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Monetary Relations
--Leslie Elliott Armijo, Portland State University

International “monetary relations” refers to the efforts of sovereign states to influence the conditions of cross-border flows of money and other financial assets, especially money flows that are not the direct counterpart of real exchanges of goods and services. These conditions include but are not limited to exchange rate regimes and levels, capital and investment controls, foreign debt contracts, the use of reserve currencies, regulation of multinational banks and non-bank financial institutions, and balance-of-payments crisis management. After situating the topic in its theoretical and historical contexts, the entry discusses the relationship of monetary legitimacy to state power, the ambiguous nature of global monetary governance, and the contemporary monetary issues of greatest concern. A final section highlights the range of theoretical and methodological perspectives in use. 
Theory and history


Neoclassical economists typically make a number of assumptions when examining the international monetary system, among the most significant being that financial firms and investors act independently of one another, that multinational banks have little home-bias in their lending and investing decisions, and that, under fully liberalized global capital markets, firms and countries with objectively similar economic profiles will face homogeneous credit, insurance, and bankruptcy conditions. These analysts model the global monetary system as a decentralized, self-equilibrating market. Within this cognitive framing, national decisions to depart from fully liberalized capital accounts appear sub-optimal. Yet the neoclassical approach ignores the role played by states in constituting the rules and institutions within which market transactions occur.

Political scientists in contrast assume an international political economy. World markets are embedded in and permeated by social institutions, including formal international governmental organizations (IGOs, with membership limited to sovereign states) as well as informal clubs and processes, each associated with norms, laws or rules, and standardized procedures.  Yet there is no world government nor collective and authoritative enforcement mechanism for global market transactions. Those who defy the “rules” of exchange (honor contracts, represent merchandise honestly, don’t bribe, don’t manipulate prices) may be punished by the market in the form of reputational losses. Powerful states also possess a host of additional punishments and inducements, particularly access to their home markets, that core country governments may deploy to get the rules, compliance from others, and occasional exceptions for themselves that they desire. Neoclassical economics does not model these non-trivial special privileges. 

International monetary transactions over the past century and a half have occurred within four broad monetary eras. Three consisted of sets of rules and social institutions designed and enforced by representatives of a dominant state or states, while the fourth period was an ultimately failed attempt to establish a durable regime. During the classical gold standard era, roughly 1870 to 1914, the major trading states pegged their paper currencies (fiat monies) to gold, with incumbent governments promising to redeem this paper on demand. The system’s anchor was the credibility of the promises of key states, particularly Britain, to exchange intrinsically valueless paper for a preset quantity of precious metal. The second period was the two interwar decades of unsuccessful attempts to reconstruct the prewar gold standard. With its industrial economy decimated by World War I, Britain especially tried to reestablish sterling convertibility at the prewar gold parity, but gave up in 1931. Barry Eichengreen observes that the major industrial capitalist states, responding to pressure from demobilized soldiers, all quickly instituted universal male suffrage following the First World War, subsequently making it politically very difficult to reimpose the rigid and harsh automatic-adjustment procedures built into the gold standard. In a contrasting explanation for the failure to establish a durable monetary regime, Charles Kindleberger famously contended that the crucial brake on interwar monetary stability was that the only state with sufficient economic and political resources to lead, the United States, was insufficiently committed to doing so. There was no solution until after the Second World War.

The key outlines of the postwar multilateral economic institutions negotiated by the soon-to-be victors reflected the generally liberal economic preferences of the US, which emerged from the war even more relatively powerful than previously. The Bretton Woods regime, named after the New England resort where the conferees met in late 1944, had the goal of free currency convertibility on the current account of the balance of payments, so that the inability of would-be importers to get a license to purchase foreign exchange would not serve as an undeclared trade barrier. However, the Bretton Woods negotiators saw liberal convertibility for the capital account—corresponding to cross-border investment flows lacking a direct trade counterpart—as dangerous and destabilizing. Another key provision was the historically-unprecedented creation of two multilateral banks offering loans to sovereign governments: the International Monetary Fund (IMF), providing foreign exchange to countries whose currency was under attack, and the World Bank, to extend longer-term credits for war reconstruction and infrastructure development. The final pillar of the postwar monetary regime was a mostly fixed exchange rate among major currencies. This was the adjustable peg, to be moved only through formal application to the International Monetary Fund, and in practice hardly ever. Only the US dollar, the system’s lynchpin, was convertible into gold. The US’ strong postwar economy meant that its business community initially accepted low import tariffs, even when trading partners did not reciprocate. But America’s postwar trade surplus eventually disappeared. In 1971, and without consultation with the US’ European allies, US President Nixon ended convertibility and imposed a 10 percent across-the-board import surcharge, effectively devaluing the dollar by an equivalent amount. By the mid 1970s all of the major industrial democracies had responded by floating their currencies. 

The post-Bretton Woods regime, or financial globalization era, extends from the mid 1970s to the present. Its dominant themes have been removal of capital controls and dismantling of a wide variety of financial regulatory barriers, such as US legislation prohibiting commercial banks from operating in securities markets. Deregulation led to heightened integration of previously segmented national financial markets and a dramatic expansion of the profits and size of the financial sector in the advanced economies. The period also has coincided with an increase in financial crises, often both balance of payments (exchange rate) crises and domestic banking crashes. Crises occurred most often in developing and transitional countries, with the notable exception of 1991-92’s large crisis in Western Europe’s Exchange Rate Mechanism. Members of the European Union then sought to protect themselves from financial uncertainty by the dramatic step of adopting a common currency. Their Economic and Monetary Union (EMU) entered into full effect in January 2002, although without the participation of the United Kingdom or Sweden. 

Until 2008, most expected the United States, the center of world financial innovation and possessor of the dominant global reserve currency, to remain immune from serious financial crisis. Yet the US and worldwide financial crisis of 2008-2009 was the worst since the 1930s, leading the global economy to shrink by almost 3 percent in 2009. The neo-liberal model of ever-freer global finance has been at least partially discredited. Robert Wade is hardly the only observer to ask whether a new era of international monetary relations is in the process of being born. 
Money and state power


As recently as the late nineteenth century it was not uncommon for multiple currencies, including both coins (specie) and paper obligations of public and private entities, to circulate freely in a national territory. Yet from the early twentieth century onwards possession of a unique national currency operating as sole legal tender within the geographical extent of the territory came to be seen as a indispensable component of sovereignty. Because fiat money depends on the public’s trust of the issuer, currency strength is closely linked to state legitimacy and strength. Niall Ferguson claims that it was early modern England’s superior ability to construct effective public debt markets, encouraging voluntary loans to the state from wealthy private citizens, that allowed England to surpass France in military and political power. Rodney Bruce Hall investigates how national, and ultimately global, monetary credibility is socially constructed in the contemporary world, locating central banks at the core of this process. Leonard Seabrooke emphasizes the critical role of mass publics in the wealthy democracies in sustaining belief in national money and finance. Key to this has been what John Gerard Ruggie baptized the compromise of “embedded liberalism,” or support by the advanced capitalist democracies for comparatively open, liberal international economic relations coupled with buffering of their domestic populations from economic downturns via extensive welfare networks and capital controls.

National monetary strength in turn becomes a source of international influence, allowing states to employ financial levers to achieve both preferred global financial governance outcomes and unrelated foreign policy goals. David M. Andrews points to the 1956 Suez Canal crisis, in which the US informed Britain it would not lend its support to sterling, then under market pressure, until the British and French changed policy and agreed to withdraw from Egypt. Contributors brought together by Eric Helleiner and Jonathan Kirshner worry about the problem of global imbalances--specifically the US’s persistent and ever-growing current account deficit mirrored by the similarly “structural” surpluses of China and others—and what the gradual redistribution of monetary capabilities toward large emerging powers such as China might mean for the dollar-centric global economic governance system still managed by, and some would claim for, the major advanced industrial economies. In mid 2009, all of the so-called BRICs countries (Brazil, Russia, India, and China) were among the ten largest holders of official foreign exchange reserves. There were only two advanced industrial democracies on the list: Japan, number two after China, and Germany, number nine.  
The amorphous global financial architecture


Throughout the Bretton Woods and financial globalization eras the scope, goals, and membership of the international governance regimes for international money and finance have been, in Jacqueline Best’s felicitous phrase, notably “ambiguous.” One possibility raised by Benjamin J. Cohen is that today’s sophisticated monetary relations are qualitatively distinct from those in most other international arenas: it is the market itself that increasingly “governs,” limiting the actions of states. On the other hand, the monetary regime does possess formal organizations. The IMF and World Bank are official membership institutions with wide authority over their borrowers, although since the early 1980s their borrowers have been mostly developing countries and post-centrally-planned economies. In the years following the mid-1970s breakdown of fixed exchange rates among the major economies of the day, it has been the Group of Seven (G7, initially the US, UK, Germany, France, and Japan, later joined by Italy and Canada) that has exercised real international monetary governance authority, managing sometimes acrimonious exchange-rate negotiations among the dominant capitalist economies, coping with international financial crises, and promoting (or vetoing) multilateral and transnational innovations in collaborative financial and monetary regulation, irrespective of the formal venues for regulatory negotiations. As Andrew Baker explains, the G7 is a “process,” at present consisting of quarterly meetings of finance ministers and central bank presidents along with annual heads-of-state summits, rather than a formal organization with a headquarters building and permanent staff. Membership in this exclusive club is on the basis of power, in the dual senses of latent capabilities and realized influence, although whether this is overall global power or monetary-regime-specific power is not always clear. Overall power is a necessary but not sufficient membership qualification, assisted by international assertiveness, yet underlying friendly relations with the leading economies. Thus Italy successfully demanded inclusion for itself in the mid 1980s by threatening to close American airbases. In the early 1990s, newly independent Russia was invited to the heads of state summit process (the G8) but not the technical monetary consultations, a move widely understood as a concession to Russia’s global importance and nuclear weapons status. 

Even the G7 has been to some degree a fiction: in both the Latin American peso/tequila crisis of 1994/1995 and the East Asian financial crisis of 1997-98, US officials in the Treasury, White House, and Federal Reserve brushed aside the preferences of their Western European and Japanese G7 partners. Moreover monetary governance in the sense of regulatory innovation and multilateral or collaborative supervision of cross-border financial flows takes place even further below the radar of public scrutiny, in technical committees associated with the Bank of International Settlements (BIS), an invitation-only membership association of the central banks of systemically-important countries and other countries they choose to include, and in a host of public-private transnational bodies associated with various branches of the financial industry, such as the International Organization of Securities Commissions (IOSCO) or the International Accounting Standards Board (IASB). By comparison, the global trade regime, which is often accused of being biased against developing countries in its operation, nonetheless is headed by a formal organization, the World Trade Organization, whose members include a majority of countries. The WTO has democratic voting procedures, formal rules for trade agreements, a complaint and adjudication process, and on-going negotiations over agreed-on agendas. The de facto global monetary governance regime lacks all of these qualities. 
Monetary relations of the status quo powers


It may be that the combination of ambiguity and centralization in monetary relations has served the world well. There has been steady expansion in the world economy since the Bretton Woods system came into being, although the rate of world growth has been notably slower since the breakdown of its fixed exchange rate component. Prior to 2008-2009, there had been no truly systemic international financial crisis since the 1930s. The consensus of policymakers in the G7 countries as of late 2009 was that collaborative crisis management was working, and world growth would recover in 2010. A repeat of the Great Depression had been averted, at least in the core capitalist economies. As international monetary conditions apparently returned to normal, the attention of both policymakers and scholars in advanced industrial countries refocused on their traditional concerns, including exchange rate negotiations, the degree of autonomy from political oversight to be accorded to central banks, financial regulation and supervision, and the desirability and feasibility of multilateral macroeconomic coordination. 

Many of the theoretical contributions of political scientists have been around these topics. Eric Helleiner and Benjamin J. Cohen, respectively, have clarified the political economy of capital account liberalization (CAL), and that of the “unholy trinity” of CAL, exchange rate stability under a floating rate regime, and autonomous domestic monetary policy. Jeffry A. Frieden has been at the center of a group in pursuit of a parsimonious theory of domestic exchange rate preferences, employing on the one hand interest group categories such as exporters versus importers, tradables in contrast to non-tradables producers, liquid or fixed asset holders, and sectors with or without foreign debt, and on the other hand political institution variables such as majoritarian versus plurality systems and measures of central bank independence. Explaining the decision of a majority of Western European states to yield up their national currencies by joining the EMU has been a dominant task for political scientists investigating exchange rate politics.


Other scholars analyze the negotiating strategies employed by major states and their use of international monetary power to achieve state goals. In general, countries prefer to have their trading partners make the necessary adjustments, rather than having to intervene to move the level of their home currency. Thus, during the G7 negotiations in the mid-1980s known as the Plaza and Louvre Accords, all parties agreed that the US dollar was objectively overvalued. But the Europeans wanted the US to find a way to rein in government budget and trade deficits, while the Americans argued that, since their reserve currency position made it impractical for them to encourage the markets to let the dollar depreciate, it was up to European and Japanese to push their currencies up. The US and China had similar disagreements in 2008-2009.
Additional concerns of emerging powers and peripheral states


The world of the very early twenty-first century remains unipolar, with only a single superpower. But the trend is toward the emergence of new powers, particularly China. Opinion on Europe splits sharply between observers who identify countries such as Britain, France, and even Germany as states of declining global significance, and those who perceive the inevitability of the United States of Europe, and thus anticipate future bipolarity, or tripolarity with the US and China. Japan’s future status is similarly debated. What is clear is that since sometime in the 1990s several emerging powers plausibly are approaching members of the G7 in global prominence, particularly if one employs economic size as the single most critical component of relative capabilities. New countries push to be included in global monetary deliberations. US President George Bush in the final months of his administration in late 2008 convened the first heads of state summit of the countries of the Group of Twenty (financial G20, not to be confused with the trade G20 of developing countries), until then a peripheral albeit multilateral process initially organized by the US in the wake of the East Asian financial crisis. Besides the G7, G20 members included Australia and a geographically-representative selection of larger emerging economies friendly to the US. Meanwhile the BRICs countries, formally organized by Russia, had begun meeting at the heads of state level in early 2008, cognizant that their main common interest lay in joint pressure for inclusion in the more exclusive clubs for global governance but pragmatically seeking to develop other collective negotiating aims. From the initial summit of the financial G20 (or “larger economies group”) in November 2008 onwards the G20 swiftly moved to supplant the G7. Meanwhile the four BRICs countries have made increasingly bold, if still guarded, statements about the need to replace the dollar with a truly global currency, perhaps based on the IMF’s Special Drawing Rights (SDRs). 

Global monetary and financial reform proposals important to developing countries, yet long brushed aside by G7 policymakers and academics, finally have entered the elite economic discourse. These include topics such as recognition that countries with prudent macroeconomic and financial regulatory policies may be victims of financial contagion, that there may be a legitimate role for the state in overcoming both national and global market-failures in financial markets, that “host” rather than “home” state regulation of multinational banks may better protect investor and borrower rights, and that multinational insurance and stabilization funds for commodity producers might be economically-sound concepts. More generally, entirely free markets, particularly in money and securitized assets, may be neither self-equilibrating nor socially desirable. In the terminology of international relations, some states in the developing world, particularly those possessed of objective power resources or influence relevant to the global monetary governance regime, have begun to demand the extension of the protections of embedded liberalism to their citizens. Many of these themes were echoed in a 2009 international commission of experts put together at the behest of the President of the United Nations General Assembly (UNGA) and headed by Joseph Stiglitz, former chief economist of the World Bank and fierce critic of the IMF. Interestingly, the UNGA documents criticize the financial G20 as insufficiently democratic and representative in its composition. 

Contending political perspectives on global money

A final observation is that the conceptual lenses through which political scientists analyze international monetary relations are extraordinarily heterogeneous. In one intellectual corner, associated with several of the most prestigious US-based journals, are scholars who define their task as the application of the dominant methodology of contemporary neoclassical economics—sophisticated statistics--to explore, for example, the relationship between hourly electoral results in a wealthy democracy and the fluctuating value of benchmark global bonds. Elsewhere students of philosophy, social trust, or of the psychology of panics, are fascinated with the mystique of money, in its modern and nearly entirely electronic form the epitome of accelerating globalization. Practitioners of traditional diplomatic history are finding monetary negotiations to be increasingly central to interstate security relations. Last but hardly least are Marx’ contemporary heirs: for example, authors in the volume edited by Leo Panitch and Martijn Konings make a compelling case that the current international financial architecture directly reflects the interests of the US’ private financial sector. One almost might conclude that money is as ubiquitous as power in international relations—or that the two are the same.
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