruiz (1989) reminds us that Hayek endorsed central banking in The Constitu­
tion of Liberty (1960, chapter 21). But that endorsement may be viewed as ac­
quiescence to the status quo, whereas advocacy of an international central bank 
in 1937 amounted to pushing for an expansion of state control over money. 

4. The geographical domain of a legal system need not be coextensive with that of 
a nation-state. Nor vice-versa. On the history of non-nationalistic legal systems 
in Europe, see Berman (1983). On the history of private mints in the United 
States, see Kagin (1981). 

5. An interesting exception that qualifies the rule was the circulation of Scottish 
banknotes in northern English counties during the eady nineteenth century, de­
spite the prohibition of cross-border branching. Because their circulation was 
limited to counties adjacent to the border, the episode actually illustrates the 
point that the area of circulation for a bank's liabilities is normally limited by the 
extent of its branch network (L. White 1984, 42). 

6. The comparatively early spread of gold-economizing bank liabilities in Scot­
land, for example, allowed that country to export gold and silver in exchange for 
consumable and capital goods in the manner discussed at length by Adam Smith 
(1976, 292-98, 320-21). 

7. Hayek (1937, 21-23) rightly pointed out that it can be misleading to leap from 
the hypothesized shift in product demands to reasoning in terms of aggregate 
shifts in real income, money demand, and money supply, and especially to move­
ments in national price levels. The particular B residents whose incomes directly 
rise may spend some of their increased incomes on imports of certain goods 
from Country A, rather than simply increase the demand for the products of their 
B neighbors generally. The income losers in Country A may cut back on particu­
lar imports from Country B. There will generally be both winners and losers 
within each country from the relative price and income movements finally brought 
about by the sequence of spending adjustments prompted by the initial shift. 

8. Even under the international gold standard, a central bank could create new re­
serves for the domestic banking system by issuing more of its own liabilities, at 
least in the short run before the price-specie-flow mechanism would begin to 
drain it of its own gold reserves and thereby force it to reverse course. It could 
ignore even that limit if it were prepared to suspend redeemability. 

9. The hypothesis that markets continually clear, combined with the hypothesis 
(found in the "Iowa City" model of McCloskey and Zecher [1984,124-25]) that 
the law of one price continually reigns internationally, would, however, seem to 
rule out the possibility that a national central bank could ever create a monetary 
disturbance. For criticism of the historical applicability of such a combination, 
see Friedman (1984). 

10. One can, in similar fashion, make a case against independent national currencies 
by accepting as unalterable the fact that national governments have been unwill-
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ing to allow rapid exchange rate appreciations (which cheapen imports) to exert 
any strongly negative effect on the position of domestic import-competing in­
dustries, but instead have moved to protectionism and exchange rate interven­
tion. Hayek (1937,65,73-74) anticipated such a case. 

11. For discussion of the Hayek and Selgin norms for monetary policy, see Ebeling 
1991 and L. White 1991. 
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Currency Boards and Free Banking 

Steve H. Hanke and Kurt Schuler 

In this century, three types of monetary systems have predominated: 
central banking, free banking, and currency boards. Central banking is 
familiar to us all, because it is today the monetary system of almost 
every country. Free banking once existed in approximately seventy 
countries during the 1800s and the early 1900s (Dowd 1992a). Today 
there are no free banking systems, but free banking is enjoying an in­
tellectual revival as a theoretical alternative to central banking, thanks 
to the work of economists such as Lawrence H. White, whose essay 
elsewhere in this volume describes free banking in more detail. 

The currency board system, unlike free banking, is witnessing a real 
revival. Like free banking, the currency board system was once wide­
spread: it has existed in approximately sixty-five countries. Unlike free 
banking, it still exists today in Hong Kong, Brunei, the Falkland Is­
lands, Gibraltar, Argentina, Estonia, Lithuania, and (in greatly modi­
fied form) Singapore (Hanke and Schuler 1994). And if all goes 
according to plan, Bosnia and Bulgaria will have currency board sys­
tems in 1997. We think the currency board system is well suited for 
many countries today. 

What Is a Currency Board? 

A currency board is an institution that issues notes and coins con­
vertible into an external "reserve" asset, such as a foreign currency or 
a commodity, on demand at a fixed exchange rate. It does not accept 
deposits. As reserves, a currency board holds high-quality, interest­
bearing securities denominated in the reserve asset. A currency board's 
reserves are equal to 100 percent or slightly more of its notes and coins 
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in circulation, as set by law. The board generates profits (seignorage) 
from the difference between the interest earned on the securities that it 
holds and the expense of maintaining its note and coin circulation. It 
remits to its owner (historically, the government) all profits beyond 
what it needs to cover its expenses and to maintain its reserves at the 
level set by law. The currency board has no discretion in monetary 
policy. The central bank of the reserve-currency country (or, for a cur­
rency board whose reserve asset is a commodity, supply and demand 
in the commodity market) determines the supply of the reserve asset. 
The public's demand for notes and coins determines their circulation 
in the currency board system, and banks determine the supply of de­
posits (trying to keep this in accord with the public's demand by inter­
preting the meaning of changes in reserves). A currency board based 
on a foreign currency is much like using that currency directly, except 
that it captures for domestic benefit the seignorage that would other­
wise accrue to the foreign issuer. 

Commercial banks in a currency board system need not hold 100 
percent reserves in reserve assets; only the currency board must hold 
reserves of 100 percent or more. Commercial banks in currency board 
systems have been typical fractional-reserve banks. Few currency board 
countries have imposed any legal reserve requirements on commercial 
banks. The currency board system therefore is not like the "Chicago 
Plan" of the 1930s, which would have required banks to hold 100 per­
cent reserves in government bonds (Simons 1934; Fisher 1935), nor is 
it like Rothbard's (1962) plan for 100 percent gold-reserve banking. 
The currency board system seeks to ensure that the banking system 
remains solvent by allowing banks wide freedom to diversify risks, 
especially the freedom to establish branch networks. Also, a currency 
board does not act as a lender of last resort to commercial banks. The 
government may provide deposit insurance, but most governments of 
currency board countries have not done so; consequently, most cur­
rency board systems have lacked the element of moral hazard present 
in central banking systems, where the central bank's commitment to 
fund insolvent banks may be open-ended. 

The duties of a currency board are confined to exchanging its notes 
and coins for the reserve asset at a fixed rate and to holding securities 
in sufficiently liquid form to ensure that it always can meet demands 
for redemption. Besides the usual reserve of 100 percent in securities 
denominated in the reserve asset, many currency boards have held an 
additional reserve of up to 10 percent to provide against losses in the 
value of the bonds they held. 
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Currency boards originally arose to replace free banking. I Banks in 
British colonies were prohibited from issuing more notes than the 
amount of their paid-in capital, so in some cases they would have been 
unable to fully satisfy increases in the demand for notes if rival banks 
failed. One solution would have been for colonial governments to re­
peal restrictions on note issue, but the British government would not 
have allowed it because the restrictions were a matter of imperial policy. 
Nor could the smaller colonies easily attract new banks to open and 
issue notes immediately. Under the circumstances, note issue by the 
colonial government seemed to be the only way out. Monopolizing 
note issue with the government would prevent bank failures from caus­
ing shortages of notes. 

The Indian Ocean colony of Mauritius established the first currency 
board in 1849 after one of its note-issuing banks failed. Ceylon estab­
lished a currency board in 1884, after a similar failure. The West Mrican 
Currency Board, which opened in 1913, became a model for boards that 
followed because it was the first British colonial board to hold almost all 
its reserves in sterling-denominated securities. Previous British colonial 
boards had held large reserves of gold or silver coin, which paid no 
interest and reduced the seignorage that the boards generated. After the 
West African Currency Board, no new free banking systems were estab­
lished in British colonies; and existing free banking systems, such as 
those of the Caribbean colonies and Rhodesia, were converted to cur­
rency board systems. Colonial governments abetted conversion because 
they were eager to gain seignorage as a source of revenue. 

Although most currency boards have existed in British colonies or 
former colonies, there have been a number of currency boards else­
where, including Argentina, the Philippines, Libya, and even Russia. 
The performance of the non-British and the British colonial currency 
boards was similar, suggesting that the currency board system itself 
rather than factors peculiar to British colonial administration were re­
sponsible for the success of the system. Most non-British currency 
boards used sterling assets as reserves, because sterling was the main 
currency for their international trade. A few boards used U.S. dollar 
assets or gold as reserve assets instead. 

Currency board systems had excellent records. Only one currency 
board has ever devalued: the East Caribbean Currency Authority did 
so in 1976, not because it lacked adequate reserves, but because East 
Caribbean nations apparently wanted to improve their terms of trade. 
The currency boards of North Russia and Burma maintained fixed rates 
even during civil wars. Although the Japanese army overran Hong Kong 



406 Foundations for Monetary and Banking Reform 

and Malaya during World War II, their currency boards were able to 
resume their fixed exchange rates within months after the war because 
they had kept their assets safe in London. 

Economic growth was satisfactory under currency board systems. 
British investment poured into colonies with currency boards because 
there was no exchange risk and because property rights were secure. It 
financed the rubber plantations and tin mines of Malaya, the cocoa and 
peanut plantations of West Africa, and the ports of Hong Kong and 
Singapore. Because sterling was one of the world's most stable curren­
cies, at least until 1949, inflation rates were low in currency board 
systems. Fixed exchange rate with sterling, or with other relatively 
stable currencies such as the U.S. dollar, kept inflation low. Contrary 
to a frequently made theoretical criticism, in practice the currency board 
system did not stultify foreign capital investment. 

Despite the success of currency boards, most countries replaced it 
with central banking in the 1950s and 1960s. Economic theory played 
some role: Keynesians expected wonderful results from discretion­
ary monetary policy. But the main reasons for change were political. 
Politicians saw central banking as a way of manipulating the money 
supply to their own advantage. Newly independent nations attached 
great symbolic importance to central banks as supposed symbols of 
political maturity. 

The Problem of Credibility 

To be effective, a monetary system must be credible. Credibility 
means that people believe the institutions operating the monetary sys­
tem will keep explicit promises to maintain convertibility or implicit 
promises not to depreciate the currency quickly. In the 1950s and 1960s, 
when most countries that had currency boards replaced them with cen­
tral banks, economists did not appreciate the connection between cred­
ibility and policy rules. They supposed that a central bank could retain 
credibility despite a lack of rules to restrain its behavior. They neglected 
to consider that discretionary monetary policy can easily (or inevita­
bly, according to Selgin [1988, 89-125]) become a destabilizing force 
in the economy. 

The few central banks today that have a fair degree of credibility 
exist mainly in developed countries. Of those, the central banks that 
have caused the least inflation have been the most politically indepen­
dent (Alesina 1989, 81). Most of the central banks that replaced cur-
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rency boards have had little political independence and have performed 
abysmally, as have other central banks in less developed countries. For 
the ninety-nine nations that the World Bank classifies as low- and 
middle-income, average annual inflation was 16.7 percent from 1965 
to 1980 and 53.7 percent from 1980 to 1989. Average annual growth in 
gross national product (GNP) per person for the same nations was 2.5 
percent from 1965 to 1989, barely more than the average of 2.4 per­
cent in high-income countries (World Bank 1991, 205). Hong Kong 
and Singapore, the main economies that still have currency boards, did 
much better, in part because their currency board systems provide them 
with relatively stable currencies. In Singapore, average annual growth 
in GNP per person was 7.0 percent from 1965 to 1989, and in Hong 
Kong it was 6.3 percent. Moreover, Hong Kong and Singapore main­
tained inflation rates that on average were as low as those of the high­
income countries. 

The poor performance of central banks explains why Paul Volcker, 
the former chairman of the U.S. Federal Reserve System, has expressed 
little hope that central banks in formerly communist nations can achieve 
full currency convertibility. Addressing central bankers in Jackson Hole, 
Wyoming, in 1990, Mr. Volcker noted that markets developed long 
before central banks, stressing that Eastern Europe and the USSR might 
actually retard their transition to markets by relying on central banks 
(Volcker 1990). Indeed, central banks are essentially a form of central 
planning, which is why Marx and Engels said in the Communist Mani­
festo that one of the steps for achieving communism was "Centraliza­
tion of credit in the hands of the state, by means of a national bank with 
state capital and an exclusive monopoly" (Marx and Engels [1848] 
1948,30). 

To gain credibility, central banks in less developed countries, in­
cluding those in Eastern Europe and the former Soviet Union, must 
painstakingly establish good track records. (Governments in many of 
those countries have a long tradition of violating the spirit of the laws. 
Consequently, attempts to improve independence will probably fail. 
The discretionary powers of central banks will be too tempting a prize 
for politicians and bureaucrats to disregard.) The lack of credibility of 
official promises has already led many people in less developed coun­
tries to conduct their own unofficial monetary reform by dollarizing 
local markets. To a lesser extent, credibility is even a problem for cen­
tral banks in many developed countries. Dollars and other relatively 
stable foreign currencies are the principal store of value in many less 
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developed countries; in some countries they are even the unit of ac­
count and medium of exchange for large payments. 

A central bank that is not credible must play against the public in a 
game that has no winners. Promises by the central bank to maintain 
currency stability, even by means of fixed exchange rates, are not cred­
ible. Prices continue to rise quickly because workers base their wage 
demands on the central bank's dismal past performance. State-owned 
enterprises and government ministries continue to run deficits, because 
they will correctly expect that the government will rescue them by 
forcing the central bank to print money, as has so often happened be­
fore. Workers and enterprises anticipate that this "soft budget constraint" 
will continue, and they behave accordingly. 

If a central bank with severe credibility problems does establish and 
maintain currency stability, the consequences can be even worse than 
under continued inflation. Because the central bank lacks credibility, 
people will remain skeptical of it for years. To gain credibility, the 
central bank must keep its currency overvalued and keep real (infla­
tion-adjusted) interest rates high, which may plunge the country into a 
depression. That is what happened in Yugoslavia, whose December 
1989 currency reform was insufficiently credible. People correctly 
anticipated that the National Bank of Yugoslavia would not maintain 
the original fixed exchange rate, so real interest rates exceeded 30 per­
cent per year because the rates contained a large devaluation risk pre­
mium (Hanke and Schuler 1991a, 9-10). Similarly, Argentina's March 
1991 monetary reform installed a quasi-currency board, without a firm 
commitment to the present exchange rate of the Argentine peso with 
the U.S. dollar (cf. Hanke and Schuler 1991b, 8). As of August 1992, 
rates on peso loans remained higher than rates on dollar loans in Ar­
gentina, which reflected devaluation risk. In a monetary system with 
no devaluation risk and no barriers to capital movements, arbitrage 
tends to keep interest rates the same as they are in the country to whose 
currency the local currency is fixed. 

One approach to the problem of credibility is to sidestep it by float­
ing the exchange rate. But though a floating exchange rate balances 
supply and demand for domestic currency against foreign currency, it 
does not restrain the central bank's power to create credit. Instead, it 
often leads to a South American-style hyperinflation. Domestic politi­
cal pressure groups that benefit from soft budget constraints favor re­
newed inflation rather than stable money and prices. As inflation 
mounts, prices become increasingly unreliable indicators for guiding 
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economic activity and output falls. This is happening now in the former 
Soviet Union. 

To really solve the problem of credibility under fixed exchange rates 
and the dangers of high inflation under floating exchange rates, less 
developed countries should replace their central banks.2 The purpose 
of a central bank is to manipulate the money supply. Central banks 
have a bias towards inflation because in the short term inflation can 
increase seignorage and reduce the real burden of government debt. 
Promises by central banks to maintain a stable currency rarely have 
been binding; and even where supposedly binding, promises have not 
been enforceable. 

Free banking systems were quite credible because they depoliticized 
the supply of money. Under free banking, governments gained little 
seignorage from inflation. Bank notes comprised most of the currency, 
and profits from issuing them accrued to banks instead of to govern­
ments. Since governments benefited little from inflation, legislatures 
and courts could fairly impartially enforce the promises of creditors, 
including the promises of free banks to redeem notes and deposits in 
gold or silver. Not all free banking systems were equally successful in 
limiting government involvement; some governments intervened to 
force the monetary system to accept unwanted government debt (Schuler 
1992a, 29, 35; Schuler 1992b, 84-86). Overall, however, free banking 
systems more effectively depoliticized the money supply than central 
banking systems have done. 

The currency board depoliticizes the supply of money not by leav­
ing it exclusively to the private sector, but by requiring reserves in 
external assets of at least 100 percent against government note and 
coin issue. The orthodox currency board system does not permit "fi­
duciary" note and coin issue backed by domestic government securi­
ties, though some less orthodox currency boards did maintain a 
fiduciary issue. Limited fiduciary issue is theoretically compatible 
with an automatic, completely rule-bound monetary policy, but in 
practice, political pressure for further fiduciary issue is greater when 
fiduciary issue already exists. Fiduciary issue by currency boards 
speeded their conversion into central banks in Rhodesia and East 
Africa. Governments have exhibited a uniform tendency to loosen 
limits on fiduciary issue by central banks, leading eventually to deple­
tion of reserves and devaluation; the Federal Reserve System, for 
instance, originally had strict limits on fiduciary issue, and today it 
issues a fiat currency. 
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How Currency Boards Can Lay 
the Groundwork for Free Banking 

Currency boards and free banking are similar in their intent to 
depoliticize the supply of money. The currency board system does so 
by subjecting government issue of money to strict rules, whereas free 
banking did so by eliminating or at least marginalizing government 
issue of money. Most currency boards have been monopoly issuers of 
notes and coins. However, some have issued in competition with free 
banks, and no necessary conflict exists between the currency board 
system and free banking. 

The main obstacle to free banking is central banking. Central banks 
will not give up their accumulated monopoly powers without a fight. 
Despite the poor performance of most central banks, public opinion at 
present supports the idea of government monopoly in note and coin 
issue, largely because monopoly issue has existed for so long that most 
people cannot imagine how competitive note issue could work. (We 
invite anyone who doubts our claims to argue the case for free banking 
with anyone not already familiar with free banking.) 

On the surface, the currency board system appears a little different 
from central banking, although appearances are deceiving. It is fairly 
easy to make people understand how the currency board system works 
and what advantages it offers over central banking. The currency board 
system commands respect even from central bankers (e.g., Hetzel 1990). 
It has also recently received encouragement in legislation: the U.S. 
Public Law 102-392, U.S. Statutes-at-Large, vol. 106, 1636, which 
directs the IMP to use the U.S. quota contribution to establish currency 
board systems in IMP member countries, if appropriate. 

Even as a monopoly issuer, the currency board, especially in the 
form we propose, would be a giant step towards free banking. Advo­
cates of free banking should support the currency board system at least 
as a way station towards competitive issue of currency. By depoliticizing 
the supply of money, the currency board system encourages the ten­
dencies essential to a stable free banking system. It is thus especially 
well suited for Eastern Europe,3 where banking until recently was a 
government monopoly. 

The financial wreckage left by socialism will take some time to re­
move. Most government banks are in effect bankrupt because they ac­
cumulated large portfolios of bad loans. Many new "private" banks 
have state enterprises (whose finances are often shaky) as their largest 
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stockholders, depositors, and borrowers. There is nothing inherently 
wrong with industrial-financial combines, provided that they impose 
no drain on taxpayers. However, many East European "private" banks 
are really just unofficial appendages of the government banking sys­
tem; and they are engaging in the same behavior that bankrupted the 
government banks because they expect that the central bank will bail 
them out. Another defect of East European banking systems is that 
knowledge of Western-style accounting, risk analysis, and other skills 
necessary for running a bank in a market economy is low. We have 
encountered a number of East European bankers who do not even know 
how to prepare a proper balance sheet! 

A developed financial system has enough strength to partly neutral­
ize the effects of an unstable currency by means of indexation, floating 
interest rates, futures markets, and shorter maturities for loans. An un­
derdeveloped financial system lacks such instruments, making it far 
more vulnerable to instability in the currency. It is crucial that during 
the transition to capitalism, the currency have unquestioned stability. 
No system of checking accounts and check clearing exists yet in much 
of Eastern Europe, so currency has a greater role in business and per­
sonal payments than it does in the West. An unstable currency would 
destroy the emerging links of monetary exchange that are replacing 
business relationships formerly linked through central planning. An 
unstable currency would also keep the financial system underdevel­
oped ("repressed"), because lenders would lack the confidence to make 
long-term loans. 

Central banks in the region have already shown that they cannot 
provide stable currencies. Domestic banks probably cannot do so ei­
ther: they lack capital and talent. Large foreign banks could issue cur­
rency just as they now issue travellers checks, but Eastern European 
governments will not let them. The currency board system is the solu­
tion. Currency boards could operate within national boundaries or could 
be international, as several British colonial currency boards were. 

By issuing stable currencies, currency boards would promote the 
financial development of Eastern Europe, both by restoring incentives 
to save and by encouraging the transfer of capital and banking know­
how that Eastern Europe needs. Currency boards linked to the U.S. 
dollar or German mark would eliminate exchange risk with major trad­
ing partners, facilitating trade. If property rights are secure, with trade 
would come investment, and with investment would come branch of­
fices offoreign banks. Residents in currency board systems would have 
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access to large pools of capital available at terms roughly comparable 
to those in the West. Foreign banks would also bring new financial 
techniques that would enable East European economies to mobilize 
domestic savings more efficiently. Competition would weed out weak 
banks, probably resulting in a few large, well-capitalized banks with 
nationwide branch networks and with ready access to international fi­
nancial markets. Moral-hazard risks that currently plague East Euro­
pean banking systems would vanish, because there would be no central 
banks to guarantee deposits. (Governments could provide deposit in­
surance, though it would be unwise. Privately provided deposit insur­
ance would be superior.) 

In nations with repressed financial systems, currency boards can play 
a beneficial role even where free banking is allowed immediately. A 
currency board, operating as a competitive issuer, would ensure that at 
least one brand of currency would be stable, no matter what happened to 
the currencies issued by commercial banks. A sudden move to free bank­
ing with no currency board might be politically disastrous. A widely 
publicized failure by a note-issuing bank could permanently tarnish the 
idea of free banking, as it did in some cases that we mentioned above 
where free banking was replaced by the currency board system. 

To be more realistic, it is probable that developing nations in East­
ern Europe and elsewhere will not allow free banking for some years, 
if ever. At present, competitive issue of notes is too unfamiliar to be 
politically feasible. In the meantime, establishing currency boards would 
move their monetary system in the direction that advocates of free bank­
ing desire (cf. Hayek 1978,20). 

Replacing a Central Bank with a Currency Board 

Places as diverse as North Russia, Palestine, Danzig, and the Philip­
pines once replaced central banks with currency boards. The steps are 
simple. We have discussed the details elsewhere (Hanke and Schuler 
1991d; Hanke, Jonung, and Schuler 1992, 80-83), so we shall just sketch 
the outline here. The steps that follow are for a socialist nation with a 
monopoly banking system, but with suitable modifications they can fit a 
nation that already has competing deposit banks. The first five steps 
should occur nearly simultaneously, if possible, and the entire sequence 
could be carried out within a few months if competently executed. 

1. Delegate to other bodies all central banking functions that do not 
directly concern influencing the supply of money. The finance ministry 
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can regulate bank practices and give advice on monetary affairs. Com­
mercial banks themselves can manage the check clearing system, as 
they do in Canada. Commercial banks can also provide mutual deposit 
insurance protection, as they do in Germany and Switzerland. 

2. Abolish the central bank's power to increase the supply of money. 
This requires the overall deposit credits of the central bank, although 
not individual credits, to be frozen at existing levels. Also, the supply 
of notes and coins should be frozen at existing levels. A government 
can budget deficits under a currency board system, but it cannot rely 
on a central bank to monetize government debt. To finance deficits, it 
must either borrow from the public or raise taxes. Government-owned 
banks or other enterprises that incur losses must be sold, declared bank­
rupt' or subsidized out of tax revenue. Hence, a currency board system 
imposes a "hard budget constraint" on government fiscal practices. 

3. Separate the central bank's commercial banking functions from 
its currency issue functions. In many former socialist countries the cen­
tral bank both is a "monobank" that both issues currency and lends to 
state enterprises. The commercial banking functions should be spun 
off into independent commercial banks and privatized. 

4. Make sure that commercial banks have adequate reserves. In a 
monobank system, no distinction exists between reserves and other 
assets. To provide the commercial banks spun off from the monobank 
with some liquidity, it will be necessary to give them some reserves. 
The free reserves held by banks in developed countries rarely exceed 5 
percent of deposit liabilities. In socialist countries, higher reserves will 
probably be necessary because the condition of banking technology is 
primitive. We suggest 10 percent reserves as a rule of thumb, realizing 
that in many cases bank deposits will have to be frozen or written off 
even for this high level of reserves to be adequate. As we said above, 
socialism has left many East European banks insolvent, and depositors 
may never be able to recover the full value of their deposits. While 
restructuring of the banks proceeds, it is vital that individuals and en­
terprises be allowed some use of their deposits to avoid costly cash­
only settlement of payments and the ensuing temporary shortage of 
currency. Giving banks 10 percent reserves would complete the freeze 
of deposits. 

5. Convert liabilities of the central bank into currency board notes 
and coins. After steps (3) and (4), the monobank's deposit liabilities 
will have been converted into deposit liabilities of the commercial banks 
spun off from it or into reserves of the commercial banks. After this 



414 Foundations for Monetary and Banking Reform 

step, all that remains of the monobank are its note and coins issue, net 
worth (as liabilities), and its holdings of foreign exchange (as its main 
assets). 

6. Fix an exchange rate. The government must now fix an exchange 
rate with a reserve asset (probably a foreign currency) and, simulta­
neously, make sure that the nascent currency board has external assets 
of at least 100 percent of notes and coins in circulation. If the existing 
exchange rate is somewhat credible, the government can use that rate 
for the currency board. If not, and if the economy is in such a crisis that 
an immediate solution is necessary, the government can set the ex­
change rate at the existing black-market rate. Doing so typically re­
sults in temporary undervaluation of the currency, choking imports 
(however unfortunately), and causing an export boom. We recommend 
against using calculations of purchasing power parity for setting the 
exchange rate, because they are notoriously unreliable. 

Where the situation permits a more leisurely approach, the govern­
ment can set the currency free for a brief "clean float." It should an­
nounce at the beginning of the float what reserve currency it intends to 
use and on what date it will fix the exchange rate. Expectations may be 
volatile, so the exchange rate will be only a rough guide to the "correct" 
exchange rate. Since the object of a currency refonn such as we propose 
is to give market forces freer reign, however, there is no better guide 
than the floating market rate to indicate the roughly correct fixed rate. 

7. Ensure that foreign currency reserves equal 100 percent of note 
and coin circulation. The currency board should begin with foreign 
currency reserves equal to 100 percent of its note and coin circulation. 
Allowing the board a fiduciary issue may subject it to pressure for 
further fiduciary issue and for mutation into a type of central bank. If 
existing government reserves of foreign currency reserves are inad­
equate for 100 percent backing, the government could increase the re­
serve ratio by selling state property. If reserves are still less than 100 
percent, it will be necessary to borrow the difference from interna­
tional agencies, foreign central banks, or foreign commercial banks. 

8. Open the board for business. We have not yet discussed how 
costly a currency board system would be. It need not require enonnous 
reserves at the start. In most countries that are prime candidates for the 
currency board system, the real supply of domestic currency is small. 
Years of high inflation and currency restrictions have induced people 
to hold real assets and hard foreign currency in preference to domestic 
financial assets and domestic currency. For instance, before the March 
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1991 reform that established a quasi-currency board system in Argen­
tina, it was estimated that U.S. currency in circulation was equal to 
domestic currency plus deposits. In Eastern Europe, substitution out 
of domestic currencies has occurred to such an extent that at present 
market rates of exchange, the reserves necessary for currency board 
systems (100 percent reserves for notes and coins in circulation plus, 
say, 10 percent reserves for bank deposits) would range from $70 mil­
lion in Albania to no more than $6 billion for Russia. As in Argentina, 
much of the supply of money in Eastern Europe does not appear in 
official statistics because it is held in foreign currency. 

It may seem that a currency board country would need to run con­
tinual current account surpluses to enable the supply of domestic money 
supply to grow rapidly. As we said above, the currency board system 
does not rigidly link the supply of money to the current account bal­
ance. Hong Kong and Singapore have run current account deficits for 
decades at a time, yet massive foreign capital investment promoted by 
the currency board system enabled them to increase their domestic 
money supplies and to enjoy rapid economic growth. 

A Currency Board as a Competitor to the Central Bank 

Entrenched political forces that favor central banking may prevent 
a nation from abolishing the central bank outright. It may still be fea­
sible to establish a currency board as the issuer of a parallel currency. 
In a parallel-currency system, the central bank can continue to func­
tion with its existing staff and its existing assets. The central bank cur­
rency will not have a fixed exchange rate with the currency board 
currency unless both use the same reserve asset. The currency board's 
notes and coins should be given equivalent legal tender status with 
those of the central bank. A parallel currency will give the central bank 
the choice of ceasing to depreciate its currency or withering away as 
people switch to using the currency board's currency. 

Contrary to what one might expect, government revenue from sei­
gnorage under a parallel-currency system may increase. A currency 
board would give countries where dollarization is extensive the chance 
to capture some seignorage that it is now losing to the Federal Re­
serve System. 

To start the currency board in such circumstances, people need an 
incentive to reverse the process of dollarization. The solution is to of­
fer a small premium on foreign currency for a short period. During that 
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period, the board would only accept foreign currency. For instance, 
after announcing a choice of reserve currency and an exchange rate, 
the board can offer to pay a premium of 2 percent on all hard currency 
offered to it within one week by citizens of the country. To prevent 
arbitrageurs from using its offer for pure speculative gain, the board 
could limit the amount converted per person and retain the right to 
revoke the premium at its discretion. After the offer expired, the board 
would only conduct exchanges at the previously announced exchange 
rate and would cease paying a premium. As long as there is some con­
fidence in the board, it will easily be able to recoup the expense of the 
premium within a short time from the interest earned on reserve-cur­
rency assets. The board should secure a loan to ensure that it has 100 
percent reserves from the start, but soon its interest income will enable 
it to repay the loan. 

Rather than competing with a domestically issued currency, a paral­
lel currency may complete with the Russian ruble in some former So­
viet republics (see Schuler, Selgin, and Sinkey 1991; Hanke, Jonung, 
and Schuler 1992, 35-42). Unlike the case we just discussed, where 
the currency board begins with no reserve currency at all, the former 
Soviet republics have hard currency assets. For them, the steps for es­
tablishing a currency board as a parallel issuer are: 

1. Fix an exchange rate with the reserve currency and issue no more 
currency than the board has reserves. The exchange rate merely deter­
mines the units in which the new currency is denominated. It has no 
other effect. The new currency and the old will circulate in parallel, at 
floating exchange rates. It will be a matter for individuals to decide if 
they want to continue to use the old currency or use the new currency. 
Presumably, the new currency will eventually almost drive the old cur­
rency out of circulation, because the new currency will be more stable; 
but the pace will be determined by the market. People will be able to 
exchange the two currencies at floating market exchange rates because 
another step in the reform is 

2. Remove all foreign exchange restrictions. 
3. Distribute the new currency according to some formula. The new 

currency could be given away on a per person or per household basis. 
Once it has been distributed, people will start depositing it in banks as 
savings and using it in payments, so· there will be a dual system of 
bank accounts and prices in each currency, with the freedom to switch 
from one currency to the other at market rates of exchange. The gov­
ernment may require payment of taxes in the new currency, but it should 
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allow private transactions to occur in whatever currency is agreeable 
to the parties involved. If the government wishes to switch its own 
payments and revenues into the new currency, it should make the con­
version using the floating exchange rate. For instance, if the new cur­
rency-call it the gelt-has a fixed exchange rate equal to 0.5 German 
marks, and 0.5 marks trade at a floating exchange rate of 40 rubles on 
the day that the government makes the conversion, all payments of 40 
rubles become payments of one gelt. Such a conversion leaves the real 
amount of payments unchanged; it simply redenominates them in a 
more stable currency. 

Ways of Insulating the Currency Board from Political Pressure 

Past currency boards were too easily converted into central banks. 
Future currency boards can avoid the same fate by combining elements 
that past boards used into a package of measures that will forestall 
attempts at government manipulation (Hanke, Jonung, and Schuler 
1992,47-51,54-56). 

We suggest that a majority of the currency board's directors be for­
eign nationals, chosen by private institutions in their home countries. 
They could be top managers from large West European, American, or 
Japanese banks. Important decisions should require a supermajority. The 
currency board should be incorporated in a safe-haven country such as 
Switzerland. It should be made clear that the board's assets belong to the 
board itself and are not subject to expropriation by the government. The 
currency board will be a semiprivate, nonprofit organization. 

Competition with foreign currencies will improve the currency 
board's incentive to maintain the fixed exchange rate. Forced-tender 
laws, which compel people to accept payment in local currency, should 
be abolished. People should be able to make contracts in and to use 
any currency that they find mutually agreeable. In particular, reserve 
currency notes and coins should be allowed to circulate alongside the 
currency board's notes and coins. The board's currency could be made 
interchangeable with the reserve currency by redenominating (not re­
valuing) the local currency so that the exchange rate is 1-to-1. 

A major source of dissatisfaction with past currency boards was that 
they had no organized procedure for abandoning unsatisfactory reserve 
currencies. A system of fixed exchange rates is only as good as the 
reserve asset to which it is linked. Most past currency boards were 
linked to sterling, which was a chronically weak currency in years of 
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the Bretton Woods system. They devalued with sterling against the 
U.S. dollar in 1949, 1967, and 1971. Devaluation raised the cost of the 
foreign goods that the sterling-area countries needed for their economic 
development, such as the food that Hong Kong imported from China. 
Many nations that replaced currency boards with central banks hoped 
that doing so would remove the ball and chain that sterling had be­
come. Ironically, in the years since, sterling has been more stable than 
most of the currencies in the former sterling area. None the less, the 
possibility that a currency board system may become tied to an un­
stable reserve asset needs to be addressed. 

We suggest specifying trigger points for switching reserve assets. 
For example, a board linked to the U.S. dollar could be required to 
reset the exchange rate or to switch to a more stable reserve asset if 
annualized wholesale price inflation in the United States falls outside 
the range minus 5 percent to 25 percent for more than two years, or 
minus 10 percent to 50 percent for more than six months. The board's 
profits will help cushion any losses from switching reserve currencies. 

It may also be advisable to specify trigger points in a similar fashion 
to prevent the domestic currency from appreciating or depreciating too 
fast in real terms against the currencies of major trading partners. (Chile, 
for example, suffered from linking its currency to the U.S. dollar in the 
early 1980s, just as the dollar began an enormous real appreciation 
against other currencies.) The point is that predetermined rules known 
to the public are better than the ad hoc responses to problems with the 
reserve asset that currency board systems have previously made.4 

Currency Boards as Competitive Issuers 

A more radical step to protect the currency board from political 
meddling would be to auction it to the private sector. The franchise to 
operate the currency board could be permanent or extend for a fixed 
term, at the end of which it would be auctioned again. The private 
purchaser of the currency board franchise should be willing to pay just 
enough to exhaust the monopoly profits of note issue (cf. Demsetz 
1968). The franchise could be auctioned to multiple operators. Two or 
more private issuers could be given the right to issue notes, which 
would introduce limited competition among domestic issuers. The ul­
timate goal should be to open the field to unfettered competition, so 
that the currency board becomes one of a number of competing issu­
ers. Banks should not be subject to any special reserve requirements 
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for notes or coins, but should be allowed to issue notes and coins on 
the same basis as deposits. Historical precedents for such an arrange­
ment exist. In British Caribbean colonies, bank notes circulated along­
side currency board notes from the 1930s until the 1950s, when local 
governments outlawed bank note issue to gain more seignorage rev­
enue for themselves. The notes of the North Russian currency board 
competed with the notes of other Russian governments. 

Whether the currency board would continue to exist in the face of 
competition from banks would depend on whether consumers wished 
to continue holding its notes and coins. If not, its note and coin circu­
lation would fall as that of banks gained circulation. The currency board 
could be subjected to a "sunset clause" requiring it to cease business 
when its market share of domestic note circulation fell below, say, 10 
percent (Dowd 1993). Because the board would have 100 percent for­
eign assets, it would easily be able to meet demands to redeem its 
notes and coins. The board would disappear after having served as a 
bridge between central banking and free banking. 

Bank-issued notes and coins could be convertible into the same 
reserve asset as those of the currency board or into a different reserve 
asset; they could even be fiat money. (Unlike government fiat money, 
fiat money issued by free banks would not be a forced legal tender.) 
Competitive issue would permit each consumer to pick his own mon­
etary policy from the choices offered by the issuers, rather than im­
posing a single (and often widely undesired) standard on everyone. 
Competitive issue is an alternative and superior approach to the usual 
way of posing questions of the monetary standard or monetary policy 
as a debate over rules versus discretion for a monopoly issuer (White 
1989). The history of competitive issue suggests that market forces 
usually lead to convergence on a single (widely desired) monetary 
standard. But there have been exceptions, most notably in China, 
where for several centuries of free banking until the 1920s, silver 
and copper were parallel standards, with floating exchange rates (Shiu 
1991). 

In many countries, the currency board system has been a transi­
tional stage between free banking and central banking. The result of 
central banking has been high inflation and frequently economic ruin. 
The currency board system deserves another look, this time as a transi­
tional system from central banking to free banking that is particularly 
appropriate for countries that lack the conditions for establishing free 
banking immediately. 
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Notes 

1. The next few pages draw on Schuler (l992c). 
2. The problem of credibility is not confined to central banks in developing coun­

tries, as continuing speculative pressure on the currencies of the European Mon­
etary System shows. The problem of credibility is more severe in most developing 
countries than in developed ones, however. For a theoretical treatment of cred­
ibility, see Persson and Tabellini (1990). 

3. We use this term in an extended sense to include all of the former Soviet Union. 
4. It may be objected that trigger points will encourage destablizing speCUlation 

when they are close to being triggered. Speculation will occur, but it is incorrect 
to describe it as destabilizing. Destabilizing speculation occurs when the com­
mitment to maintaining an exchange rate is in doubt. Under our proposal, the 
currency board will be following well-defined rules. Until a trigger point is 
reached, it is committed to maintaining the existing exchange rate; after a trigger 
point is reached, it has no commitment to the previous exchange rate. 
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