
        3. International Monetary System 

The Postwar International Monetary System

IMS refers to transactions known by specialists as real economy (trade, services).
The post World War II international monetary system was designed in 1944, and its fundamental principle was that exchange rates should be fixed in order to avoid the “beggar-thy-neighbor” policies of the 1930s and the ensuing economic anarchy. The IMF created at that time was intended to achive this goal and to provide monetary reserves sufficient to enable members governments to maintain the exchange rates for their currencies at predetermined values. The IMF was designed to use contributions from members countries and to offer reserve credits to states with international payments problems. In addition, the monetary system had to anchor its members’ monetary policies to some objective standard in order to prevent global inflation or devaluation .
Stabilization of a monetary system can be achieved by tying every currency to a “non-monetary” asset (gold being the asset of choice), by coordinating national monetary policies, or by following a leader whose past policies promise that it will provide the desired degree of economic stability in the future.

Although all three methods were in fact employed in 

The post war monetary system of fixed rates, which lasted until the early 1970s, proved extraordinarily successful. Designed to provide both domestic policy autonomy and international monetaty stability, the system in effect provided a compromise between the rigid gold standard of the late 19th century, under which governments had very little ability to manage their own economies, and the monetary anarchy of the 1930s, when the governments had too much license to engage in competitive devaluations and other destructive practices.

To achieve both autonomy and stability, the system was based on the following principles : fixed or pegged exchange rates along with sufficient flexibility to enable individual states to deal with extraordinary situations (including pursuit of full employment), reliable reserve credit in the event of an international payments problem, and agreement among member countries to peg their currencies to the dollar at 35$ an ounce in gold.

The International Monetary Fund was responsible for managing the system through approval of exchange rateadjustment in the event of a fundamental disequilibrium in a nation’s balance of payments; the IMF could also make its monetary reserves available to deficit countries. 

The way in which the system actually functioned, however, did not fulfill the intentions and expectations of its founders. A significant difference was that, although the IMF had been assigned responsibility for maintaining reserves, in practice the buidup in dollar reserves held by member governments actually achived this goal, and the American dollar became the foundation of the international monetary system in this way.

Cooperation among the United States and its allies, and the passive US attitude toward the dollar’s exchange rate before 1971, made IMF actions in this area unnecessary.


In the early postwar era, members also followed US policy preferences, and they were reassured that this would provide stability to the system. However, by the time of Vietnam War in the 1960s, the US had ceased to pursue price stability, and inflation acceleration caused by that war eventually led American Administration to abandon the fixed-rate system in August 1971. Yet, even then, the US and the dollar remained central to the system.

The key role of the dollar in the international monetary system facilitated the American alliance system and functioning of the world economy; the international role of the dollar as both reserve and a transaction currency became a cornerstone of America’s global economic and political position. Because, for political as well as for economic reasons, America’s major allies and economic partners were willing to hold dollars, the international role of the dollar conferred on the US the right of seignorage, that is the American FED can easily create liquidity by issuing  money. 

Nevertheless, there was a fundamental contradiction at the heart of this dollar-based system. While the huge outflow of American dollars to finance the rebuilding of Western Europe and Japan and the American militaty buildup during both Korean and Vietnam Wars helped solve certain problems, this outflow of dollars meant that US would one day be unable to redeem in gold, and at the agreed price of $35 per ounce those dollars held by private investors and foreign governmentas.

Robert Triffin predicted that confidence in the dollar would be undermined as the American balance of payments shifted from a surplus to a deficit.

On the other hand, America’s Cold War allies, fearing that collapse of the dollar would force the US to withdraw its troops from overseas and to retreat into political isolation, agreed to  hold overvalued dollars. The dollar was also bolstered for a period of time because some export-oriented countries such as West-Germany and Japan wanted to retain access to the large American market.

The End of Fixed Exchange Rates 

In the early 1970s, the deteriorating position of the dollar became the central issue in the world economy. Escalation of the Vietnam War and the simultaneous launching of the Great Society Program by the Johnson Administration (1963-1969) had caused the global rate of inflation to accelerate and to threaten the value of the dollar. The US government, attemtingto hide the financial cost of the Vietnam War from American people, refused to increase taxes and chose instead to pay for its warfare and welfare policies through inflationary macroeconomic policies.


To achieve the goal of a devalued dollar and to overcome the opposition of foreign export interests, The US announced that it would no longer redeem dollars for gold. Simultaneously, to force other countries to appreciate their currencies, the Administration imposed a 10% surcharge on imports into the American economy and announced that the surcharge would be removed only after a satisfactory devaluation of the dollar had been achieved. Following bitter denunciations of this unilateral American action, especially by West Europeans countries, and after intense negociations, the dollar was indeed substantially devalued by the Smithsonian Agreement of December 1971, in which other countries agreed to appreciate their currencies. The international monetary system was thus changed, at least de facto, from one based on fixed exchange rates to one based on flexible rates. In this way the post war system of fixed exchange rates had become a casuality of reckless American policies, high inflation, and increasing international mobility of capital.

Subsequent efforts of an international committee to develop a new system of stable

Exchange rates failed.The overwhelming problems posed by increased capital mobility, along with fundamental differences between the US and Western Europe over any new system, made agreement impossible. As a consequence of this impasse, the major industrial powers accepted economic reality at the Jamaica Conference – 1976 and instituted flexibles rates.


The financial Revolution and Monetary Affairs 

The shift from a system of fixed to flexible exchange rates generated an intense debate in the economics profession. The majority of economists, certainly at least the majority of American economists, expected that this shift would be beneficial for the world economy. They belived that the combination of fixed rates and increasing economic interdependence through trade, investment, and monetary flows had imposed severe constraints on national economic policy and thereby had decreased the ability of individual governments to pursue macroeconomic policies that would promote full employment and other economic benefits. Economists belived that a system of flexible rates would delink national economies from one another and thus permit every government to pursue those economic policies best suited to its own national circumstances.

A minority of economists, however, strongly disagreed with this optimistic assessment and was very concerned about potentially inflationary and destabilizing consequences of delinking the international monetary system from the anchor of gold or some other asset/commodity. If the system were not anchored to an objective standard, the value of money and the stability of prices, they reasoned, would henceforth rest entirely on the discretion of individual governments. Beleving that goverments were not to be trusted to pursue stable economic policies, they worried that governmets would behave so irresponsibly that inflation and monetary instability would soon disrupt the world economy.

The majority of economists remained convinced that their coleagues’’ fear of inflation and instability were unfounded.However, the unanticipated “financial revolution” in the mid-1970s and its consequences proved that the optimism of the majority of economists had been unfounded. Growth of Eurodollar market and overseas determined the emergence of the new international market.


Then, in the 1970s, development of the new international financial system accelerated following deregulaton of domestic financial system, removal of capital control in a number of countries, and the greatly increased size and velocity of global financial flows, an increase made possible by modern communicatios and new financial techniques and instruments. Moreover, the huge OPEC monetary surplus following the first oil crisis, and the need to recycle those funds, proved important in the development of the international financial market. Before the end of the 1970s, the scale and velocity of international financial flows had expanded enormously and had truly transformed the international economic system.


Integration of global financial markets and increased monetary and financial interdependence of national economies had a significant impact on domestic as well as international economics. Financial market integration means that the macroeconomic policies of one country have a significant impact on the economic welfare of other countries. For example, if country A raises its interest rates to decrease domestic inflationary pressures, those higher rates will attract capital from other countries with  lower interest rates, and the resulting increase in country A’’s money supply then contributes to the inflationary pressures that higher interest rates were intended to  to counter.Simultaneously economic activity is reduced in the economies from which the capital flows. Integration of national financial markets actually reduced macroeconomic policy autonomy.

The situation has greatly increased exchange rates volatility, especially between the dollar and other major currencies(the Japanese yen and the German mark). By the end of the 1970s, international financial flows dwarfed trade flows by a ratio of about 25:1; the size of the flows also contributed greatly to volatility. The tendency of exchange rates to overshoot in response to financial flows has proved important in producing fluctuations; that is, the exchange rate tends to make large swings up and down rather than find a new and stable equilibrium, and such overshooting causes a disequilibrium in currency values and hence increases exchange rate volatility.

The substantial increase in international interdependence has also had a profound impact on domestic economic policy. Economic interdependence considerably reduced the capacity of many countries to pursue full-employment policies, and this in turn undermined the domestic consensus supporting an open world economy. Incresed interdependence also has integrated such once-isolated policy issues as trade flows and exchange rate determination, thus immensely complicating the task of managing the world economy and raising important questions about adequacy of the rules governing international affairs.


With these several developments, the Bretton Woods rule-based international monetary syste was replaced by a shky political agreement among dominant economic powers (G-7); this change made the central banks of the major economic powers de facto manager of the international monetary system.
Adjustemnt 

An international monetary system regime must determine the method by which national economies will restore equilibrium that is to reduce a decifit or a surplus in their international accounts.(balance of payments).


A country with a imbalance in its international payments may pursue short term expedients as drawing down its national reserves or adding to its national reserves .

Some currencies will inevitably get out of line with one another. Many nations live beyond their means and pursue inflationary policies; others, like Japan desie a continuous payments surplus and therefore choose to live below their means – a deflationary policy.

Such nationaldifferences in inflation/deflation rates will cause currencyvalue to change. 


Liquidity 

An efficientinternational monetary system must also provide international liquidity.

Participating countries must have financial reserves sufficient to meet balance of payments deficits caused by such economic shocks to the system as the sudden increase in the price of oil in 1973 or by persistent use of such unwise policies as an inflationary macroeconomicpolicy of maintaining an overvalued currency.

      Confidence 
A stable international monetary system is also dependent on solution of confidence (credibility) problem; other countries must have confidence that the reserve currency country wll not pursue inflationary policies leading to devaluation of their own reserves. If they loose confidence, other countries will shift the composition of their reserves. A reserve currency country must pay  an attractive interest rate on assets denominated in its currency.

Devising an International Monetary System
Different subjective judgements and interest among public officials and intense disagreements among economists about the appropriate applicable economic model or theory add complications to the development or modification of a monetary system. There are intellectual and theoretical disagreements among economists and public officials about many solutions to the technical issues embedded in a monetary system.


Economists, for example, even disagree about the economic model to apply to determination of exchange rates, and there are trade offs among desirable but mutually exclusive goals. A choice, one that is primarily political, must be made.


At the heart of difficulties in finding solutions to exchange rate instability is the fact that national economies have very different rates of inflationand/or price instability.



Whereas some governments place a high value on price stability, others prefer to pursue expansinary and frequently inflationary policiesto reduce unemployment or stimulate economic growth.


Germany and Japan, having priority to price stability throughout the postwar era, have followed strong antiinflationary policies while the US at least until the late 1970s, pursued mild to highly inflationary policies.


The problem of devising stable and politically acceptable international monetary system is further compounded by the inevitable trade-off among the following equally desirable goals :

· fixed exchange rates

· national independence in monetary policy

· capital mobility

These three goals are referred to by economists as a trilemma, or as the irreconcilable trinity.

Unfortunately,no monetary and financial system can accommodate all tree of these desirable goals. 


Different countries and domestic  interest groups preffer to emphasize one or another  of these goals. In the late 1990s the US, for example, preffered independent monetary policy and freedom of capital movements, and thereby sacrificed stable exchange rates.


The members of European Community, on the other hand,preffered relatively fixed rates. Some countries, notably Malaysia and China, placed a high value on macroeconomic independence and have imposed controls on capital movements.
,
Specific ecomonic interests also differ in their preferences. Whereas export businesses have a strong interests in the exchange rate, domestic oriented businesses place a higher priority on national policy autonomy. Investors preffer freedom of capital movements, whereas labour tends to be opposed to such movement, unless of course it means inward rather than outward investment.


As national situations and interests differ,there is no one solution to the trilemma that would be satisfactory for all.  



Reform of International Monetary affairs

In 1930, John Maynard Keynes set forththe ideal objective of an international monetary system: This, then, is the dilemma of an international monetary system  -  to preserve the advantage of the stability of local currencies of the system in terms of the international standard, and to preserve at the same time an adequate local autonomy for each member over its domestic rate of interest and its volume of foreign lending.

Arguments for more stable exchange rates : advocates for a return to more stable ratesassert that the experiment with flexible/floating rates has failed and the flexible rates have resulted in excessive currency and price volatility, destabilizinginternational capital flows, and inflationary economic policies.

Nobel Laureate Robert Mundell belives that a more stable international monetary system requires close cooperation among the three major currencies.


Arguments for flexible exchange rates:

Fixed exchange rates are very costly to maintain in a world with huge international financial flows. These financial flows have become the principal determinant of exchange rates, a role previously played by trade flows.Therefore, unless a country is willing either to shut itself off from international investment or to give up the possibility of an independent macroeconomic policy (two of the components of the irreconcible trinity), it must accept flexible/floating rates. A system of flexible exchange ratesprovides the leastcostly means for economies to adjust to external shocks. Proponents of flexible rates argue that when a government faces a balance of payments disequilibrium, it is far better to devalue ita currency than to deflate its economy or resort capital controls. They also argue that floating rates act as a balancing mechanism for the rest of the economy.


Unity or Fragmentation of the  Monetary  System? 
Creation of the European Monetary System (EMS) and the common currency (euro) pose a serious threat to the unity of the international monetary system 

. There is a considerable interest and disagreement among public officials, economists, and political pundits on both sides of the Atlantic Ocean and in other parts of the globe concerning the implication of the  Euro and of the Dollar and international economy  in general.


Throughout the postwar era, the international role of the dollar has been an important feature of the world economy. Somewhere between 40 and 60 percent of international financial transactions are denominated in dollars. For decades the dollar also has beenthe world’s principal reserve currency; in 1996, the dollar accounted  for approximately two-thirds of the world ‘s foreign exchange reserves.

The possibility that euro will replace the international role of the dollar as a transaction and reserve currency has become extremely important, particulary for the US and its financial community.


If the EURO were to replace the dollar as the world’s key currency. There would be important implications for both private American financial interest and the American government. The success of the euro could have a large negative impact on American banks and financial institutions  because a large volume of transactions in a currency leads to economies of scale and decreased transaction costs. The larger the  volume of currency transactions in a particular country’s currency, the greater the profits and competitiveness enjoyned by the banks and financial institutions of that country.

If the euro will will replace the dollar as a new reserve or transaction currency, then the benefit of scale and lower transaction costs would be transferred from American to European financial institutions. The euro could eliminate the nearly automatic financing of the American balance payments deficitand limit the considerable financial freedom the US has had to pursue its independent economic and foreign policies. In addition, a successful euro could undercut Japan’s ambition to have the yen play much larger role as an international currency. In a global economy composed of three major currencies, the japonese fear that the yen could become the odd man out  . Growing concern about such a possibility has, in fact, stimulated Japan to propose a global currency triumvirate of the dollar, the euro, and the yen, an arrangement that would be managed by the three major economic powers.

The possibility of the development of currency blocs arises from the belief that currency blocs would reduce exchange rate risk among member countries, as is happening in Western Europe;such a change would be especially important for countries that trade heavily  with one another and was a major reason for creation of the Economic and Monetary Union (EMU).


A common currency could aslso encourage a low rate of inflation among member countries, provided that the leading country maintained a low inflation rate ; this was the case in ERM, where West Germany was the  leading economy. The major economic disadvantage of a currency bloc or union is loss of national independence in macroeconomic policy—making.However, the most serious risk in currency blocs is that they could intensify the already political relations among the US, Japan and Western Europe.


Few or Many National Currencies? 

Another possible threat to a unified global monetary system arises from “dollarization”of  national currencies. The term “dollarization” refers to the decision of a less developed country to tie its currency closely to the dollar or to accept the dollar asits currency; Argentina has chosen the first option and panama and Ecuador, the second.

More broadly, dollarization refers to the use by one country of any major currency, including the euro or the yen. For a less developed country, the purpose of dollarization would be to stabilize its currency and exchange rate and to dampen inflation; dollarization would also reassure investors that, in the event of a crisis, they would be compensed in a hard currency. A number of American policy makers believe that the use of dollars by less developed countries would strengthen the dollar against the euro.


Arguments against dollarization and for a flexible exchange rate emphasize that exchange rate functions as a safeguard for real economy. In effect, an exchange rateappreciation or depreciation acts a a shock absorber. For exemple, a drop in demand for an economy’s exports can lead to slower economic growth and increased enemployment. It would then be possible to permit wages to fall. However, the reduction of wages across an economy is a long and politically difficult process. 

A more simple solution would be to depreciate the currency, and this in turn would decrease the price of the country’s export and increase demand, thereby benefiting the economy. 

Conclusion 
Despite economists’ justified skepticism of dollarization and drastic reduction in the number of national currencies, it seems inevitable that over the long term, smaller economies will link their currencies closely to their major trading partners. By the end of the 20th century, low developed countries were already tying their currencies to the dollar, euro, or yen.

Proposed Questions:

1. What are the main advantages of IMS based on fixed exchange rates?

a. Predictable ;

b. Less costly 

c. Stimulate international trade

2. IMS is characterized by :

· fixed rates of exchange of currencies of member states agaist USD;

· the possibility to float within a margin of +/- one percent;
· dollar had a fixed rates in fine gold ($35 one ounce of gold);

· the obligation of US treasury to redeem in gold the dollar;

3. What means the trilemma or irreconcible trinity?

· fixed exchange rates;

· freedom in establishing domestic/internal  macroeconomic policies;

· free movements of capital flows;

4. What are the main arguments for floating exchange rates?

5. Why is impossible to come back to fixed exchange rates?
