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REVIEWS AND COMMENTS

“Your book deals with a very interesting topic with a long his-
tory that has attracted numerous distinguished minds, includ-
ing those of Gasparo Scaruffi, John Stuart Mill, John Maynard
Keynes, James Meade, Milton Friedman, and Robert Mundell,
among others. While some have been in favor of a single cur-
rency, others against, all agree that there are costs as well as ben-
efits associated with a single global currency, although they
disagree as to their relative magnitudes.

“Interesting as the debate is, this is not an area where the
World Bank Group is likely to take a strong position. The Inter-
national Monetary Fund has been designated as the lead agency
in monetary issues and we customarily defer to them on issues
that, like this, fall within the realm of their comparative advan-
tage....”

Frangois Bourguignon
Senior Vice President & Chief Economist
World Bank, 8 June 2006, letter to the author

“At Brown, Volcker discusses U.N. probe—As part of gradua-
tion weekend activities, the former Fed chairman talks about
the investigation he headed into the oil-for-food program in
pre-war Iraq.

“...The lecture, titled ‘Is the U.N. Up to Its Job?” was among
the commencement weekend activities. Brown also is awarding
Volcker a doctorate of humane letters....

“At the end of his lecture, Volcker received a standing ova-
tion and a request by a graduating senior for his autograph.

“Then he picked up his paperback copy of Morrison
Bonpasse’s The Single Global Currency, Common Cents for the



World, put on his straw hat and prepared to walk.”
From the Providence Journal
Lynn Arditi, Providence Journal Staff Writer ,
Providence, Rhode Island, U.S., Sunday, 28 May
2006, at http://www.projo.com/cgi-bin/bi

print.cgi

“...a remarkable new book advocating a single global currency.”
James W. Dean, Professor Emeritus, Simon Fraser
University, 13 October 2006 in a speech in Kyev,
Ukraine, at http://www.carleton.ca/economics/
cep/cep06-07.pdf

“..In The Single Global Currency: Common Cents for the World,
Morrison Bonpasse, the founder and president of the Single
Global Currency Association, presents a convincing case that it
is a moral imperative for the world’s 191 nations to join together
in a global monetary union and collectively save those
economies trillions of dollars by adopting one common cur-
rency. Offering readers a comprehensive, but accessible journey
through this multi-layered issue, Bonpasse calls for the world to
set a goal of making the transition to a single currency by 2024...

“Bonpasse has a conversational style that brings the eco-
nomic principles and numbers he uses to life. His stated narra-
tive goal for the book is to ‘bring simplicity to a complex issue,’
and he is able to do this admirably throughout the course of
300-plus pages....

“Compared to the costs involved in creating and running
this new system, the benefits he lists are impressive. He predicts
that the primary benefit of the ‘euro-like’ single currency will be
to promote international financial stability. Besides eliminating
$400 billion in annual transaction costs, a single currency
would, among other things, remove balance of payment prob-




lems between countries, dispense with the high cost of main-
taining foreign exchange reserves, reduce worldwide inflation,
and vastly increase the value of the world’s assets.

“Single Global Currency is an ambitious book—part history,
part economics, part crusade for fairness—and the author does
not hesitate to tell us why this issue should matter to every-
body: ‘Money is made by human beings and used by all of them
and should, therefore, be understood by everyone.” The book
also includes nearly a hundred pages of chapter endnotes, sup-
porting references, appendices, web links, and bibliographic
material about the issue.

“Bonpasse is an ardent and unabashed champion of his
cause, saying, ‘you may be reading the most important book
you have ever read, because the topic will save the world—
trillions.” Although there are varying perspectives about the
most critical challenges facing us on the planet today, this book
makes an important contribution to understanding still more
about the enormous benefits that would come from greater
global cooperation.”

Tatiana Brailovskaya
Lincoln County Weekly, Maine, U.S., 26 April 2006

“...A single global currency would, according to Bonpasse, ben-
efit the world’s economies by trillions of dollars since it would
end transaction costs for currency trading and eliminate the
need for and cost of maintaining foreign currency reserves
while creating a dramatic one-time increase in global asset val-
ues by removing risks of currency fluctuation.

“Modeled on the Euro (the currency of the EMU, the Euro-
pean Monetary Union) which it would replace along with all
other currencies including the U.S. dollar, the new global cur-
rency Bonpasse advocates ideally would eventually, if things
were to go according to plan, become the single unifying unit of




exchange, store of value, and unit of account for the entire
world....

“Bonpasse’s book does a very good job explaining the costs
and inconveniences of the current system of (mostly) national
currencies and fluctuations in exchange rates among them. It
offers reasonably plausible observations, largely based upon
what success there has been so far in the development and use
of the Euro, of how we might get there. It does not, however, dig
very deep into the foundations of fiat money or how the mod-
ern monetary system actually works and so does not engage
very much the considerable obstacles on the way to the single
global currency that Bonpasse promotes.

“Control (or not) over its monetary system is a key element
of the relative prestige and power of a nation. Monetary policies
and options are intimately linked to economic, political, and
military capabilities and so to national interest. Nations, espe-
cially powerful nations, are no more likely to be willing to cede
monetary control to an international organization than they are
to cede political or military control. Absent a single global gov-
ernment, no single global currency is likely to develop success-
fully.

“Nevertheless, at the very least, Bonpasse’s book poses
interesting and provocative questions about the current world
monetary order and the possibilities of its future direction. He
may well be remembered, in some future world order, as an
insightful and prophetic voice who, though perhaps well ahead
of his time, foresaw with remarkable accuracy at least the gen-
eral direction that such matters actually would take in the
end....”

Will Zachmann, Duxbury Clipper, Massachusetts,
U.S., 17 May 2006
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LET US SUPPOSE THAT ALL COUNTRIES had the same currency,
as in the progress of political improvement they one day
will have....

So much of barbarism still remains in the transactions of the
most civilized nations that almost all independent countries
choose to assert their nationality by having, to their own incon-
venience and that of their neighbours, a peculiar currency of
their own. —John Stuart Mill, Principles of Political Economy with
Some of Their Applications to Social Philosophy, 1848
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PREFACE, 2007 EDITION

WHAT IS IN THIS 2007 EDITION? As promised in the original 2006
edition (hereinafter called the “06 Edition”), the Single Global
Currency Assn. will publish annual updates of this book until
2024, or until the goal of a Single Global Currency is achieved.

This first annual update preserves the entire text and pagi-
nation of the original, including a few minor corrections, and
adds a 2007 Addendum at the end. Thus, a reference here to “06
Edition, page 24" is to page 24 of this volume, as well as to page
24 in the 06 Edition.

The 06 Edition is now posted on the website of the Single
Global Currency Association at “SGC Book” on the left of each
page of the Association’s website, http://www.singleglobal-
currency.org/book ecopy.html It's also available at the Munich
Personal RePEc (Research Papers in Economics) Archive at http:
//mpra.ub.uni-muenchen.de/1175/

The Addendum of the 2008 annual edition will combine the
2007 Addendum’s updates with the changes arising in 2007.

Sometimes, the Addendum will include articles or books which
were available during a previous edition, but were not noticed
nor noted. The Addendum is organized with the same structure
as the original text.

As some point, these Addenda will include the author’s
responses to challenges to the major points of the book. So far,
not one article nor book has challenged the central benefits of
the Single Global Currency as are presented on the back cover.
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For example, no one has challenged the potential annual sav-
ings of $400 billion in foregone transaction costs, and no one has
challenged the view that the Single Global Currency will elimi-
nate all Balance of Payments/global imbalance problems. No one.

This book remains the only book in print, and on CDs, in the
world entirely about the Single Global Currency.

PRICING OF THE 2007 EDITION: The 2007 Addendum includes the
2007 price list which compares the 2007 prices in 143 currencies
with the original price list (06 Edition, page 404) in 147 curren-
cies. The most notable change for USA purchasers is the
increase in the price of the book from $19.00 to $21.00. That’s
because the book remains priced at 16 euros, and the value of a
euro has risen since the 6 January 2006 setting of the original
prices for this book, when the U.S. dollar price was rounded
down from its $19.36 foreign exchange equivalent. The euro
price has stayed at €16.00, which is now worth $20.50, a 5.14
percent increase, and which is rounded to the two most signifi-
cant digits, or $21.00. (The rounding, down in 2006 and up for
the 2007 edition, resulted in a 10.5 percent actual price increase.)
In some currencies, the price of this book declined because the
value of those currencies increased relative to the euro, but for
most, the price has increased.

Most of the purchases of the original edition were made in
U.S. dollars. Even for purchases from Turkey and Taiwan, for
example, payment was made by some purchasers with U.S.
cash bills. Only a few purchasers paid with their own currency
and sent it via mail. Perhaps some believe such a transaction to
be illegal, as it is for citizens of some countries, such as Tanza-
nia. Most purchasers, however, simply view the U.S.
dollar as the best available currency and assume that the
Single Global Currency Assn. prefers U.S. dollars to their local
currency.
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PREFACE, 2006 EDITION

How 1O READ THIS BoOK: The book should be complete and
useful for everyone who wishes to read it through, without ref-
erence to the chapter endnotes. The endnotes are also posted on
the Single Global Currency Association website, www.single-
globalcurrency.org, along with web links to the referenced
information, to assist readers in finding sources. For readers
seeking to explore all the endnotes and references, the best way
to read the book might be to print the endnotes and references
from the Single Global Currency Association website and have
them nearby when reading, or have the website available online
while reading. Note: Typesetting programs often insert a
hyphen in a URL at a line break (as in the example above).
Beware. (The correct address is www.singleglobalcurrency.org)

CAPITALIZATION: The terms “Global Central Bank (GCB)” and
“Global Monetary Union (GMU)” are capitalized, as are Euro-
pean Central Bank (ECB) and European Monetary Union
(EMU). However, while the names of currencies such as the
euro, dollar, yen, and yuan are not capitalized, the term “Single
Global Currency (SGC)” is capitalized here. It does not yet have
a name, such as mundo or eartha, which would not be capital-
ized, but it IS the subject of the book, and capitalization tends to
communicate a sense of importance.
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WORK OF THE AUTHOR: This book is published by the Single
Global Currency Association which fully supports the key
message of this book: that the world needs to plan now for the
implementation of a Single Global Currency, managed by a
Global Central Bank, within a Global Monetary Union. How-
ever, the author, and not the association, is responsible for the
accuracy and writing of this book.

How IMPORTANT Is THIS BOOK? You may be reading the most
important book you have ever read, because the topic will save
the world—trillions.

Preface, 2006 xiii



INTRODUCTION

Perhaps the sentiments contained in the following
pages, are not yet sufficiently fashionable to pro-
cure them general favor; a long habit of not think-
ing a thing wrong gives it a superficial appearance
of being right and raises at first a formidable out-
cry in defence of custom. But the tumult soon sub-
sides. Time makes more converts than reason.
—Thomas Paine in Common Sense.'

HE SIZE AND ENDURANCE of the world’s multicurrency foreign
Texchange system gives it the superficial appearance of
being “right,” but it’s more obsolete than “wrong” and will
increasingly be subjected to the “reasons” for replacing it with
a Single Global Currency. The major questions are the timing
and stability of the implementation.

The wordplay in “Common Cents” in the second part of the
title, “Common Cents for the World”, arose from an email
exchange with Michael Federle, group publisher of Fortune
magazine. In his response to an email, Mike wrote on 27 April
2005, that a Single Global Currency “makes all the sense in the
world.” Seeing the opportunity for a pun, I responded, “Indeed
it does. Makes all the cents in the world, too.” After that, I used
the punned form of “cents” a few times and then coined the slo-
gan, “Common Cents.” (Of course, as with most ideas, this was
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not the first such use of the punned phrase. Google reported
115,000 “results” for “Common Cents” of which only two came
from the Single Global Currency Association website: Result
#459 and 551.) Thomas Paine, author of the original Common
Sense perhaps would be pleased with the pun and with the
common sense used here, and in the common sense goal of a
Single Global Currency—with common cents. It made no sense
for the American colonies to be governed by England, and it
makes no cents for the world not to have a Single Global Cur-
rency—soon.

“Cents” are actually closer to a Single Global Currency as a
word, as that is the term which denominates the coins of fifteen
currencies, including those of the European Monetary Union,
Singapore/Brunei and the United States.> Thus “cents” are
already denominated in countries whose GDP totals comprise
about 50 percent of the world’s total.

THE 2,500-YEAR SOLUTION
Approximately in the sixth century B.C. people began foreign
exchange trading of the increasingly standardized coins of the
Western, Indian, and Chinese civilizations. Foreign exchange
became the fifth wheel of human transactions, accompanying
the first four of labor, raw materials, money and energy. For
most of those 2,500 years, the multicurrency foreign exchange
system seemed to be more of a solution than a problem, and we
became accustomed to it.

Two central problems arose in foreign exchange trading:

e What is the value of one coin/currency compared to
another; and

*What makes the value of one currency rise or fall com-
pared to the others?

Over the next two-plus centuries, the value of traditional
foreign exchange trading has grown to $2.5 trillion per day, and
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traders and economists continue to struggle with those two
basic questions. The answers remain elusive. There are thou-
sands of academic articles, and hundreds of books, written by
economists, but none solves either question. None has pulled
the sword from the economics Rosetta Stone.” Through all the
analysis, we know a lot more about many aspects and implica-
tions of the multicurrency foreign exchange system, but no one
consistently knows the values of currencies nor can predict
those ups and downs.

Like DDT, the multicurrency foreign exchange trading sys-
tem was developed to solve a problem—people wanting to
trade goods and services which were valued using two differ-
ent currencies. Like the makers of DDT who responded to the
need to kill inconvenient insects, the traders of foreign
exchange improved the service so as to efficiently enable the
vast increase in convenient trading; but the two questions were
never solved. Instead, like DDT, the larger and better foreign
exchange trading system has become more hazardous and can
bring down large economies as values of currencies go up and
down with large, unpredictable variations. The most recent
example of such movements is the see-saw relationship of the
US dollar and the euro, the currencies of the two largest, most
stable economies in the world. After being introduced on 1 Jan-
uary 1999 at the value of $1.17 ($1.16692),* the euro descended
to its $.83 low against the dollar in October 2000. Then, it
increased in value a full 64 percent to its high of $1.36 in Decem-
ber 2004. After such volatility, the value of the euro returned to
$1.17 in November 2005, and has remained in that range ever
since.

The multicurrency foreign exchange trading system will
never solve the two problems of valuation and value fluctua-
tions and, like DDT, it must be replaced; and the Single Global
Currency is the only reasonable solution.
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This book is intended for worldwide readership by people
who understand that the world uses multiple currencies, and
that the valuations of those currencies, and the relationships
among them, cause recurring problems. It’s for those who have
observed recurring currency crises and see the risk of more to
come. It’s for those who see continuing problems with global
imbalances of payments and no reasonable solution in sight. It’s
for those who would say and ask, like Robert F. Kennedy, “I
dream things that never were and say, why not.”

This book could have been titled Single Global Currency for
Dummies to be consistent with the tongue-in-cheek book series
which brings simplicity to complex issues. Aside from the
potential trademark or copyright violation issues, such a title
would have been misleading to many, as this book is for ALL
the people of the world, including “dummies,” with common
cents, and economists, too.® More appropriately, if the title had
not already been used by Benjamin Friedman'’s The Moral Con-
sequences of Economic Growth, it might have been titled The Moral
Consequences of the Multicurrency Foreign Exchange System,
because further delay in implementing the Single Global Cur-
rency, in the face of evidence of its benefits for the world,
becomes a moral issue.

There IS a moral solution to the problems of the multicur-
rency foreign exchange system, and it’s the Single Global Cur-
rency within a Global Monetary Union, and managed by a
Global Central Bank (termed henceforth from time to time as
the “3-Gs””). This book will enable readers to understand that
solution and to learn why it is not yet on the international radar
screen with an implementation date; and what it will take to get
it there. For some, it hopefully will move their understanding
from “Why?” to “Why Not?”

Others will ask, “What does this mean to me?” The short
answer is that the life of almost every human being on the earth
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will be improved by the implementation of the Single Global
Currency, just as those lives are currently diminished by the
unpredictable, risky multicurrency foreign exchange system.
Interest rates will decline and there will be no currency transac-
tion charges for international purchases and sales, for an annual
saving of $400 billion. The removal of such charges, if passed on
to consumers, will lead to a reduction in the price of interna-
tionally traded goods and services.

Dwarfing that benefit will be the opportunity to achieve a
one-time increase in the value of financial and other assets
worldwide of $36 trillion through the lowering in interest rates
and the elimination of worldwide currency risk. That increase
of asset values will contribute an additional $9 trillion in world
GDP, which will, in turn, become the foundation for future
annual GDP increases. Assuming annual overall increases of 3
percent, that would mean approximately a $270 billion annual
increase. When added to the $400 billion in transaction cost sav-
ings, that brings the annual benefit to $670 billion, an average of
$100 for every human being, every year. Even with the expecta-
tion that those benefits will be spread unequally, they still will
benefit everyone on the earth at some level. And even if meas-
urable cash does not flow into everyone’s hands, everyone will
benefit from the elimination of currency crises and from
reduced inflation.

On the other hand, a failure to implement a Single Global
Currency may lead to the worst ever currency crisis and the loss
of $ trillions.

The book begins with an explanation of the current multi-
currency foreign exchange world and its dangers. Chapter 4
introduces monetary unions and Chapter 5 begins the explana-
tion of the Single Global Currency. There are no economics for-
mulas within and the only graph is a simple comparison of the
fluctuating prices of US dollars and euros relative to each other.
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Even the two chapters specifically dedicated to the views of
economists, Chapter 3 on the existing situation, and Chapter 6
on the Single Global Currency, are written for lay readers.

The superpower race to the moon began with US President
John F. Kennedy’s September 1962 proclamation at Rice Uni-
versity in Texas that it was to be the goal of the United States to
land a human being on the moon before the end of that decade.
At the time of the setting of that goal, only seven years and
three months away, the United States had launched only two
people into orbit around the earth, beginning with John Glenn
in January and Scott Carpenter in May, and neither flight lasted
longer than five hours.

We are now much further down the trip to the Single Global
Currency than humans were to the moon in 1962. We now
know how to implement the 3-Gs: a Single Global Currency
(SGC) in a Global Monetary Union (GMU), with a Global Cen-
tral Bank (GCB). We have considerable experience with mone-
tary unions, crowned most recently with the euro, which took
nine years, eleven months to implement from the February 1992
signing of the Maastricht Treaty to the 1 January 2002 distribu-
tion of the new currency among the people of the European
Eurozone.®* On the other hand, one could argue that the process
took only five years and two months from the 1 November 1993
adoption of the Treaty to the 1 January 1999 implementation of
the euro on financial ledgers, but with the new cash not yet in
circulation.

The size of the Single Global Currency project should not be
daunting, as the Gross Domestic Product or GDP, of the Euro-
zone economy in 2002 was greater than the GDP of the
entire world in the mid-twentieth century, even when adjusted
for inflation. The administrative costs of implementation will
be far less than those incurred by the United States when send-
ing an astronaut to the moon, estimated to be equivalent to
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$131 billion in 2004 US dollars.’

By the time the world reaches the “3-G” goals, the multicur-
rency foreign exchange trading system will have had a run of
2,500 years and it will have outlived its usefulness. The book
will now explore the history, operations and problems of the
multicurrency foreign exchange system, and then why and how
it must be replaced.

ENDNOTES
(These endnotes also appear on the website of the Single Global Currency
Association at www.singleglobalcurrency.org with active links to refer-
enced works.)

1. Thomas Paine, Common Sense, Rights of Man, and other essential writings
of Thomas Paine. New York: New American Library, New York, 2003,
Introduction, p. 3.

2. The fifteen currencies belong to: Argentina, Australia, Canada, Eastern
Caribbean Monetary Union, Eritrea, European Monetary Union, Gambia,
Guyana, Malta, New Zealand, Singapore, South Africa, Sri Lanka, United
States and Zimbabwe. Sources: http:/ /en.wikipedia.org /wiki/Cents and
www.google.com for cents—coins—currency. The legitimacy of
Wikipedia as a source is confirmed by Thomas L. Friedman in The World
is Flat (New York: Farrar Straus and Giroux, 2005), who said at p. 94 that
he used this source regularly. On the other hand, this source is not always
reliable. The current Wikipedia entry for “Global Currency”, as of 15 Feb-
ruary 2006, is an example of how public awareness of the Single Global
Currency needs to be changed. The entry reads: “A global currency, in the
form of a modern currency produced and supported by a central bank,
like euro and dollar, will never be made. There are many fundamental
problems that simply cannot be fixed. Both political problems and eco-
nomicy|[sic]-theoretical problems.” At http://en.wikipedia.org/wiki/
Global currency As Wikipedia is the peoples” “free encyclopedia,” which
can be edited by its viewers, it will be interesting to see how long it takes
for that entry to be improved.

3. The Rosetta Stone was discovered in 1799 in El Rashid (Rosetta), Egypt
by soldiers in Napoleon’s army while digging to construct an addition to
a fort. Written approximately in 19 B.C., it contains a decree to priests in
three languages: Egyptian hieroglyphs, a local script called demotic, and
Greek. This discovery enabled the first translations of the heretofore
undecipherable hieroglyphs. The Stone was donated to the British
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Museum by King George III, whose common sense in this regard would
likely have impressed even Thomas Paine. See http://www.thebritish
museum.ac.uk/compass/ixbin/goto?id=0OBJ67

4. The value of the euro was established in Spring 1998 as equivalent to a
precise quantity of each of the currencies of the twelve participating
countries, e.g., equal to 40.3399 Belgian francs. See list of currencies and
their values at http://www.ecb.int/bc/intro/html/index.en.html. On
the first trading day of the euro, Friday, 2 January 1999, those 40.3399
Belgian francs, and 1.95582 German deutschmarks, etc., were all equal to
1.16692 US dollars, hence the value of the euro. From that point forward,
all foreign exchange trading with the twelve legacy currencies stopped
and trading began with the euro. On Sunday afternoon (GMT), 4 January,
with tradiging beginning in New Zealand on Monday morning local
time, 5 January, the euro dropped to 1.1760. See FX Converter at http://
www.oanda.com/convert/classic

5. The original quote was in George Bernard Shaw’s play, Back to Methuse-
lah, Act 1, Selected Plays with Prefaces, Vol. 2, p. 7 (1949). The serpent says
to Eve, “You see things; and you say ‘Why?’ But I dream things that never
were; and I say ‘Why not?””

President John F. Kennedy quoted these words in his address to the
Irish Parliament, Dublin, 28 June 1963 (Public Papers of the Presidents of the
United States: John F. Kennedy, 1963, p. 537).

Senator Robert F. Kennedy used a similar quotation as a theme of his
1968 campaign for the presidential nomination: “Some men see things as
they are and say, why; I dream things that never were and say, why not.”
Senator Edward M. Kennedy quoted these words of Robert Kennedy’s in
his eulogy for his brother in 1968. (New York Times, 9 June 1968, p. 56;
source: www.bartleby.com Respectfully Quoted: A Dictionary of Quotations,
1989.)

6. Astonishingly, the 2005, 362-page, first edition of Economics for Dummies
does not mention “balance of payments,” nor “Bretton Woods” nor the
euro, and makes only one mention of “exchange rates” on page 330 with
the note that countries can manipulate the exchange rate of their coun-
tries to make their exports cheaper, which is true. Sean Masaki Flynn. Eco-
nomics for Dummies. Hoboken, NJ: wiley Publishing, 2005.

7. The abbreviation “3-G” here will save space and perhaps conjure an
image of humankind accelerating into a new economic world, freed of
the dynamics previously thought to be as permanent as gravity. Inciden-
tally, three Gs (as in: three times the force of gravity) are within the
boundaries of space flight where astronauts endure gravitational pres-
sures of approximately 3 Gs, or the force of gravity, at launch, but face
approximately 6 Gs upon re-entry.

8. The term “Eurozone” is used in this book as shorthand for the coun-
tries of the European Monetary Union, which includes all of the Euro-
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pean Union countries except Denmark, Sweden and the United Kingdom
of Britain and Northern Ireland.

9. The estimated cost of the Apollo moon voyages in the 1960s was
reportedly $25.4 billion in 1960s US dollars. See BBC’s “Apollo Missions:
The Conclusion,” at http://www.bbc.co.uk/dna/h2g2/A830774. The
Economic History Association’s website EH.net has an excellent utility to
determine the value of US dollars between any two years between 1704
and 2004. Calculations can be made using the Consumer Price Index
(CPI) or GDP per capita or other indices. Using the CPI, the $25.4 billion
(arbitrarily using the year 1969), was equivalent to $131.0 billion in 2004.
Using the GDP per capita index, it would have been equivalent to $208.9

billion. See http://www.eh.net/hmit/compare/
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Part I

THE PAST TO THE PRESENT




THE EXPENSIVE, COMPLEX, AND
HAZARDOUS MULTICURRENCY
FOREIGN EXCHANGE WORLD!

THE WORLD HAS ALMOST 6.5 BILLION PEOPLE. Most of them live
in the 191 member nations of the United Nations and
exchange their goods and services using the 147 currencies
listed at the end of this book.? Most of that commerce is within
countries or monetary unions which use the same currency
(also called a “currency area”),” but an increasing amount is
international and that requires the translation of value from one
currency into another.

By the end of 2005, those transactions added up to the daily
exchange of the equivalent of approximately $2.5 trillion in
what is called “traditional” foreign exchange trading,* which
works out to $385 for every human being on the earth on every
working day. (These numbers do not include the increasingly
popular trading in “non-traditional” or “derivative” instru-
ments which totals another $230 billion daily.®)

Imagine every human trading currency worth $385 every
working day. Note that people with an annual income of
$100,000 make $385 per working day. For perspective, 40 per-
cent of the world’s population lives on less than $2.00 a day.®

For further perspective, let’s explore the size of a trillion by
looking at time. There are 31.5 million seconds in a year, so a
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lucky person with a Japanese life expectancy of 79 years might
live for 2.5 billion seconds.” There have been only 76 billion sec-
onds since 221 B.C. when China was unified by Qin Shi
Huangdi, and converted to one currency. One would have to
look back to the year 29,792 B.C., toward the end of the Pale-
olithic Age, when humans were developing languages, to go
back 1 trillion seconds. Thus, a trillion is a large number. A very
large number.

The annual gross domestic product of all the 6.5 billion
human beings on the earth in 2005 was approximately $42.2 tril-
lion.® Thus, the dollar equivalent of the world’s entire annual
gross domestic product is traded as currency, or contracts for
currency, every seventeen days.

The currency trading industry calls currency trading the
“world’s largest market,” including all the major centers of
trading, such as London, New York, and Singapore and all the
non-public exchange trading. By comparison, the New York
Stock Exchange’s 2005 daily dollar volume through November
was $56 billion,” which means that the worldwide foreign
exchange market is equivalent in value to 44.6 New York Stock
Exchanges. Even the North American foreign exchange
(Canada, Mexico, and the United States) market trades 7.8 times
the volume of the NYSE, with its $440 billion in daily trading in
October 2005."

Another way to look at these volumes of money is to visu-
alize how much money, in US $1 bills, might fit into a standard
box of photocopier paper and the answer is $72,000. A stack of
single $1 bills worth $1 billion would be 101.6 kilometers high,
and a stack worth $2.5 trillion would be 253,000 kilometers
high, or more than halfway to the moon." If the $1 bills totaling
$5.0 trillion for two days currency trading could be stacked in
two days, the top of the heap would arrive at the moon faster
than an Apollo spacecraft, which took three days."
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WHAT IS MONEY, ANYWAY?
The standard answer from economists is that money is a
medium of exchange, a store of value, and a unit of account.

Medium of Exchange Money moves value from one person to
another, unless the other person uses a different currency, in
which case the money is essentially bartered in the foreign
exchange markets.” As the value of money across borders fluc-
tuates, its effectiveness as a medium of exchange is impaired.
Store of Value People should be able to leave foreign money on a
bureau and it should retain that value over time. However, such
value can be diminished or enhanced by fluctuating exchange
rates, or if the money is involved in a currency crisis.

Unit of Account Money enables the value of an object or service
to be measured and then perhaps compared with something
else. This function, too, is subject to fluctuations by foreign
exchange rates.

Thus, in our multicurrency foreign exchange world, money
fails in all three of its primary functions due to fluctuations in
exchange rates. This book seeks to restore money soundly to its
true use and definition.™

TRADE IN GOODS AND SERVICES

According to the World Trade Organization, total world trade in
2004 was $9 trillion,” or 22 percent of the total value of the
world’s $40.8 trillion GDP for that year.” That trade consists of
buying and selling by individuals, corporations, and govern-
ments. In short, by almost everyone.

At the individual level, I drove to Montreal in September
2005 for a presentation at a Currency Conference and purchased
gas on the way home. While at the conference, I paid for the
parking with Canadian dollars that I had purchased the previ-
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ous summer on a vacation trip to Nova Scotia. In October 2005,
I purchased the book, Le Chateau de Sable, from a Montreal book-
seller and paid with a credit card. In November, I purchased a
copy of Paul De Grauwe’s Economics of Monetary Union from
Amazon.co.uk in the United Kingdom. Around the world mil-
lions of such transactions occur daily, with most of them being
far larger. All of these transactions required foreign exchange
trading at some point.

CHANGING VALUES OF CURRENCIES
The values of currencies to each other vary, and despite all
efforts of thousands of economists and speculators, they vary
with unpredictable timing and to an unpredictable degree. The
title of Dominick Salvatore’s article, “The Euro-Dollar Exchange
Rate Defies Prediction,” presents the problem.” Economists
often use the term “puzzle” for such intractable problems."
Why do currencies rise and fall in value relative to each
other? The short answer is the classic law of economics: Supply
and Demand. If the demand for a currency rises, for such rea-
sons as the need to purchase a good or service priced in that
currency, its value will rise. The worldwide foreign exchange
market is a very special market because of the uniformity of the
goods for sale. A euro is a euro is a euro around the world. For
an increasing number of buyers and sellers of currency, the
concern is whether that currency will rise or fall in value, so
sales and purchases can become part of a self-fulfilling
prophecy. If the US government continues to run a large fiscal
deficit or if its economy loses steam, confidence in the dollar
may decline and holders may wish to sell their dollars or con-
tracts for dollars. Another major factor in currency purchases is
interest rates, the foundations for which are set by central
banks. When interest rates rise for a currency, foreigners are
more likely to purchase that currency and earn those higher
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interest rates; and the currency value will rise.

Note the contrast with other systems of measurement. If a
country’s factories receive orders, i.e., demand, for 100,000
meters of wire, and the actual production, i.e., supply, was
125,000, the appropriate response would not be to shorten the
length of a meter to .8 of its former value, in order to bring
supply into equilibrium with demand. Such a change would
transform the orders for 100,000 meters (pre-adjustment) into
orders for 125,000 meters, simply by changing the value of the
measurement. Of course, such adjustments of the metric system
would make the system useless.

Similarly, changing the value of a currency as a response to
changes in supply and demand or economic conditions is not
an appropriate response. To satisfy the definition that money is
a measurable unit of account, the value of that money must be
stable.

If the price of this book had been stated only as €16, without
doing any currency conversions, the purchasers using other
currencies would have needed to convert their local currencies
into euros at the time of purchase, and might have had to pay
more or less due to currency fluctuations than the prices set
with exchange rates as of 3 January 2006 and stated on the
inside back cover.

For those who send the local currency cash to the Single
Global Currency Association by mail, there will be no change in
price, and the Association will absorb the loss or gain due to
currency fluctuation and also pay the currency conversion
transaction costs if converted into US dollars. Or we might wait,
and speculate on the future fluctuations of each currency, right
up until their conversion to the Single Global Currency.

In some countries, bookstores may decline to carry the book
if the stated local currency price on the inside back cover
declines sufficiently relative to other currencies to make such
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sales unprofitable. Later editions of the book will reveal what
happened, and readers can consult their favorite exchange rate
information sources, such as www.oanda.com, to see whether

they gained or lost by our fixing the local currency price as of 3
January 2006, as compared to having the local currency conver-
sion done at the time of purchase. (Preferably, the calculations
will include the reader’s actual purchase of this book.) Over
time, as subsequent editions of this book are published, its pric-
ing in the remaining currencies will serve as a Big-Mac-like cur-
rency fluctuation index, as is discussed in Chapter 3, and an
indicator of the progress toward the 3-G world.

PLASTIC MONEY AND THE APPEARANCE OF A GLOBAL CURRENCY
Despite the continued existence of 147 currencies among the
191 U.N. members, it is now possible to travel the world and
engage in small-scale trade with plastic money, such as a Visa
card, Maestro card, MasterCard, smartcard, or other card. Trav-
elers can either pay for goods and services with their cards or
they can go to an automated teller machine (ATM) and with-
draw cash in the local currency. It's so easy that it’s rarely
noticed that there is always a small percentage charge for the
foreign exchange transaction—and those charges add up.

The irony is that by making such foreign exchange transac-
tions much easier, the public pressure on the central bankers
and governments of the world to move to a Single Global Cur-
rency may be decreased. Indeed, as one Visa executive stated,
“When Visa was founded twenty-five years ago, the founders
saw the world as needing a Single Global Currency for
exchange. Everything we’ve done from a global perspective has
been about trying to put one piece in place after another to ful-
fill that global vision.”"
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THE WORLD OF CURRENCY TRADING AND THE TOOLS OF THE
TRADE

The $2.5 trillion daily trading is conducted mostly at the major
exchanges of the world, from East to West: Sydney, Tokyo,
Hong Kong, Singapore, Frankfurt, Zurich, Paris, London, and
New York.

The Foreign Exchange Committee in New York reports that
North American average daily foreign exchange trading in
October 2005 totaled $440 Billion, approximately 18 percent of
the world’s total. North America had 113,400 daily trades with
an average currency trade of about $3.8 million.”” With similar
sized trades around the world, that would mean approximately
644,000 trades per day, worldwide.

The size of the average trade varies by type. The average
size of spot transactions, was $2.4 million, while the average
foreign exchange swap was for $36 million.”

The British Foreign Exchange Joint Standing Committee,
associated with the Bank of England, reports $789 billion in
daily trading of traditional products in London, or 31 percent of
the worldwide total.”

The foreign exchange worldwide extended market opens on
Monday mornings in Sydney, Australia, which is actually Sun-
day evening, Greenwich Mean Time (GMT), until afternoon on
Friday, New York time, which is mid evening, GMT. During
that period, the market can be said to be open twenty-four
hours a day, as trading centers move with the sun from East to
West. The sun never sets on the foreign exchange trading
empire.

In 1992, there were approximately 200,000 active foreign
exchange traders, worldwide.”

WHAT’S ACTUALLY TRADED
The table below shows the breakdown of the daily $440 billion
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in “traditional foreign exchange” in North America, during
October, 2005.

Volume Transaction
Type of Trades Number Value Avg.
Spot Transactions  $211.8 billion 89,629 $2.44 million
Foreign Exchange
Swaps $155.1 billion 4,259 $36.4 million
Outright forwards ~ $73.2 billion 19,482 $3.8 million

These products are defined by the New York Foreign Exchange
Committee:*

Spot Transactions are single outright transactions that involve
the exchange of two currencies at a rate agreed to on the date of
the contract for value or delivery within two business days,
including US dollar-Canadian dollar (USD-CAD) transactions
delivered within one day.

Foreign Exchange Swaps involve the exchange of two currencies
on a specific date at a rate agreed to at the time of the conclu-
sion of the contract, and a reverse exchange of the same two
currencies at a date further in the future at a rate agreed to at the
time of the contract. For measurement purposes, only the long
leg of the swap is reported so that each transaction is recorded
only once.

Outright Forwards involving the exchange of two currencies at a
rate agreed to on the date of the contract for value or delivery at
some time in the future (more than one business day for USD-
CAD transactions or more than two business days for all other
transactions). This category also includes forward foreign
exchange agreement transactions (FXA), non-deliverable for-
wards, and other forward contracts for differences.

Currency Options are over-the-counter contracts that give the
right or the obligation—depending upon if the reporter is the
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purchaser or the writer—to buy or sell a currency with another
currency at a specified exchange rate during a specified time
period. This category also includes exotic foreign exchange
options such as average rate options and barrier options. Not
included in totals of “traditional” foreign exchange trading,
these instruments are also called “derivatives,” and they were
traded at the daily rate in North America of $36.7 billion per
trading day.

Most of the currency trading is with a few “pairs” of inter-
national currencies: Euro/US Dollar (EUR/USD), British
Pound/US Dollar (GBP/USD), Canadian Dollar/US Dollar
(CAD/USD) and Yen/US Dollar (JPY/USD).

THE LANGUAGE OF CURRENCY EXCHANGE

Every discipline has its special words and special meanings. For
a glossary of the terms and phrases in the international eco-
nomics and foreign exchange world, see Alan Deardorff’s
online “Glossary of International Economics.”*

A typical headline about foreign currency trading might say;,
“Dollar Rises Past 120 Yen in Tokyo.”” However, as this makes
US exports more expensive, this “rising” is not good news for
the United States and its struggle to conquer its balance of pay-
ments problem, but “rises past” sounds positive. In a New York
Times article, entitled “Yen at 32-Month Low as Japan’s Small
Investors Look Abroad,” the second paragraph states:

“In Tokyo, the yen traded as low as 121.39 yen to the dollar,
its weakest point since March 2003. It has fallen 16 percent this
year, from a high of 101.68 yen to the dollar on Jan. 17. Against
the euro, the yen touched a record low of 141.98. In New York,
the yen weakened further to lows of 121.40 to the dollar, recov-
ering to settle at 120.79.”* Thus, the yen drops in value as the
number of yen required to purchase a dollar increases.
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When quoting currency prices, one has to be careful to state
what is quoted as buying what. When the price of the euro goes
from $1.26 to $1.25, it is said to “drop” or “lose,” but if the same
change in values of the two currencies to each other is quoted
as a change for the price of a dollar from €.7937 to €.8000 then
the price of a dollar is rising.

Such a change would have many effects which are easiest to
see with respect to importers and exporters. When a newspaper
headline says, “Euro May Gain on Speculation that ECB is
Closer to Raising Rates,” it means that the price of the euro rel-
ative to other currencies is likely to increase. Where a euro yes-
terday might cost $1.200, it might be predicted to cost $1.212
tomorrow, an increase of 1 percent. If the entire currency price
change is passed on to buyers and sellers at every level, then
Eurozone exporters would be hurt because their goods would
become more expensive to holders of dollars and importers
would benefit because they could buy dollar-denominated
goods more cheaply.

The linguistic trick for trading a buy/sell currency pair is
that when you are buying one currency you are selling the
other. For example, in a euro/US Dollar pair (EUR/USD), the
euro is the “base” currency and the dollar the “counter” or
“quote” currency. This pairing sequence reflects the US dollar’s
primary role in the international financial system. If the price of
a EUR/USD pair is 1.1815, that means that it costs $1.1815 to
purchase a euro.” To avoid confusion, the trading of euros and
dollars is not quoted in reverse, i.e., a USD/EUR pair. In typical
retail pricing, we might say that a cup of coffee costs €1.25 and
it’s clear what is buying what. We never hear that 8/10 of a cup
of coffee will purchase a euro.
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FOrRex FIRMS AND THE GET RICH QUICK/GAMBLING SIDE OF
FOREIGN EXCHANGE TRADING

Most of the world’s currency trading is done by banks and large
financial institutions with each other. This is called “interbank”
trading. In addition, an increasing amount of foreign exchange
trading, called “FX” or “Forex,” is done by retail firms and their
customers. These firms use software platforms, such as is
offered by Reuters, which enable their customers to see nearly
as much about the worldwide foreign exchange markets as do
the traders among the major financial institutions.

Currency traders are a special breed.*” One wrote of his over-
sized role in the international monetary system: “What created
this market? How did the nations of the world conclude that
international currency exchange should be determined by
profit-oriented traders sitting in front of computer screens with
telephones glued to their ears?”

The retail firms have websites which offer free “practice”*
or “virtual trading”* accounts. One firm has 55,000 individual
accounts with an average account balance between $5,000-
$10,000.** Invites one, “Ready to try currency trading? Open an
account with as little as $250. Experience the benefits of
FOREX.com.”* In another advertisement, “Why are successful
equity and futures traders now trading currencies? Consider all
the advantages of the world’s largest financial market:.. Supe-
rior liquidity—at $1.9 trillion per day, the sheer volume of forex
facilitates tighter spreads, with no slippage. Profit in both rising
and falling markets....”*

Some companies are developing artificial intelligence soft-
ware to assist traders, but market themselves like snake 0il.”

A search on www.amazon.com for books with “forex” in the

title brings up twenty-eight books, sorted by sales rank, begin-
ning with:
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1. Getting Started in Currency Trading: winning in Today’s Hottest
Marketplace by Michael Arther and Jim Bickford;

2. ForeX Trading for Maximum Profit: The Best Kept Secret Off Wall
Street by Raghee Horner

3. Forex Made Easy : 6 Ways to Trade the Dollar by James Dicks

4. Forex Revolution : An Insider’s Guide to the Real World of Foreign
Exchange Trading by Peter Rosenstreich, and

5. Forex for Small Speculators by Noble DraKoln.

Most have the flavor of a Gold Rush, rather than the taste of
a system of dealing with real money that real people have strug-
gled to earn and save, and of a market on which the financial
stability of the world depends. Perhaps showing the disconnect
between the real world and the currency world, a well-known
index of fifty currency traders reported that they lost money in
2005,* despite a healthy overall growth in the world GDP of
approximately 4 percent.”

To reduce risk, some currency traders, and mainstream
mutual funds have established “currency funds” for investing
in currencies or securities denominated in another currency.
The Hong Kong office of Fidelity Investments has five such
funds, e.g., the “Australian Currency Fund.” The others are
invested in the euro, Swiss franc, US dollar and the UK pound.”
A US bank offers certificates of deposit and savings accounts
which can be invested in several currencies.* In short, there are
many ways to invest in order to profit, or hedge against loss,
from the multicurrency foreign exchange system.

While the prospects for gain are appealing, it must be
remembered that almost every profit in the foreign exchange
markets is balanced by another’s loss, and may be considered to
be a “zero sum” game.*

REGULATION OF CURRENCY TRADING
In the United States, the Commodities Futures Trading Com-

The Expensive...Foreign Exchange World 13



mission was authorized to regulate trading of currency futures
contracts upon its creation in 1974, and pursuant to the “Trea-
sury Amendment” of the same year.” Such regulation seeks to
protect the general public, and it excludes those transactions
conducted among banks and other informed institutions.*

The Federal Trade Commission ensures that advertising for
currency trading conforms to legal standards of truthfulness.

Much of the protection of the system comes from internal
rules of the particular regional market or professional associa-
tions and committees. In New York, the Foreign Exchange Com-
mittee of the Federal Reserve Bank of New York has
approximately twenty-five members from the major banks, and
other financial services companies in the United States. The
Committee’s Guidelines for Foreign Exchange Trading Activities®
function as a handbook for ethical currency trading. Within the
banks and other firms, currency trading is guided by internal
audit rules and the prospects for regular outside audits.

The New York Foreign Exchange Committee Chair, Mark
Snyder, recently spoke of his concern that “retail aggregators”
are pulling people into the foreign exchange market who maybe
shouldn’t be there. He expressed concern for the “reputational
risk” to the foreign exchange markets due to negative public
opinion about “products or activities.”

He said, “...there have been media reports and lawsuits alleging
that unscrupulous retail foreign exchange aggregators have
defrauded their clients.”*

Indeed, there have been. For example, in 2003, the FBI
arrested forty-eight currency traders in the New York City area
after an 18-month investigation of fraudulent trading where
investors lost tens of millions of dollars.”

ROGUE TRADERS
From time to time, large cracks develop in the system, as was
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the case of John Rusnak of Allfirst Bank in Maryland, US, who
had lost $691 million of his employer’s money over five years.
According to an analysis by Sharon Burke of Villanova Univer-
sity,* Rusnak was hired in 1993 as a currency trader and pur-
sued a profit-seeking currency trading strategy based on the
belief that the Japanese yen was going to increase in value
against the dollar. Previously, the bank conservatively traded
currencies primarily for customers who wished to protect them-
selves against currency fluctuations during the period of a busi-
ness deal.

For example, if a customer agreed in January to purchase
Japanese machinery for 1,000,000 yen on 1 March, and the
exchange rate was 125 yen to the dollar, the customer would
want to ensure that s/he would have to pay the same $8,000
equivalent in March as was negotiated in January. Such protec-
tion is called hedging. If the exchange rate changed to 100 yen
to the dollar during that period, making the yen 20 percent
more expensive, the machinery would cost $10,000, if no cur-
rency insurance or hedging were purchased. The hedging could
be in the form of an option to purchase 1,000,000 yen on March
1 for $8,000 plus fees plus a risk premium for the risk the seller
will take that the currency will, indeed, increase in value by
1 March. Such currency insurance might cost an Allfirst cus-
tomer approximately $500, thus bringing the cost of the machin-
ery to $8,500, but avoiding the risk that it might cost $10,000.

Pursuing the more aggressive strategy from 1993 until 1997,
Rusnak’s foreign exchange trades seemed to generate income
for the bank and for its customers. However, in 1997 he lost
$29.1 million and thereafter desperately tried to reverse the tide
while concealing his efforts. He continued to lose money until
the deception was uncovered in early 2002. Caught and con-
victed, he is now in prison serving a seven and one-half year
sentence. Upon his release, he will make token repayment
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installments at the rate of $1,000 per month for five years.

In January 2005, the National Australia Bank discovered a
360 million Australian dollar loss due to unauthorized currency
trading by four traders. The losses led to a management
shakeup and criminal charges.”

In January 2006, a long-term J. P. Morgan Chase employee,
Terrence Gumbs, was fired and later arrested for making an
unauthorized order to sell €385 million on a certain date. He
placed the order in an effort to achieve sufficient profits to make
up for earlier losses of $300,000. Instead, his foreign exchange
contract cost the bank approximately $6 million.”

SPECULATION PLAYS LARGE AND DANGEROUS ROLE

Who are the speculators? They are everyone who buys or sells
currency for reasons unrelated to the actual need for currency
for financial or trading transactions.

George Soros is probably the most famous currency specu-
lator in the world. He was born in Hungary and now lives in
New York, where he runs several financial funds and has
become an active political philanthropist. His most famous cur-
rency gamble was his bet that the British pound was overval-
ued in September 1992, and he profited by as much as £500
million. At the time, the Bank of England tried to hold the value
of the pound within the range agreed upon as part of the Euro-
pean Rate Mechanism (ERM), roughly at 2.95 deutschmarks.
The economic fundamentals in the United Kingdom were
weak, and Soros sold pounds short and purchased
deutschemarks, meaning that he contracted to sell pounds at a
later date, when they would be worth less than at the time of the
currency contract. The Bank of England attempted to intervene
in the markets by purchasing billions of pounds, but it failed
and on 17 September 1992, the British Chancellor of the Exche-
quer declared defeat and took the pound out of the ERM and let
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it float on the markets as it has done since then.”

Probably the world’s most successful investor is Warren
Buffett, with an entirely self-made personal worth of approxi-
mately $44 billion.” He announced in 2002 that he was so pes-
simistic about the value of the dollar, in view of the large trade
and federal government deficits, that his company, Berkshire
Hathaway, was going to speculate in the currency markets
against the dollar.” In June 2005, the B-H bet was at the $21 bil-
lion level, out of a total investment portfolio of $137 billion. By
November it had been trimmed by $6 billion,* possibly because
his gamble has thus far failed, since the dollar has not declined
in the international markets as predicted. We will likely never
know the true results of his currency gambles. If that $6 billion
had been used to purchase euros at an average price of $.86 in
2002,” and he had sold those roughly €7 billion in 2005 for $1.20,
he would have made a profit of $.34 on each euro, or 40 percent
in three years, or 13 percent a year. However, such timing is
unlikely, and in the foreign exchange markets, like all markets,
timing can be “everything.” Mr. Buffett perhaps foresaw such
difficulties when he wrote in the 2003 Berkshire Hathaway
Annual Report that “the cemetery for seers has a huge section
set aside for macro forecasters.”*

On 29 January 2005, Bloomberg.com reported that Bill
Gates, the world’s richest person, “is betting against the dol-
lar.”” He was quoted as saying “I'm short the dollar.” Without
knowing the details of his transactions, he could have gone
“short” using different types of transactions. Let’s suppose that
on Monday, 10 January, he purchased $100 million in euros
from a currency dealer in Chicago and promised to pay that
person back $100 million in dollars on 10 November 2005. That
is, he could have purchased a contract, committing him to
deliver $100 million on 10 November. On 10 January 2005, with
the exchange rate of $1.3108/euro he could have purchased
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€76,289,289. By 10 November, with the exchange rate of
$1.1740/euro he could have sold the €76,289,289, but would
have been able to purchase only $89,563,626 and thus would
have been short $10,436,374, i.e., a loss of that amount. Thus, to
perform his contract to deliver $100 million, he would have
needed to dip into other assets for the $10,436,374 and cover his
loss. The timing of Mr. Gates’s forward contracts is not known,
and the final results of his splash into the foreign exchange mar-
kets will likely never be fully revealed.

Another speculator to mention is the lesser-known Henryk
de Kwiatkowski. For his own personal account, he traded a
large volume of currency futures over five months, beginning in
late in 1994. In the first few trading weeks, he netted over $200
million but then suffered successive daily losses of $112 million,
$98 million, and $70 million. In 2000, he sued his brokerage
firm, Bear Stearns, in New York District Court for his losses. He
was awarded $164.5 million, on the theory that his broker
should have kept him informed about factors affecting market
prices. In September 2001, the Appeals Court for the Second
Circuit reversed the verdict and found that Mr. de Kwiatkowski
was responsible for his losses and was not an unsuspecting vic-
tim. The court noted his “trading experience, his business
sophistication, and his gluttonous appetite for risk.”*

Related to speculators is the unofficial “black market” for
currencies which exists when government seeks to over-control
the foreign exchange trading sought by citizens. Typically, the
black market in currencies thrives when countries fix the value
of their currencies at an unrealistic value. Indeed, the black mar-
ket currency values are said to be more accurate reflections of
currency values than the nominal values.”

One friend recalls that he was in Egypt on a monthly US
dollar allowance which he calculated was not sufficient to sus-
tain him if he used those dollars to purchase Egyptian pounds
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at the official rate. So he took his dollars to the black market and
traded them for Egyptian pounds at the higher unofficial
exchange rate. He recalls never being so scared in his life, as he
watched a dealer take his money and then disappear behind a
curtain; and not return for several minutes. The rules in the
black market are different from those at Egyptian banks.
Another friend, who is now an economics professor, recalls
making money as a young boy when his grandmother would
send him deutschmarks as birthday presents and he would
trade them for local currency on the black market rather than at
an official bank. A far more serious use of the currency black
market is the trading of drug and weapons-market money, as
the black market does not keep official records of transactions.

TRANSACTION COSTS

Willem Buiter, a supporter of the euro, wrote that “The transac-
tion cost saving advantages of a common currency are famil-
iar.... The usefulness to me of a medium of exchange is
increasing in the number of other economic agents likely to
accept it in exchange for goods, services and securities. By elim-
inating the need for the exchange of one currency for another,
monetary union saves real resources.”® Although the concept of
the savings from elimination of transaction costs is commonly
understood, there are few studies of such savings, and none,
worldwide.

What are transaction costs? They are the salaries of the
traders and all the corporate infrastructures which support
them, and the purchases and maintenance of the computers and
all the associated costs of buying and selling currencies and
contracts for currencies. They are often invisible and have to be
calculated.

When purchasing Le Chateau de Sable, the quoted price in
Canadian dollars was $28.00 CAD* plus $5.00 CAD for ship-
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ping. When the bank statement arrived with the charge of
$28.93 USD, it utilized the exchange rate of $.851212, which was
almost identical to the Bank of Canada quoted rate for that day.
In addition, there was included a $1 CAD “exchange rate adjust-
ment,” which works out to be a 3.57 percent transaction charge.
When I called the bookseller about the charge, the sales person
said she was not aware of the charge and would contact her
bank and give me more of an explanation, which never came.

When purchasing Paul De Grauwe’s Economics of Monetary
Union from Amazon.co.uk, the quoted price was £29.99 plus a
delivery charge of £6.98 for a total of £36.97. Amazon.co.uk then
used the exchange rate of $1.77360 to the Pound, which was
very close for the Bank of Canada rate for the day, and my Visa
card was billed $65.61. Thus, Amazon.com bundled its foreign
exchange transaction charges into its pricing for the book or for
delivery and it was invisible to me.

Transaction costs are often unbundled or invisible. In her
refreshing look at global trade, The Travels of a T-Shirt,” Pietra
Rivoli traces the life of an American T-shirt beginning in the cot-
ton fields of Texas and ending in a second-hand clothing store
in Tanzania. The first currency transaction comes when the
Texas cotton is sold to China and the second is when the T-shirts
are sold back to the United States as finished clothing. The final
transaction is when the used T-shirt is sold in bulk to used
clothing dealers in Tanzania. However, as an illustration of how
the huge world of foreign exchange and currency transactions
can be invisible to some, including economists, the book does
not mention the issue in any way.”® Each transaction is like a
particle of DDT which is undetectable to individual taste, but it
adds up and large concentrations can be expensive.

For people purchasing currency online through such com-
panies as American Express, Oanda, and Wells Fargo, the per-
centage charges are typically between 4-7 percent, when
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purchasing less than 1,000 dollars worth of foreign currency, in
cash.”* When placing a hypothetical order for $1,000 worth of
euros, the Wells Fargo utility used an exchange rate of $1.2370
and determined that I could purchase €805, for $995.79 plus
$8.00 in shipping. On that day, the Bank of Canada quoted rate®
was $1.1784, a rate which meant that Wells Fargo was charging
me $.0585, or 5 percent more than its cost when purchasing
euros in large $1 million-plus blocks.

Also to be included in the transaction cost of my micro-
transaction would be the value of my time to shop for the best
deal and then to complete the online form, and the charge from
my credit card company, invisible to me though it may be.

Wells Fargo’s utility has a “Frequently Asked Questions”
section and the obvious question is asked and answered: “Why
are rates quoted on the site different from those in the newspa-
per? Answer: Rates quoted in newspapers aren’t available to
the public. These rates are usually wholesale rates available on
amounts of $1 million or more, transferred electronically
between banks.”*

In general, credit card companies charge one percent for
consumer foreign exchange transactions and many banks add
another one percent.” PayPal, now a division of E-Bay, “adds a
2.5 percent spread above” the Interbank rate, and it also charges
one percent “cross-border fees” which may include foreign
exchange charges.”

As most of the $2.5 trillion daily currency trading is in larger
sized trades than my hypothetical Wells-Fargo $995.79 purchase
of currency or my $28.93 purchase of Le Chateau de Sable, or
$65.57 purchase of Economics of Monetary Union, the percentage
cost of such trading is substantially lower for all trades on aver-
age. In fact, my currency trades were not even recorded in the
foreign exchange markets as they were included in the vastly
larger transactions by Wells-Fargo, the Montreal bookseller’s
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bank, and Amazon.co.uk.

The European Council’s 1990 pre-euro study, One Market,
One Money, cited a 1988 Belgian experiment which involved a
hypothetical person traveling through 10 European Commu-
nity countries and converting all his/her cash at each border.
Beginning with 40,000 Belgian francs, the traveler ended the
hypothetical journey with 21,300 Belgian francs, showing a cost
of 47 percent, for an average of 4.7 percent cost for each trans-
action.” If a similar traveler had traveled in 2006 from Belgium
with €40,000 to all of the 146 other currency areas, with each
charging 4.7 percent for currency exchanges on average, his or
her funds would have diminished to less than €1,000 by the
78th currency, and dropped to €35.45 by the 146th. These high
transaction cost hypotheticals were for cash, and the foreign
exchange transaction charge percentages decline dramatically
for large, non-cash transactions. Nonetheless, even small
charges still add up. If the border exchanges charged only two
percent, the worldwide “€40,000” traveler would have returned
with only €2,094.

On 27 December, I “sold” a Canadian twenty-dollar bill at a
local Maine bank for $16.20, which translated into roughly a 6
percent transaction charge, compared to the Bank of Canada or
Oanda quoted rates. At that rate, our traveler would have had
to leave Belgium with €413,000 in order to ensure a return home
with at least €1,000, perhaps to celebrate being a multicurrency
foreign exchange system survivor.

Paraphrasing the late US Senator Everett Dirksen, if you
take a bit of small change here and a bit of small change there,
pretty soon we are talking real money.”

For the poor of the world, these percentages matter when it
comes to $96 billion in remittances received from relatives who
have migrated to employment elsewhere. Jose de Luna Mar-
tinez of the World Bank has written that the exchange rate

22 The Single Global Currency



transaction charge is one of the three components of the 8.3-10
percent transaction fee which is applied to remittances.” If the
exchange rate transaction charge is only one percentage point of
that 8.3-10 percent range, that means at least a $960 million
charge to the poor.

INTERNATIONAL TRAVELERS

As noted with the Belgian study of a hypothetical traveler con-
verting currency at each border, travelers pay dearly for the
multicurrency foreign exchange system.

In addition to high transaction charges, they also leave
unconverted their foreign currencies and accumulate bills and
coins in pockets or purses and then in containers at home.
While resting there, the contents of those containers change
value according to the exchange markets, but they do not earn
interest. Except for the value of the metal in the coins, the
money has no intrinsic value and it’s invested in nothing pro-
ductive; and represents another inefficient and inconvenient
aspect of the multicurrency foreign exchange system. One com-
pany, Travelex, addresses this need with an online utility, “Sell
Us Your Currency” whereby customers print out a form and
mail their foreign currency to the company, and home-currency
cash or credit will be returned.” Travelex recently won the right
to provide currency exchange services in a new terminal at
Prague’s airport, which will bring the size of its operations in
the Czech Republic to sixty people.”

INTERNATIONAL INVESTORS

The fluctuations in currency values have significant effects on
investors. In 2003, the US Dollar declined by 17 percent against
the euro and nearly 10 percent against the yen. The Wall Street
Journal reported that “Depending upon one’s geographic loca-
tion, currency exposure could have accounted for more than
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half of equity returns last year....”” For example, for Europeans
who invested in stocks paralleling the Standard and Poors
Index which gained 29 percent, the currency fluctuation elimi-
nated more than half of the gain. For those who held 10-year US
Treasury notes, bearing 1.4 percent interest, the effect was more
dramatic and worse. For holders of US dollars who invested in
Europe and Japan, the effects were reversed, and those
investors did well. All international investors know that cur-
rency risk is a major part of such investing, but the wide fluctu-
ations of the two major anchor currencies divert investor
attention from the real value of their primary investments. With
so much money changing hands and with such large changes in
valuations, there are many who believe they can profit from the
multicurrency foreign exchange system. As Fidelity Invest-
ments says on its website, “Currency fluctuation can be good
for investors.””

INTERNATIONAL CORPORATIONS

International corporations make investments and sell prod-
ucts and services around the world and must constantly be on
the alert for currency risk. They have to price their products and
services in the currencies of their customers and always be alert
that the exchange rates will not eliminate their profits. In addi-
tion to paying a percentage on all their foreign exchange trans-
actions, international corporations have to cope with the
fluctuations of foreign exchange values, in two areas: reporting
and worldwide allocation of resources.

Reporting

Using the pound sterling as its home currency, the U.K.-based
Reuters reported in 1999 that it “has significant costs denomi-
nated in foreign currencies with a different mix from revenue.
Reuters profits are, therefore, exposed to currency fluctua-

24 The Single Global Currency



tions.” The Annual Report continued, “...the impact of an addi-
tional unilateral 1 percent strengthening of sterling would have
been a reduction of approximately £10 million on operating
profits.”” Thus, a one percent increase in value of the pound
from $1.7000 to $1.7171 will mean an increase in Reuters profits
by £10 million, and a similar drop would bring a decrease. Does
this make cents/sense?

It’s estimated that Nissan Motor gains about $440 million in
profits for each one percent drop in value of the yen against the
US dollar. For Toyota, the gain would be about $1.2 billion.” The
reverse would also be true, but do these possible shifts make
cents/sense?

Honda stated in its 2004 Annual Report that it “generates a
substantial portion of its revenues in currencies other than the
Yen. Honda’s results of operations would be adversely affected
by an appreciation of the Yen against other currencies, in par-
ticular the US dollar.”” In 2003 Nestle, the world’s largest food
company, headquartered in Zurich, announced that its profits
for the first half of 2003 fell by half from the year previous, hurt
by a strong Swiss franc.”

For some corporations, the effect is larger than Nestle’s lost
profit opportunities. Also in 2003, Nintendo estimated a loss of
3 billion yen ($27 million, computed at 111.11 yen to the dollar),
which was its first loss since its shares were first listed in
1962. The primary reason for the loss was its booking of a 40 bil-
lion yen loss ($360 million) due to foreign exchange fluctua-
tions. The problem was that Nintendo had approximately $5
billion in cash deposits in the United States, and a 7.2 percent
drop in the value of the dollar relative to the yen caused the
loss.* Does this make cents/sense?

Of course, these reports of harm were likely balanced for
other corporations by the increase in profits due to currency
translation, except that in the annual reports of those corpora-
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tions, the credit for such profits was not as likely to be allocated
to currency translation. Sometimes, such windfalls are reported.
In 2002 Avon Products hedged against the devaluation of Latin
American currencies; but when that devaluation didn’t occur,
the appreciation of Avon’s holdings contributed to its profits.*

While the companies cited above are international, and the
effects of currency fluctuation have been substantial, Mark Hul-
bert has written that international corporations are “immune
from the effects of currency fluctuations,” to the extent that their
operations and risk are spread across currency areas.”

The problem is not so much profits and losses as it is uncer-
tainty and risk—both anathema to corporations and their
economies. In a standard text, Corporate Risk-Strategies and Man-
agement, currency risk is featured in seven of its thirty chap-
ters.® All international corporations have people and
departments to manage the foreign exchange risk. Joachim Herr
is the head of risk management at BMW International where he
has approximately five people trading currencies with the goal
of making “sure that the fluctuations of a currency do not
impact our operating business, which is producing and selling
cars.”* He continued, “What we see ourselves as is hedgers...we
have long-term strategic hedging, where we do very long, deep
analysis on currency movements, and we have short-term tech-
nical hedging, where we decide how to cover the remaining
open risk in the coming months....”* For each country where
BMW operates, there is a Treasurer who is responsible for local
currency exposure, and Herr estimates that such foreign
exchange work takes about ten percent of such treasurers’” time.

Allocation of Resources

Richard Cooper noted that one of the widest fluctuations in cur-
rency values, the 70 percent appreciation of the yen to the US
dollar between 1995 and 1998, may have thrown many other-
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wise healthy firms into bankruptcy. Further, he surmises that
the prolonged nature of the late 1990-2000 recession in Japan
was partly caused by Japanese firms investing in other currency
areas in order to hedge against losses in yen due to currency
fluctuations.®

Many international corporations do more than hedge to
control currency risk. One article notes, “Currency speculation
has always had a vast influence on systems of flexible exchange
rates. A large variety of empirical, experimental, computational,
and theoretical investigations deal with this topic. But what
determines the speculative decision of a firm? Why do non-
financial firms speculate [in the currency markets]? How do
they deal with exchange rate uncertainty?”¥

INTERNATIONAL BANKS

For many banks, trading currencies for their customers repre-
sents a sizable portion of revenue. The European Commission
1990 report found that such trading represented 5 percent of
European banks’ revenues.*

The Bank of America trades approximately $100 billion per
day, according to Steve Nutland, Director of North American
trading. Of the foreign exchange markets generally, he stated,
“many people believe Forex is a necessary evil. On the institu-
tional/hedge fund side of the business, many view it as the
largest casino in the world. I like to see it that somewhere in
between the two lies the truth.”*

As part of its trading business and in order protect its own
international operations, Nutland states that the Bank of Amer-
ica “manages interest rate and foreign currency exchange rate
sensitivity predominantly through the use of derivatives. Fair
value hedges are used to limit the Corporation’s exposure to
total changes in the fair value of its fixed interest-earning assets
or interest-bearing liabilities that are due to interest rate or for-
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eign exchange volatility. Cash flow hedges are used to minimize
the variability in cash flows of interest-earning assets or inter-
est-bearing liabilities or forecasted transactions caused by inter-
est rate or foreign exchange fluctuation.”*

Scotiabank is a leading Canadian Bank, and does extensive
business in the United States, Mexico, South America and the
Caribbean. Its 2005 Annual Report financial results depended in
substantial part on a critical change over which it had no con-
trol: the Canadian dollar “strengthened” in relationship to the
US dollar by eight percent, from .7586 to .8217 per US dollar.”
Scotiabank reported a net income of $3.184 billion (CAD),”
which was $292 million (CAD) greater than the year before.
However, it also noted a negative effect of $145 million (CAD)
due to currency translation, meaning that without the currency
translation, net income would have risen by that additional
amount. The oft-repeated phrase in the report is, “Before the
impact of foreign currency translation....” The effect is summa-
rized, “In the absence of hedging activity, a one percent
increase(decrease) in the Canadian dollar against all the curren-
cies in which we operate, decreases(increases) our earnings by
approximately $23 million (CAD) before tax. A similar change
in the Canadian dollar would decrease (increase) the foreign
currency translation account in shareholders’ equity by approx-
imately $81 million (CAD).”” To illustrate, a 1 percent increase
in the value of the Canadian dollar from $.87000 to $.87870 or
$.88 would decrease Scotiabank’s profits by $23 million (CAD)
and decrease shareholders’ equity by $81 million (CAD).

Increasingly, banks are generating revenues and earning
profits through their foreign exchange trading. In 1992, the
foreign exchange trading profits of the top 8 US banks was
$2.695 billion.”* Even small regional banks are joining in the
foreign exchange game not just to protect against currency
risk but by promoting foreign exchange derivatives as “an
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opportunity for potential revenue enhancement.”*

BALANCE OF PAYMENTS/CURRENT ACCOUNT

For all the countries/currency areas in the world, there must be
a long term balance of payments for goods and services which
are imported into a country/currency area and those which are
exported, plus or minus capital flows. The term, “current
account” is the same as “balance of payments,” except that it
excludes “capital transfers” or money used to buy/sell long
term investments.

In theory, there are balancing factors which force countries
into equilibrium. For example, if a country is buying more than
it is selling and its foreign reserves of other currencies decline to
make those purchases, and the demand for its currency
decreases; then the foreign exchange markets take notice. The
result is that the value of the currency drops and the country’s
exports become cheaper, which leads to an increase in exports,
which then leads to a surplus. Then, the value of the currency
rises, and the cycle renews. Another remedy, for short term
imbalances, is a loan from the IMF.

Considering the money supply of every country as a fuel
tank, there must be inflow of fuel to balance the consumption
outflow. If an imbalance continues for too long, the tank will
either overflow or run out. With a money supply, payments out
of a currency must balance receipts into a currency. When
receipts exceed payments, the reserves of a currency area’s cen-
tral bank increase; and the reverse causes depletion. While an
overflow can be a problem, the much-feared danger for a
money supply is extended outflow, causing a central bank’s
reserves to diminish so far as to reduce confidence in the value
of the currency, possibly leading to a currency crisis. Thus,
every central bank watches closely the balance of payments of
its own currency.
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The only country in the world which appears to be immune
from the requirement that the current account be in balance is
the United States, because the US dollar is recognized as the
world’s primary reserve currency and it is used throughout the
world. Approximately one-half to two-thirds of the $700 billion
in US dollars in circulation, are circulating outside the United
States.” There is no rush nor panic to send those dollars home
and use them to purchase US goods and services, because the
dollars are useful in other countries as widely accepted money,
and a lot of them have been returning to be invested in the
United States.

The major source for the US current account deficit is the
trade deficit as more US citizens purchase foreign goods and
services than foreigners purchase from the United States. The
current downward swing in the current account deficit began in
the early 1980s and in 2005, it was nearly $804.9 billion out of
balance.”

Since the United States decided in 2000 to abandon its fis-
cally responsible record of federal government surpluses and
even of balanced budgets, it has accumulated large annual
deficits running into the hundreds of billions of dollars, and
constituting three, four, five, and six percent of the annual Gross
Domestic Product of the country. It has sold its bonds on the
open market to finance its vast borrowing, and because the
United States is viewed as a stable economy, foreigners pur-
chase these debt securities in large amounts. Floyd Norris has
noted in The New York Times that almost all, $800 billion, of the
$1.1 trillion increase in the US national debt incurred since 2000
has been purchased by foreigners.”

One may ask here why the US dollar cannot be regarded as
the Single Global Currency, as some have suggested. The short
answer is that while it’s used in the retail marketplace, it’s not
deemed as “legal tender” for all obligations including the pay-
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ment of taxes in other countries. Also, its value is tied inextrica-
bly to the fortunes of one country, and its management is not
shared with others as a common currency.

WHAT ARE THE REAL COSTS OF THIS MULTICURRENCY FOREIGN
EXCHANGE SYSTEM?

So far we have explored a system that is huge and has some pit-
falls and risks and is largely invisible. How much does all this
really cost, and how much might it cost if it breaks? The most
easily quantifiable determination of cost is the total cost of for-
eign exchange transactions and then there are estimates of the
cost of low asset values due to currency risk, and then the
potential cost of currency crises and, worst of all, a worldwide
currency crisis.

ESTIMATE OF TOTAL WORLDWIDE ANNUAL TRANSACTION COSTS —
$400 BILLION

In studies prepared during the run-up to the introduction of the
euro, it was estimated that foreign exchange transaction costs
were approximately .3 percent (.003) of the value of the cur-
rency being traded.” Applying that percentage to the daily $2.5
trillion traded, the daily transactions cost would be $7.5 billion
and the annual cost to the world, using a 260 trading day year
would be $1.95 trillion per year.

Since the European Commission studies were done, the
automation of the currency markets has continued and the per
transaction costs of trading have dropped in the fifteen years
since 1990. To be conservative about the current transaction
costs, this book assumes that the average transaction cost is .062
percent (.00062) of the value of the transactions, and thus one-
tifth of the .3 percent level previously determined in the 1990
European Commission study. This estimate includes the initial
foreign exchange trading costs as well as all the charges to cus-
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tomers at various levels, and it’s applied only to the total for
“traditional” foreign exchange transactions, and does not
include the dollar volume for derivatives or over-the-counter
transactions. At the .062 percent rate, the annual worldwide
transaction costs for foreign exchange trading are $403 billion
(.00062 X $2.5 trillion X 260 days), which are rounded to $400
billion in this book.

Another such cost is the administrative burden of requiring
some parties to contracts to denominate a foreign currency as
the currency for payment. The European Commission’s One
Market, One Money study estimated that there would be a .05
percent GDP benefit to the European Community member
countries when corporations and others engaging in interna-
tional contracts could denominate their obligations in their home
currency rather than in a foreign currency, such as the dollar."”

Another way to summarize the total cost of transactions is
to express them as a percentage of GDP. “Focusing only on the
transaction costs that are incurred in the Canadian foreign
exchange market,” John Murray found those costs to be $3.0 bil-
lion (CAD) annually, or .4 percent of GDP.""!

The One Market, One Money study found that “Overall,
transaction costs can be conservatively estimated to amount to
around 0.5 percent of GDP....”"” In 1996, the IFO Institute of
Munich found that “foreign exchange management costs within
the EU amounted to almost 1 percent of the EU12 GDP in 1995,”
and explained that more up-to-date data accounted for the
increased estimate.'” Although trade and international financial
transactions accounted for a larger percentage of the GDP for
European countries than for others in 1990, the world has glob-
alized significantly since then, so that the 1 percent estimate can
be fairly applied to the rest of the world. Hugo Mendizabal
found that the savings to the EMU from the elimination of intra-
EMU transactions could be as much as .69 percent of EMU GDP,
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which accounted for one-half of members’ international trade
foreign exchange transactions.'™ For all transactions, including
those with non-EMU countries, the percentage would be twice
that, or 1.38 percent.

If those percentages were conservatively adjusted down-
ward to .95 percent, and assumed to include all transaction
costs at all levels, and applied to the world’s estimated 2005
GDP of $42.2 trillion, that would bring the annual cost of trans-
actions to $400 billion.

Thus, using either method, whether by calculating from
each transaction or by summing up total costs and expressing
as a percentage of GDP, the annual total transaction costs of
worldwide foreign exchange operations are estimated conserv-
atively here to be $400 billion. Again, it is noted that these esti-
mates are for the total transaction costs, and not only those
incurred at the currency trading desk.

We’ve seen how much $2.5 trillion might be, though it is still
impossibly large to understand; and we know that $400 billion
is 16 percent of $2.5 trillion. But how much is $400 billion,
really?

$61.54 for every human being on earth;

200 times the annual budget of the United Nations;'*
100 times the total value of worldwide microloans;'®
and
25 times the estimated annual spending for family

planning and reproductive health care support.'”

The $400 billion estimates here are intended to be conserva-

tive, and more research is welcomed to better determine the
actual cost of worldwide foreign exchange transactions.

THE CosT OF Low ASSET VALUES DUE TO CURRENCY RISK
When calculating the value of an asset, an investor or owner
must determine the likelihood of getting a real return on that
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investment; and such return will be adversely affected in
inverse proportion to currency risk.

When the value of an asset is artificially low, compared to
similar assets in other situations or places, the difference in
value can be said to be a cost or opportunity cost. That is, own-
ers of such undervalued assets are losing the opportunity to use
that asset for other purposes that might be available if valuation
were not artificially deflated by currency risk.

One down-to-earth illustration of the effect of high
exchange risk on asset values is the status of the home mortgage
market around the world. The issue in the United States or
Europe is not whether there are mortgages available, but
whether they are for ten, fifteen, twenty, or thirty years and
whether they have a fixed rate or an adjustable rate, to be
moved up or down with the linked prime rate. In contrast, in
some parts of the world, mortgages are not available because of
the high long term currency risk. John Edmunds pointed out to
me in 2003 that mortgages with longer terms than a year were
unavailable in Buenos Aires, due to Argentina’s on-again, off-
again currency problems. As mortgages were unavailable,
demand for homes was crippled, and the resulting oversupply
led to prices which were a small fraction of their equivalent
value in a similar city and neighborhood in the United States or
Europe. For example, a three-bedroom home in London might
be worth €490,000, but the same home in Buenos Aires might be
worth about €70,000 (252,700 Argentine pesos).

Similarly, the values of financial assets in the less developed,
or high currency risk or sovereign risk,'”® world, are underval-
ued because of that currency risk, i.e., the risk that a currency
might severely inflate or collapse. Due to currency risk, the abil-
ity to earn reliable interest on an asset far into the future is in
doubt, and therefore potential lenders are unwilling to lend.
Financial assets such as stocks and bonds are also undervalued

34 The Single Global Currency



due to the uncertainty of future return.

The IMF Global Financial Stability Report estimates that the
total value of the world’s financial assets is $144 trillion,'” but if
all currency risk were lowered to the same level as the devel-
oped world, and the ratio of asset value to GDP were the same,
it’s estimated here that an additional $36 trillion would be
added. Hence that amount could be called a cost of the existing
multicurrency foreign exchange system.

CURRENCY CRISES

When confidence in a currency falls, then foreigners and citi-
zens within a currency area accelerate their selling of the home
currency and the purchase of other currencies. If confidence in
the currency is not restored quickly, a classic market panic will
set in and a currency crisis will begin, causing enormous loss of
wealth and confidence in an economy. In the 1990s several cur-
rency crises shook the international financial system: Mexico
(1994), Argentina (1995, and again in 2001), East Asia (1997),
and Russia (1998).

These crises caused significant economic damage to the
affected countries and their peoples. Benn Steil and Robert
Litan report that in Asia, “an estimated 22 million people were
pushed into poverty. In Thailand, where the crisis started,
unemployment rose from 0.9 percent in 1997 to 5.3 percent in
1998, and measures of poverty rose significantly. Household
expenditure on health care declined by 40 percent from 1996
levels.... But the hardest hit was Indonesia, which at one point
saw its currency, the rupiah, fall to a mere 15 percent of its pre-
crisis value. The country’s 13.8 percent GDP decline in 1998 was
comparable to the total decline over the worst of the Depression
years (1929-32) in the United Kingdom.”"

Argentina’s GDP dropped 7 percent in 1989 and 10.9 percent
in 2002." Michael Hutchison and Ilan Neuberger estimated that
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currency crises in twenty-four emerging market economies dur-
ing the years 1975-1997 suffered a 5-8 percent GDP output
reduction over a typical two-to-three year period, before return-
ing to a normal growth rate."”

Several factors have been identified which facilitate and
worsen a currency crisis such as an unrealistic fixed exchange
rate, government instability, lack of capital controls and lack of
central bank independence.™ For example, if a currency with a
fixed exchange rate to the euro is perceived by speculators and
others to be artificially high, and thus likely to be lowered at
some point, holders of that currency will move their assets into
stronger currencies. Such sales will then reinforce the percep-
tion that a currency is overvalued and weak. Without capital
controls, large amounts of money can be transferred quickly,
and the selling can quickly become a rout, which a weak gov-
ernment is not likely to stop.

Note that there are three related types of financial crises:
currency crises, banking crises where banks fail, and debt crises
where individuals, corporations and nations default on their
debts." In this book, we focus on the first, the currency crisis.
Each type of financial crisis may well lead to one or two of the
others, but we are concerned here about those situations where
the currency crisis is the leading edge.

Accumulated current account deficits are like accumula-
tions of DDT in the bodies of animals, and up the food chain. At
some point, the financial body cannot tolerate the imbalances
and a crisis occurs. As with animals dying from DDT poisoning,
it’s hard to pinpoint the precipitant cause of death, but in a
weakened financial system, a financial crisis can start when one
individual or bank or government refuses to accept payment in
a currency because a person has lost confidence in that cur-
rency’s ability to hold its value for other transactions.

The emphasis in this book is not about trumpeting the fear
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of a regional or worldwide financial or currency crisis. There is
enough fear in the world today. Nonetheless, it’s important to
note that there is considerable risk in the current foreign
exchange system to cause concern, and many are sounding that
alarm.

Former US Secretary of Commerce Peter G. Peterson wrote,
“Many see a risk of a real crisis.” He continued, “Former Fed-
eral Reserve Chairman Paul Volcker says the odds of this hap-
pening are around 75 percent within the next five years; former
US Treasury Secretary Robert Rubin talks of ‘a day of serious
reckoning’.”"* Harvard University President, and former US
Treasury Secretary and 2006 World Economic Forum Annual
Davos Meeting Co-Chair, Larry Summers, stated in a pre-meet-
ing interview, “There is the ever present risk that these balances
will not prove sustainable and the adjustment process will be
disrupted. If that happens there will be serious consequences
for the US economy and the global economy.”"

As the next currency crisis has not occurred, a specific cost
cannot be predicted in advance; but, by definition, a currency
crisis affects all the users of a currency. Hundreds of billions of
dollars are at risk, as are the livelihoods of millions, if not bil-
lions, of people. Every currency crisis that occurs until the
implementation of a Single Global Currency will have been
totally avoidable, and a vast waste.

SUMMARY
The multicurrency foreign exchange trading world in 2006 is
complex, expensive, unstable and hazardous. The economic
well-being of every human being on earth depends upon the
international financial system, and it should therefore be simple
to understand, inexpensive, stable and safe.

The dangers and risks do not come from the lack of effort by
many smart, well-intentioned people to make the multicur-
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rency foreign exchange system work. Chapter 2 explores some
of those efforts.
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COPING WITH THE
MULTICURRENCY FOREIGN
EXCHANGE SYSTEM

EARLY HISTORY OF MONEY AND FOREIGN EXCHANGE
Before there was money, the exchange mechanism for trade was
simple barter. For each transaction, the parties needed to nego-
tiate the relative worth of the goods and services they sought to
trade and then execute. For example, how many apples can be
traded for ten oranges? (If trading by unit, trading twenty
apples for ten oranges might work in northeastern USA. If trad-
ing by weight, twenty-two apples might buy eighteen
oranges.)' Such a process can be very time consuming and
imprecise, without, of course, having a market currency price to
begin with. As metallurgy was developed and bartering value
was assigned to weights of gold, silver, bronze, and other met-
als, the idea arose to establish uniform weights and shapes to
pieces of metal.

Money was thus developed and it had the familiar three
functions:

1. Medium of Exchange;

2. Store of Value; and

3. Unit of Account.

While the first metal coins may have been cast from bronze
in China around 2000 B.C., it's believed that recognizable
coinage in India and Turkey began around the seventh century
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B.C.? The silver drachma was coined in Athens around 580 B.C.
and a currency by that name continued, with minor interrup-
tions, as Greece’s currency until replaced by the euro on 1 Jan-
uary 2002.

Specimens of the coins of China, India and Greece/Turkey
have been unearthed archeologically in the other currency
areas, but it’s not clear how those coins were traded. They could
have simply been used for their weight in precious metal and
not in exchange with their counterpart coins of pre-determined
value from another currency area.

In The History of Foreign Exchange,’ Paul Einzig notes that for-
eign exchange trading really did not occur until people were
exchanging standardized coins whose value was recognized
and accepted without having to weigh them or otherwise assay
them. It’s not known when that moment first occurred. At that
point, the art of barter passed from those trading with what
could be called “primary goods” to those trading with “sec-
ondary goods,” i.e., different types of money. They were then
faced with the same kind of valuation problems as those bar-
tering for “primary” goods.

With a goal of 2024 A.D. for a Single Global Currency, and
thus the practical end of foreign exchange trading as we know
it, let’s arbitrarily set the date of that first foreign exchange
trade as 476 B.C., giving such trading, or Forex or FX, a round
number run of 2,500 years (2024+476).

It was at that point of the first foreign exchange that the
deficiencies of the new invention, money, became more clear.
With the exposure to other currencies, people learned that they
could not easily use their money to exchange it for goods of
services from people who used other money. People could see
that their money was not as secure as a store of value because
the value of that money rose and fell in comparison to other
money. Finally, people could see that the units of account of
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their money were not easily transferable and thus useless when
dealing with people using other money.

At the time, however, there was no opportunity to choose
between moving to a multicurrency foreign exchange world or
persuading the world to utilize one currency. Even the concept
of “the world” was beyond the reach of humans on the several
continents.

The best known example of foreign exchange trading comes
from the Bible, where the “money changers” were trading
Roman currency for Hebrew currency and that of other
currency areas. One impetus for the trading was the Hebrew
requirement that the annual half-shekel tax to the Temple be
paid in only the Hebrew currency, and thus the burden of trad-
ing was upon the payers of the tax. Jesus found this currency
trading in the Temple in Jerusalem sufficiently offensive to the
belief that commerce and religion should be separate that he
overturned their tables.*

During these 2,500 years, from the first coinage through
today’s digital signals, money was minted and printed by
noblemen, traders, banks, corporations, nation states, and mon-
etary unions.

Whether by ethnicity or geography, nation states became the
world’s dominant political organization, throughout the nine-
teenth and twentieth centuries. One of the badges of nation-
hood was having a national currency and due primarily to the
end of European colonialism, there was a large increase in the
number of countries and currencies in the world. In 1945, there
were 51 countries which established the United Nations, and
now there are 191 members.’

The history of the economies of the world is, in some sub-
stantial part, the history of money. As trade grew larger, more
sophisticated and more international, the role of money also
grew larger as did the potential damage it could cause. Kings,
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queens, and countries struggled with gold, silver, and paper
money, and the establishment of national and central banks.
Several of the depressions and crashes of the nineteenth and
twentieth centuries were either caused or exacerbated by the
inappropriate management of money by the managers of the
money system, whether they were bankers or public officials.
Those failures, in turn, were exacerbated and spread by the
multicurrency system through a process now called “conta-
gion.” The Great Depression of the 1930s is the largest example
where countries constricted their money supplies precisely at
the time when monetary expansion was needed to thwart the
decline in investment. Each industrialized country was seeking
to keep its currency exchange rate at a low value compared to
others, in order to maintain or increase exports. It was a race to
the bottom.

THE 1944 BRETTON WOODS INTERNATIONAL MONETARY
CONFERENCE

In July 1944, the representatives of twenty-nine countries gath-
ered at the rehabilitated Mt. Washington Hotel in Bretton
Woods, New Hampshire where the town’s human winter pop-
ulation the previous year was two: the caretaker of the hotel
and his wife.® The goal of the conference was to establish a sta-
ble, internationally cooperative, postwar financial system that
would avoid the perils of the Great Depression and would
assist in the post-war recovery.

From the conference, and of primary interest here, came
the International Monetary Fund and a gold-US-dollar-based
exchange rate system. Also, the conference created the prede-
cessor to the World Bank, the International Bank for Recon-
struction and Development. The conference’s work on trade
issues contributed to the later development of the World
Trade Organization.
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Later in this book will be discussed the idea of the world-
wide reserve currency, the “bancor,” which John Maynard
Keynes brought to the conference.

THE BRETTON WOODS EXCHANGE RATE SYSTEM

From 1946 to 1971, the IMF member countries pegged the val-
ues of their currencies to the US dollar and the value of the dol-
lar was set as $35.00 per troy ounce’ of gold.

A major problem was that even with a relatively minor US
balance of payments deficit, as compared to the hundreds of bil-
lions in the early twenty-first century, foreigners with US dollars
were redeeming them for gold. In 1950, the United States had
gold reserves worth $23 billion, @$35 per troy ounce in its stock-
pile, which would be worth $345 billion at December 2005 gold
prices @$525 per troy ounce. Due to redemptions
of dollars for gold, the value of the stockpile had declined to $11
billion by 1970.® The problem was that the amount of US dollar
currency circulating outside the United States had grown from
a manageable $8 billion to $47 billion,” and every one of those
dollars could legally be converted into US gold upon demand.

In 1971, the United States announced that it was abandon-
ing its treaty requirements to back up its currency with gold,
and without the anchor, the futures for all currencies were
uncharted. The thirty-year trend toward nearly universal float-
ing, or “treading water,” of exchange rates on the open markets
began in earnest. Actually, Canada began floating its dollar in
1950 until 1962, and then resumed floating again in 1970."
Other countries followed Canada and the United States.

In 1972, negotiations began for the modification of some of
the Articles of Agreement of the International Monetary Fund,
including the ratification of the US’s departure from the gold
standard, and an agreement was reached in 1976. The 1976
amendments legitimized the floating rate system, and elimi-
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nated the use of gold in the international monetary system
except for settling accounts at the IMF. The amendments also
established SDRs, for Special Drawing Rights, with echoes of
Keynes’s “bancor,” as the new reserve asset to be used by the
IMF to assist countries with their balances of payments.

In 1977, further changes were made, including the impor-
tant change to Article IV, that countries should refrain from
manipulating their exchange rates in order to gain unfair
advantage, but authorizing such intervention in the foreign
exchange markets to counter excessive price volatility. When
considering such intervention, countries should consider the
interests of other countries, especially those whose curren-
cies/reserves were to be used in the intervention.

However, the markets marched to their own drummers and
caused concerns about international monetary stability. In Sep-
tember, 1985, The Group of Five (G-5), the United States, United
Kingdom, Japan, Germany, and France, met at the Plaza Hotel
in New York and decided to collectively intervene in the foreign
exchange markets to lower the value of the dollar which was
viewed as overvalued at the time.

In 1986, the Group of Seven (G-5 plus Italy and Canada), met
in Tokyo and issued the “Tokyo Economic Declaration,” and in
February, 1987, the Group of Seven met and then issued a
G-6 Declaration (without Italy) at the Louvre in Paris. They
agreed that the then-current exchange rates were satisfactory
and that they would henceforth intervene only if the values of
currencies varied excessively from their fundamental/real values.
Of course, the key question was the perception of the real value
of a currency. The economists” search for the Holy Grail of the
true, real, fundamental value indicators of a currency continued.

From the G-6 “Louvre Declaration,” we see the concerns
of the participating Ministers of Finance and Central Bank
Governors:
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Ahigh degree of price stability has been attained, and there
have been substantial reductions in interest rates. Exchange
rate adjustments have occurred which will contribute
importantly in the period ahead to the restoration of a more
sustainable pattern of current accounts.... the Ministers and
Governors recognize that the large trade and current
account imbalances of some countries pose serious eco-
nomic and political risks.... The Ministers and Governors
agreed that the substantial exchange rate changes since the
Plaza Agreement will increasingly contribute to reducing
external imbalances and have now brought their currencies
within ranges broadly consistent with underlying economic
fundamentals...."

The underlying assumption of Bretton Woods persisted,
that countries could somehow agree to fix, in both senses of the
word, exchange rates. Central banks around the world were
buying or selling dollars or their own currencies in order to
keep the values of their currencies at some predetermined level.
The lessons of the 1992 attempts by the Bank of England to
intervene to maintain the value of the pound were not learned.

INTERNATIONAL MONETARY FUND

The current purposes of the IMF are stated in the “Articles of
Agreement” and are consistent with the original documents."
The purposes of the International Monetary Fund are:

1. To promote international monetary cooperation through a
permanent institution which provides the machinery for
consultation and collaboration on international monetary
problems;

2. To facilitate the expansion and balanced growth of interna-
tional trade, and to contribute thereby to the promotion and
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maintenance of high levels of employment and real income
and to the development of the productive resources of all
members as primary objectives of economic policy;

3. To promote exchange stability, to maintain orderly exchange
arrangements among members, and to avoid competitive
exchange depreciation;

4. To assist in the establishment of a multilateral system of pay-
ments in respect of current transactions between members
and in the elimination of foreign exchange restrictions which
hamper the growth of world trade;

5. To give confidence to members by making the general
resources of the Fund temporarily available to them under
adequate safeguards, thus providing them with opportunity
to correct maladjustments in their balance of payments with-
out resorting to measures destructive of national or interna-
tional prosperity; and

6. In accordance with the above, to shorten the duration and
lessen the degree of disequilibrium in the international bal-
ances of payments of members.

Note that the last four purposes refer explicitly to exchange
rates” or balances of payments, and the first to “international
monetary problems.” Even though the second is about trade,
employment and “real income,” the primary work of the fund
since its creation in 1946 has been to assist member countries in
the multicurrency foreign exchange world with the stability of
their currencies as represented by their exchange rates and bal-
ances of payments.

EXCHANGE RATES AND INFLATION

Among the variables in the international monetary system is
the relationship between exchange rates and inflation. We know
empirically and intuitively that when the US dollar declines in
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value, in relation to the yen, for example, that products made in
Japan will become more expensive to US consumers. The
reverse should also be true about prices when the dollar rises in
value; but there may be an inherent inflationary bias which
keeps prices from falling when the prices of foreign-made or
foreign-resourced goods decline. Economists call this “price
stickiness.”

Inflation is more than an irritant to our society, and can be
ruinous, if not controlled. Of the destructive inflation in Ger-
many after the First World War, John Maynard Keynes wrote in
The Economic Consequences of the Peace: “There is no subtler, no
surer means of overturning the existing basis of society than to
debauch the currency.”™

EXCHANGE RATES AND INTEREST RATES

One of the primary tasks for central banks is to set base interest
rates, primarily the rate at which client banks can loan money
to each other. While there recently has been more emphasis on
central bank transparency in the United States and elsewhere,
the reasons for interest rate determinations and other decisions
are never entirely clear. In late 2005, the US Federal Reserve
announced its thirteenth consecutive Federal Funds interest
rate hike, to 4.25 percent, and the stated reason was that “possi-
ble increases in resource utilization as well as elevated energy
prices have the potential to add to inflation pressures.”” What
wasn’t indicated was the extent to which the United States
needed higher interest rates to continue to attract foreign capi-
tal to fund its trade and federal government deficits. Perhaps
that wasn’t a factor at all, but the US October trade deficit num-
bers were released a day later, and they showed a record deficit
of $68.9 billion," and thus were running at an annualized rate of
$826.8 billion. Not only is that a record amount, but it’s also a
record as a percentage of GDD, at the rate of 6.1 percent of $1.1
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trillion monthly GDP.” How much was the Fed’s increase
related to the increase announced by the European Central
Bank two weeks previous, which would have tended to attract
foreign capital in that direction?" To some unknown extent, the
central banks of the world are locked in currency competition
for funds for their countries or monetary unions.

For example, in order to prevent rands from flowing to
higher investment returns elsewhere, the central bank of South
Africa has maintained its “Bank Rate” at the high level of 7 per-
cent despite a high unemployment rate of 40 percent.” Without
such exchange rate pressures, the Bank Rate could be lowered
to encourage job-creating investment in South Africa.

EXCHANGE RATE REGIMES
Much has been written about the correct exchange rate for any
one currency area. There is widespread agreement that such
rates should reflect the “fundamentals” of a nation’s or mone-
tary union’s economy, such as labor productivity, inflation, and
balance of payments; but there the agreement stops—and
becomes part of the larger question of why economists and oth-
ers are not able to predict the changes in foreign exchange rates.
As with any large scale modern market, there is a context in
which they operate, and a major consideration in the foreign
exchange market is the degree of freedom which central banks
permit to the values of their currencies relative to others.
Richard Cooper writes, “Yet, for most countries, all but the
largest, with the most developed capital markets, the choice of
exchange rate policy is probably their single most important
macro-economic policy decision, strongly influencing their free-
dom of action and effectiveness of other macro-economic poli-
cies, the evolution of their financial systems, and even the
evolution of their economies.”” A substantial proportion of the
international economics books and academic articles about for-
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eign exchange consider this question of which exchange rate
regime is appropriate for a country or currency area.” However,
in the euro era, it’s like asking which type of brakes is best for a
vehicle’s fifth wheel: disc brakes or shoe brakes.

The increasingly popular exchange rate regime is the “float-
ing” exchange rate, where values of currency are priced entirely
according to the buyers and sellers of the foreign exchange mar-
kets. Of the IMF’s 182 members as of April 2003, the values of
thirty-six such currencies were set entirely by the foreign
exchange marketplace, without intervention from a central
bank. Other regimes include “pegged float” where a central
bank will indicate band or limits to the fluctuations it will per-
mit before some kind of intervention. Bands, in turn, can be
“crawling bands,” or “crawling pegs.” Ninety-eight countries
have variations of these “intermediate regimes.”*

A fixed exchange rate regime simply sets the value of one
currency in direct relationship to another. In 2005, the most
famous fixed exchange rate was for the Chinese yuan with 8.28
to the US dollar.” Then, in July 2005, the Chinese Central Bank
announced that the yuan would henceforth be pegged to a nar-
row band of prices, and the base rate would be grounded not to
the US dollar but to a basket of currencies.” The value of the
yuan is still strongly controlled and until March 2006 had
increased by only 2.9 percent since that slight liberalization, to
8.05 to the US dollar.”

For some economists, the solution to the foreign exchange
puzzle is the mechanism of a currency board, defined by Alan
Deardorff as “an extreme form of pegged exchange rate in
which management of both the exchange rate and the money
supply are taken away from the central bank and given to an
agency with instructions to back every unit of circulating
domestic currency with a specified amount of foreign cur-
rency.”* Hong Kong’s Monetary Authority has been probably
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the most successful currency board, and Argentina’s 1991-2001
nominal currency board was probably the least successful.” In
2003, the exchange rates of seven small currencies were man-
aged by currency boards.

Forty-one countries had no independent currency as they
belonged to a monetary union or they used the currency of
another country in an “izing” arrangement, usually by”dollar-
ization” or “euroization,” when using the US dollar or the euro,
respectively.

For the purposes of this book, none of the exchange rate
regimes is as useful to the people of participating countries as
the monetary union, the most beneficial of which will be the
Global Monetary Union. Some economists state that a monetary
union is a “fixed rate” regime where all the prices in one mem-
ber country are “fixed” at the same rate as those of another;
but that doesn’t seem helpful. Instead, the exchange rate regime
for members of a monetary union is better termed a “no-
exchange rate” regime. Of course, the monetary union still must
utilize an exchange rate regime for its own common currency
relative to other currencies, but member countries are
bystanders to that work.

WHAT CAN GO WRONG WITH THE CURRENT MULTICURRENCY
FOREIGN EXCHANGE SYSTEM?

In short, a worldwide currency crisis, and worse. Wrote
Paul Krugman, “There is no universally accepted definition of a
currency crisis, but most would agree that they all involve
one key element: investors selling a currency en masse out of
fear that it might be devalued, in turn fueling the very devalu-
ation they anticipated.”*
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What Can Go Wrong: Moving Away from Pricing of Oil in US Dol-
lars, Leading to Currency Crisis

Oil from OPEC and most other countries is priced in dollars and
payment must be made in US dollars. For customers in coun-
tries other than the United States, this means that they must
purchase US dollars on the foreign exchange markets, or from
their own central banks, and use those US dollars to purchase
oil. Those customers can purchase dollars if they have other
foreign exchange or if they can trade their own currency for dol-
lars. This is where the need for a positive current account comes
in—for all countries except the United States.

Because its currency is the primary international reserve
currency and because the oil prices and payment terms are
denominated in dollars, the United States has less need to gen-
erate a positive current account and has not done so since the
early 1980s. Instead, the United States “prints” dollars and
spreads them around the world.” It can do that by selling US
Treasury securities to foreigners for their US dollars either to
finance a government fiscal deficit, or by refinancing existing
debt and moving a larger proportion of that debt to foreigners.”

What could go wrong is that oil-producing countries could
begin to insist that their oil be priced in another currency,
such as euros or the future currency of the Gulf Cooperation
Council. In fact, it is believed by some that one reason for the
US invasion to overthrow Iraq’s Saddam Hussein was his
September 2000 decision to require payment for Iraqi oil in
euros.” Wrote Clark Kee, “In a major challenge to ‘dollar
hegemony,” in October 2000, the government of Iraq discontin-
ued using the dollar for its reserves and international transac-
tions, in favor of the euro. The value of the euro relative to
the dollar was declining at the time, and commentators
predicted that the move would be costly to Iraq. Between 2001
and February 2003 almost all of Iraq’s oil exports were paid for
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in euros, amounting to approximately $30 billion. Over the
same period, the value of the euro relative to the dollar reversed
course and increased by 30 percent.”* Thus, Saddam Hussein
had made a sound foreign exchange decision, which earned
his country a higher price for his oil, in billions of euros, than if
he had stuck with pricing it in US dollars. He could have
achieved the same currency result by hedging in some way
or by purchasing the equivalent amount of euros at the instance
of every sale of oil in dollars, but denominating the price of
his country’s oil in euros was simpler. For that one country,
the effect of invoicing in a non-dollar currency was largely
symbolic, and more political than economic, even if it turned
out to be profitable. When more oil-producing countries
make the same decision, the results will be larger and more
economic.

Further changes in oil pricing likely will come from Iran,
which was planning to open a new oil “bourse” or exchange in
March 2006, where pricing of the precious commodity was to be
available in euros, as well as US dollars.” Venezuela might take
a similar step, furthering its foreign policy goals.

The size of the problem to the United States, and hence the
world, of a general shift of oil pricing to the euro or other cur-
rencies, could be large. The IMF reports that the ten oil-export-
ing countries of the Middle East could export $500 billion in oil
in 2006.* If that estimate were to be changed to €400 billion
(@$1.25 to the euro), then confidence in the US dollar would
be shaken since the United States would have to purchase euros
instead of printing dollars. If the 2004 12.1 million-barrel-a-
day rate of US imports of 0il® were to continue through
2006, and were to be priced in euros, it would cost €220 billion
@€50/barrel.

Similarly, other importing countries would need to pur-
chase euros to satisfy their needs for oil, too. Japan and China

64 The Single Global Currency



would have less of a problem if they start spending their hun-
dreds of billions in accumulated dollar reserves and buy euros.
That would throw billions of US dollars into the supply on the
foreign exchange markets where there would be reduced
demand—and with a predictable result.

What would be the problem? It’s supply and demand, once
again. With a large number of sizable countries purchasing
euros and selling dollars, the value of a dollar would drop and
perhaps contribute to a genuine worldwide currency crisis. This
scenario is one reason why the oil producers are not pricing
their oil in euros, at least not yet, because it’s not in the interests
of those holding huge reserves of dollars or dollar-denominated
securities to drive the value of a dollar down.

What Can Go Wrong: Speculators Drive the Price Down and Panic
Selling of US Dollars Occurs, Leading to Currency Crisis

As has been noted, the currency markets are similar to every
other market, in that there are buyers and sellers, and demand
and supply. When there is less demand or fewer buyers, prices
decline. Andy Krieger begins the Introduction to his book, The
Money Bazaar, with “I have a nightmare,” of the collapse of the
yen, involving a large Japanese earthquake. “By the time the
buying spree is over, trillions of yen have been ripped out of the
market and bonds and money-market instruments around the
world have been devastated, crumbling under the unprece-
dented selling pressure.”* Later, Krieger describes a micro-
nightmare, “The nightmare for any trader is a scenario in which
he offers a currency and no bids come back. He offers the cur-
rency again at a lower level—and still there are no bids. As his
‘offered” price falls lower, his view of the world changes.
Instead of facing the possibility that he might lose 1 percent, 2
percent, or even 5 percent of his investment, he now faces the
reality that he may lose 10 percent, 20 percent or conceivably 50
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percent. ‘Panic” becomes the operative word, because that is
exactly what each trader begins to feel upon first confronting
the possibility of such losses.””

Rarely does anyone know the precise origin of a panic, from
that first seller who could not find a buyer.

What Can Go Wrong: Central Banks Begin to Sell Their US Dollar
Reserves in Favor of Accumulating Reserves of Other Currencies,
Leading to Currency Crisis

There has been some diversification of the holdings of foreign
exchange reserves, with some central banks moving slowly
away from the US dollar. Near-panic developed in 2005 when a
well-founded rumor spread that South Korea was planning to
sell substantial amounts of its US Treasury notes in order to
diversify its reserve holdings. The currency markets shuddered,
“As Central Banks Shun the Dollar.”* The South Korean central
bank then backed away from its publicly announced plan. Sim-
ilar concerns arose in January 2006 when the Chinese State
Administration of Foreign Exchange (SAFE) announced that it
wanted to “optimise the currency and asset structure,” and sub-
sequently announced that it was a misunderstanding to inter-
pret that announcement as meaning it was planning to diminish
its substantial dollar denominated reserves.”* In 2005, Russia
announced that it was changing the 10:90 euro/dollar ratio in
its reserves to a 50:50 ratio.”

An economist at the Federal Reserve Bank of San Francisco
takes the view that such selling could harm the sellers, as they
would take losses due to the resulting decline in the value
of the dollar. Also, such a decline would effectively raise the
prices of their countries” exports, which is never a welcomed
result.”’ Nonetheless, such movement away from the US dollar
seems inevitable, and leaves the critical question of whether
that movement will be measured or contain a measure of
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panic. When the selling begins and accelerates, who will be
the buyers?

CENTRAL BANKS AND FOREIGN RESERVES

The world’s central banks store vast amounts of gold and for-
eign exchange reserves in order to protect the value of their cur-
rencies.” For internal purposes, reserves provide confidence in
banks’ liquidity and gives confidence to citizens and foreigners
alike that the currency is backed by credible assets, even though
there is no right of redemption. The more confidence, the less is
the need for reserves.

The central banks can use the reserves to buy and sell cur-
rencies on the open market in order to maintain the value of
their own currencies. Japan and China, for example, have pur-
chased hundreds of billions of US Treasury notes over the past
several years to keep the relative value of their currencies low,
by simultaneously working to elevate the value of the US dol-
lar. China’s reserves in December 2005 stood at $860 billion.*
Japan's reserves were at $847 billion.*

The holding of reserves has ironic effects. As noted by Mar-
ion Williams, governor of the Central Bank of Barbados, such
reserves are denominated in the hard currencies of developed
countries, which means that the central bank is financing
investment and development in those other countries.” For the
central banks of developing countries, that result seems bizarre.

The amounts of reserves are staggering and they are sub-
stantially wasted resources, including the stockpiling of gold.

Robert Mundell has observed, “the importance of gold in
the international monetary system is reflected in the fact that it
is today the only commodity held as reserve by the monetary
authorities, and it constitutes the largest component after dol-
lars in the total reserves of the international monetary system.”*

In March 2005, the central banks of the world possessed
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894.1 million troy ounces or 27,809,626 kilograms of gold as
international reserves, which were worth $360.05 billion (253
billion SDR’s, i.e., IMF money).” Of that gold, 203.8 million troy
ounces, or $82 billion at March 2005 prices, are in the Manhat-
tan vaults of the New York Federal Reserve Bank.*

The value of this gold fluctuates like any other commodity,
and currencies, too. From 1 March 2005 to 1 January 2006, the
price of gold rose from $436 per troy ounce to $516,* making all
the central banks of the world 18.3 percent richer with an
increase of $72.1 billion. Or were they? There is no currency in
the world with a claim to any of that gold. It just sits in vaults
and waits. Of gold and that status, Milton Friedman memorably
wrote, “People must work hard to dig gold out of the ground in
South Africa—in order to rebury it in Fort Knox or some simi-
lar place.”® Does this make cents/sense?

The UK’s Chancellor of the Exchequer, Gordon Brown, has
championed, since 1999, the idea of selling gold from the IMF’s
and central banks’ reserves in order to assist poor countries
with relief of their crushing international debt, which stood at
$220 billion in 1999.” The IMF holds 103.4 million troy ounces
of gold, for a market value in December 2005 at $530 per troy
ounce of $54.8 billion. The IMF views gold as “an important
asset in the reserve holdings of a number of countries,” and
states on its website that “As an undervalued asset held by the
IME, gold provides fundamental strength to its balance sheet.”*
The IMF accepts gold, at current market values, as a payment
option of obligations by its 184 members.” It’s the only place in
the world where gold is actually exchanged as money, although
there are near-money-like alternatives for gold in the market-
place.”

CariTAL CONTROLS
The character of the flow of money across boundaries has
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changed dramatically since the early 1970s, when 90 percent of
the currency trading was aimed at financing trade and 10 per-
cent for purely financial transactions. By 2004, the mix was
reversed with 90 percent of the $1.9 trillion daily trading being
for non-trade related finance, such as investments in public and
private securities and other assets.” Since the 1970s, daily trad-
ing has increased from approximately $100 billion per day* to
$2.5 trillion today, an increase of 2,500 percent.

One way to prevent the havoc caused by large transfers of
capital across currencies, called the “Achilles heel of globalisa-
tion,”” is to regulate capital transfers, but such controls have
lost favor in recent years.® For example, South Africa’s “40
years of experience with capital controls on residents and non-
residents (1961-2001) reads like a collection of examples of per-
verse unanticipated effects of legislation and regulation.”* One
result is that investors and their lawyers and accountants spend
considerable time calculating ways to achieve their investment
goals by avoiding such government restrictions on interna-
tional capital transfers. It's expensive and a waste of effort.

Even for those countries without controls there are often
cumbersome reporting requirements for capital transactions.*

China’s capital controls are strict, and no foreign investment
is permitted in China without government approval. Also, the
trading of its currency has been restricted to trades with the
Chinese agency, SAFE (for State Administration of Foreign
Exchange). However, in January 2006, the government opened
up trading to thirteen international financial firms, including
Citicorp, for interbank trading of yuan, which must be reported
to SAFE.”

SUMMARY: COPING WITH THE MULTICURRENCY FOREIGN
EXCHANGE SYSTEM IN 2006
By the end of 2005, it had been four years since the most recent

Coping with the Multicurrency...System 69



currency crisis, lulling the central bankers and the governments
of the world into believing that maybe the multicurrency sys-
tem is safer against currency crises. As stated US Federal
Reserve Chair Alan Greenspan in December 2005, “...it is tempt-
ing to conclude that the US current account deficit is essentially
a byproduct of long-term secular forces, and thus is largely
benign. After all, we do seem to have been able to finance our
international current account deficit with relative ease in recent
years.”®

On the other hand, as several people have said and written,*
these imbalances cannot continue to grow forever, without cor-
rection. The existing multicurrency foreign exchange system
simply cannot cope with them. Instead of ignoring the symp-
toms, it would be safer to rely upon Murphy’s law: that what
can go wrong, will go wrong.* However, if fixing this fifth
wheel cannot be reliably and consistently done for all curren-
cies, then the alternative of the Single Global Currency ought to
be closely examined and implemented.

Chapter 3 presents the perspectives of economists on the
current multicurrency foreign exchange system.

ENDNOTES (These endnotes also appear on the website of the Single
Global Currency Association at www.singleglobalcurrency.org with
active links to referenced works.)

1. In 2005, I purchased a package of 10 Navel oranges for $3.99 weighing
1.81 kilograms, and a package of 13 McIntosh apples weighing 1.36
kilograms for $2.59. The price per orange was $.40 and the price per
apple was $.20, thus enabling an easy 1:2 trade. Note that this example
is distorted because the parties already knew the currency price of
each fruit. Without such pre-barter pricing or trading knowledge, the out-
come of each barter trade for apples and oranges would have been far
less predictable.

2. Robert Mundell, “The Birth of Coinage,” at
http://www.columbia.edu/cu/economics/discpapr/DP0102-08.pdf

3. Paul Einzig, The History of Foreign Exchange. London, UK: MacMil-

70 The Single Global Currency



lan/St. Martin’s Press, 1962.

4. The Bible, Book of Mark, Chapter 11:15-17 Revised Standard Version.
See also, Book of Matthew 21:12; Book of John 2:15.

5. See “Member States,” United Nations website at http:/ /www.un.org/
members/index.html

6. Carol M. Highsmith and Ted Landhair, The Mount Washington: A Cen-
tury of Grandeur. Washington, D.C.: Archetype Press, 2002, p. 93.

7. A troy ounce equals 1.097 ounces, or avoirdupois ounces. For the con-
version of troy ounces and other measures, see utility, “Online Metrics
Conversion—US Standard & Metric Unit Converter” by Science Made
Simple, Inc., at http:/ /www.sciencemadesimple.net/conversions.html
8. Andrew Krieger, with Edward Claflin, The Money Bazaar. New York,
NY: Times Books, 1992, at p. 122.

9. Andrew Krieger, ibid., at p. 122.

10. David Dodge, “Monetary Policy and the Exchange Rate in Canada,”
remarks by the governor of the Bank of Canada to the Canada-China
Business Council, Beijing, 2 June 2005, at http://www.
bankofcanada.ca/en/speeches /2005 /sp05-8.html, and Gordon Thiessen,
previous governor of the Bank of Canada, in speech before the Chamber
of Commerce of Montreal, “Why a Floating Exchange Rate Regime
Makes Sense for Canada,” 4 December 2000, at http://www.bank
ofcanada.ca/en/speeches/2000/sp00-7.html

11. Statement of the G6 Finance Ministers and Central Bank Governors
(Louvre Accord), 22 February 1987, from the University of Toronto
Library at http://www.g8.utoronto.ca/finance/fm870222.htm

12. International Monetary Fund, “Articles of Agreement, Article 1 - Pur-
poses,” as “Adopted at the United Nations Monetary and Financial Con-
ference, Bretton Woods, New Hampshire, July 22, 1944. Entered into force
December 27, 1945. Amended effective July 28, 1969, by the modifications
approved by the Board of Governors in Resolution No. 23-5, adopted
May 31, 1968; amended effective April 1, 1978, by the modifications
approved by the Board of Governors in Resolution No. 31-4, adopted
April 30, 1976; and amended effective November 11, 1992, by the modifi-
cations approved by the Board of Governors in Resolution No. 45-3,
adopted June 28, 1990,” at http://www.imf.org/external/pubs
ft/aa/aa01.htm

13. The term “exchange rates” is used throughout this book to mean the
published values of one currency in terms of another, also called the
“nominal exchange rate.” Economists also use the terms “real exchange
rate,” which is a nominal exchange rate, adjusted for the price level/infla-
tion for each country in the currency pair. See Alan V. Deardorff’s “Glos-
sary of International Economics” at http://www-personal.umich.
edu/~alandear/glossary/ Also, Richard Cooper writes that the move-
ments of nominal exchange rates and real exchange rates are highly cor-

Coping with the Multicurrency...System 71



related in the short and medium run, except where very high inflation is
involved for either currency. In “Toward A Common Currency?” June
2000, presented at the conference on the Future of Monetary Policy and
Banking, organized by the IMF and the World Bank, at
http://www.worldbank.org /research /interest/confs /upcoming/paper
sjuly11 /cooper.pdf

14. John Maynard Keynes, “Europe after the Treaty,” The Economic Conse-
quences of the Peace (1919), Chapter 6, at http://socserv2.socsci.mcmaster.

ca/~econ/ugcm /313 /keynes/peace.htm
15. Edmund Andrews, “Fed Gives Mixed Sign On Rates—After 13th

Raise, Hints of More,” The New York Times, p. C1, 14 December 2005, at
http:/ /www.nytimes.com /2005/12 /14 /business/14fed.html?adxnnl=1
&adxnnlx=1134565380-D3vhdn3QUKhulM6é64MsAkkw.

16. “US Economy: Trade Deficit Widened to a Record (Update3),”
Bloomberg.com, 14 December 2005, at http://quote.bloomberg.com/

apps/news?pid=10000006&sid=a8uT5EhaQ2SU&refer=home
17. Floyd Norris “Off the Charts—Budget Deficit Getting You Down? Just

Take a Look at the Trade Gap,” The New York Times, p. B3.
18. Mark Landler, “In Guarded Tones, European Bank Raises Rates for
First Time in 5 Years,” The New York Times, p. C3, 3 December 2005, at
http://select.nytimes.com/gst/abstract.html?res=FBOE1FF63E550C718
CDDAB0994DD404482.
19. Email from Basil Moore to author, 16 February 2006.
20. Richard Cooper, “Toward A Common Currency?” June 2000, p. 1, pre-
sented at the conference on the Future of Monetary Policy and Banking,
organized by the IMF and the World Bank, at http://www.worldbank.
org/research/interest/confs /upcoming /papersjuly11 /cooper.pdf
21. See Yin-Wong Cheung, Menzie Chinn, and Antonio Garcia Pascual,
“Empirical Exchange Rate Models of the Nineties: Are Any Fit to Sur-
vive?” IMF Working Paper WP/04/73, April 2004, at http://www.
imf.org/external /pubs/ft/wp/2004/wp0473.pdf; and Selim Elekdag
and Ivan Tchakarov, “Balance Sheets, Exchange Rate Policy, and Welfare,”
IMF working paper, WP 04/63, April 2004, at http://www.imf.
org/external/pubs/ft/wp /2004 /wp0463.pdf; and Thomas Willett, “The
OCA Approach to Exchange Rate Regimes: A Perspective on Recent
Developments,” Claremont Colleges, Working paper 2001-04, April, 1999,
econ.claremontmckenna.edu/papers/2001-04.pdf. For an
example of application of theory to the exchange rate regime choice for
Kazakhstan and Pakistan, see Aasim Husain, “To Peg or Not to Peg: A
Template for Assessing the Nobler,” IMF Working Paper 06/54, February
2006, at http:/ /www.imf.org /external /pubs/ft/wp /2006 /wp0654.pdf.
22. Abdelali Jbili and Vigtali Kramarenko, “Box 1. Classification of
Exchange Regimes of the IMF Membership as of April 30, 2003,” Choos-
ing Exchange Rate Regimes in the Middle East and North Africa. Washington,

72 The Single Global Currency



D.C.: International Monetary Fund, 2003. pp. 4-5.

23. The words “yuan” and “renminbi” are often used interchangeably,
and sometimes together, to denote the Chinese currency. The ISO 4217
code for the Chinese currency is CNY, with “CN” for China and “Y” for
yuan, and the currency name at that site is “Yuan Renminbi,” at

http:/ /www.iso.org/iso/en/prods-services/popstds/currenc
codeslist.html. “Renminbi” is translated as “the Peoples’ Currency,” at
http:/ /www.chinatoday.com/fin /mon

As “yuan” is the more frequently used term, it’s used here exclusively.
For a discussion on Chinese translation, from English and Japanese,
including the terms for Chinese money, see http://www.cjvlang.
com /Spicks/interpreting.html

24. For excellent summaries of aspects of foreign exchange, see the expla-
nations in Wikipedia, e.g., for “foreign exchange market” at http://en.
wikipedia.org/wiki/Foreign exchange market

25. Christina Soon, “Yuan Has Biggest Gain Since Revaluation After
Wen’s Comments,” Bloomberg.com, 15 March 2006, at http://www.
bloomberg.com/apps/news?pid=71000001&refer=home&sid=aXWN
ONw6wEQL See also Bank of Canada online currency conversion utility,
at http:/ /www.bankofcanada.ca/en/rates/exchform.html

26. Alan V. Deardorff, “Deardorft’s Glossary of International Economics,”
at http:/ /www-personal.umich.edu/~alandear/glossary/.

27. Chong Y. Kim, “The System of Currency Board: The Experience of
Argentina,” working paper WP2003-006, Le Moyne College, Syracuse,
New York, at http://www.lemoyne.edu/library/megmt wp/wp2003-
006.pdf

28. Paul Krugman, editor, Currency Crises. Chicago, IL: National Bureau
of Economic Research, by University of Chicago Press, 2000. Promotional
paragraph, at http://www.press.uchicago.edu/cgi-bin/hfs.cgi/00/
14111 .ctl

29. In 2000, it was estimated that 50-70 percent, or $250-350 billion, of the
existing $500 billion in United States currency was held outside the
United States. “Text: Report on Foreign Use, Counterfeiting of US Cur-
rency,” Federation of American Scientists website at http://www.
fas.org/irp /news/2000/02/000228-bogus-usial.htm. See also “Passing
the Buck,” Forbes.com, “As of April 2004, nearly $700 billion in U.S. dol-
lars was in circulation. Somewhere from one-half to two-thirds of it,
mostly in $100 bills, was held overseas.” At http://www.forbes.com/
2006/02/11/cx_dal money06 0214moneyfactslide 21.html?thisSpeed=
6000

30. For many years, foreigners have been purchasing more assets in the
United States than its citizens have purchased abroad. In November 2005,
foreigners purchased $103.2 billion of domestic securities of the United
States. Of that amount, $5.9 billion were purchased by governmental

Coping with the Multicurrency...System 73



institutions, and $97.3 billion by private investors. US residents pur-
chased a net $14.1 billion in foreign securities. United States Treasury, at
http:/ /www.treas.gov /press/releases/js3079.htm

31. William Clark, “Petrodollar Warfare: Dollars, Euros and the Upcom-
ing Iranian Oil Bourse,” Emnergy Bulletin, 2 August 2005, at
http:/ /www.energybulletin.net/7707.html

32. Clark Kee, “Petroeuro Futures,” The Dubya Report, 25 October 2003, at
http:/ /www.thedubyareport.com/econirag.html.

33. William R. Clark, “Petrodollar Warfare: Dollars, Euros and the
Upcoming Iranian Oil Bourse,” Energy Bulletin, 9 August 2005, at

http:/ /www.energybulletin.net/7707.html; Krassimir Petrov, “The Pro-
posed Iranian Oil Bourse,” Energy Bulletin, 18 January 2006, at

http:/ /www.energybulletin.net/12125.html. See also Toni Straka,
“Killing the Dollar in Iran,” 26 August 2005, Asia Times, online at

http:/ /www.atimes.com/atimes/Global Economy/GH26Dj01.html. See
also Gwynne Dyer, “Iran, Oil and Euros: The War Scenario,” Arab News,
21 February 2006, at http://www.arabnews.com /?p.=7&section=0&arti
cle=78138&d=21&m=2&y=2006

34. Mohsin S. Khan, “What is Happening to the Petrodollars?” 27
November 2005, International Monetary Fund, at http://www.imf.org/

external /np/vc/2005/112705.htm
35. United States Dept. of Energy, “Non-OPEC Fact Sheet—Top World Oil

Consumers, 2004,” at http://www.eia.doe.gov/emeu/cabs/topworld
tables3 4.html

36. Andrew Krieger, op. cit., pp. 3-5.

37. Ibid., pp. 213-14.

38. “Central Banks Shun the Dollar,” Business Week Online, 23 February
2005, at http://www.businessweek.com /bwdaily/dnflash /feb2005/
nf20050223 0503 db053.htm

39. Richard McGregor and Andrew Yeh, “China Plays Down Idea of Sell-
ing Off Dollars,” Financial Times, 11 January 2006, at http://
news.ft.com/cms/s/37fee9b4-8231-11da-aea0-0000779e2340.html

40. Gunther Schnabl, “The Russian Currency Basket, The Rising Role of
the Euro for Russia’s Exchange Rate Policies,” Econ Working Paper 0512,
12 December 2005, at http://econwpa.wustl.edu/eps/if /papers/0512
0512005.pdf

41. Diego Valderrama, “FRBSF Economic Letter: What If Foreign Gov-
ernments Diversified Their Reserves?” Federal Reserve Bank of San Fran-
cisco, 29 July 2005, at http://www.frbsf.or ublications /economics
letter /2005 /e12005-17.html

42. International Monetary Fund, “Annual Report of the Executive Board
for the Financial Year Ended 30 April 2005,” Appendix, Table 1, p. 108,at
http:/ /www.imf.org /external /pubs/ft/ar/2005/eng/index.htm

43. Keith Bradsher, “Speculators Turn Away from China, Making Reval-

74 The Single Global Currency



uation Less Pressing,” The New York Times, 5 January 2006, p. C3.
44. David Lague, “China, a Trade Superstar, Accumulates Foreign Cur-
rency (and Anxiety),” The New York Times, 17 January 2006, p. C4.
45. Marion Williams, “Foreign Exchange Reserves: How much is
enough?” speech delivered at the Central Bank of the Bahamas, 2

November 2005, at http://www.centralbank.org.bb/Publications/
Adlith Brown lLec.pdf, and at http://www.bis.org/review/r060123c.
pdf

46. Robert A. Mundell, “Gold,” on his website at http://www.robert
mundell.net/Menu/Main.asp?Type=5&Cat=10&ThemeName=Gold

47. International Monetary Fund, “Annual Report of the Executive Board
for the Financial Year Ended April 30, 2005,” Appendix, Table 1, p. 108, at

http://www.imf.org/external /pubs/ft/ar/2005/eng/pdf/file7.pdf. For
the current value of an SDR, see the IMF utility at http:/ /www.imf.org/

external/np/fin/rates/rms sdrv.cfm. The SDR is composed of the sum
of .632 of the value of a US dollar plus .410 of the value of a euro, 18.4
Japanese Yen and .0903 of a U.K. pound. On January 5, 2006, for example,
an SDR was worth $1.44. And for the conversion of troy ounces into kilo-
grams, see the utility, “Online Metrics Conversion—US Standard & Met-
ric Unit Converter” by Science Made Simple, Inc., at http://www.
sciencemadesimple.net/conversions.html

48. Stephen Metcalf, “Believing in Bullion” (subtitled: “Believing and
Believing and Believing in Bullion—Currency Imbalances? Unsustain-
able Deficits? Impending Economic Collapse? For Some It’s the Golden
Age.”), The New York Times Magazine, 5 June 2005. p. 39, at http://
select.nytimes.com /gst/abstract.html?res=F10D14FB345D0C768CDDAF
0894DD404482.

49. “FXConverter—164 Currency Converter Results,” at http://www.
oanda.com /convert/classic.

50. Milton Friedman, Capitalism and Freedom. Chicago, IL: University of
Chicago Press, 1962, p. 40.

51. John Schmid, “G-7 Drafts Gold-Sale Plan To Cut Poor Nations” Debt,”
International Herald Tribune, 14 June 1999, as posted on website of Global
Policy Forum, at http://www.globalpolicy.org/socecon/bwi-wto
dbtpkg99.htm. See also, for continued efforts to sell gold from reserves,
Abid Aslam’s 2005 article, “World Leaders Agree Poor Countries Need
Debt Relief, But Can’t Agree on Plan,” from One World, 18 April 2005, at
Global Policy Forum at http://www.globalpolicy.org/socecon
develop /debt/2005/0418worldleaders.htm

52. International Monetary Fund, “A Fact Sheet, September 2005—Gold
in the IME,” at http:/ /www.imf.org/external /np /exr/facts/gold.htm
53. Of the 191 members of the United Nations, the following seven are not
members of the 184-member International Monetary Fund: Andorra,
Anguilla, Cuba, Democratic Republic of North Korea, Liechtenstein,

Coping with the Multicurrency...System 75



Monaco, and Nauru.

54. See www.goldmoney.com for a facility that keeps accounts as meas-
ured in grams of gold, and where customers can buy and sell gold and
use it for payments to other customers.

55. Robert E. Litan and Benn Steil, Financial Statecraft. London and New
Haven, CT: Yale University Press, 2006, p. 3, citing Richard Cronin’s,
“Financial Crisis: An Analysis of US Foreign Policy Interests and
Options,” April 1998, Congressional Research Report, 98-74, report for
the United States Congress, at http://countingcalifornia.cdlib.org/
crs/ascii/98-74

56. Kavaljit Singh, Taming Global Financial Flows. New York, NY: Zed
Books, 2000, p. 13. A lower estimate of $10-20 billion daily comes from

Lionel Trilling, “Money in Crisis,” at http://www.terratrc.org/PDE/

Sup3-MoneyInCrisis.pdf
57. Benn Steil, “The Developing world should abandon parochial curren-

cies,” Financial Times, 17 January 2006. Steil credits Martin Wolf and Jad-
dish Bhagwati for the coining of the phrase, “Achilles heel of
globalisation,” at https://registration.ft.com/registration/barrier?ref
erer=http://news.ft.com/home/europeé&location=http
percent3A//news.ft.com/cms/s/ef6ffc22-86bf-11da-8521-
0000779e2340.html

58. For a review of literature on capital controls, see Nicholas Magud and
Carmen Reinhart, “Capital Controls: An Evaluation,” National Bureau of
Economic Research, Working Paper 11973, January, 2006, at
http:/ /papers.nber.org/papers/w11973

59. Eric Schaling, “Capital Controls, Two-Tiered Exchange

Rate Systems and Exchange Rate Policy: The South African Experience,”

at http:/ /greywww.kub.nl:2080/greyfiles /center /2005/doc/110.pdf

60. “Treasury International Capital Data for September,” at the United
States Treasury website: http://www.treas.gov/press/releases/js3019.
htm. At that website are all the forms and reporting requirments for
financial institutions for the data that make up these reports.

61. Keith Bradsher, “Speculators Turn Away from China, Making Reval-
uation Less Pressing,” The New York Times, 5 January 2006, p. C3.

62. Alan Greenspan, “International Imbalances,” remarks before the
Advancing Enterprise Conference, London, 2 December 2005, at
http://www.federalreserve.gov /boarddocs/speeches /2005 /200512022
/default.htm

63. C. Fred Bergsten, “Rescuing the Doha Round,” Foreign Affairs, WTO
Special Edition.,, December 2005, at http://www.foreignaffairs.org/
20051201 faessay84702/c-fred-bergsten /rescuing-the-doha-round.html.

Also, Edwin Truman, Policy Amnalysis in International Economics 77—A
Strategy for IMF Reform.” Washington, D.C.: Institute for International
Economics, 2006. See also, speech by Tim Geithner, President of the Fed-

76 The Single Global Currency



eral Reserve Bank of New York, at the Financial Imbalances Conference
in London, 23 January 2006, at http://www.bis.org/review/
r060127a.pdf

64. For the 1949 origin of Murphy’s Law, as attributed to the US military
engineer, Major Edward A Murphy, Jr., who was working on rocket-sled
experiments to measure “g forces,” i.e., the force of gravity, see
http:/ /en.wikipedia.org /wiki/Murphy’s law

Coping with the Multicurrency...System 77



ECONOMISTS VIEW THE
PRE-EURO MULTICURRENCY
SYSTEM AND ITS EXCHANGE

RATE REGIMES

MOST ECONOMISTS WHO RESEARCH AND WRITE about the multi-
currency foreign exchange system approach it from the

7”1

view “inside the box,”' according to the ideas and theories
developed to understand the pre-euro and pre-Internet
economies. The two major questions remain:

How to value one currency compared to another, and

Why do those values rise and fall?
The absence of answers is not for lack of analysis. In a widely
used database of “International Finance” articles, there were
twice as many articles about “Foreign Exchange” than for any
other category.” Below are presented economists” views on the

current multicurrency system and its benefits and costs.

PURCHASING POWER PARITY

The purchasing power of money relates to two of the three
parts of the definition of money: to act as a medium of
exchange and as a unit of account. The “parity” concept comes
when the purchasing power of one currency is compared
to another by looking at prices of commonly available goods,
as are listed in consumer price indices such as the US
Consumer Price Index (CPI), or the European Monetary Union
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Index of Consumer Prices (MUICP).

The Economist magazine brought the concept to lay people
with its 1986 publication of the “Big Mac Index” based on the
price of McDonald’s “Big Mac” burger around the world.’
Nominal exchange rates, as traded on the markets, should
reflect the value of a currency, and should reflect, at some point,
the Purchasing Power Parity of a currency. However, notes The
Economist, “Economists lost some faith in PPP as a guide to
exchange rates in the 1970s, after the world’s currencies aban-
doned their anchors to the US dollar. By the end of the decade,
exchange rates seemed to be drifting without chart or compass.
Later studies showed that a currency’s purchasing power does
assert itself over the long run. But it might take three to five
years for a misaligned exchange rate to move even halfway
back into line,”* i.e., where the Purchasing Power Parity analy-
sis indicates that it should be.

To help understand why Big Mac Purchasing Power Parity
does not correlate well to nominal exchange rates, economists
have further analyzed the Purchasing Power Parity of the prices
of “tradable” ingredients in Big Macs, such as onions, beef, and
rolls which can be shipped anywhere in the world, and the
“non-tradable” ingredients such as rent and electricity.’ The rea-
son for the distinction is that exchange rates work best, in the-
ory, to bring price levels of countries into Purchasing Power
Parity to the extent that the goods of a country are traded with
those of other countries. If prices are not in parity, and not obey-
ing the “law of one price,” then consumers in the high-priced
country would purchase the same good in the lower-priced
country, after an exchange rate conversion. Such purchases
would, in turn, increase demand and the price in that country
and decrease demand in the home country—all of which leads
to the prices being brought into equilibrium.

At the extremes of the 12 January 2006 “Big Mac Index” for
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a Big Mac that costs $3.15° on average in the United States are
the nominal $1.30 price (10.48 yuan at the 12 January 2006
exchange rate) in China and the $4.93 price (6.36 Swiss francs)
in Switzerland. If there was “Big Mac” Purchasing Power Par-
ity among the three currencies, i.e., that the same amount of
money, whether measured in dollars, Swiss francs, or yuan
could purchase a Big Mac in any of the three countries, the nom-
inal Big Mac exchange rates to the dollar would be 3.33 yuan
and 2.06 Swiss francs to the dollar. Instead, the actual nominal
rates in the foreign exchange markets on 12 January were 8.06
yuan and 1.29 Swiss francs to the dollar. In other words, using
The Economist’s “Big Mac Index” PPP exchange rates (3.33 yuan
and 2.06 Swiss francs to the dollar, respectively), and if the
transaction costs for currency exchange were zero, you could
take $3.15 to Shanghai or to Zurich and barter dollars for yuan
or Swiss francs and purchase a Big Mac.

A Big Mac in China, Switzerland, and Turkey ($3.15 in the US)

China Switzerland Turkey

Local Price 10.48 yuan 6.36 Sw francs 4.11 Lira
Nominal Exchange

Rate 8.06 yuan/$ 1.29 Sw. Fr/$ 1.34Lira/$
Nominal Dollar

Price $1.30 $4.93 $3.07
Percent PPP to

Nominal -59% 57% -3%
PPP Exchange

Rate 3.33 yuan/$ 2.06 Sw. Fr/$ 1.31Lira/$
PPP Dollar

Price $3.15 $3.15 $3.15

Such a finding confirms the widely held view that the Chi-
nese yuan is undervalued and the Swiss franc is overvalued.
Nonetheless, two economists have found “compelling evidence
that the yuan is not substantially undervalued.”” For those who
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relish the experience of finding “good buys,” while the nominal
exchange rates remain widely divergent, it might be best to earn
your money in Switzerland and then vacation in China. Con-
versely, it’s probable that the exchange rate tends to dampen
Chinese enthusiasm for travel to Switzerland. The table above
includes the same data for Turkey, a country for which the “Big
Mac” PPP exchange rate, 1.31 Lira/$, is nearly identical to the
nominal exchange rate of 1.34 Lira/$.

The “Big Mac Index” has become so popular that others
have applied the idea to other items such as Ikea furniture. By
the “Ikea Index” for fifteen countries, its furniture is the least
expensive, using nominal exchange rates, in the United States.®

REAL EXCHANGE RATES/EQUILIBRIUM EXCHANGE RATES
Economists use the terms “real exchange rates” or “equilibrium
exchange rates” to measure what currencies should be worth, as
compared to each other, after factoring in Purchasing Power
Parity and inflation and other “fundamentals,” such as the
unemployment rate, GDP growth and money supply. The real
exchange rate is actually unreal, as it’s only a product of econo-
mists” analyses rather than coming from real exchange markets.
The nominal exchange rates, i.e., what we read in the newspa-
pers and on the Internet,” are rarely close to the real or the equi-
librium exchange rate.

In a 1998 study by the Institute for International Economics,
the US dollar was stated to be “overvalued by at least 30 percent
against the Japanese yen, in terms of sustainable medium-term
currency relationships.”" The study said that the “fundamental
equilibrium exchange rate of the yen should be between 77-95
yen to the US dollar. However, since 1 January 1998, the yen has
varied between the high of 101.55 yen to the dollar on 22
December 1999, and the low of 147.11 on 11 August 1998. Since
2000, the high has been 102.11 and the low 134.79 and not come
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close to the “real” value of 77-95 yen to the dollar.

Once again, we see the disconcerting terminology where a
larger number is labeled a “low,” and a smaller number is
labeled a “high.” On 3 January 2006, the rate was 116.35 yen to
the US dollar.”

In an effort to bring order to the vast amount of exchange
rate data, the Bank for International Settlements produces two
effective exchange rate (EER) indices for 52 major economies,
including the Eurozone countries separately and together.
Using data from 1994 forward, the indices are not based on any
one currency, such as a US dollar or euro, but are set using the
averages in 2000 at an arbitrary 100. The nominal EER’s “are
calculated as geometric weighted averages of bilateral exchange
rates” and the real EER’s are the nominal rates as adjusted by
relative consumer prices."

THE UNPREDICTABILITY AND VOLATILITY OF THE UPS AND DOWNS
OF EXCHANGE RATES

The other major focus of international economists has been to
find answers to the second of the two questions about exchange
rates: why they do they go up and down? The ultimate goal for
these economists is to predict and control the fluctuations in
order to achieve the currency stability that the people of the
world require. Thousands of articles, and many books, have
been written to explain the movements of exchange rates. Some
economists focus on the “fundamentals” of a currency, such as
productivity of the currency area or its cost of living or wealth.
Others focus on technical, and often mysterious, factors, as the
abbreviated list below indicates:

Elections: “Real Exchange Cycles Around Elections”"
Inflation Targeting: “The Exchange Rate & Canadian Inflation
Targeting”*
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Interest Rates: “The Link Between Interest Rates and Exchange
Rates—Do Contractionary Depreciations Make a Difference?”*
and “Interest Rate Shuffle”*

Level of Economic Development: “The Long-Run Volatility Puzzle
of the Real Exchange Rate”"

News: “What Defines ‘News’ in Foreign Exchange Markets?”"
Order Flow: “Order Flow and Exchange Rate Dynamics”"
Statistical Models: “A Semiparametric GARCH Model for For-
eign Exchange Volatility”*

Stock Returns: “The Causality Between Stock Returns and
Exchange Rates: Revisited”*

Technical Trading Systems: “The Interraction between Technical
Currency Trading and Exchange Rate Fluctuations”*

Tradable, Non-tradables Productivity Differential: “Real Exchange
Rates in Developing Countries: Are Balassa-Samuelson Effects
Present?”*

Trade Costs: “Remoteness and Real Exchange Rate Volatility”*

Another explanation of the volatility of exchange rates
comes from the nature of markets themselves. Ben Stein wrote
about Alan Greenspan, “Mr. Greenspan understands that mar-
kets are like sensitive children,”” and thus not entirely efficient
or rational.

When economists are honest enough to admit that they do
not understand some aspects of exchange rate economics, they
term the unknowns as puzzles.

Maurice Obstfeld and Kenneth Rogoff write of two
exchange rate puzzles. The first is the Purchasing Power Parity
puzzle which asks why the empirical data do not indicate a
close relationship between changes in the exchange rates and
changes in national price levels, as would be predicted by eco-
nomic theory.” Also, part of the working definition of exchange
rates is that they function to adjust the price levels of countries
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in the direction of the “law of one price,” or Purchasing Power
Parity. Again, however, the empirical data do not support a rela-
tionship.

The second multiple currency-related “puzzle is ‘the
exchange rate disconnect puzzle,” a name that alludes broadly
to the exceedingly weak relationship (except, perhaps, in the
longer run) between the exchange rate and virtually any macro-
economic aggregates.””

Obstfeld and Rogoff argue that including consideration of
trade costs helps to explain the puzzles, but they urge more
research.

Lucio Sarno addressed the above two puzzles and one addi-
tional, “the forward bias puzzle” whereby “high interest rate
currencies appreciate when one might guess that investors
would demand higher interest rates on currencies expected to
fall in value.””

What is less well known is the harm caused by “wild gyra-
tions of major exchange rates and the risk of instability of the
dollar,”” as Robert Mundell puts it. He gives four examples of
such harm:

“1. The debt crisis of the early 1980s was caused mainly by the
swings of the dollar: negative interest rates in the late 1970s led
to easy and lax borrowing, followed by soaring real interest
rates and dollar depreciation in the early 1980s, pushing emerg-
ing market countries all over the world into default.

“2. The tripling of the value of the yen after the Plaza Accord
between 1985 and April 1995 weakened balance sheets and
clogged up the Japanese banking system with non-performing
loans that persist to this day.

“3. The soaring dollar from 78 yen in April 1995 to 148 yen in
June 1998 set in motion the Asian crisis, by cutting off FDI from
Japan to SE Asia and undercutting the export markets of coun-
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tries whose currencies were fixed to the dollar.
“4. Similar stories could be told about the Russian and Argen-
tine crises.”*

THE US CURRENT ACCOUNT AND FISCAL DEFICIT DEBATE

Many economists say that the twin US deficits: current account
deficit and the federal government deficit cannot continue for-
ever. Raghuram Rajan of the IMF notes that the US current
account deficit approaches 6.25 percent of the USA GDP, “and
over 1.5 percent of world GDP. And to help finance it, the
United States pulls in 70 percent of all global capital flows.
Clearly, such a large deficit is unsustainable in the long run.”

Maurice Obstfeld and Kenneth Rogoff warn that such a day
of reckoning may not be far off and it will be serious, as they
refer to “the potential collapse of the dollar” and “the dollar
decline that will almost inevitably occur in the wake of global
current account adjustment.”* Paul Volcker wrote, “Under the
placid surface, there are disturbing trends: huge imbalances,
disequilibria, risks—call them what you will. Altogether, the
circumstances seem to me as dangerous and intractable as any
I can remember, and I can remember quite a lot.”*

The Institute for International Economics proposes “a three-
part package that includes credible, sizable reductions in the US
budget deficit, expansion of domestic demand in major
economies outside the United States, and a gradual but sub-
stantial realignment of exchange rates.”**

Some do not agree there is a danger, and even if there is,
how to fix it. Richard Cooper has written “that the startlingly
large US current account deficit is not only sustainable but a
natural feature of today’s highly globalized economy.”*

The current chair of the Federal Reserve, Ben Bernanke, has
stated that the US twin deficits are not a problem because they
have served to soak up a worldwide “savings glut.”* Others
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argue that the “savings glut” theory is not supported by the
data.”

THE EXCHANGE RATE AS SHOCK ABSORBER

Exchange rates and foreign exchange trading are believed to be
useful to the international financial system as “shock
absorbers.” We would argue that they only absorb the shocks, if
at all, on the redundant fifth wheel. By “shock,” economists
mean something that seriously disrupts an economy such as a
natural disaster or a labor strike or a financial bubble. With such
negative shocks, the exchange rate for a currency would likely
go down, making exports less expensive and therefore paving
the way for their growth. The IMF has recently established an
“Exogenous Shocks Facility” to assist member countries suffer-
ing from such shocks.* Interestingly, just as the freedom to con-
trol one’s own monetary policy usually means in the economic
literature the freedom to devalue, rather than revalue, the term
“shocks” is usually used to mean negative shocks rather than
positive shocks, such as the discovery of an oil field.

The large imbalance of trade between the United States and
China might be considered such a negative “shock” to the
United States, but positive to China, and classic exchange rate
theory would predict the value of the US dollar to decline rela-
tive to the yuan. US exports to China would then increase and
Chinese imports to the United States would decrease and the
imbalance would disappear. However, the Chinese trade for all
the countries in the world has been roughly in balance through
2004 so a large change in the dollar/yuan prices, which, in turn,
would affect all the currencies of the world; would not help
much. As Richard Cooper has pointed out, if the yuan increased
in value sufficiently to reduce Chinese exports to the United
States, there are several other Asian countries which could
export similar goods at lower prices, and these countries man-
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age their own exchange rates.” Another problem with the clas-
sic theory is that until July 2005, the value of the yuan was
strictly pegged at 8.28 to the US dollar. There has been a slight
loosening of the peg since then, but by the end of the year the
value of the yuan has increased by only about 2.7 percent, to
8.06 to the US dollar. Further substantial increases in the value
of the yuan will be very slow in coming, but the tripling of the
2004 overall Chinese trade surplus of $32 billion to $102 billion
in 2005 may alter that perspective.” If further increases come,
they would represent a shift in exchange rate regime, which
raises another category of economic debate: how should a coun-
try make such a shift from one exchange rate regime to another?
Slowly, answers one article.”

In an impassioned article supporting the UK’s joining the
EMU, Willem Buiter argues that in a financially integrated
economy, the value of an exchange rate shock absorber is mini-
mal. He states, “The ‘one-size-fits-all,” ‘asymmetric shocks,” and
‘cyclical divergence” objections to UK membership are based on
the misapprehension that independent national monetary pol-
icy, and the associated nominal exchange rate flexibility, can be
used effectively to offset or even completely neutralise asym-
metric shocks. This ‘fine tuning delusion” is compounded by a
failure to understand that, under a high degree of international
financial integration, market-determined exchange rates are
primarily a source of shocks and instability. Instead, opponents
of UK membership in EMU view exchange rate flexibility as an
effective buffer for adjusting to asymmetric shocks originating
elsewhere. I know of no evidence that supports such an opti-
mistic reading of what exchange rate flexibility can deliver
under conditions of very high international financial capital
mobility.”*

THE EXCHANGE RATE REGIME DEBATE
Since the collapse of the Bretton Woods system, central banks
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and economists have focused on the question of which
exchange rate regime should a country use: fixed or floating or
something in between. James W. Dean notes that “the debate
over ideal exchange rate regimes is the oldest and most central
debate in open-economy finance.”* Wrote Paul Krugman, “I
would suggest that the issue of optimum currency areas, or,
more broadly, that of choosing an exchange rate regime, should
be regarded as the central intellectual question of international
economics.”*

Much has been written simply to categorize the various
exchange rate options. Mark Stone and Ashok Bhundia of the
IMF list seven: “(i) monetary non-autonomy; (ii) weak anchor;
(iif) money anchor; (iv) exchange rate peg; (v) full-fledged infla-
tion targeting; (vi) implicit price stability anchor; and (vii) infla-
tion targeting lite.”*

The underlying assumption, which was not extensively
questioned until the development of the euro, was that curren-
cies should be issued by nations and managed by national cen-
tral banks or related institutions. Another specific assumption is
that “No Single Currency Regime Is Right for All Countries or
at All Times,” as the title of Jeffrey Frankel’s article states.*

It’s often forgotten that when an exchange rate declines, and
when exports are expected to increase, there are losers, too. For
example, importers must pay more for their goods and they
pass those increases on to consumers, if they’re still buying.
Thus, there is a risk of inflation, especially in a country which
imports a substantial portion of its consumer goods, such as the
United States. Other losers are foreign investors in the devalu-
ing country.

Many countries have tried to fix or peg the values of their
currencies to the US dollar or to other currencies. To support
such a “fix” or “peg,” central banks had to be prepared to inter-
vene in the foreign exchange markets by either buying or sell-
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ing their own currencies. However, due to the supply and
demand dynamics of the foreign exchange market, and its huge
size, central banks have found that their interventions could not
withstand the power of the market, and sometimes that realiza-
tion came with spectacular failure as with the 1992 Bank of Eng-
land defense of the pound, as described earlier.

Economists have studied the benefits and costs of the differ-
ent exchange rate regimes” and have gradually moved to the
view that in the multicurrency world, floating rates are best for
most countries. However, for small countries, it’s recommended
that they not have any independent monetary policy at all, and,
instead, join a monetary union or ize to an anchor currency.*

The question of which exchange rate to adopt became suffi-
ciently exasperating and puzzling that non-economic terms
emerged to explain economic behavior. Guillermo Calvo and
Carmen Reinhart suggested that “Fear of Floating,” with an
echo to Erica Jong’s book, Fear of Flying, led countries to refrain
from allowing their exchange rates to float.” Graham Bird and
Dane Rowlands referred to the question of exchange rate
regime choice as a “Bi-polar Disorder.”

While noting that “we are far from a consensus, however, on
the relative merits of managing such regimes through managed
floats or crawling bands,” Thomas Willett makes the point that
“this formal institutional distinction may well prove to be of
considerably less importance than the specifics of how either
type of regime is managed.”* Similarly, Jesus Lopez and Hugo
Mendizabal observe that most exchange rate regimes are actu-
ally intermediate regimes, somewhere in between pure floating
and pure pegged, regardless of their nominal characterization.”

One exchange rate regime puzzle bedeviling economists is
why the type of regime does not seem to make a macroeco-
nomic performance difference among countries. Assaf Razin
and Yona Rubinstein believe that there are discernible differ-
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ences if one uses different data and measurements.” In any
case, the performance differences are not large.

CURRENCY CRISES

Economists have written extensively about the currency crises
of the 1990s and focus on what caused them. One of the con-
cepts developed by economists is “Original Sin,” which
describes the inability of developing countries to borrow in
their own currencies, forcing them to borrow in hard currencies,
such as the US dollar.** Such borrowing contributes to subse-
quent currency crises. Whatever the original meaning of the
term, “Original Sin,” the real sin is that the existing multicur-
rency foreign exchange system continues to be tolerated, and
those developing countries are forced into hazardous financial
transactions.

Many articles describe “early warning systems” (EWS)
which list the criteria, such as debt to GDP ratios, to watch in
order to predict and avoid a currency crisis.”

These articles examine such criteria as the ratio of foreign
exchange reserves to GDP, and the growth of M1 and M2
money supply. None, however, recommends the best way to
eliminate a currency crisis, which is to replace a currency with
one that is more stable such as from a monetary union.

SUMMARY

The theories and observations of economists are often obscure
and hard to discern. Some understand that, at bottom, their
work must make sense, and that they must write for the people
of the world. They have to consider researching and writing
“outside the box.” This need to appeal to common sense was
confirmed by Robert Mundell when he mapped the “Optimum
Currency Area.” Arguing that there is a lower size floor for opti-
mum currency areas, he noted that tiny economic pockets could
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not reasonably have their own currencies, writing, “Such an
arrangement hardly appeals to common sense.”* The Single
Global Currency does appeal to common cents/sense.

Further research should be directed away from the twin
handles of the currency Holy Grail, the two questions of “What
value” and “Why fluctuate,” and toward the system which will
eliminate the economists” Sisyphean” pursuit: the Single Global
Currency. A key puzzle for this book is why the community of
international economists is not moving more rapidly toward a
consensus that the Single Global Currency should be imple-
mented.

At least, however, as Alberto Alesina and Robert Barro note,
the currency area discussion “has shifted toward one of desir-
able forms and sizes of currency unions,”* as we will see in
Chapter 4.
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Part 11

THE PRESENT TO THE FUTURE




MONETARY UNIONS

MONETARY UNION, also called a “currency union,” is created

when two or more currency areas, usually countries, share
a currency or currencies. To varying degrees the monetary
unions move the responsibility for the currency away from the
previous separate issuers and onto a union entity. In earlier
monetary unions, there was agreement among political entities
to accept the money of the other, essentially as legal tender. In
the twentieth and twenty-first centuries, a monetary union is
typically among countries which replace their own currencies
with the common currency, and the responsibility for the new
currency is assumed by a monetary union central bank.

THE IDEA OF MONETARY UNION

By 1582, the difficulties of valuing the coins of the various king-
doms, principalities, and republics of Europe led Gasparo
Scaruffi of Viareggio on the coast of Toscana' (now part of mod-
ern Italy), to propose the “alitinonfo” as a common currency,
with every mint in Europe producing the same coins with the
same characteristics, so as to create a standard currency.
According to 1999 Nobel Prize winner, Robert Mundell, “aliti-
nonfo” was derived from a Greek word meaning true light, and
if all of Europe had a single currency, this would give true light
to all transactions.
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EARLY MONETARY UNIONS

There have been many efforts to overcome the difficulties of for-
eign exchange by forming monetary unions, and some of the
better known are presented here.

Beginning in 1379 until the Napoleonic wars, cities along the
Baltic Sea and North Atlantic Ocean joined together in the trad-
ing association known as the Hanseatic League, and cities and
principalities inside Germany formed the Monetary Federation
of the Rhine.* Within each group there was agreement upon the
same gold and silver content for coinage.

From the 1600s until 1750, the British colonies of Connecti-
cut, Massachusetts Bay, New Hampshire, and Rhode Island
shared a paper currency unit and recognized each other’s paper
currency. Shmule Vaknin regards this union as the “first truly
modern example” of a monetary union,* even though it lacked
a central bank.

After the American Revolution, the thirteen states of the
United States decided in 1787 on a common unit of account,
with little more than the name of the “dollar,” but the value of
paper money depended upon the credibility, i.e., reserves, of
the issuing bank. Those thirteen states also formed a federal
political union.

In 1838 a German Monetary Union was established. “Baden,
Bavaria, Frankfurt, Hesse, Nassau Saxe-Meiningen (joined
later), Schwarzburg-Rudolstadt (joined later), and Wurttem-
berg agreed on a monetary union with the northern states
adopting the thaler and the southern states, the florin with a
fixed rate of exchange between them.”” In 1857 the Austro-
Hungarian Empire joined, but that union was dissolved by
Bismark, the prime minister of Prussia, in 1867 after the Battle
of Sadowa with the Austro-Hungarian Empire. The 1871 cre-
ation of the German Empire replaced the German monetary
union with political and monetary union, which then used the
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mark as the national currency.

As a political union is not required for a successful regional
or Global Monetary Union; the examples of monetary unions
within political unions are not discussed further in this book.
One of the objections to the Single Global Currency is that it
would require a world government, but that is not the case as
the examples in this chapter will show.

Although the US dollar began more than 200 years ago as a
common currency, the monetary role of the member states of
the United States has disappeared, and the monetary role of the
federal government has occupied the field. The US dollar is
now as national a currency as can be. The 1873 “gold mark” has
been succeeded by its German progeny with the same root
name, e.g., deutschmark, and then in 2002 by the euro.

In 1865, the Latin Monetary Union was established among
Belgium, Bulgaria, France, Italy, and Switzerland, and in 1868,
Greece and Romania joined. The monetary union continued
until World War I, and the members shared coinage of the same
values.

From 1873 through 1913, Denmark, Norway, and Sweden
(the latter two being politically joined until 1905), comprised the
Scandinavian Monetary Union which adopted the gold stan-
dard and the currency unit, the krona.®

TWENTIETH-CENTURY MONETARY UNIONS AND ACADEMIC
BACKGROUND
Princeton Economist Edwin Kemmerer became known as the
“Money Doctor” as he advised numerous countries around the
world on how to ensure a stable money system, including the
roles of central banks. In 1916, he proposed the creation of a
monetary union for all the Americas, with the unit to be called
the “oro,” the Spanish word for gold.”

Belgium and Luxembourg formed a monetary union in 1921
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where each accepted the currency of the other, with monetary
policy set by the Belgian Central Bank and “exchange regula-
tions overseen by a joint agency.”® This union was superseded
by the European Monetary Union and the euro.

In 1930, a fundamental innovation was proposed for mone-
tary unions: that the common currency be managed by a supra-
national central bank. This was the contribution of German
banker Hans Furstenberg at the Congress of the Pan-European
League in 1932.°

Henceforth, the money of most monetary unions was issued
and managed by their central banks.

In 1950, the British Caribbean Currency Board was estab-
lished among islands in the Caribbean. There have been subse-
quent inclusions and departures, and the successor Eastern
Caribbean Currency Authority was formed in 1965. In 1981, the
Treaty of Basseterre established the Organization of Eastern
Caribbean States and in 1983, the Eastern Caribbean Central
Bank and Monetary Authority was formed.” It now includes
Anguilla, Antigua and Barbuda, Commonwealth of Dominica,
Grenada, Montserrat, St Kitts and Nevis, St Lucia, and St Vin-
cent and the Grenadines. The authority’s central bank is located
in Basseterre, St. Kitts, and its currency, the Eastern Caribbean
dollar, is pegged at 2.7 to the US dollar, or at the value of $.37."
Other monetary union options are now being considered in the
larger Caribbean area.

In 1957, ]J. E. Meade wrote approvingly of a common cur-
rency for areas where there was significant labor mobility,
where workers could move freely to find work.”

In 1958, economist Tibor Scitovsky®” published Economic
Theory and Western European Integration, where he discussed
monetary union and presented the view that countries within a
monetary union tended to grow more alike." Thus, monetary
union was both a result of common economic interests and a
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cause of increased commonality. Both Meade and Scitovsky
were cited by Robert Mundell in “A Theory of Optimum Cur-
rency Areas.” He wrote, “In terms of the language of this paper,
Meade favors national currency areas whereas Scitovsky gives
qualified approval to the idea of a single currency area in West-
ern Europe.”"”

Robert Mundell is called the “godfather of the euro,” as the
idea for a European Common Currency received a major boost
with his 1961 article, “A Theory of Optimum Currency Areas.”
As he noted there, the idea of a European common currency
had been “much discussed” before his article,' but he gave it
the necessary theoretical backbone with that article and others
over the next twelve years, including the 1973, “A Plan for a
European Currency.””

Mundell’s thinking came in the context of the drive toward
Western European peace and unity after the devastation of
World War II and the draping of the Iron Curtain. The move-
ment toward openness in trade and finance was led by Jean
Monnet. In 1952, six countries moved dramatically toward the
elimination of trade barriers, first for coal and steel with the
establishment of the European Coal and Steel Community. It
was expanded to include all goods and services with the 1957
establishment of the European Economic Community, known
as the Common Market. That grouping led, in turn, to the for-
mation of the European Union with the 1993 adoption of the
Maastricht Treaty.

In his 1961 “Optimum Currency Areas,” Mundell wrote,
“Or, supposing that the Common Market countries proceed
with their plans for economic union, should these countries
allow each national currency to fluctuate, or would a single cur-
rency area be preferable? The problem can be posed in a general
and more revealing way by defining a currency area as a
domain within which exchange rates are fixed and asking:
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‘What is the appropriate domain of a currency area?””’® That,
perhaps, is the twenty-first century’s $64 trillion question.”

In 1967, and echoing the Belgium-Luxembourg union,
Brunei, Malaysia, and Singapore formed a monetary union, but
Malaysia exited soon afterwards on 12 June 1967. Brunei, now
known as Brunei Darussalam, and Singapore have 1:1 currency
parity, meaning that the Brunei dollar and the Singapore dollar
have the same value throughout the monetary union. They
manage their exchange rate regime with a currency board
which is required to have foreign exchange reserves equivalent
to 70 percent of the outstanding internal currency, and internal
liquidity reserves of 30 percent.”

Postwar independence for countries in French West Africa
led to the transformation of the colonial currency arrangements
to a loose monetary union linked to the French franc. The union
split into two monetary unions in 1994: the West African Eco-
nomic and Monetary Union (WAEMU) and the Central African
Economic and Monetary Community (CAEMC). They both use
what they call the CFA franc, but with slightly different values
and names; it stands for the Communaute Financiere Africaine
in the WAEMU and Cooperation Financiere en Afrique Centrale
in the CAEMC.

The WAEMU has eight member countries: Benin, Burkima
Faso, Ivory Coast, Guinea-Bissau (joined 1997), Mali (left in
1962 but rejoined in 1984), Niger, Senegal, and Togo. The
CAEMC has six countries: Cameroon, the Central African
Republic (C.A.R.), Chad, the Republic of Congo, Equatorial
Guinea (joined in 1985 and is the only non-former-French
colony), and Gabon. The WAEMU and CAEMC are also pursu-
ing further trade integration through tariff reduction and other
means.”

A list of existing monetary unions can be seen in the list of
prices for this book, inside the back cover.

104 The Single Global Currency



A VARIATION OF MONETARY UNION: “IZING” AND “IZATION”

The term “dollarization” was applied by economists in the
1990s to the practice of a country using the US dollar as its own
currency.” Then the term was applied to the practice of coun-
tries using as an “anchor” another currency, such as a euro, and
thus the term, “euroization.” The generic process is called here
“izing” or “ization.””

The use by one country of another’s currency has been a
long standing practice, because of military conquest, colonial-
ism or voluntary cooperation. However, as the one-nation-one
currency custom reached its peak after the independence of
colonized countries in Africa, and from the former Soviet
Union, ization was one of the processes reflecting the counter-
trend toward monetary unions. This was especially true for
small countries for whom an independent monetary system
was an expensive and even dangerous option.

The best known recent examples of izing to the US dollar are
Ecuador and El Salvador, which separately adopted the US dol-
lar as legal tender in 2000 and 2001, respectively.*

Ecuador had a GDP of $20 billion in the 1990s, but it had
fallen to $13 billion by 2000 due in part to the border war with
Peru and excess government deficit spending which brought
high inflation. Ecuador’s foreign debt was more than $16 bil-
lion. There were extensive negotiations with the International
Monetary Fund about monetary assistance, but on 9 January
2000, President Mahuad abruptly announced the plan to ize to
the US dollar, or dollarize.® Stanley Fischer, then the first
deputy managing director, wrote, “If they had asked us, we
would have said that the preconditions for making a success of
dollarization were not in place. In particular, the banking sys-
tem was unhealthy and the fiscal position was weak.”* Mahuad
was overthrown eleven days later, but his successor chose to
continue the dollarization and the new system continues. Infla-
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tion and interest rates have dropped dramatically. This is per-
haps another example of how economists advise against actions
which are nevertheless taken and become successful.

El Salvador dollarized on 1 January 2001 pursuant to the
“Monetary Integration Law.” Despite initial confusion, the new
monetary exchange rate regime seems to be working as infla-
tion is relatively low at 5 percent and GDP has almost doubled
since 2001.” El Salvador’s connection to the dollar is strength-
ened by the annual volume of expatriate remittances, $2.4 bil-
lion or 15.4 percent of GDP, which are sent to the country in US
dollars®

Benn Steil, of the Council on Foreign Relations, approvingly
notes that Ecuador was Latin America’s “star performer” in
2004 with 6.6 percent GDP growth with 2.7 percent inflation,
and he urges other countries to follow, saying, “the best option
for developing countries intent on globalising safely is simply
to replace their currencies with internationally accepted ones,
namely the dollar or the euro.””

Other countries which are ized to the US dollar, or dollar-
ized, are the Marshall Islands, Micronesia, Panama, Timor-
Leste, and Palau, the smallest member nation of the United
Nations. With a population of only 20,300, it made no sense for
Palau to have an independent monetary policy or currency
area.

UN member countries which have euroized are Monaco,
Andorra, Liechtenstein, Montenegro (which shares a UN seat
with Serbia, but which is not euroized), and the Vatican.

Ized to the Australian dollar are Kiribati, Nauru, and
Tuvalu.

A major concern about ization is that the chosen anchor
country have stable monetary policies with stable exchange
rates. Jeffrey Frankel and Andrew Rose note that the benefits of
such ization depend upon the strength and stability of the
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anchor and not only whether the economies of the ized and
anchor countries are integrated.”

In choosing an anchor currency, one would think that size
equals stability, but the two largest currencies, the US dollar and
the euro, have fluctuated widely against the other since the 1
January 2002 full implementation of the euro. Another major
concern about ization is the lack of a vote at the monetary pol-
icy decision table, i.e., the US Federal Reserve Board or the
European Central Bank Governing Council. Even if such a vote
might not have much weight, it would preserve some measure
of dignity for the residents of the ized country. This problem of
ization without representation will be familiar to citizens of the
US whose own revolution from 1775-83 was powered by the
slogan, “No Taxation Without Representation.”*!

A related issue is the value of the seigniorage to the country
issuing currency. Seigniorage is the profit accruing to the central
bank issuers of currency which equals the nominal value of the
currency minus the cost of production and reissuance. In the
United States, for example, it costs 5.7 cents ($.057) to print a
paper note, regardless of the denomination. Thus, the seignior-
age is 94.3 cents ($.943) for a $1 bill, and $99.94 for a $100 bill.*
The value of seigniorage to an issuing bank depends upon the
relative usage of cash in an economy compared to other means
of transacting business, but for most currency areas, the value is
.5 percent of GDP or less.® A bill named “The International
Monetary Stability Act” was introduced into the US Congress in
1999 to assist countries with the dollarization process. The bill
provided for sharing seigniorage with countries which dollar-
ized, but it didn’t become law.* Its failure was a loss for the US
and the world. Even though ization is an imperfect means of
monetary union, it is better than an independent monetary pol-
icy for most small nations, and is a genuine step in the direction
of the 3-G world.
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TWENTY-FIRST-CENTURY MONETARY UNIONS

The European Monetary Union and the Euro

Although the euro was established in the 1990s and was for-
mally introduced on 1 January 1999 as a unit of account for
banks and corporations, it’s designated here as a twenty-first
century monetary union because euro coins and bills became
available to the people of the twelve member countries on 1 Jan-
uary 2002.

C. Fred Bergsten writes that the euro has been a “spectacu-
lar success” and that “countries throughout the world are
expressing their admiration for the euro by seeking to join or
emulate it.”®

The vision for European monetary union took hold as polit-
ical reality in 1971 when the Werner Commission recommended
that Europe proceed with planning for a common currency.* In
1988, the Delors Commission continued those recommenda-
tions for a common currency.

In 1992, the Treaty on European Union was signed in Maas-
tricht, the Netherlands, and when ratified in 1993, it was infor-
mally called the Maastricht Treaty.

Quite elegantly, the treaty RESOLVED, among other goals,
“to achieve the strengthening and the convergence of their
economies and to establish an economic and monetary union
including, in accordance with the provisions of this Treaty, a
single and stable currency.””

With twelve member countries with a total Gross Domestic
Product in 2003 of $8.2 trillion, or 75 percent of the United
States,” the European Monetary Union is the largest and the
most important monetary union in the world. The twelve are:
Austria, Belgium, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, Netherlands, Portugal, and Spain.

Three other members of the European Union have thus far
decided not to adopt the euro, as joining was optional for the
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original fifteen EU members. Denmark voted by referendum
53.1 percent to 46.9 percent against the euro in September, 2000.
However, the Danish currency, the krone, “is still closely linked
to the euro via the Exchange Rate Mechanism, ERM II. Danish
monetary policy thus shadows the policy of the European Cen-
tral Bank, ECB.”* In practical terms, the value of the krone has
not varied from the mid-point-value, 7.45 krones to the euro, by
more than .05 krone, i.e., from a low, from the perspective of the
euro, of 7.5046 and a high of 7.4008. For euro members, the
krone has varied by no more than €.0018, i.e., far less than a
euro cent, from a low of €.1333 to a high of €.1351.* The ERM II
mechanism is the same mechanism, or probationary phase,
through which potential members of the Eurozone pass on their
way to adopting the euro.

On 14 September 2003, almost two years after the euro had
been circulated among the twelve member countries, Sweden
voted by referendum 56 percent to 42 percent against adopting
the euro. The United Kingdom has not formally voted on the
euro either in the Parliament or by referendum since the gov-
ernment has neither generated nor found sufficient popular
support.

In contrast to Denmark’s link to the euro, Sweden and the
United Kingdom allow their currencies to float on the currency
markets. Since the 1999 establishment of the value of the euro,
Sweden’s krona has varied by 10.34 percent in both directions
from the midpoint of 9.00 kronas to the euro, for a total swing
of 20.68 percent. The UK pound has varied 11.9 percent from the
midpoint of .647 pounds to the euro, for a total swing of 23.8
percent.” Such fluctuations have no real connection to the real
health of the economies of the currency areas, and little correla-
tion to Purchasing Power Parity; and that is a major problem
with the multicurrency foreign exchange system—its detach-
ment from the reality of money and the people who use it.
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In May 2004, ten countries were admitted into the European
Union, with the requirement that they all join the European
Monetary Union. The ten Accession countries, or “New Mem-
ber States,” are: Cyprus, Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Malta, Poland, Slovakia, and Slovenia. Of the
ten, it's expected that Slovenia, and perhaps Lithuania, will
introduce the euro on 1 January 2007, and the remaining Acces-
sion countries will follow over the next several years as they
work to bring their economies and monetary systems into line
with the EMU guidelines.*

How the European Central Bank (ECB) Works
Willem Buiter described the governing structure of the ECB,
“Technically, the national central banks are the shareholders of
the ECB. The Maastricht and Amsterdam® treaties distinguish
between the ECB and the European System of Central Banks
(ESCB), the collective of the ECB and the national central banks.
In publications of the ECB and in public statements of its Exec-
utive Board members, there are frequent references to the
‘Eurosystem.” Each national central bank provides one member
of the decisionmaking Governing Council of the ECB (which
consists of the eleven [now twelve] national central bank gov-
ernors and six Executive Board members) and certain aspects of
the implementation of the centrally determined monetary pol-
icy are administratively decentralized through the NCBs
(national central banks). None of this detracts from the reality
that the ECB/ESCB is a “unitary’ central bank. Monetary policy
authority is unambiguously centralized in Frankfurt and the
NCBs have effectively become the regional branch banks of the
ECB.”#

Like other central banks, the European Central Bank con-
trols interest rates and the money supply within its currency
area, the Eurozone. The bank has inevitably been compared to
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the US central bank, the Federal Reserve, and one recent study
by Paul De Grauwe and Claudia Storti found it to be similarly
effective.” From the beginning, the ECB has rigorously pursued
its chartered goal of price stability,* to the apparent exclusion,
according to critics, of other goals such as full employment. As
inflation has stayed close to two percent, there have been few
interest rate changes. In December 2005, the Governing Council
raised a key interest rate to 2.25 percent, the first change in five
years. The ECB then quickly reassured the markets that it had
no plans for further increases, lest anticipation of such increases
cut off planned investments.”

There is little question that the euro has been a remarkable
achievement, and that the Eurozone is growing. There are ques-
tions, however, about how to make it better and how to make
the European economy grow more rapidly. The three EU mem-
bers who have thus far opted out, Denmark, Sweden and the
UK, are continually evaluating their option to join; and they
will ultimately join when their citizens and governments
believe joining to be in their best interests. Already, there are
studies about what might have been the economic results of
joining. One study found that the UK would have benefited.*

It remains to be seen how much financial integration will
occur within the EMU, and to what extent it will be a direct or
indirect result of the creation of the Eurozone. One area of
progress is with non-cash payments across national borders,
which still are managed by nation-centered banks. In March
2002, just after the introduction of the euro bills and coins to the
public, the major banks of the EMU launched the plan for SEPA,
the Single Euro Payments Area. The SEPA goal is that “individ-
uals and corporations are able to make cashless payments
throughout the euro area from a single payment account any-
where in the euro area using a single set of payment instru-
ments as easily, efficiently and safely as they can make them
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today at the national level.”* SEPA is expected to be fully imple-
mented by 2010, with ATM and debit cards to be fully recog-
nizable across the Eurozone. Such consolidation is expected to
save consumers and corporations (and cost banks) approxi-
mately €13-29 billion through lower payments charges which
are expected to drop to 30-60 percent of current levels.”

Future Twenty-First-Century Monetary Unions

Inspired by the success of the euro, countries around the world
are exploring whether to join an existing monetary union or
start a new one. With each such option, there are studies of
whether such a geographical grouping constitutes an “opti-
mum currency area.” Optimal or not, the people of the world
are slowly asserting their interest in euro-like currencies.

ARABIAN GULFE:" The six countries of the Gulf Cooperation
Council—Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and
United Arab Emirates—are forming a monetary union with a
single currency to be launched in 2010. The council is consult-
ing with the European Central Bank which has recommended
the establishment of a “supranational GCC monetary institu-
tion...to conduct a single monetary and exchange rate policy
geared to economic, monetary, and financial conditions in the
monetary union as a whole.”

Not surprisingly, the ECB-based authors recommended that
tiscal policies of the six states be coordinated within a frame-
work, echoing the EU’s Growth and Stability Pact.

The IMF has contributed to the project with a paper recom-
mending the use of uniform economic statistics, and the cre-
ation of a GCC-wide statistical unit, “Gulfstat,” which would
do for the Gulf what Eurostat and Afristat do for Europe and
Africa, respectively.”

EuroPE/Asia: Since the breakup of the Soviet empire, sev-
eral former satellites have considered monetary union with
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Russia. The most promising is with Belarus. The Tass News
Agency quoted the Belarussian Central Bank Chairman Pyotr
Prokopovich as saying, “The agreement signed in 2000 says that
the Russian ruble shall become the legal tender in Belarus start-
ing from 1 January 2005, and the Union will have a common
currency starting from January 1, 2008.”* However, these
timetables have slipped. In September 2003, Belarus, Kaza-
khstan, Russia, and Ukraine signed an agreement to create a
common market and a common currency within five to seven
years.”

AFRrIcA: In addition to the two CFA zones, there are several
other combinations of African countries which are considering
monetary union.”* Five countries, Ghana, the Gambia, Sierra
Leone, Guinea, and Nigeria are forming the West African Mon-
etary Zone which will issue the common currency, the “eco.”
While previous implementation goals have been missed, the
current plan is to introduce the “eco” by 2010.”

In southern Africa, the sixteen-member South African
Development Community, led by South Africa, is planning a
free trade area by 2008, a customs union by 2010, a common
market by 2015, and a monetary union by 2016.*

In East Africa, the countries of Kenya, Tanzania, and
Uganda plan to have a common currency by 2009, a common
stock market, and even a federal constitution and court sys-
tem.”

Most ambitiously, the director of the Reserve Bank of South
Africa has urged monetary union for the entire African conti-
nent by 2025.

AUSTRALIA AND NEW ZEALAND: Many studies, with
ambiguous results, have been done on the viability of New
Zealand joining Australia in a two-country monetary union.”
The most thorough is the 1999 study by Andrew Coleman, who
was then working for the New Zealand Treasury. Noting that
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New Zealand is the smallest OECD country with an independ-
ent monetary policy, he recommended either izing to the US
dollar or Australian dollar, or joining in a monetary union with
Australia.®? Due to the size differential, and because there would
be only two member countries, the idea has not moved for-
ward.”® At nearly every high level finance or economics meeting
between the two countries, the subject arises, which is a sign of
public and media interest.*

Pacrric Istanps: T. K. Jayaraman has concluded that the
Pacific Island countries do not yet meet the OCA criteria for
them to join in a monetary union, and urged further steps
toward economic integration beforehand.®® Options being con-
sidered are monetary union with Australia or with a future East
Asian monetary union, or an izing relationship with the Aus-
tralian or US dollar.

Soutn Asia: The South Asian Association for Regional
Cooperation (SAARC), was established in 1985 and is com-
posed of seven countries: Bangladesh, Bhutan, India, Maldives,
Nepal, Pakistan and Sri Lanka. In January 2004 Indian Prime
Minister Vajpayee urged a South Asian common currency, and
a subcommittee of the association has recommended monetary
union by 2020.%

East Asia: The leading advocate for East Asian monetary
union has been Haruhiko Kuroda, director of the Asian Devel-
opment Bank. He stated in October 2005, that “our long run
objective should be the creation of an Asian monetary union
with a single currency.”” In spring 2006, the Asian Develop-
ment Bank planned to launch an “Asian Currency Unit” (ACU),
which would consist of a specific mix in a basket of Asian cur-
rencies and be used as a monetary benchmark for the region.*
It is modeled after the pre-euro European Currency Unit (ECU).

In November 2005 and using OCA criteria, Arief Ramayandi
examined five ASEAN countries (Indonesia, Malaysia, the
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Phillipines, Singapore, and Thailand) and found that they
“appear to be relatively suitable to form a monetary union.”
As it has done for other prospective monetary unions, the Euro-
pean Central Bank studied the prospects for East Asian mone-
tary union and inconclusively suggested that “further progress
in real and monetary integration may prove instrumental in
shaping ongoing developments in the sphere of domestic poli-
cies (including monetary and exchange rate policies) and
regional cooperation efforts.””

SoutH AMERICA: While ization to the US dollar, as imple-
mented by Ecuador and El Salvador, seemed a valid option to
some, no other South American country has followed their
path. Instead, the South American countries are pursuing the
path of trade integration, as did the European Community. In
December 2004, twelve nations created the “South American
Community of Nations” at a summit in Cuzco, Peru.” This bloc
appears to supercede and integrate the two previous trading
groups: MERCOSUR and CAN. The four southernmost coun-
tries—Argentina, Brazil, Chile, and Uruguay—belong to MER-
COSUR” but had not developed an explicit plan for a common
currency. Nonetheless, the issue has been studied.” The north-
ern Andes mountain range countries of Venezuela, Columbia,
Ecuador, Peru, and Bolivia form the Andean Community of
Nations (CAN).

NorTH AMERICA: Several economists and others have rec-
ommended monetary union among Canada, Mexico, and the
US. Most of the impetus comes from Canadians, including Her-
bert Grubel, who coined the name “amero” for the proposed
common currency. He wrote, “The Case for the Amero” in
1999."* Mexico’s President Vicente Fox, inaugurated in 2000,
urged the United States toward stronger trade ties, including a
monetary union.” However, and similar to New Zealand’s
dilemma, there is a clear size differential among the three, and
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an aversion by the smaller countries to being swallowed by the
larger US. When the European Monetary Union was estab-
lished, it was clear that Germany was the economic power-
house, but it was not so much bigger than the others that they
felt they were izing to an anchor rather than joining a union of
equals. George von Furstenberg recommends ization for Mex-
ico to the US dollar,” but as that is likely to be as politically
unpalatable to Mexicans as immediate full monetary union
would be to the US, perhaps some politically feasible middle
ground can be developed.

In 1964, five Central American countries formed a Monetary
Council with the goal “to promote the coordination of credit
and exchange policies which would progressively form the
basis of a Central American Monetary Union.”” The countries
are Costa Rica, El Salvador, Guatemala, Honduras, and
Nicaragua, but political turmoil in Nicaragua and El Salvador
subsequently diminished the prospects for success.

BENEFITS AND COSTS OF MONETARY UNIONS — BENEFITS

Until a single Global Monetary Union is implemented, all mon-
etary unions will still exist in a multicurrency foreign exchange
world and will not fully realize the benefits of monetary union.
Therefore, the extent of most of the benefits described below are
proportional to the ratio of countries’ economic activity and
financial flows within the union and outside.

To the extent that a monetary union solves the problems of
the existing multicurrency foreign exchange system for a coun-
try or countries, the benefits and costs are, in some ways, the
flip side of the previously discussed benefits and the costs of the
existing system. First come the benefits.
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1. Reduce the Total Cost of Foreign Exchange Transactions
When a country joins a monetary union, there are no longer any
foreign exchange transactions among member countries. The
transaction costs, are reduced in the ratio of the value of intra-
monetary union transactions to extra-monetary union transac-
tions. For example, while there were foreign exchange
transactions with deutschmarks and French franc pairs, both
those currencies were also traded with non-European currencies
as well. The former transactions have disappeared, and the latter
have been replaced by foreign exchange trading with the euro.
Included in such savings will be the previously incurred
costs of hedging against fluctuations of currencies now within a
monetary union. Such hedging, which can be called “currency
fluctuation insurance,” might have included such foreign
exchange transactions as buying and selling currencies for
future delivery as described in Chapter 2.7 Also diminished are
the costs of translating foreign exchange values for corporations
and individuals with assets and operations in the monetary
union area. Gone, too, are the speculators in the currencies
which have disappeared. In Europe, the legions of people who
can describe how they made, or lost, their fortunes by speculat-
ing in lira or guilders are diminishing in number. It wasn’t pro-
ductive work.

2. Increase Asset Values
One of the most dramatic effects of monetary union is the
increase in financial asset values which occurs when currency
risk and interest rates decline. John Edmunds and John
Marthinsen first described this dramatic effect in their book,
Wealth by Association, Global Prosperity through Market Unifica-
tion.”

Briefly, the effect is that a decline in interest rates increases
the ability of people to borrow to finance investments and
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expansion, which increases the demand for such assets. That
increased demand results in higher value for assets. This effect
begins when the prospects for monetary unification become
real to investors. Edmunds and Marthinsen wrote, “Adopting a
stable foreign currency or creating an enduring currency union
is an instantaneous way to reduce country risk, to stimulate eco-
nomic growth, and to deliver a massive increase in a nation’s
wealth.”®

In 2005, they used their analysis to show that the increase in
asset values in the ten New Member States in the Eurozone in
the years 1993-2003 was between €5 and €11 trillion, and the
effect continues. They state, “After our analysis of the primary
effects of currency unification, we describe dynamic processes
of wealth creation that last beyond the initial quantum leap. The
decline in a nation’s currency risk unleashes an array of benefi-
cial growth-generating forces, such as increased rate of output,
intra-regional trade, specialization and logistic efficiencies.”*
One illustration of the phenomenon came in March 2006 when
Moody’s Investors Services increased the bond ratings for 7
EMU-bound countries because those countries “are set to bene-
fit from participation in the EU’s Exchange Rate Mechanism
(ERM2).”7

They also applied their analysis to understand the possible
effect on asset values in Italy if it seceded from the EMU,
thereby increasing Italy’s currency risk. They predicted that a
loss in value of financial assets would be more than €4 trillion.*
That’s a substantial proportion of the value of all financial
assets in Italy.

Richard Cooper noted in 2000 “that among Latin American
countries long-term fixed interest mortgages exist only in
Panama, a country that uses the US dollar domestically.* Pre-
sumably, that list would now include the dollarized Ecuador
and El Salvador. When the countries in the Americas join a
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monetary union, whether by izing or by formal representative
monetary union, the stabilization of their currencies will result
in the availability of such long-term mortgages and an increase
in the value of the underlying real estate. Similarly, with the
assurance of stable returns of interest, the values of financial
assets will rise.

3. Reduce the Need to Maintain Foreign Exchange Reserves
Banks maintain reserves for several reasons. Internally, there
must be sufficient reserves of coins and cash to supply banks
within the country which may be subjected to large, or even
panic, demand. Also, reserve requirements can be used to affect
the size of the money supply as they determine the percentage
of deposits that can then be loaned, which together with cash in
circulation is known as the M1 money supply.®

In the US, pursuant to the Monetary Act of 1980, the Federal
Reserve Board of Governors sets the reserve requirement for all
banks and credit unions and other similar depository financial
institutions. The reserve amounts must be in “vault cash” or
demand deposits at a Federal Reserve Bank. For “transaction”
accounts, i.e., checking and other very liquid accounts, the
reserve requirement is three percent for banks with total
deposits between $7 and $47.6 million and ten percent for larger
banks.*

Foreign exchange, or international, reserves are maintained
by central banks for similar, but external reasons. There is a
stubborn belief that with more reserves, there will be more con-
fidence in the quality of a currency, so central bankers are natu-
rally inclined to accumulate foreign exchange reserves. The
foreign exchange reserves can be used to intervene in the cur-
rency markets to buy and sell one’s own currency, and to
respond to a current account deficit.” An initial result of a mon-
etary union is that the member countries no longer need to
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maintain foreign exchange reserves, but would continue to sup-
port members’ banks with their reserve requirements and other
operational support. The central bank of the monetary union is
the holder of the foreign exchange reserves.

4. Reduce the Balance of Payments/Current Account Problem for
Every Country or Monetary Union

As the number of countries and trading partners in a monetary
union increases, the proportion of intra-union trade to extra-
union trade would increase. Correspondingly, the scope of con-
cern for the balance of payments by the central bank of the
monetary union would decrease, in relative terms. For example,
if Germany was party to twenty percent of France’s interna-
tional trade before the euro and vice versa, then the interna-
tional exposure to balance of payments problems for each
country and the EMU, other things being equal, was reduced by
twenty percent thanks to the implementation of the euro. Some
European countries may have had large trade deficits with their
future EMU partners, and smaller trade surpluses with the
extra-European world. After the euro, their net contribution to
the EMU current account would have been positive.

5. Reduce the Risks of Excessive Capital Flows among Currencies and
Countries
Large capital flows can be a major problem for small and under-
developed countries with fragile monetary systems. It’s been
known for some time that large capital flows among currencies
can be disruptive to their values. At Bretton Woods, IMF Article
of Agreement #6 reserved the right of member countries to use
capital controls to limit capital flows.

Large capital flows caused or exacerbated all the recent cur-
rency crises. What's often overlooked in the discussion of capi-
tal flows is that they are a problem only when moving from one
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currency to another. Within a currency area, they may cause
price fluctuations, but there is no risk of a currency crisis.

Within a currency area, there are surely large flows of capi-
tal back and forth, but to the extent that there are concerns at all,
they are about differences in income among regions within that
currency area and not about the risks of a flow-induced cur-
rency crisis. We do not hear concerns about capital flows
between the Netherlands and Portugal, or between Grenada
and St. Lucia, or between New Hampshire and California.

6. Reduce the Cost of Operating an Entirely Separate Monetary
System

Running a monetary system is complex work. To the extent that
the foreign exchange work performed by multiple countries is
replaced by the work of a single central bank, the total costs will
be reduced. Since the adoption of the euro, the total number of
people employed by the Eurozone’s central banks, now includ-
ing the European Central Bank, has declined.

7. Separate the Value of Money from the Value of a Particular
Country

The value of money in a monetary union is a function of confi-
dence in the money and the custodian of the money, and not in
any single country or its economy or its leaders. As Basil Moore
has written, “Confidence is absolutely essential to the general
acceptability of money.”® Even in a two-country monetary
union, such as the Brunei Darussalam-Singapore monetary
union, the value of the money does not depend upon the per-
ceptions of a single country, but of the joint custodians of the
money. The larger the monetary union, the more secure is that
perception that the value of one’s money is protected by some-
thing larger than one’s own elected officials.
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8. Reduce National Currency Crises, e.g., Mexico, Argentina, East
Asia, Russia

For some countries, this can be the most important effect of sep-
arating a national government from a currency. In each recent
currency crisis, sellers of a currency were doubting that the
country issuing the currency was stable enough to ensure the
stability of the currency. While a currency crisis in a currency
union is not impossible, it’s far less likely to occur for large
monetary unions than small ones, and less likely for monetary
unions than for national currencies. In short, it’s less likely to
occur when the people know that the currency is being man-
aged by people with the goal of monetary stability high on the
list of priorities.

9. Reduce the Possibility of Currency Exchange Rate Manipulation by
Countries

In 1988, the US Congress passed the Omnibus Trade and Com-
petitiveness Act which requires the Secretary of the Treasury to
report to the Congress semi-annually about countries which
unfairly manipulate their currencies. The May 2005 report urges
China to loosen exchange rate controls on its pegged yuan cur-
rency.” As dramatic as such reports are—and the US Treasury is
seeking to generalize the report so it doesn’t focus so directly on
individual countries®—there is nothing new about this concern
about what other countries will do for their currencies.

During the Great Depression, several countries devalued
their currencies in order to increase their exports, but the net
result was close to zero change in the trade balance and a great
loss of income, as each devaluation canceled out the other. The
IMF Articles of Agreement, crafted at Bretton Woods, explicitly
discourage such exchange rate manipulation, directing mem-
bers to “avoid manipulating exchange rates or the international
monetary system in order to prevent effective balance of pay-
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ments adjustment or to gain an unfair competitive advantage
over other members.”*! The irony of the country with the largest
current account problem, with its prospects for devaluation of
its currency, complaining about the currency manipulations of
other countries is surely not lost on those other countries.

In any case, countries in a monetary union do not have the
ability to manipulate their own currency. Thus, the economic
nostalgia that exists for some in such countries as Italy, which
almost made devaluation an element of trade policy, may be
misplaced. Those practices violated the spirit of Article IV, and
unfairly moved onto other countries the burden of fixing local
economic problems.

10. Reduce Inflation, Thereby Ensuring Low, Reasonable Interest
Rates

Independent of the governments of the members of a monetary
union, the central bank is chartered to promote monetary and
price stability, which should lead to low inflation.

As predicted by the theory of “the impossible trinity”, this
benefit is limited by the ability of the monetary union’s central
bank to control inflation while at the same time managing the
value of the exchange rate. That exchange rate value, in turn,
can affect inflation as the prices of imported goods rise and fall.
The European Central Bank has made price stability its number
one goal and has generally succeeded at that goal, even while
contending with the wide fluctuations in value of the euro com-
pared to the US dollar and other currencies. As a monetary
union becomes larger, the targeting of inflation will be more
effective as the percentage of trade with non-monetary union
areas will be diminished, thereby reducing the risks of inflation
due to exchange rate fluctuations.
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11. Increase Trade Volume

There is considerable disagreement about the effect of a com-
mon currency on trade. Andrew Rose at the University of Cali-
fornia at Berkeley has written extensively about how trade
among countries increases dramatically within a currency
union. At a May 2000 economic conference, Jeffrey Frankel and
Andrew Rose stated, “We estimate that when one country
adopts the currency of another, trade between them eventually
triples in magnitude.”” In an article presented to the American
Economic Association in 2001, Rose and Eric van Wincoop of
the Federal Reserve Bank of New York, concluded that trade
within the European Monetary Union could increase over fifty
percent.” In a subsequent study, Andrew Rose and T. D. Stanley
found that a currency union led to increases in “bilateral trade
by between 30 percent and 90 percent.”* In 2002, Andrew Rose
summarized the research on trade and monetary union and
concluded, “my quantitative survey of the literature shows sub-
stantial evidence that currency union has a positive effect on
trade.””

Then, skeptics did more research and questioned those
results. John Helliwell and Lawrence Schembri found that, at
least with respect to Canada, the potential impact on trade of a
common currency with the US would not be significant.” That
conclusion may, however, depend upon the specific idiosyn-
crasies of the US-Canada relationship.

More recent studies of real data from the EMU indicate that
a common currency does improve trade, leaving only the ques-
tion of how much. Alejandro Micco, Guillermo Orgonez, and
Ernesto Stein found in their 2003 article that intra-EMU trade
had increased, due to the common currency, 8-16 percent since
the monetary union began. They even determined that trade
between the Eurozone and the UK dramatically increased after
the implementation of the euro.”
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After summarizing the studies about trade and monetary
unions, Paul De Grauwe concluded that “monetary union in
Europe could lead to an expansion of trade of 20 percent to 40
percent.”*

The percentage of increase does not matter if the question
comes to a draw, or close to a draw, as there are so many other
reasons for a common currency. Still, it does seem that as a mat-
ter of common cents/sense, if a barrier to trade and travel, and
a cost of doing business, is removed, trade will increase. The
barrier is not just the cost. For travelers, it includes the time
wasted in calculating costs of travel and in storing unused for-
eign currency following the completion of a trip. For trade, it’s
the avoided time and cost of deciding what currency to use in a
trade transaction, and how to protect against a large, unpre-
dictable change in the currency values during the time between
the execution of a trade contract for the delivery and payment
of the goods or services. Surely, with all those steps eliminated,
trade among countries using a common currency would be
facilitated.

BENEFITS AND COSTS OF MONETARY UNIONS — COSTS

The major monetary problems for a monetary union come not
from within the monetary union, but from without. That is,
until a Global Monetary Union is adopted, all monetary unions
will continue to exist in a multicurrency foreign exchange
world. For example, much of the debate about the success of the
euro concerns whether the exchange rate has been too high,
which throttles exports, or too low, which shows weakness. As
that question is really about the functioning of the multicur-
rency foreign exchange system, and not about monetary unions,
it’s not discussed here. Below, other costs are discussed.
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1. Sovereignty Theory of Money

It is believed by many that citizens of nations prefer that their
nation continue to use its own national currency out of loyalty
to the nation. Robert Mundell wrote, “In the real world, of
course, currencies are mainly an expression of national sover-
eignty, so that actual currency reorganization would be feasible
only if it were accompanied by profound political changes.””
Thus, money is a symbol of national pride, but such a prefer-
ence is only as strong as the lack of evidence apparent to
citizens about the actual costs of the national money, and the
lack of awareness of a real alternative, such as monetary
union. That’s the major benefit of the euro; as people around the
world now see that there is a realistic alternative to national
currencies.

To the extent that people wish to retain such a national sym-
bol, then the cost of moving to a regional or Global Monetary
Union might be the loss of public support for the government
or loss of pride in a country; but no monetary value can be
assigned to this cost.

Another way to look at this sovereignty value is that it’s
been a way for governments to communicate to the governed
the power and history of the state or ruling family'® Every day;,
citizens using money see images reminding them of their coun-
try’s heritage and pride, so the question arises about the extent
to which citizens’ loyalty to their nation’s money was created
by the state or arose from their hearts and minds.

Within a monetary union, the sense of sovereignty and
political identity is transferred from a single nation to a group
of neighboring countries, so there still can be personal identifi-
cation with the money, albeit more remotely. Many parts of the
world already use such remote monetary symbols. For exam-
ple, countries of the British Commonwealth such as Australia
and Canada, use the image of Queen Elizabeth II on their cur-
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rencies. In the Eurozone, there are euro coins with unique
national reverse sides for each of the EMU members with the
front image being for all of Europe." To the extent that citizens
within a monetary union feel that they are members of a larger
entity, such as “Europe” or “West Africa” or the “Caribbean,”
then citizens can still identify with their money. Someday, that
entity will be the world.

2. Need for Independent Monetary Authority to Deal with Local
Economic Needs, Also Called Asymmetric Shocks

A major concern of economists is that nations need the flexibil-
ity to adjust interest rates to heat up or cool down an economy
and to influence exchange rates to achieve those goals.

The larger the monetary union, the smaller is each country’s
ability to influence the crucial decisions about interest rates and
exchange rates.

On the other hand, the economists are divided about
whether the loss of monetary independence is really a loss
at all. When preparing for the euro, the European Commission
study found that the European Community would have better
weathered the economic shocks of the 1970s and 1980s, espe-
cially the OPEC oil price shock, if a common currency had
been in place.'” Robert Mundell wrote that monetary inde-
pendence “involves monetary independence to have monetary
instability, and sometimes even hyperinflation. Monetary inde-
pendence becomes valuable only when the rest of the world is
unstable.”'®

ELIGIBILITY CRITERIA, WHEN CONSIDERING A MONETARY UNION

In addition to the simple criteria of benefits and costs, there are
other criteria to consider. Some people have the view that sub-
stantial trade is a pre-requisite for monetary union and that a
monetary union will not work where the trade links are minor
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among members, or where there are trade barriers. One way to
look at that argument is to ask what would happen within the
European Monetary union today if each country began charg-
ing a tariff on wine coming into the country. The tariff would be
paid in euros and the prices of wine from outside each country
would become more expensive, but what effect would there be
on the functioning of the union itself? Politically, there would be
difficulties, since the wine-exporting countries would be hurt
by lower sales, and the consumers of the net wine-importing
countries would not be happy to pay more for their wine. But
even if the economy of the Eurozone would be hurt by less
trade, it’s not clear that the tariff would have any bearing on the
success of the monetary union. The issues would not be about
the currency, but about free trade which is a related, but differ-
ent issue.

Optimum Currency Area
The best known criteria for evaluating the suitability of an area
for monetary union come from Robert Mundell’s 1961 “Theory
of Optimum Currency Areas.” He wrote that “The optimum
currency area is the region,”’™ and the region is defined by the
similarity of three factors among the nations considering mon-
etary union: the mobility of labor and capital, the extent of
trade, and the congruence of economic cycles.

Mundell wrote that paper primarily as an argument against
“a system of national currencies connected by flexible exchange
rates.”'™ While the three criteria are important, they have been
considered by some economists to be three requirements 