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Evolution of the International Monetary System

ERRH R IRE

Objectives

When you finish this chapter you should be able to understand the following:
& The evolution of the international monetary SVstem

& The gold standard period

M The inter-war period

& The Bretton Woods par value period

# The floating rate period

The international monetary system is the legal and institutional framework — the laws, rules,
customs, instrumegts, and organizations -— within which the foreign exchange market operates.
Over the past 120 years, the international meﬂetary system has gone through major changes as it
has evolved to its present structure.

Some form of trading in national cutrenmes has existed far as lrmg as there have been national
currencies and an opportunity for buyers and sellers 10 trade tha«m From antiquity, gold was used

as a monetary metal, and silver — a lighter and more pre‘va!em metal — had an equal and, for
" much of the time, greater menetary role. Gradually, over several decades during the nineteenth
century, at a time when the role of central banks was expanding in some industrial countries and
classical economics was becoming more wlde]y aceepted, the gold standard was adopted by a
substantial number of nations. Not all expeuetyse with: bi-mentalism had been successful, and with
the discovery of extensive gold dqx)sifts in the nmewsmh cenimy it became more feasible to have
monetary systems based on gold alone.

Only when that happened was’there a distinct, flmctionirig international monetary system in
the sense that we now use that term — with a set of practices and “rules of the game” , accepted
by a widespread membership including a large number of major nations. Specie transfers among
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participating countries were possible, and as more and more nations adopted the gold standard and
confidence in the new system increased, it became the practice to settle many payments by
debiting or crediting foreign accounts rather than by actual specie transfer. With the telegraph and,
later, the telephone and other innovations, it was technologically possible to trade foreign
exchange on an international basis.

Since the adoption of a system based on the gold standard around 1880, the international
monetary system has gone through several distinct turning points and transformations. The history
of those 120 years can be divided into four distinct periods.

1.1 The Gold Standard (1880 -1914) & ZA&{i# (1880 — 1914)

Britain adopted a gold standard after the Népoleom‘c wars in the early part of the nineteenth
century. In the second half of that century, a number of nations in Europe and elsewhere followed
suit, though some for a time based their currencies on a bimetallic gold/ilver standard. The
United States adopted the gold standard de facto in 1879, by making the “greenbacks” that the
Government had issued during the Civil War period convertible into gold; it then formally adopted
the gold standard by legislation in 1900. By 1914, the gold standard had been accepted by a large
number of countries, although it was certainly not universal. The “gold specie” standard called
for fixed exchange rates, with parities set for participating currencies in terms of gold, and
provided that any paper currency could on demand be exchanged for gold specie at the central
bank of issue. The system was designed to bring automatic adjustment in case of external deficits
or surpluses in transactions between countries, that is, balance of payments imbalances. The
underlying concept was that any deficit country would have to surrender gold to cover its deficit,
with the result that the volume of its money would be reduced, leading to lower prices, while the
influx of that gold into the surplus country would expand the volume of that country’s money and
lead to higher prices.

In the foreign exchange market, under the gold standard, exchange rates could, in principle,
fluctuate only within very narrow limits determined by the costs of shipping and insuring gold.
Thus, if US residents accumulated pounds sterling as a result of exporting more goods and services
to Britain than they imported and being paid in pounds for the excess, the US holders of sterling
had the option of converting pounds into gold at par value at the Bank of England and shipping the
gold back to New York. During the 1880 — 1914 period, the “mint parity” between the US dollar
and sterling was approximately $4.87, based on a US official gold price of $20.67 per ounce
and a UK official gold price of £4. 24 per ounce. The sterling/dollar exchange rate would not
fluctuate beyond the “gold points” — about three cents above and below the mint parity — which
represented the cost of shipping and insuring gold, since at any exchange rate outside the gold



