
Lecture 18: International Monetary Relations

International monetary relations

• Introduction: money, exchange rates, and the international 
monetary system

• Exchange rate “regimes”: flexible (floating) vs. fixed

• Exchange rate levels: appreciation vs. depreciation

The politics of exchange rates

• Domestic interests and institutions

• European monetary union and the Euro crisis, 1999-2020
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• “Money”

– Pink Floyd, Dark Side of the Moon (1973)

• “If I Had A $1,000,000”
– Barenaked Ladies, Gordon (1992)
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The Definitive (?) IR Playlist, Volume 18
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Gender and Central Banking, 2019
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Correlation Is Not Causation…
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Why Are Money and Exchange Rates Important?

Three functions of money
• Medium of exchange
• Unit of account
• Store of value

The role of the international 
monetary “system”
• The “oil” that keeps the 

world economy operating
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Elements of the International Monetary System

1. Exchange rate “regime”: Do 
most currencies float, or are 
they fixed?
– Fixed: gold standard, 

Bretton Woods (1945-
1973)

– Float: the “system” today

15



Elements of the International Monetary System

2. Monetary standard: will there be 
a common base or standard? 

• Commodity standard: a good 
with some intrinsic value: 
precious metals (gold, silver)

• Commodity-backed paper 
standard: Governments issue 
paper currency that has a fixed 
value in terms of a commodity 
(Gold standard, 1870-1914)

• Hybrid: Bretton Woods (1945-
73): U.S. dollar fixed to gold, and 
all other currencies to the dollar
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Monetary standards, continued

• National paper currency standard:
– National currencies backed only by government 

commitments to maintain their value (“fiat currency”)
– A few major (“reserve”) currencies are used as the basis 

for international exchange
– This has been the system since 1973, with the $ and € as 

key currencies (also yen, pound, Swiss franc)
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Reserve Currencies, 1995-2015



Exchange Rates

• Definition: price of one
currency in terms of another

• Movements: appreciation
vs. depreciation

• When a currency goes up in
terms of another currency, it
strengthens or appreciates:
(e.g., if $1 were to buy €1
instead of 0.9046); When a
currency goes down, it
weakens or depreciates
(e.g., if $1 were to buy
€0.50)
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Daily foreign 
exchange trading:

• 2019: $6.6 trillion



Dollar/Euro Exchange Rate, 1999-2019
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Dollar: Trade-Weighted Real Exchange Rate Index (1973=100), 1973-2019
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What Causes Movements in Exchange Rates?

• Changes in interest rates

• Changes in consumers’ tastes

• Changes in relative national incomes

• Changes in market sentiments
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Currency Movements: Why Do We Care?

• Exchange rate movements have distributional consequences, like trade:

Appreciation:

– Bad for exporters: more expensive for foreigners to buy your goods

– Good for consumers: cheaper to import foreign goods / travel abroad 
(and buy stuff at Target and Amazon)

Depreciation:

– Good for exporters: cheaper for foreigners to buy your goods

– Bad for consumers: more expensive to import from abroad

17



Currency Movements: Why Do We (Really) Care?
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Exchange Rate Regimes

Flexible (floating) exchange rate regime

• Driven by market forces; gov’t lets currency “float” against others

Fixed exchange rate regime

• Government chooses & defends a “peg” against another currency

How does a government maintain a fixed ER?

• Government (central bank) directly trades FX / gov’t bonds

• Monetary policy: Central bank raises/lowers interest rates or prints 
currency to affect money supply/demand

19



Exchange Rate Regimes: Fixed vs. Floating



To Fix or To Float? Tradeoffs!

Benefits of fixed rates
• Stable exchange rates (good for more trade/financial flows)
• Low inflation (stable prices)

Costs of fixed rates
• Loss of domestic monetary autonomy (éê interest rates)
• Risk of currency crises

Most countries choose intermediate regimes
• Lots of middle options (“managed” floating, “soft” peg)
• “Soft” peg is a peg that is open to change

21
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Exchange Rate Regimes: Most Countries Do Something In the Middle



The Politics of Exchange Rates (Frieden): Interests

Who wants exchange rate stability (and why)?
• Internationally-oriented actors (financial sector, exporters) 

prefer to minimize currency movements and risk
• Domestically-oriented actors (“non-tradable” sectors) prefer 

flexibility / monetary policy autonomy

Who cares about the level of the exchange rate (and why)?
• A more appreciated currency is good for consumers (travel, 

imports), but bad for exporters
• A more depreciated currency is good for exporters, but bad for 

consumers…and can lead to higher inflation
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The Politics of Exchange Rates: Institutions

Democracy and exchange rate policy
• Non-democracies are more likely to adhere to fixed exchange rates

• Why?
– Fixed rates requires sacrificing domestic monetary autonomy 

(raising/lowering interest rates to “prime” the economy)
– High interest rates may lead to unemployment, economic stagnation
– These costs are of less concern to non-democratic governments, since 

they don’t face election (or face only a limited electorate)

• Example: gold standard (1870-1914) vs. gold standard (1919-1939)
– Extension of suffrage and rising prominence of social democratic/labor 

parties undermined governments’ willingness/ability to maintain pegs 
in the 1920s and 1930s
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Monetary Policy: The Why, What, and How of Central Banks and Interest Rates

The rate banks can borrow from the government 
(for short-term lending/cash needs; credit is the 
“blood supply” of an industrialized economy)

(Flexible) exchange rate rises (falls) as interest 
rate rises (falls)

Changes in exchange rates and interest rates 
affect prices of exports/imports and decisions 
about consumption, investment, borrowing --> 
overall (aggregate) demand in the economy

Central bank also thinks about whether 
economy is “running at full speed” or not

Interest rate choices affect inflation (how fast 
prices are increasing) today and expectations 
(firms, households) about inflation tomorrow

https://www.bankofcanada.ca/publications/books-and-monographs/why-monetary-policy-matters/4-monetary-policy/



The Wizard of Oz as an Allegory for Gold Standard Politics

• Dorothy = average rural Americans
• Scarecrow = farmers (politically witless)
• Tin Man = alienated industrial workers
• Cowardly Lion = William J. Bryan (lots of hot 

air, little political success)
• Wicked Witch of the East = New York 

bankers, merchants
• Munchkins = dim eastern voters, slaves to 

internationalists/Republican politicians
• Wizard = Mark Hanna (Rep. party chair)
• Toto = Prohibitionists (teetotalers, part of 

silver coalition)
• Wicked Witch of the West = William 

McKinley

https://www.unc.edu/~salemi/Econ006/Rockoff.pdf

• Yellow brick road =   Gold 
Standard

• Oz = ounce of gold, 
Washington DC

• Slippers = silver standard 26

http://americanhistory.si.edu/blog/populism-oz
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The Original “Great” Depression: 1873-96



Gold Standard Politics in the US, 1873-1914

Gold Standard supporters (fixed ER, appreciated $, lower inflation)
• Interests with stakes in the international economy
• NY bankers (J.P. Morgan, etc.)
• International investors and merchants

Gold standard opponents (floating ER, devalued $, higher inflation)
• Western farmers
• Debtors (farmers, railroads)
• Labor 
• Silver mine owners
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The “Ruby” Slippers?
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The Most Expensive US Election Ever! 
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https://www.theatlantic.com/business/archive/2012/11/the-most-expensive-election-ever-1896/264649/



US Election Results, 1896 and 1900
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The Politics of Exchange Rates: European Monetary Union
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SOURCE: Der Spiegel

Euro Euphoria, 2001 (Paris, Christmas)
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Euro Dystopia, 2011 (Athens, Dublin)
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Why European Monetary Union?  Exchange Rate Instability

Real effective exchange rates in the European Monetary System, 1978-1988

35

Real effective exchange rates in the European Monetary System, 1978-1988



Why European Monetary Union? Inflation
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Widening
(1973-2013)

Treaty of Rome 
(1957)

European Coal 
and Steel 

Community (1951)

Deepening
(1980-2010)

• Jean Monnet
• The Schuman 

Declaration    
(9 May 1950)

• France, 
Germany, 
Benelux

• Treaty of 
Paris, 18 
February 
1951

• ECSC 6

• Euratom

• “Common 
Market”

• UK, Ireland, 
Denmark

• Spain, Portugal, 
Greece

• Austria, 
Sweden, Finland

• Cyprus, Malta, 
former East Bloc

• Single 
European Act 
(1986) 

• Maastricht 
Treaty (1992)

• EMU (1999)

Why European Monetary Union? 
Geopolitics/ “Ever Closer Union”
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The Euro Crisis: Maybe One Money Isn’t Such a Great Idea?

38
“One size” monetary/fiscal policy doesn’t fit all countries



How Might Greece/Italy/Portugal/Spain Respond to This Crisis?

Increase the money supply
• Print more Euros

Increase demand in the economy
• Directly: government spends more itself (fiscal policy)
• Indirectly: cut interest rates (makes saving less attractive and 

consumer/firm borrowing and spending today cheaper)

Devalue the currency
• Let the exchange rate depreciate to stimulate exports and growth

39

PROBLEM: As Euro members, these countries don’t have their 
own currency and can’t do any of these things by themselves
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What Happens When Countries Can’t Adjust Policies During Crises?

Greece’s GDP per capita is still >20% below its 2007 level



The Eurozone: Four Possible Medium-Term Solutions

Looser monetary policy/higher inflation for a very long time
• Problem: likely to work economically, unacceptable to Germany politically

Permanent “bailouts” of the southern “periphery” by the northern “core”
• Problem: might bankrupt the core (Germany, France, etc.)
• Problem: politically unsustainable in a monetary union of equals

Permanent austerity/depression in Greece and Italy
• Problem: politically acceptable to Germany, but not to G/I à leads to….

Possible “-exits”/collapse of the Eurozone
• Problem: one country leaving may be slippery slope to complete collapse



The Long-Term Debate (and Long Past Debate):
Does Monetary Union Require Political Union?
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