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For most of human history, exchange
rates among currencies were simply the
ratios of the weights of the metals in those
currencies. Although debased or clipped
coins usually continued to circulate at face
value in their countries of issue, such prac-
tices led to higher prices. In transactions
across currencies, coins were usually
weighed as so much metal, whenever their
metal content was suspect.

Even when, in modern times, most
transactions involved claims (banknotes
and checks) on coins of specific metal
content rather than the coins themselves,
it was their defined metal content that de-
termined the exchange rates.

The Functioning of the Gold Standard

When national currencies were defined
as and redeemable in specific weights of
gold, those engaged in international com-
merce or investing did not have to pay
much attention to exchange rates. If, for
example, a seller of dollars for pounds
could not find a buyer willing to pay the
equivalent of the ratio of the gold in the
respective coins minus the cost of ship-
ping gold from New York to London, such
a seller could redeem the dollars for gold,
pay to ship the gold to London, and present
it to the mint for the pounds. The opposite
would apply to sellers of pounds for dol-
lars. Thus, exchange rate fluctuations were
limited to the so-called “gold points,”
which were determined by the cost of ship-
ping coins or bullion from one country to
another. When gold was flowing out of a
country, the exchange rate of the country’s
currency against that of the country to
which the gold was to be shipped would
never be less than the ratio of the gold
content of two currencies less the cost of
shipping gold.

The World’s Tallest Dwarf

During the quarter century since the collapse of the Bretton Woods

system of fixed exchange rates, all currencies have suffered great

losses in purchasing power. These losses have been far from uniform,

with the “hard” currencies of Europe, such as the Deutsche mark,

having had the best overall records. However, for what it is worth, the

dollar now appears poised to become the strongest fiat currency in the

world.

Gold shipments were seldom more than
a small fraction of international payments,
most of which involved trade and invest-
ing, but they served a very important func-
tion. Gold would leave a country because
the citizens of other countries accumu-
lated more claims on the currency of the
country in question than they wished to
spend in that country. This could happen
for a number of reasons, but in times of
peace and stability, it usually meant that
prices were too high (which is the main
reason why anyone refuses to buy some-
thing).

Unattractively high prices in a given
country might reflect an influx of gold
from mining or conquest. More com-
monly, they would reflect inflating (the
unwarranted creation of claims on cur-
rency out of “thin air”) by that country’s
bankers. In either event, the resultant gold
outflow would serve to contract the pur-
chasing media in use and bring prices
down. By the same token the inflow to
other countries would expand their stock
of purchasing media and tend to raise
prices there.

The foregoing glosses over many is-
sues, such as the problems of bi-metalism,
and it is far from certain that a pure gold
standard ever existed. Nevertheless, even
when the redeemability of currency was
impaired, the mechanisms of international
payments changed little. For example,
during the Civil War, when specie pay-
ments were suspended in the United
States, the New York Stock Exchange
operated its somewhat misleadingly
named “gold room.” There, importers,
exporters, and investors traded redeem-
able currencies for irredeemable green-
backs, which sold at a discount to their
stated value in gold.

In short, a fully functioning gold stan-
dard serves two very important ends. First
it means that prices and markets can be
genuinely global (or at least as wide as
the countries adhering to the standard).
Second it means that global prices will be
stable over the long-term. To be sure, the
purchasing power of gold, and the cur-
rencies defined as gold, may fluctuate up
and down, but again, such fluctuations will
tend to be self-correcting — low prices
and a high purchasing power of gold in-
crease the rewards of mine production,
and vice versa.

Adjustments (flows) to equalize prices
around the world and to preserve the long-
term purchasing power of currencies may
be slow in coming but they will be, in
Professor Hayek’s words, “in the right di-
rection.” Moreover they reflect the col-
lective actions of all market participants
based on the incentives (as revealed in
prices) they face, rather than the actions
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of central bankers and politicians who may
have other incentives and agendas to fol-
low or who may simply misunderstand
the situation and move in the wrong di-
rection.

Fiat Currencies and Fixed Rates

In any event, in the aftermath of two
world wars and a global depression, the
fixed convertibility of currencies into gold
was gradually curtailed. Eventually it was
completely abandoned. All the currencies
of the world today are fiat currencies —
that is, currencies that promise to pay noth-
ing except more of the same currency and
that are legal tender (usable to extinguish
debts and obligations) because their issu-
ing governments say so.

The major factor that led to this situa-
tion was officially-sponsored inflating.
Initially, this was designed to pay for war-
time spending — government deficits
were financed with purchasing media cre-
ated by the banking system. Later, offi-
cial inflating was “legitimized” by the
theories of John Maynard Keynes and oth-
ers as a means of restoring and perpetuat-
ing prosperity. The problem with offi-
cially-sponsored inflating is that the offi-
cials are never willing to accept its conse-
quences and they resist its undoing. This
can lead, among other things, to price con-
trols, exchange controls, and eventually
to abandonment of fixed convertibility into
gold.

The shift from convertible to fiat cur-
rencies was gradual. The Bretton Woods
system that was created after World War
II was based on fixed exchange rates that
were allowed to fluctuate only within a
narrow band roughly equivalent to the old
“gold points” (even though, in practice,
international gold movements mainly in-
volved moving bars from one storage bin
to another in the vaults of the Federal Re-
serve Bank of New York).

However, the system did not provide
the discipline of a pure gold standard. Sur-

pluses in a given country did not neces-
sarily lead to an expansion of purchasing
media there, and, perhaps more signifi-
cantly, deficit countries faced little obli-
gation to practice restraint. As a result,
the fixed exchange rates of the Bretton
Woods system were subject to sudden and
marked revision from time to time.

Indeed, a sort of ritual developed in
which the Finance Minister (or similar
personage) would emphatically assert that
an exchange rate was going to be main-
tained through Friday afternoon, only to
announce a devaluation (or less commonly
a revaluation) on Monday morning. It was
common to blame “speculators” for such
changes, and such situations did present
opportunities for fast gains, but the major
short-term players were probably busi-
nessmen accelerating or delaying pay-
ments so that they would not look foolish
for not anticipating what everyone knew
was coming.

The Era of Floating Rates

The Bretton Woods system of fixed
exchange rates collapsed when the United
States devalued and closed its “gold win-
dow” in 1971. Although central banks and
monetary authorities have sold, and
bought, gold since then, such transactions
have been at their instigation (rather than
because gold was demanded from, or pre-
sented to, them in exchange for currency)
at fluctuating or market prices rather than
at fixed rates. As a result, exchange rates
began to “float,” and it became the rates
(rather than gold flows) that cleared the
markets.

Some analysts hailed the new “system”
in the belief that it would enable the poli-
ticians of each country of the world to
follow whatever monetary and fiscal poli-
cies they wanted, without interfering with
the world economy. For example, with no
obligation to maintain a fixed exchange
rate, exchange controls would become
superfluous.

Central to this notion was the expecta-
tion that floating rates would reflect and
maintain “purchasing power parity,” i.e.,
exchange rate fluctuations would offset
changes in relative price levels so that
markets and prices could be global, even
if individual countries pursued markedly
different monetary regimes.

However, the markets did not main-
tain purchasing power parity among cur-
rencies with anything like the expected
precision. Chart 1 shows the exchange rate
of dollars for Deutsche marks and the ra-
tio of the Consumer Price indexes of the
United States and Germany for the years
1960-1997. Needless to say, the measure-
ment of purchasing power parity is not as
precise as the dotted curve in Chart 1 might
suggest. That curve might look somewhat
different if another price index (whole-
sale prices, export-import prices, etc.)
were used and it would be higher or lower
on the scale if a base year other than 1987
were used.

Nevertheless, the extent to which float-
ing rates have maintained purchasing
power parity between dollars and marks
is indicated by the extent to which the
two curves in Chart 1 parallel one another.
Although the fluctuations of the exchange
rate vs. the ratio of the price levels of the
two countries have been large, it is incon-
testable that the overall appreciation of
the mark against the dollar over the pe-
riod reflects the fact that price inflation
has been more restrained in Germany than
in the United States, i.e., that the mark
has lost less of its purchasing power than
the dollar (see Chart 2, which shows the
cumulative losses over 5-years spans of
the dollar and the mark). The long term
trend of the currencies of countries that
have experienced more rapid price infla-
tion than the United States, e.g., Italy,
against the dollar has been downward.

However, as Chart 1 suggests, the link
between purchasing power parity and ex-
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change rates is not very tight, with
changes in exchange rates fluctuating
in a far larger range than changes in
relative purchasing power, however
measured. There are two commonly
offered explanations for this.

First, purchasing power parity
mainly applies to goods and services
for current consumption, but interna-
tional transactions also include invest-
ment flows. Not only may the prices
of capital and financial assets be only
loosely connected to other prices but
also the levels of investment flows may
reflect political factors (such as regu-
lation and taxation) rather than prices.
If investment flows are fostered or re-
tarded by such factors, exchange rates
can be boosted above or depressed be-
low the level indicated by purchasing
power parity.

 Second, floating exchange rates
present nearly continuous opportuni-
ties for speculation (as opposed to the
relatively limited, although occasion-
ally quite lucrative, opportunities un-
der fixed exchange rates). Financial
institutions and multi-national compa-
nies nowadays maintain large foreign
exchange trading operations whose to-
tal trades are many times larger than
trades by importers, exporters, and in-
vestors. These traders are more often
concerned with outwitting their peers,
i.e., to correctly anticipate other trad-
ers’ responses to news, than with fun-
damental trends. Many believe that
such trading may also push exchange
rates above or below the level indi-
cated by purchasing power parity for
extended periods.

With a host of factors bringing buy-
ers and sellers to the market at any
given time, and with exchange rates
(rather than gold flows) providing the
clearing mechanism, we believe that for-
eign exchange markets are essentially un-
predictable in the short-run. Floating rates
may “solve” the problems of differing
monetary and fiscal policies and reduce
the incentive for various restrictions on
international transactions, but they are a
poor substitute for fixed rates as a means
of integrating the world economy. Among
other things, with floating rates, the low-
est-cost suppliers of a given good or ser-
vice may not be in the same place for
long.

As for the second major attribute of
the gold standard, long-term price stabil-
ity, fiat currencies are a very poor substi-
tute indeed. Fiat currencies and floating
rates clearly lack any of the self-correct-
ing mechanisms of the gold standard. All
the currencies of the world have lost value
over the years, and none are immune from

the rot of officially-sponsored inflating.
As Chart 2 indicates, losses to the hold-

ers of Deutsche marks, although less than
those of the holders of dollars, have been
substantial. Yet the mark has been one of
the strongest currencies in the world over
the past 25 years or so. Is it likely to re-
main so?

We Don’t Think So

Absent any of the self-correcting
mechanisms of the gold standard, predic-
tions of future long-term trends of price
relationships among fiat currencies per-
force amount to predictions of the future
actions of the officials concerned, a very
hazardous exercise at best.

The past “strength” of the mark is
widely believed to reflect the fact that the
German central bank has price stability as
its only explicit mandate. This, in turn,
has been presumed to reflect a German

“abhorrence of inflation” based on the
complete collapse of the mark in the 1920s
as well as experience with the Reichsmark
in World War II. There are grounds to
believe that the Germans’ relative restraint
may not last much longer.

For one, despite great skepticism on
the part of the general public and many
analysts, the political and financial elites
of Europe appear intent on joining in a
monetary union. When and if this hap-
pens, all obligations denominated in
marks, guilders, French francs, etc., will
become denominated in a single currency,
the “Euro,” which will be issued by a Eu-
ropean Central Bank, whose stock will be
held by the central banks of the members
of the monetary union.

In these circumstances, the mark would
no longer exist, and the power of fiat
money inflating over claims formerly de-
nominated in marks would be shared with
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PRICE OF GOLD

1995 1996 —— 1997 ——
Mo./Day Mo./Day Mo./Day Mo./Day

Final fixing in London $381.45 $386.00 $325.85 $321.70

A View from Abroad
How swiftly times change! Two years ago Japan, and to a lesser extent

Germany and Switzerland, were suffering from the unparalleled strength of
their own currencies, while an apparently free-falling dollar continued to
give additional impetus to a booming American economy. Today, against
a background of massive shifts in the international monetary structure, the
picture is completely different. The dollar is flourishing, while the formerly
strong currencies have slipped back to more “reasonable” levels. The
dollar now stands at least 25% above its former low — 50% above in
relation to the Japanese yen.

The altered exchange rates are an expression of various forces. First
among these is the varying monetary policies in the different currency
blocs. Second come certain tangible factors: The dollar is strong because
America has been enjoying a robust up-cycle for years; the other
currencies are weak in part because of the substantial deficits in their
respective economies. Finally, the dollar is strong because official
Washington stands behind it. In Robert Rubin, the U.S. has a treasury
secretary who does not drive a wedge between the inner and outer
stability of the American currency. When the heads of the U.S. automotive
industry recently objected to the strong dollar, Treasury enunciated a clear
message: “If we want low inflation, low interest and a strong economy, a
strong dollar is part of the package.”

If Rubin’s principle is transposed to Continental Europe, it is evident
that weak currencies can do no more than provide temporary economic
impetus. Stagnation can only be overcome in the context of major
corporate restructuring (including the downsizing of clumsy conglomer-
ates), flanked by a credible economic policy. What’s lacking in Europe
becomes clear when we examine the causes of American dynamism. On
this side of the Atlantic, competition is repeatedly strangled and
deregulation remains halfhearted at best. Labor costs are too high in
proportion to capital costs, and while the service sector remains
underdeveloped, policies to salvage long-obsolete production structures
are all too common. And long overdue reforms of the welfare state are
generally nipped in the bud.

— From “Structural Change and Exchange Rate Shifts” by Daniel
Hoffman, Swiss Review of World Affairs, May 1997.

officials of other countries, many of whom
have “track records” of markedly greater
inflating than the Germans. Given the se-
vere problems shared by most European
economies (see Box), this prospect is all
the more alarming.

On the other hand, if the monetary
union fails to materialize, the outlook for
the mark will remain problematical be-
cause, in addition to all the problems en-
demic in the welfare states of Europe,
Germany has the problem of integrating
the former East Germany. This has proven
far more difficult and costly than expected.
Among other things, the unemployment
rate for the combined Germanys has
trended upward since 1994, as shown in
Chart 3. Last winter it exceeded the level
reported when Hitler seized power in the
1930s.

Moreover, the German population is
rapidly aging and current birth rates are
far below replacement levels. Low birth
rates among smaller and smaller age co-
horts will make the German population
pyramid highly “inverted” by the middle
of the next century (see Chart 4). Such

population projections are notoriously
unreliable — birth rates and immigration
levels can change — but comparing the
current projection for Germany with that
for the United States (also shown in Chart
4) is astonishing if not alarming, inasmuch
as the U.S. projection is widely expected
to place major strains on our ability to
provide for the elderly well before the year
2050.

Finally, the difficulties of integrating
former East Germans who were widely
believed to be the most industrious of East-
ern Europeans (“not even Communism
can stop a German from working” was a
typical quip a decade ago), with the West
German economy suggests that “cultural

traits” are far from immutable, especially
with regard to economic questions. In this
regard, it may be noted that the experi-
ence with the Mississippi Bubble did not
deter the French from issuing the assignats
(another fiat currency that became worth-
less) before the 18th century was out or
from inflating their franc by a factor of
more than 1,000 during the current cen-
tury. The German “abhorrence of inflation”
cannot be presumed to be permanent.

Outlook

In the context of fiat currencies, with
every one losing purchasing power at vari-
ous rates, “strong” and “weak” are purely
relative terms. If the Germans’ difficul-
ties make inflating more attractive to them
(within a monetary union or otherwise), it
is not inevitable that their currency will be
“weak.” Such an evaluation will also de-
pend on what happens in other countries.

It is difficult to see how the outlook
for most of the other traditionally “hard”
European currencies will differ greatly
from the Deutsche mark (especially, but
not only, if they are all melded into a single
currency).

The Swiss, whose franc is the only cur-
rency with a better long-term record than
the mark, appear likely to retain that dis-
tinction relative to the Germans. Thus far
the Swiss have remained aloof from the
proposed monetary union. On the other
hand, they are rapidly losing their reputa-
tion as a safe (and secret) haven for capi-
tal from around the world, which has long
been a factor in the “strength” of the Swiss
franc. It is hard to see how they can re-
main entirely immune from any accelera-
tion of inflating in their immediate neigh-
bors and major trading partners.

Which leaves the dollar itself. With low
unemployment, positive “real” interest
rates, and a rapidly shrinking budget defi-
cit, the prospects for the U.S. economy
are bright: the problems that have usually
prompted U.S. officials to inflate (and
caused the dollar to lose over 90 percent
of its purchasing power since the long ex-
periment with officially sponsored inflat-
ing began over 60 years ago) have abated
during the 1990s. With the dollar now the
most sought after currency in the world, it
appears ready to “stand tall” among the
pygmies of the world’s fiat currencies. ❑


