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Foreign Exchange Rates and Exchange Rate Crises
By Daniel R. Kazmer and Michele Konrad

This paper is drawn from Economic L essons from the Transition to be published by M.E.
Sharpe, Armonk, New Y ork.

We review the standard theory of the determination of exchange rates, relative demand
for exports and imports of goods and services, and replace it with relative demand for
exports and imports of all tradables. Since international trade in financial assets dwarfs
trade in goods and services, foreign exchange rates are driven by relative demand for
financial assets: stocks, bonds, bank accounts in various currencies, and the derivatives
based on them. Since the demand for financial assetsis based on expectations of future
returns on these assets, foreign exchange rates are as volatile as these expectations, that
is, as volatile as global financial markets.

Fixed exchange rates are both contradictory to basic economic theory, which states that
all prices must be free to go to equilibrium, and costly and difficult to maintain given the
volatility of global financial markets which drive the ever changing equilibrium foreign
exchange rates. We blame the commitment to fixed exchange rates for most of the
international financial crises of the 1990s. We examine each crisis several times aswe
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develop each step in our theory. We explain in detail how speculators profit from attacks
on fixed exchange rates and which defenses work or don’t work and why.

We update David Hume's (1752) model of the determination of domestic price levels by
gold flows between countries, which is used even today to explain that fixed exchange
rates can be maintained if countries price levels go up and down. In our update, gold
flows are replaced by financial asset flows and the price levels that go up and down are
mostly in financial markets. We further argue that the volatility of exchange rates will
be reduced by removing capital controls and making sure that the domestic financial
infrastructure isin place for households to be able to invest their savingsin foreign assets,
including foreign currencies, when and if they want to. Thisisthe opposite of today’s
financial mercantilist policy of preventing household savings from leaving the country.

We note that fixed exchanges rates are often far from equilibrium exchange rates and are
amajor cause of international financial crises. They are aso one-sided. For example,
when Argentinafixed its peso to the US dollar, the US Federal Reserve did not fix the US
dollar to the Argentine peso. A two-sided fixes would have held. Fixed exchange rates
are also transitive. When both Argentinaand Chinafixed their currenciesto the US
dollar, they also fixed them to each other. Such unintended fixed exchange rates do have
consequences. For example, Argentina could not compete with Chinafor foreign
investment by allowing its currency to depreciate, effectively reducing the prices of all its
real and financial assetsto foreigners. Throughout the 1990s, Chinawas a mgor
recipient of foreign direct and financial investment while other economies with their
currencies fixed to the US dollar and, thus, to the Chinese yuan, were not.

The chapter advocates floating exchange rates, removal of all capital controls, and
installation of financial infrastructure to insure that all households can invest their savings
in foreign assets if and when they please. Then the updated Hume financial asset flow
mechanism will provide some stability to exchange ratesto the extent that domestic
household money outflows counteract large foreign money inflows. Also, domestic
households will be able to hedge against the remaining volatility of their home currency.
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Foreign Exchange Rates and Exchange Rate Crises
By Daniel R. Kazmer and Michele Konrad

This paper isdrawn from Economic L essons from the Transition to be

published by M .E. Sharpe, Armonk, New York.

Foreign Exchange Rates

One pillar of the basic theory on international financial markets has been the
theory of trade-determined foreign exchange rates. Essentially, thistheory holds that the
exchange rate of acountry’s currency is determined by trade. The currency appreciates
and depreciates based on the demand for its exports and its own demand for imports.

When more foreigners want to buy that country’ s exports and fewer of the
country’ s residents want to import from foreign countries, then the currency appreciates.
When the converseistrue, the currency depreciates.

Thus, a country that runs atrade surplus— that is, its exports exceed itsimports —
will see its currency appreciate relative to the currencies of its trading partners. The
currency appreciates because the trading partners bid up the price of the currency of the
country whose exports they demand.

But the currency appreciation has its own effect. It makes exports more
expensive to foreigners. Exports become less attractive, and they decrease. The
appreciation also makes imports from foreigners cheaper, so that imports increase.

Thus, the theory of trade-based foreign exchange rates argues that exports will
equal imports at the equilibrium exchange rate. The mechanism of flexible exchange

rates on the international currency market automatically balances trade, so that the value
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of exports equals the value of imports.

The theory of purchasing power parity exchange rates is sometimes presented as
an extension of thistheory, and sometimes as along-run alternative to it. Purchasing
power parity exchange rates were originally developed to allow economists to compare
the GDP of countries with different currencies. Since market exchange rates are volatile,
if GDP is calculated using a market exchange rate, the GDP estimate will change
whenever the exchange rate does. The constant changes make GDP comparisons
awkward, and so the theory of purchasing power parity was devel oped.

Purchasing power parity re-prices each product delivered to final demand in the
economy at its US dollar price and then adds them all up to get that economy’s GDP in
USdollars. For example, if you were to price a haircut in some foreign country, you
would use the US dollar price for asimilar haircut. Y ou would not use the local price for
ahaircut, nor even the local price converted at the current exchange rate. When you
calculated that country’s GDP all of the goods and services within it, including the
haircut, would be valued as though purchased in the US.

Thisre-pricing of goods has powerful effects. Take Chinafor example. The
GDP estimate for Chinaisfive times greater using purchasing power parity thanitis
when calculated in yuan and converted to dollars at the official rate. In fact, using
purchasing power parity, China has a higher GDP than Japan. China' s GDP becomes
number two in the world after the US.

Thisisan important conclusion, and we agree that purchasing power parity isa
significant advance in accurately comparing GDPs across countries. Where we disagree,

however, iswith the use of purchasing power parity currency conversion rates as long-
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term equilibrium market foreign exchange rates.

To befair, the textbooks do explain that trade-determined foreign exchange rates
differ from purchasing power parity exchange rates. Their explanation is that the two
differ “in the short run” due to transportation costs, trade barriers, and nontraded services.
They usually note that “short-run differences’ between the two exchange rates may
persist for years. But the fact isthat “short-run differences’ may persist indefinitely.
They are not short run differences; they are simply different.

We strongly feel that the attempted use of domestic purchasing power parity
exchange rates as long-term market equilibrium foreign exchange ratesis mistaken for at
least two reasons.

Let us take as given for amoment that foreign exchange rates on the open market
are driven by exports and imports of real goods and services. Even if thisistrue, thereis
adifference between real goods and services produced and consumed within an economy
and those exported and imported. Many of the goods and services produced and
consumed in an economy are not traded with foreign countries. And even if they were,
their share-weightsin GDP and in foreign trade would still be very different.

So, if we want to calculate the foreign exchange rate using purchasing power
parity rates, we must use the things which are exported and imported, weighted as they
arein exports and imports. It is not accurate to follow the existing practice, where
everything produced and consumed within the domestic economy is added up with the
share-weights they have in the domestic economy.

Thisisone problem. Thereisanother. The volumes of foreign trade in financial

assets — stocks, bonds, and foreign currencies— are much larger and more volatile than
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the volume of foreign trade in goods and services. This being true, financial assets
should have high share-weights in cal culations used to determine foreign exchange rates.
However, trade in financial assets does not produce real goods and services, so it is not
included in GDP. Thus, financial assets have zero share-weight in GDP purchasing
power parity calculations. Since financial assets are not real goods and services, they are
not counted in GDP.

Why isthe misuse of purchasing power parity GDP conversion rates as long-term
foreign exchange rates important? Because it gives afalse impression that there are
stable long-term equilibrium foreign exchange rates towards which global financial
markets are moving. This false impression then buttresses the argument for fixed
exchangerates. And fixed exchange rates are akey contributor to international financial

crises.

The Anomaly of Fixed Exchange Rates

Thereis an interesting anomay which concerns domestic economic theory and
the theory of the international financial system. Many economists who preach the
optimality of flexible market prices for allocating resources within an economy see no
contradiction in advocating fixed foreign exchange rates. In classical economic theory,
changing prices are key to achieving equilibria. But the same classical economic theory
holds that changing prices for foreign currencies are a source of volatility and uncertainty
to be resisted — even at great cost.

This leaves an important question unanswered. If the price of the foreign

currency cannot change, how can exports and imports be brought back into balance?
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Answering this question isareal problem for economists who advocate fixed exchange
rates.

Fortunately, the problem was solved in 1752 by David Hume. Besides tackling
difficult issuesin philosophy and religion in his Dialogues Concerning Natural Religion,
Hume also solved the truly difficult problem of how trade is brought into balance when
the exchange rateis fixed.

Hume' stheory recognized the key role of gold asset flows. In histime, the
currencies of al European countries were based on gold. In economic terms, gold served
as the monetary base, MO underlying the money supply M 1.

Imagine two countries which trade with each other. Assume one country is
running atrade deficit. That is, itsimports exceed its exports. The other country
accumul ates the deficit country’s currency, which it presents to the deficit country for
gold. The trade-deficit country experiences a gold outflow, aloss of the gold reserves
that back its currency. Since the country ison the gold standard (its currency is backed
with gold), as the domestic gold supply contracts, so does the domestic money supply.
As the domestic money supply contracts, there is a shortage of money for transactions.

Nothing else has changed in the economy, so the same amount of transactions
take place as before the trade deficit. How can the same volume of transactions take
place with less money in the domestic economy? The answer issimple. The price level
drops by the same percentage as the reduction in the money supply.

When the prices for domestic goods drop, imports become relatively more
expensive and exports become relatively cheaper. Domestic consumers find foreign

imports more expensive, while foreign consumers find the country’ s exports less
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expensive. Imports decrease and exports increase until foreign trade returns to balance.

The analogous but opposite mechanism occurs simultaneously in the trading
partner country, which isrunning atrade surplus. The trading partner isaccumulating
foreign currency which presentsto foreign countriesfor gold. The increase in the
domestic gold supply increases the money supply. However, thereisno changein red
domestic transactions. Therefore, pricesrise. This country’s exports become more
expensive, while itsimports become relatively cheaper. Asimportsrise and exportsfall,
trade returns to balance.

The disadvantage of David Hume's price-gold flow mechanism is that the
domestic prices in both economies must adjust to regain an equal balance of trade. The
trade-surplus economy must undergo inflation and the trade-deficit economy must
undergo deflation.

Not all prices canrise and fall so easily. If some prices are stickier than others,
then relative prices within the economy will be distorted at least temporarily, causing
misallocation of resources. Furthermore, if workersin the deflating economy resist
having their wages cut, and/or merchants resist cutting prices, then the adjustment will
not happen right away. Unemployment and recession will likely be necessary to force
the needed reductions in prices and wages.

If resistance to price and wage reductionsis strong and the fixed exchange rate
holds, then the economy may be doomed to long-term unemployment and recession. In
Argentinathis precise problem has occurred — ssimply replace ‘gold’ with ‘US dollars' as
the currency base (the MO).

Keep Hume' s theory in mind as we discuss the problems of the economiesin
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transition. They were advised to fix their exchange rates, so that competition from
foreign imports would help fight inflation and stabilize the price level. They were also
advised to tightly control their money supply (dependent now on foreign exchange
reserves, not on gold reserves) to fight inflation.

The result surprised many economic advisors. Foreign exchange flowed in and
out of the country with little relation to trade, but with great volatility. The volatility
threatened to play havoc with the domestic money supply.

The central banks tried to disconnect the money supply from the volatile foreign
exchange reserves through a process called ‘ sterilization.” When a central bank
exchanges foreign currency for its own currency, the money that it pays out increases the
domestic money supply. To counteract the increase in the money supply (which would
likely cause inflation), the central banks sell an equivalent amount of government bonds.
The government bonds are paid for in domestic money. So the same amount of domestic
money goes out of the economy as went in, with no net change. Note that sterilization
prevents the Hume gold-flow price mechanism from working.

Central bankers love to do this because it increases their foreign exchange
reserves (real money, good anywhere in the world) and they pay with either domestic
currency or government bonds that are paid off in domestic currency. Remember that
central banks have the ability to print domestic money, as well as create central bank
accounts in domestic money. There can therefore be no shortage of domestic money.
Also, aswe noted in Chapter Seven, the domestic currency may or may not function as
domestic money.

Thiskind of sterilization fights inflation safely, in that no crisis occurs. But the
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gains from running a positive trade balance accrue to the central bank’ s foreign exchange
reserves rather than to the economy asawhole. Central bank foreign reserves represent
real resources unavailable to the domestic economy for consumption and investment.
They act like atax which is collected but not spent.

The crisis occurs when foreign exchange flows out. To maintain the fixed
exchange rate and currency convertibility, the central bank must buy domestic currency
at the fixed rate whenever asked to do so. Then, to sterilize the withdrawal of domestic
currency from the economy, the central bank buys back domestic government bonds,
paying with domestic currency. This puts an equivalent amount of domestic currency
back into the economy.

Central bankersdon’t like this, because they |ose foreign exchange reserves and
all they gain are domestic government bonds. Furthermore, central banks don’t always
have enough foreign exchange to pay for al domestic money presented to them.
Sometimes the central bank runs out of foreign exchange. When this happens, the bank
cannot maintain its fixed exchange rate, the value of the domestic currency plummets,
and a currency crisis occurs.

The 1990s were filled with exchange rate crises, not confined to small or
vulnerable economies. The British pound, the Italian lira, and the Swedish korunawere
forced out of the Exchange Rate Mechanism (a European system of fixed exchange rates)
in 1992. There followed the Mexican peso crisis of 1994, the Asian financial crisis of
1997 (which started with the Bulgarian crisis in the spring of 1997), the Russian crisis of
1998, followed by mini-crises in Ukraine and Kazakhstan in 1999, the Brazilian crisis of

1999, and the Argentine crisis of 2001-2002.
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These crises were a surprise to experts and investors alike. They should not have
occurred. We believe that basic flawsin the theory of exchange rate determination, as
presented in undergraduate texts and summarized above, are the reason. The theory did
not serve well for the period of transition in the 1990’s; and it will not serve any better in
the future.

First of al, much international trade, (most oil contracts, for example), is
conducted in US dollars. Thisistrue even when thereis no US actor in the transaction.
For the current theories of exchange rate determination to work, each country’ s sellers
need to require payment in their home currency, or to convert payments received into
their home currency. Further, aswe noted in the section on monetary policy, the home
currency may not be serving as a store of value and means of exchange even within the
country, so that an exporter may use US dollars or another ‘strong’ currency even within
his home country. This breaks the link between home country transactions and demand
for home currency.

Second, international trade in goods and servicesis small compared to
international trade in financial assets. bank deposits in various currencies, government
and corporate bonds, stocks, titlesto real estate, and derivatives based on these assets. To
update the trade-driven theory of foreign exchanges rates, we need to add trade in
financial assets to trade in goods and services.

The updated theory indicates that a country’s currency will appreciate as demand
grows for itsfinancial assets, aswell asfor its goods and services. This explains the fact
that the US dollar has remained strong throughout the 1990’ s, despite persistent large US

trade deficits. Infact, the large US trade deficits are possible because of growing global
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demand for US financial assets.

So what increases demand for a country’s financial assets? We cannot consume
financial assets directly, so there is no consumption demand. Rather, demand for
financial assetsisdriven by the desireto invest. We buy financial assets because we
expect them to pay income in interest or dividends, or we expect them to increase in price
to beresold later at a profit.

The key word in that last sentenceis “expect.” The present value of financial
assets depends to a great extent on expectations. Logically then, the foreign exchange
rate of acurrency depends on the expectations of potential buyers for the future value of
the country’ s assets, versus the expectations of those same buyers for the future value of
the assets offered by other countries.

Note that thiswould still hold trueif al financial assets were to be purchased in
USdoallars. All that isrequired is that the interest, dividends, rents, or other income from
the assets are paid in domestic currency. For example, if the assets are stocks, then the
value of the stock will depend on the company’ s profits, which in turn depend on the
expected relative values of the currencies in which the company buys its inputs and sells
its products.

Assuming thisis true, market-determined foreign exchange rates ought to be quite
volatile. They ought to be just as volatile as the expectations of investors regarding the
financial assets of various countries. |sthe world then doomed to volatile exchange
rates? We shall return to thisissue soon.

First, let us note that, under this model, fixed exchange rates are at least

theoretically possible. We can update Hume' s price-gold flow mechanism by
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substituting modern financial assets— that is, bank accounts in various currencies, stocks,
bonds, and derivatives based on them —for gold. Asin Hume's price-gold flow
mechanism, prices will change as the balance of trade changes. But now the price of
financial assetswill change; the price of goods and services will change less and with
lags. And the balance of trade in question isin financial assets rather than real goods and
Services.

Let’s say that global investors decide that some undeveloped country or economy
in transition is really an emerging market. That is, their expectations are that the
country’s assets will increase in value. The global investors acquire stocks, bonds, and
the country’s currency. Asdemand rises, the value of these assetsis bid up. The central
bank merrily sellsits domestic currency for foreign exchange and sterilizes the increase
in the domestic money supply by selling government bonds, increasing its foreign
exchange reserves.

But domestic holders of domestic assets will want to do the same. Asthe prices
of their domestic stocks and bonds rise, they will want to diversify their portfolios, that is,
to sell some of their high-priced domestic financial assets for now relatively cheaper
foreign assets. Just astheir central bank increasesits foreign exchange reserves, they will
want to increase their holdings of foreign stocks, bonds, and foreign currency bank
accounts. The more overvalued domestic assets appear to be, the more domestic holders
of those assets will sell them and buy foreign assets.

According to this scenario, domestic investors will continue selling domestic
assets and buying foreign assets until they have achieved their desired degree of portfolio

diversification, and the domestic and foreign asset price/expected return ratios are equal.
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What happens when expectations change and the foreign holders of domestic
assets try to sell them? The prices drop relative to foreign assets. At this point, the
domestic holders of foreign assets can trade back into domestic assets at a profit. Thisis
our updated Hume asset flow price mechanism at work.

This did not happen in the economiesin transition, for two reasons. First, the
internal financial infrastructure for buying and selling foreign assets was not in place. In
fact, domestic assets were not sufficiently dispersed for most of the population to have
financia portfoliosat all. Second, most countries have laws against their citizens selling
domestic assets and buying foreign assets. They call it *capital flight.’

Lawmakers in developing countries prevent domestic investors from purchasing
foreign investments, because they prefer that the money be channeled into investment at
home. Just as lawmakersin Hume's time prevented gold from leaving the country (its
unsanctioned export was illegal), modern-day “financial mercantilists’ prevent domestic
money from leaving. By doing so, they not only limit their citizens' legitimate
investment opportunities, they also prevent the updated Hume adjustment mechanism
from working.

The standard theory says that opening to foreign trade ought to be the solution to
imbal ance between desired savings and desired investment. However, this has not turned
out to be the case. If it were, then there ought to be no particular relation between the
saving/GDP ratio and the investment/GDP ratio for the same country. High-saving
countries might then have low investment, or vice versa.

However, aclassic study by Feldstein and Horioka, found that for most countries,

the saving/GDP ratio and the investment/GDP ratios were highly correlated. Thisis
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strong evidence that our revised Hume financial asset flow mechanism isnot working in
many countries.

Restrictions on importing foreign assets means that all the gain from diversifying
into foreign assets go to criminals expert in capital flight, just asin the past restrictions on
import of goods benefited smugglers. Furthermore, gainsfrom illegal foreign
transactions are also de facto tax-free. Naturally, the elitesin each country are still able
to invest in overseas assets, because their positions protect them from prosecution. As
with inflationary monetary policy (discussed at the end of Chapter Seven), the
beneficiaries of investment restriction policies often include the policymakers
themselves.

If governmentsin transition economies allowed all citizensto participate in
international investment, the result would be more diversification and increased wealth
for many households. If ownership of, and tradein, foreign assets were legal, the
government could tax both income and capital gains on these assets. The “wealth effect”
from increased investment gains would increase aggregate demand with positive effects
on the real domestic economy. Domestic households could also diversify their asset
portfolios and at least partially escape domestic theft and corruption. Furthermore, while
fixed exchange rates might still not be possible in the real international financial
environment, the updated Hume financial asset flow mechanism should reduce their

volatility.

Floating Exchange Rates

If the central bank allowsits currency to float, there are two effects. First, the
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total relative asset price effect is split between the change in prices of domestic assetsin
domestic currency and the foreign exchange price of the domestic currency moving in the
same direction as the prices of domestic assets. Thus, the real economy is affected by the
changing relative prices of exported and imported goods and services, due to changesin
the foreign exchange rate. We are thus back to the original argument for fixed exchange
rates: to insulate the real domestic economy from exchange rate volatility.

To repeat our arguments in favor of floating exchange rates: first, disruptions to
the domestic real economy due to financial crises when fixed rates cannot be maintained
are much larger than the effects of floating rate volatility. Second, floating rate volatility
islessened by our updated Hume financial asset flow mechanism. Furthermore, even
developed countries with a floating exchange rate may be suffering from the

unwillingness to let the updated Hume financial asset flow mechanism function.

Exchange Rate Crises

Aswe noted above, the 1990s saw a series of international financial crises, all
associated with the failure of fixed exchange rates. The history of these crises shows
both a strong commitment to fixed exchange rates and their unreliability. We review
them here again with more explanation.

The decade opened with the costs of German reunification leading to inflation in
Germany. The Bundesbank decreased its money supply and raised interest rates to fight
theinflation. Holders of British pounds, Italian lira, and Swedish korunasold those
currencies for German marks to deposit them in German banks at the higher interest

rates. The central banks of all the countriesin the Exchange Rate M echanism lost
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German mark reserves as their domestic currencies were handed in for German marks at
the fixed exchange rates. Currency speculators, George Soros the most prominent, saw a
chancefor big profits from forcing the central banks in the ERM to float their currencies.
We explain their strategy in detail below. England, Italy, and Sweden, no longer able to
maintain their fixed exchange rates with the German mark, suddenly left the Exchange
Rate Mechanismin 1992, letting their currencies float. (‘Float’ means that the currency’s
price in terms of other currenciesisno longer ‘fixed’ by its central bank but isinstead
determined by the market minute to minute. Fixed currencies, forced to float, inevitably
sink in price, because if the market price was the same or higher than the fixed price, the
central bank could maintain the fixed price easily.)

The Mexican peso crisisin 1994 was triggered by the North American Free Trade
Agreement, which imposed asymmetrically large reductionsin Mexico’ s tariffs. (Note
that there was no Canadian dollar crisis. The Canadian dollar floats and has depreciated
against the US dollar without crisis.)

The Asian financial crisis began in July 1997 when Thailand was forced to float
the baht against the dollar. Other Asian economies were forced to float their currencies
in short order. Notably, China, Hong Kong, and Malaysia successfully maintained their
fixed exchange rates to the US dollar. This crisis was preceded by a successful attack on
Bulgaria's fixed exchange rate in the spring of 1997, but if Bulgariaisincluded, then the
catchy title“ Asian financial crisis” cannot be used.)

In August 1998, Russia’ s fixed ruble was forced to float (allowed to sink) when
the Russian government defaulted on its bonds. 1n 1999, it was Brazil’ sturn, and its

currency quickly lost 40% of itsvalue. This put great pressure on the Argentine peso,
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fixed to the dollar by a currency board. The Argentine currency board finally gave way
in late 2001-early 2002, as part of yet another crisis. In the meantime, twelve European
countries created and adopted a new currency, the euro. The euro, floated from its
creation, had lost about a quarter of its value against the US dollar without crisis and has
gained about half of that 1oss back in 2002 and early 2003, also without acrisis.

This brief summary suggests areal problem with fixed exchange rates: they don’t
stay fixed. Yet many economists still recommended them. Why? First, fixed exchange
rates reduce the risk and uncertainty of international trade, promoting the gainsin overall
economic efficiency dueto trade. Second, afixed exchange rate helps an economy fight
inflation. When the price of a domestic good rises above the price of the imported
substitute, buyers will buy the import rather than the domestic good, putting a ceiling on
the price of the domestic good. If the home currency were alowed to depreciate, the
imported substitute would itself become more expensive to the home buyer, so the price
of the domestic good could rise as well.

Both arguments have merit, but given the costs of lost production and
employment from international financial crises (such asthose listed above), the purported
gains from trade and reducing inflation hardly seem worth the cost.

Asthe above discussion and historical examplesillustrate, our theory of exchange
rate determination differs significantly from the trade-determined theory of exchange
rates still given in most textbooks. Below we present our theory of exchange rates and
point out where our theory differs from the accepted theory.

As economists put it, ‘money isaveil.” To understand what is really happening,

one hasto look behind or under the money to see what is happening in the real economy
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to real goods and services, their production, sales, and prices. Thisis doubly true with
exchange rates, which are ssmply the price of one money in terms of another.

We recommend that you think of an exchange rate as only one part of the price of
anything you buy or sell that is priced in another currency. The other part is the price of
the good in its home currency.

For example, a French citizen using euros to buy a product from a US catal og
(with pricesin dollars) must convert the dollar price to euros using the exchange rate to
compare it to asimilar product in a French catalog. Assume theitem in the US catalog is
priced at $10. When the euro was first created, thisitem would have cost 8.33 euros,
because the euro sold for $1.20. In early 2002, when the euro cost $0.90, the same item
would cost 11.11 euros.

Obvioudly, if oneis conducting alot of purchases overseas, these price changes
can be onerous. To protect its citizens from the risk and uncertainty of changing prices
due to changing exchange rates, central banks sometimes fix the exchange rate of the
home currency. This could be donein several ways. The most common fix in recent
history has been a one-sided fix to the US dollar. It is one-sided because only the home
central bank stands ready to trade its currency for US dollarsin unlimited amounts at a
fixed exchange rate. The US Federal Reserve makes no such commitment. If it did, the
fixed exchange rate would be unbreakable since the US Federal Reserve can print as
much US money, Federal Reserve notes, as needed to maintain the fixed exchange rate.

Interestingly enough, standard theory does not recognize the distinction between
two-sided and one-sided fixed exchange rates. Two-sided fixes are rare because each

central bank must trust the other not to issue too much of its currency. Nevertheless, we
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think it isimportant to make the distinction, because it shows the inherent weakness of a

one-sided fixed exchange rate.

Central Banksand Fixed Exchange Rates

A central bank buys assets, usually some combination of domestic government
bonds, foreign money and foreign government bonds, and gold. The central bank pays
for these assets with domestic money, either paper currency and coin or depositsin the
central bank in the home currency.

Thus, domestic money isthe liabilities of the central bank. Thisisbecauseif a
legitimate customer presents domestic money to the central bank demanding central bank
assetsin return, the central bank must deliver assets in return for its own domestic
money. Legitimate customers are usually home commercial banks and other central
banks but may also include large international banks. Significantly, often the home
country’s own citizens are not legitimate customers.

Parts of the central bank’s liabilities are domestic cash in circulation and domestic
cash and deposits in the central bank held by domestic commercial banks. These
liabilities are MO or the monetary base. The parts of MO held by commercial banks
(rather than circulate outside them) are the reserves which secure the |loans made by the
country’s commercia banks. Depending on the reserve requirement, the loans
outstanding will greatly exceed the monetary base.

If the reserve requirement is 10%, then the money multiplier will be 10 and the
total money supply, M1, which includes checking accounts at commercial banks, can be

expanded by loans by the commercial banks up to 10 times the part of MO held by
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commercia banks as reserves. The central bank controls M1 by buying and selling
domestic government bonds to control MO. If it buys bonds, it pays with domestic
money, increasing MO. If it sells bonds, it collects domestic money, reducing MO.

Now what happens when a central bank fixes a currency exchange rate and makes
that currency fully convertible to other currencies? It declaresthat it will exchange either
currency for the other at afixed rate in unlimited amounts. (Note that you don’t have to
be a central bank to fix an exchangerate. You just have to have sufficient assets. If he
wanted to, mega-billionaire Bill Gates of Microsoft could fix the exchange rate between
two small countries. He would simply exchange either currency for the other at his
declared fixed rate buying whichever currency he needed with hisUS dollars.)

If central bank customers want to buy the domestic currency, there is no problem.
The central bank can either print more domestic currency or create domestic-currency
central bank accounts as needed. But a crisis may occur when customers want to hand in
domestic money for the foreign money reserves at the fixed exchange rate. The central
bank’ s foreign reserves can cover only part of the domestic money it hasissued.

Thisis because the central bank has also issued domestic money backed by other
reserves: usually domestic government bonds and gold. These reserves are uselessin
maintaining the fixed exchange rate, because the bank’ s customers will not accept
domestic government bonds instead of foreign exchange. Nor isthe gold much usein
this case, because even a hint of increase in gold sales quickly lowers the price of gold
worldwide.

If customers keep handing domestic money into the central bank and demanding

foreign reserves, the bank will be unable to meet their demands. It will either use up all
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of itsforeign reserves trying to meet demand, or ssmply declare a moratorium on
accepting domestic money in order to keep some foreign exchange in the vaults. Either
way, the fixed exchange rate is now broken. The domestic currency ‘floats,” that is, its
price as measured in foreign currency abruptly sinks.

What happens when a currency implodes like this? Anybody owing foreign
currency debt backed by assets defined in the domestic currency may go bankrupt: their
debts are suddenly much larger than the domestic currency assets intended to pay the
debt. Pensions defined in domestic currency lose their purchasing power. Imports
suddenly become much more expensive. Thisfuelsinflation. The country isin
economic trouble, likely very serioustrouble. And all of this occurred, because
economists recommended a fixed exchange rate to reduce the risk and uncertainty of
currency fluctuationsin foreign transactions!

We contend that fixed exchange rates do not reduce risk and uncertainty,
although they may appear to for some period of time. Risk and uncertainty in economics
behave much like energy in physics. They cannot be reduced or increased, neither
created nor destroyed, only transferred. Thus, if risk and uncertainty seem to disappear,
the correct question to ask is not “Why did the risk and uncertainty disappear?’ (because
the exchange rate was fixed) but “Where did the risk and uncertainty go?’

The answer isthat the risk and uncertainty are transferred to the central bank, and
thus to the general population of the country, who depend on a stable currency. Thereis
afurther analogy to physics. Aswith energy, risk and uncertainty can be transferred to
one place and be concentrated there. Thereisaname for such concentrations: abomb. A

central bank defending afixed exchange rate with insufficient foreign reservesis full of
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pent-up risk. When all of this pent-up risk explodes into the economy at once, the

analogy isquite accurate.

Speculative Attacks on Fixed Exchange Rates

Fixed exchange rates are doubly dangerous economic policy: not only are the
consequences of failure severe, but thereis profit to be made in breaking the fixed rate.

Profit for whom? Certainly not for the general population, for the beleaguered
central bank, or even necessarily for politicians and elites who benefited from the fixed
exchange rate whileit lasted. But there are actors who see great potential in the fixed
exchange rate system. They have devised creative ways to liberate all that foreign
exchange from the central bank, and make akilling on the eventual collapse. It'seven
legal — most of the time. The attack is called currency speculation.

How doesit work? First, borrow alot of money, denominated in the local
currency. Really alot —enough to either exhaust the central bank’sreserves or bring
them to the point where collapse seemsinevitable and the central bank will allow the
currency to float (sink). Note that you won't have to do thisalone. Other speculators,
thinking as you do, will attack the fixed exchange rate with you, and may even consult
with you.

Y ou now have aloan that you must repay. Y ou must repay the amount you have
borrowed, plusinterest. Say HC isthe quantity of home currency borrowed, andiHC is
the interest rate. Y ou owe:

HC* (1+iHC)

Now you present all of your borrowed home currency to the central bank, and
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demand that the bank exchange it for foreign reserves at the fixed exchangerate. The
central bank must honor your request — it if wants to maintain the fixed rate — although it
may lose quite a bit of itsforeign reserves.

Y ou now hold foreign currency, call it FC, which you can deposit in a bank
somewhere else and earn interest onit. The money you have in the bank is:

FC* (1+iFC)

The foreign currency you hold equals the home currency you previously held, at

the fixed exchange rate, so that
FC =Efc/hcx HC

where Efx/hc is the fixed exchange rate price of the home currency in terms of
the foreign currency.

Now it istime to reap the benefits of globalization, computerization, and all the
other marvelous inventions which have made financial transactions instantaneous and
easy. If you've picked your currency well, other speculators will do the same as you
have. Like sharks nibbling at awhale, they will nibble off bits of the central bank’s
foreign exchange reserves piece by piece, until the majority of it has been transferred to
the speculators’ bank accounts offshore.

The home central bank will, of course, fight to keep from having to devalue its
currency, perhaps securing foreign currency loans from the IMF or issuing bonds in the
foreign currency. But speculators can extract that money too. Furthermore, requirements
for ‘transparency’ will ensure that the central bank publishes the amount of its foreign
exchange reserves, so that speculators can see how close they areto victory. Eventualy,

barring avery clever central bank governor or tremendous luck, the central bank will give
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up, and the currency will float (sink).

When the devaluation or depreciation of the home currency seems to be complete,
you and your fellow speculators can use some of the foreign exchange (FC) that you
have in your bank account to purchase some domestic currency at the new, lower rate.
This money can be used to pay off your debtsin the home currency. If the attack was

successful, your foreign exchange holdings will exceed your home currency debts, i.e.

FC* (L+iFC) > HC* (1L+iHC)

Asthe equation shows, the speculators’ profits depends on how much the home
currency falls as compared to the foreign currency, the interest owed for borrowing the
home currency, and the interest collected on the foreign currency while waiting for the
fixed exchange rate to be abandoned. Let’s say that Edepreciated isthe new exchange
rate at which a speculator can buy the home currency to pay off the debt of home

currency originally borrowed plus the interest due.

Profit = (1 +iFC) x (Efx/hc x HC) - (1 + iHC) x HC x Edepreciated)

Naturally, the profit is denominated in foreign exchange, handy for stashing in
overseas banks. Lest you think that this gambit is limited to shady operators or shaky
currencies, we should point out that George Soros made over abillion poundsin just this
manner when he “broke” the British pound in 1992.

There are several ways to fight off a speculative attack. The most obviousisto
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amass foreign reserves. During the 1997 Asian financial crisis, China had foreign
reserves exceeding $150 billion. Hong Kong and Taiwan had reservesin the $100 billion
range. Central banksloveto amassforeign reserves. However, these foreign reserves are
resources earned from the domestic economy’ s exports but not available to the domestic
economy, so they have areal cost, like atax that is collected but is not spent.

Another tactic is to make a preemptive devaluation to reduce the difference
between the new fixed exchange rate and the floating rate resulting from a successful
speculative attack. This reduces the profits of late joiners to a speculative attack since
they will be able to get less foreign reserve currency with their borrowed home currency.
Unfortunately, thistactic seldom works because the devaluation is usually too little and
too late. Speculators also see such devaluations as asign that aforced full float is even
more likely.

Another way to reduce the profits from an attack isto raise iHC, the interest rate
on borrowing the home currency. The central bank can do this by raising its interbank
borrowing rate, which causes interest rates throughout the economy to climb. Thiswill
also happen automatically as speculators present home currency to the central bank for
foreign reserves, because the amount they pull out reduces the domestic money supply,
raising iIHC. However, it aso hurts the domestic economy, an effect we will discuss
later.

Some countries also make it difficult for speculators to borrow domestic currency.
Chinadoesthis explicitly. Malaysiadid it successfully with ad hoc administrative
controls on ringgit lending both in 1997 and in previous, less well publicized attacks.

Chile had arather unique approach. The central bank required borrowers of its
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currency to put 30% of the amount borrowed into a Chilean account that paid no interest.
This significantly reduced the net payoff from a speculative attack.

For example, ignoring interest rate effects, a $100 speculation which forced a
50% depreciation of afixed currency would double the original $100, ayield of 100%.
But with 30% of the $100 held hostage in a Chilean currency account, the specul ator
would double only the $70 available for the speculative attack to $140. The $30in
Chilean currency would lose half its value to $15. So the net yield from the same 50%
depreciation of the Chilean currency would be only $155 or areturn of only 55%.

Chile' s approach has been effective in deterring speculative attacks.

As noted above, central banks are vulnerable to specul ative attacks on their fixed
exchange rates because they issue money not only for foreign exchange, but also for both
domestic government bonds and gold. So the bank hasless foreign reservesthan it has
liabilitiesin the form of domestic MO issued. Thereisone way to avoid this: institute a
currency board.

A currency board differs from a central bank in that a currency board can only
buy foreign reserves with its domestic money and can hold only foreign money as
reserves. That is, MO is 100% backed by foreign reserves. A currency board makes
speculative attack more difficult, but not impossible.

Hong Kong has a currency board, the Hong Kong Monetary Authority (HKMA),
yet it was subjected to a speculative attack. It’sarather interesting story, because both
sides were so clever in their tactics. The speculators knew they could not break the fixed
exchange rate, because of the currency board. But, they reasoned, if they borrowed large

amounts of domestic currency they would force up interest rates, and therefore affect
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stock prices on the Hong Kong Stock Exchange. Everyone knows that when interest
rates go up, stock pricestend to go down.

So the speculators borrowed shares on the Hong Kong Exchange, and sold them
at high prices (short sales). They used the proceeds from these sales and additional
borrowed Hong Kong dollars to buy US dollar reserves from the HKMA. Thisreduction
in the money supply increased interest rates and stock pricesfell.

The speculators were betting that they could get the stock pricesto go down, buy
back the shares they had borrowed at much lower prices, and make atidy profit on the
difference. They didn’t reckon on an active defense by the HKMA. The HKMA
discovered the scheme and bought sharesfor itself, which kept the share prices from
falling. This defeated the speculators, and also turned a profit for the HKMA when it
later sold its shares.

The HKMA was later criticized for interfering in the stock market. We think they
did an excellent job defeating a speculative attack aimed at its stock market, rather than
its exchange rate. We also think, however, that Hong Kong would be better off with a
floating exchange rate.

But there are other problems besides speculative attacks. Several recent currency
crises - the Russian financial crisisin 1998, Brazil’ s abandonment of its fixed exchange
rate with 40% depreciation in 1999, Argentina s crisis and abandonment of its currency
board in 2001 — were not attributed to speculative attacks. To fully explain these crises,
we believe that the basic theory of exchange rate determination needs to catch up with
changes that occurred mostly in the 1990s. So we further expand our theory of exchange

rate determination different from those in the textbooks.
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Our theory of Exchange Rate Deter mination

There are two basic motives for holding money, that is, a currency: to conduct
transactions and as a store of value or purchasing power. This second motive leads to
currency speculation, as people seek to hold currencies that they think offer the best
chance of gaining in purchasing power relative to other currencies. For thisreason, it is
sometimes called the speculative demand for money.

Y our transactions demand for a currency is afunction of what you can buy with a
currency, how much you want what you can buy with the currency, and the prices in that
currency for what you can buy with it. Note that the transactions demand for a currency
may be partly outside its country’ s borders. For example, the fact that most global oil
trade is conducted in US dollars increases the demand for US dollars even among ail
buyers and sellers outside the US who don’t trade with the US. Furthermore, an increase

in the price of oil will increase the demand for US dollar balances to conduct oil trade.

Bondsand Their Usein Fixed Exchange Rate Regimes

The 1990s were not only the period of transition for former centrally planned
economies. They were also the years of emerging market economies. The economies of
the former Soviet Union and Eastern Europe were both. The economiesin transition and
emerging market economies underwent privatization and opened their economies to
foreign investment. Former state enterprises became private companies that issued stock
to be bought on new stock markets, debt to be bought by foreign banks, and corporate

bonds to be sold to foreign investors. Governments began to issue and sell government
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bonds on new domestic bond markets.

This explosion of financial and real assets that could be bought with the
currencies of emerging market economies dramatically increased what could be bought
with those currencies, and thus increased the transaction demand for those currencies.
Furthermore, as the prices of those assets rose, so did the demand for the currencies
needed not only to buy, but also, to trade them. The creation in emerging market
economies of new financial assets and active marketsto trade financial assets contributed
greatly to the transactions demand for their currencies needed to trade those assets.

This brings usto the second motive for holding a currency, the speculative
motive. The key difference between assets, including currencies, which are traded on the
capital account, and real goods and services, which are traded on the current account, is
that asset prices are driven solely by expectations about their future.

People buy stocks because they expect their pricesto go up. They buy bonds
because they expect to collect interest and get their principle back at maturity. They buy
acurrency because they expect it to appreciate. They may even buy and hold a currency
with afixed exchange rate because they expect another floating currency to depreciate
against it.

Western optimism about the transition and emerging market economies created a
strong demand for the assets of these economiesincluding their currencies. They were
expected to expand their export-led growth and to improve their efficiency and
profitability. These factors, in turn, would increase their governments’ tax revenues. All
this made their stocks and bonds very attractive to foreign investors.

Even as late as 1996-97, foreign investors were complaining loudly about being
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excluded from the lucrative Russian government bond (GK O) market (Picture sheep
bleating at the abattoir door to belet in.), and a Russia fund was among the top
performing mutual fundsin the US.

The inflow of money (export of assets) on the capital account increased the
equilibrium value of these countries’ currencies above their fixed rates. Outflows of
money (imports of foreign assets), which would have tended to reduce currency values
wereillegal, condemned as ‘ capital flight,” and impossible for most households due to
lack of financia infrastructure. The updated Hume financial asset flow mechanism was
prevented from working.

Western economic advisors generally approved of this on the grounds that it kept
domestic savings at home to finance domestic investment. One result was an increasein
the foreign reserves of emerging market and transition economy central banks, making
thelir fixed exchange rates ook very secure.

However, the demand for assets, unlike trade patterns, is wholly dependent on
expectations about the future and thereforeis just as volatile as those expectations. Asit
became clear that exports would not continue to grow as fast as previously expected and
that their prices (for Russian oil, for example) were faling, investors reduced their
inflated profit expectations and became concerned about the abilities of companies and
governments to meet their debt obligations.

Investors began selling off their assets for domestic currencies, and converting the
currenciesto US dollars. Asthey did so, the central banks experienced substantial |osses
of their foreign reserves. Several abandoned their fixed exchange rates.

We believe that these rapid changes in expectations precipitated the Russian crisis
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in August 1998 (when the Russian government even defaulted on its bonds, severely
reducing domestic commercial banks' reserves), the Brazilian crisisin 1999, and the
Argentine crisis of late 2000-2001.

Let’stalk about the Argentine crisisin more detail. Argentinahad a currency
board, and currency boards are supposed to be invulnerable to exchange rate crises
because al their MO is backed by foreign reserves. However, Argentina had several
serious problems, not addressed by the currency board. First, the Argentine peso was
fixed to the US dollar. Thus, when Argentina s competitors on global markets, for both
goods and financial assets, depreciated their currencies, Argentine goods and assets
became more expensive, and less competitive, in comparison.

The most devastating change occurred when the Brazilian real depreciated by
40% in 1999. Under Mercosur, Argentina and Brazil had reduced their barriersto trade
with each other. Brazil’s depreciation meant that Argentinawould run alarge trade
deficit with Brazil. It also meant that Brazil’ s exports of both goods and assets would be
cheaper than Argentina’s on global markets. Remember that the exchange rateis only
part of the price of an export. The other part is the domestic price in the domestic
currency. So, for the export price of agood or asset to fall, either the domestic currency
must depreciate and/or the domestic price in the domestic currency must fall.

Argentina s peso was fixed to the US dollar, which meant that it appreciated
against the depreciating floating currencies of its competitors for the export of both goods
and assets. Thus, the Argentine peso prices of both goods and assets had to fall
substantialy if they were to be exported. The prices of financial assets are very flexible

both up and down. So Argentine bond pricesfell, and interest rates rose. Stock prices
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also fell. Foreign direct investment got redirected el sewhere, often to Brazil, where
complementary inputs to production were cheaper.

One can think of foreign direct investment as the ‘export’ of the ownership of
physical investment assets. The prices of real goods and services, especialy labor,
however, are often very sticky, especially downward. If the priceswill not fall
sufficiently to clear markets, then unsold goods pile up in unwanted inventories, and
services, including labor services, go unsold, that is, unemployment rises.

Thisiswhat happens when neither the exchange rate part of total prices nor the
domestic price part of total prices can fall sufficiently so that demand is high enough to
buy the total supplied. Argentina s domestic prices, especially for labor, are sticky
downward, so it isapoor candidate for afixed exchange rate. (Both Chinaand Hong
Kong suffered much less from the foreign exchange part of their total prices being fixed
because their domestic prices are quite flexible downward. Both have experienced
significant deflation in the prices of real goods and services since 1997.) The presence of
acurrency board fooled investors into thinking that the peso was firmly fixed. So,
Argentina was able to finance its deficits by exporting government debt, much of it to the
IMF.

However, a currency board’ s defense of its fixed exchange rate is not painless.
Asthe domestic MO is presented to the currency board for its foreign reserves, M1 must
contract, raising interest rates and stifling the domestic economy. A currency board
basically holds its own economy hostage, threatening to stifle it with high interest rates as
itisforced to redeem its MO for foreign reserves. Eventually, the hostage rebels.

Our recommendation isto let exchange rates float. Flexible exchange rates
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provide more flexibility in the total prices of both real goods and services and of financial
assets. Flexible prices clear markets and increase overall economic efficiency. They also
dissipate risk and uncertainty into smaller problems rather than concentrating risk and

uncertainty into acritical mass suitable for explosive crises. Crises may also occur under

flexible exchange rates but they will be much less explosive.

Confusion About Exchange Rate Systems

In all honesty, it is difficult to understand the commitment to fixed foreign
exchange rates which is held by many mainstream economists.

To begin with, fixed foreign exchange rates contradict basic economic theory.
Basic economic theory proves that freely moving competitive prices are an absolute
requirement for the market system to work. Foreign exchange rates are just akind of
price: the price of one currency in terms of another. Why should the prices for currencies
be fixed, when al othersfloat?

It is especiadly puzzling when you consider that freely floating exchange rates
perform economic functions analogous to those of other freely floating pricesin
achieving market equilibrium. The exchange rate is also a part of the price for anything
bought in one currency and sold in another. Assuch, it absorbs part of the total required
price changes for marketsto clear.

We have no good explanation to propose. In our view, floating exchange rates
ought logically to be as much a part of economic orthodoxy as floating pricesin the
domestic economy.

There are three often missed characteristics of fixed exchange rates. First, fixed
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exchange rates are one-sided: the fixed exchange rate is maintained by only one member
of the fixed pair. If the fix were two-sided, the currency peg would be immune to
speculative attack. After all, each country could supply unlimited reserves of its own
currency to defend the other’s currency against speculators. But this arrangement has
been tried only once to the best of our knowledge: between Belgium and Luxembourg
before they adopted the euro. This plan was so successful that it went absolutely
unremarked outside the small circle of those directly concerned. (Apparently a scheme
which results in neither a currency crisis nor any other controversy is bound for economic
obscurity).

Second, fixed exchange rates are also transitive. When both Argentinaand China
fixed their currenciesto the US dollar, they also fixed them to each other. Such
unintended fixed exchange rates do have consequences. For example, Argentina could
not compete with Chinafor foreign investment by allowing its currency to depreciate,
effectively reducing the prices of all itsreal and financial assetsto foreigners. Similarly,
Hong Kong cannot compete with Shanghai through currency depreciation. Throughout
the 1990s and into the 2000s, China has been a major recipient of foreign direct and
financial investment while other economies with their currencies fixed to the US dollar
and, thus, to the Chinese yuan, were not.

There are reasons given to fix currencies, of course. Robert Mundell received the
Nobel Prize in economicsfor histheory of optimal currency areas, which says that
countries currencies should be fixed to each other if they trade alot and have large cross
border movements of labor and capital.

But Chinaand Argentinadid not fulfill Mundell’ s criteria for an optimal currency
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area. Argentina’ s main trading partner within Mercosur is Brazil, while Chinaand
Argentina hardly trade at all. Mundell’stheory of the optimal currency area suggests that
Brazil and Argentinawould have been better off with atwo-sided fix of their exchange
rate to each other rather than each trying to maintain a one-sided fix to the US dollar.
(This arrangement was not tried because each country feared high inflation if its currency
was fixed to the other’s. The country with the lower inflation would have had an
advantage in exporting to the other. The price competition of imports would foster
reductions in the inflation rate in the importing country, but would also foster inflation in
the exporting country by reducing domestic supplies of the exported goods and services.)

Third, fixed exchange rates are a'so incomplete. China’'s yuan and the Argentine
peso (during the period it was fixed to the dollar) both floated against the yen, the euro,
and all other currencies not fixed directly or viaanother currency to the US dollar. So,
currencies with fixed exchange rates do float against other currencies. Furthermore, a
fixed exchange rate may be broken by the actions of another country. For example,
when Brazil dropped its fixed exchange rate to the US Dollar, the Argentine peso
suddenly was forced to appreciate about 40% against the Brazilian currency.

Economic theory has been silent on the peculiar effects of fixed exchange rates
that are one-sided, transitive, and incomplete. Given the complex interconnections of
global foreign exchange markets, it is hard to believe that these peculiarities have no
effects.

Fixed exchange rates have proven to be destabilizing and costly in the real world.
The collapse of the Bretton Woods system in the early 1970s was followed by effortsto

fix exchange rates within the European Monetary System in the late 1970s. The 1990s
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saw an epidemic of international financial crises with fixed exchange rates at their core:
the UK pound and Italian lirain 1992; the Mexican peso in 1994; the East Asian crisesin
1997; the Russian crisis in 1998; and the Argentine crisisin 2000-01. If airliners crashed
as often as the international financial system, the aeronautical engineers responsible
would be, if not under criminal charges, out of work at |east.

Economists commitment to fixed foreign exchange rates has “evolved.” That is
to say, the staggering evidence against them has forced economists to reconsider the
theory. Itisnow generaly recognized that a country can, at any one time, use only two
of these three policy options. afixed exchange rate, free movement of money and other
financial assets across its borders; and an independent domestic monetary policy.

Asdiscussed earlier, Argentina had chosen to drop its independent monetary
policy in favor of an open economy and a fixed exchange rate to the dollar. Thisdecision
has mired the Argentine economy in unemployment and under-investment, which ought
to be countered by monetary policy, but which has instead been alowed to run
unchecked because of the country’ s commitment to the fixed exchange rate. The
population lost patience with this policy at the end of 2001, with well-known results.

The fact that European countries have abandoned the idea of afixed exchange
rate arrangement, like the one that was broken by speculative attack in 1992, and adopted
asingle currency, is ade facto admission that the only truly fixed exchange rateisa
common currency.

The “evolution” away from fixed and toward market-determined foreign
exchange ratesis still incomplete. The new consensus among mainstream economistsis

that foreign exchange rates, although not fixed, should be very stable and predictable,
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making smooth adjustments to economic shocks.

We disagree. Foreign exchange rates should quickly and accurately signal the
need to reallocate aggregate demand or factor inputs (or both) across currency borders.
They should also signal in advance the expected effects of bad policies--economic,
political, and, social--within acurrency area. If these early signals forestall bad policies
before they are fully executed, so much the better.

We have aready discussed the advantages of allowing free household capital
movement across borders. The diversification and increase in household wealth will
stabilize the consumption function and increase the spending multiplier, making fiscal
and monetary policy more effective. Furthermore, free capital movements both inward
and outward by both foreigners and domestic residents combined with our updated Hume
financia asset flow mechanism will also lead to less volatile foreign exchange rates.

The foreign exchange rate is only part of the price one paysfor aforeign asset.
The other part isthe price of the asset in its home currency. Since domestic asset prices
in their home currency are themselves highly flexible, the foreign exchange rate needs to
changerelatively little for the total price of any financial asset to foreignersto change
dramatically.

Thisisin sharp contrast to the origina Hume price gold flow mechanism, which
requires the general pricelevel of al goods and servicesin an economy to move up and
down if the exchange rateisfixed. One cannot have both fixed domestic pricesand a
fixed foreign exchange rate. The original Hume mechanism proposed that all domestic
prices suffer constant flux for the sake of afixed foreign exchange rate. We suggest that

the opposite: fully flexible domestic prices and exchange rates with no restrictions on
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trade in goods, services, and financial assets, and with the updated Hume asset flow

mechanism allowed to function, will result in less volatile exchange rates.
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