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Given the current flexible exchange rate system's disappointing performance, especially during recent years, the 
debate over whether major industrialized nations should return to a fixed rate system has intensified. After a 
brief description of various episodes of fixed and floating exchange rates during the past century, the author 
discusses the arguments for and against a return to fixed rates. He concludes that limits on exchange rate 
movements are feasible in principle but that fixing exchange rates would proba-
bly require governments to give up some of their economic autonomy. 

Should the major industrialized coun-

tries suppor t a return to fixed ex-

change ra tes? This q ue s t i o n has 

garnered increased attention in the past few 

years as large fluctuations in key exchange 

rates have led some observers to conclude 

that the current floating exchange rate sys-

tem, which arose more by default than design 

in the early 1970s, has failed. Critics argue 

that f loating exchange rates have al lowed 

large, unpred ic tab le movements that have 

depressed international trade and at t imes 

resulted in massive job losses in particular 

industries. Ronald I. McKinnon (1974, 1988) 

has advocated a return to fixed rates since 

t he ear ly days of f l oa t i ng , wh i l e John 

Williamson (1983) prefers a system of target 

zones that would allow l imited flexibility of 

exchange rates. More recently, Arthur J. Rol-

nick and Warren E. Weber (1990) of the Fed-

eral Reserve Bank of M i n n e a p o l i s have 

favored f ixing exchange rates, and The 
Economist (1990) magazine, which advocated 

the move to flexible exchange rates during 

the early 1970s, has editorialized that the ex-

periment with flexible rates has been a fail-

ure. However, supporters argue that floating 

rates he lp economies adjust to policy and 

other shocks and that fixing exchange rates 

would only make things worse. 

To give some background on how the cur-

rent system arose, this article includes a brief 

historical review of the experience with ex-

change rates during the past century. That 

discussion leads to the main arguments for 

and against a return to fixed exchange rates 

in light of recent experience. 

Changes in the Exchange Rate System 
during the Past Century 

During the past century, the exchange rate 

system has osc i l la ted be tween fixed and 

floating rates several times.1 In the late nine-
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teenth century, exchange rates between the 

currencies of the major industrialized coun-

tries were fixed because each country was 

on the gold standard. Each currency was re-

deemab le for a fixed amoun t of gold; for 

example, U.S. dollars could be freely re-

deemed at the rate of $20.67 per ounce. Be-

cause gold could be transferred from one 

country to another with little cost or regula-

tory restriction, arbitrage in the gold market 

kept exchange rates between currencies 

fixed. Even so, the size of gold flows prior to 

1914 was modest for two reasons. Most inter-

national trade was f inanced using British 

pounds, even when the trade was between 

third countries (for instance, Mexican ex-

ports to France). In addition, there was con-

s i de rab l e c on f i d en ce tha t t he exist ing 

pattern of exchange rates would be main-

tained. As a result, when capital flowed from 

one country to another, as was common be-

cause government restrictions on capital 

flows were rare, settlement usually was done 

through the banking system, without requir-

ing physical movements of gold. 

The gold standard came to an abrupt end 

in 1914 with the outbreak of World War I. 

During the war the combatant governments 

imposed numerous restrictions on interna-

tional trade and on citizens' seeking to convert 

paper money into gold; these governments al-

so printed large amounts of money to help 

pay wartime expenditures. When the conflict 

finally ended, various governments, including 

Great Britain and France, proclaimed their in-

tention to return eventual ly to prewar ex-

change rates. In the meantime, however, they 

allowed their currencies to float. 

Because prewar exchange rates were no 

longer consistent with economic equilibri-

um, the decision to return to them was a du-

bious one. As argued at the time by Swedish 
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economis t Gus tav Cassel, the concep t of 

purchasing power parity impl ies that if the 

price level rises more in one country than in 

another , the first country's exchange rate 

should depreciate.2 Because wartime infla-

tion varied considerably, restoration of pre-

war exchange rates on a lasting basis would 

have required either substantial deflation by 

countries that had experienced the largest 

price rises during the war or substantial addi-

tional inflation by countries that had experi-

e n c e d t he sma l l e s t . In a d d i t i o n , s o m e 

countr ies , no tab ly Great Britain, so ld off 

many foreign assets to finance the war effort, 

t h e reby reduc i ng the i r fu tu re s t ream of 

d iv idend and interest rate remittances from 

abroad. As a result their exchange rates may 

have needed to be devalued below prewar 

levels, even aside from the effects of differ-

ential inflation. However, the gold standard 

was a rigid system that made no provisions 

for changing exchange rates in response to 

economic circumstances. 

After a few years of turmoil , Britain suc-

ceeded in fixing the pound at its prewar rate. 

France pegged its currency at a new, much-

deprec ia ted rate. The United States main-

tained its prewar peg to gold. However, the 

new pattern of exchange rates was probably 

not cons is tent with long-run equ i l i b r i um; 

Britain maintained the pound only by short-

term borrowing from foreigners, while France 

eventually deve loped balance of payments 

surpluses that swelled French gold reserves. 

In any event, the restored system of fixed ex-

change rates only lasted a few years before 

the Great Depress ion d is rup ted it. In re-

sponse to mass unemployment , many gov-

ernments boosted tariffs and some imposed 

quotas on imports in hopes of stimulating de-

mand for domestical ly produced goods. In 

addit ion, some governments apparently de-

valued their currencies in an attempt to boost 

exports and cut imports. Such tactics may 

boost employment in one country, but they 

do so at the expense of emp loyment else-

where; hence they came to be known as 

"beggar-thy-neighbor" policies. Also during 

this per iod, government-pegged exchange 

rates sometimes came under severe pressure 

as a result of private capital flows from one 

country to another. The governments regard-

ed these capital flows as a constraint on their 

freedom of action, though the persons who 

were transferring capital may have been merely 

trying to protect their wealth from the effects of 

anticipated devaluations. At the outbreak of 

World War II, the exchange rate system again 

went under tight government control. 

The Bretton Woods Period When the end 

of the Second World War was in sight, dele-

gates from many na t ions me t at Bretton 

Woods, New Hampshire, to plan postwar eco-

nomic arrangements. The international leaders 

generally recognized that the economic prob-

lems of the interwar years had contributed to 

the tensions that resulted in the war and shared 

a desire to avoid repeating past mistakes. The 

industrialized nations agreed to set up a system 

in which government intervention would fix ex-

"When the end of the Second World War was 
in sight, delegates from many nations met at 
Bretton Woods. . . . The industrialized na-
tions agreed to set up a system in which gov-
ernment intervention would fix exchange 
rates." 

change rates. Unlike under the gold standard, if 

a nation were running a continual balance of 

payments surplus or deficit, its exchange rates 

would be altered to bring an end to the pay-

ments imbalance; however, the change in ex-

change rates could only be made with the 

agreement of the nation's major trading part-

ners. This condition was intended to prevent 

beggar-thy-neighbor policies. In addition, re-

strictions on international capital flows were 

maintained; otherwise, it was feared, private 

currency speculators would put unbearable 

pressure on the exchange rate pegs, forcing ex-

change rate changes inconsistent with econom-

ic fundamentals (see Ragner Nurkse 1945). 

The early postwar years were dominated 

by the problems of reconstruction, but in the 

1950s the Bretton Woods system came into 

full operation. Exchange controls on trade in 

goods and services were largely eliminated in 
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the advanced industrial countries, and late in 

the decade controls on capital flows were 

loosened substantially in some countries. Un-

der the Bretton Woods system, governments 

pegged their currencies by intervening in the 

foreign exchange markets, buying or selling 

their own currencies in exchange for interna-

tional reserves to keep the market exchange 

rate in a narrow target range. While gold was 

one international reserve asset, U.S. dollars 

were used more often as reserves, in part be-

cause during most of the Bretton Woods peri-

od the U.S. government was commi t ted to 

redeeming dollars in gold for foreign central 

banks at the rate of $35 per ounce. Under this 

system, if a nation experienced a continuing 

deficit in its balance of payments, its govern-

ment would be continually spending reserves 

"As the 1960s wore on, . . . a significant is-
sue was the adjustment problem, the ten-
dency of governments to resist either 
changing their monetary and fiscal policies 
to preserve exchange rate pegs or changing 
the exchange rate to make it consistent with 
given monetary and fiscal policies." 

to maintain the currency peg. As its reserves 

dwindled, the government would eventually 

face a dilemma: either impose unpopular aus-

terity measures to stop the deficit; borrow re-

serves from o ther governmen ts , t he reby 

becoming subject to various condit ions im-

posed by the lenders; or abandon the ex-

change rate peg and devalue. 

As the 1960s wore on, the system was more 

and more strained. A significant issue was the 

adjustment problem, the tendency of govern-

ments to resist either changing their monetary 

and fiscal policies to preserve exchange rate 

pegs or changing the exchange rate to make it 

consistent with given monetary and fiscal 

policies. For example, the British government 

postponed changing its exchange rate for sev-

eral years in the mid-1960s, before finally de-

valu ing in 1967. Another concern was the 

liquidity problem stemming from the lack of a 

stable source of addit ional international re-

serves to finance the growing volume of inter-

nat ional transactions. With the world gold 

stock growing slowly, central banks gradually 

relied more and more on U.S. dollars as re-

serves. However, Robert Triffin (1960) pointed 

out that as foreign central bank holdings of 

dollars got larger and larger, the U.S. pledge 

that it would be willing to redeem dollars for 

gold at $35 an ounce was becoming increas-

ingly untenable.3 

A third issue was the growing policy con-

flict between the United States and other 

countries, especially West Germany. In the 

late 1960s, U.S. inflation rose substantially, 

f u e l ed in part by t h e V i e t n am War. The 

unique role of the dollar as the main interna-

tional reserve currency in a system of pegged 

exchange rates caused part of the inflationary 

pressure to be exported to other countries. 

For example, in mainta in ing the exchange 

rate peg for the Deutschemark, West Ger-

many found it necessary to buy more and 

more dollars in exchange for Deutschemarks 

in the foreign exchange market. This action 

kept excess suppl ies of dollars off the mar-

ket, but it also added Deutschemarks to the 

German money supply. The increase in the 

German money supply eventually helped to 

fuel unwanted inflationary pressures there. 

The conflict became acute in the summer of 

1971. At that t ime the U.S. balance of pay-

ments was worsening, suggesting a need for 

economic austerity to preserve the exchange 

va lue of the dollar. However, the nation's 

economy was recovering slowly from the mild 

recession of 1970, and the admin is t ra t ion 

wanted to take stimulative measures, in part 

because the pres ident ia l e lect ion year of 

1972 was rapidly approaching. 

The Breakup of Bretton Woods. A combi-

nation of policies announced on August 15, 

1971, resolved the policy di lemma. Domesti-

cally, the Nixon administration took stimula-

tive actions comb ined with wage and price 

controls in an attempt to reduce inflation. In 

the international sphere, the administration 

imposed a temporary 10 percent surcharge 

(tax) on imports to pressure other countries 

into agreeing on a devaluation of the dollar, 

des i gned to improve the ba lance of pay-

ments. At the same time, the "gold window" 
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was closed, meaning that the United States 

repudiated its commitment to convert dol-

lars into gold for foreign central banks; this 

action p r e e m p t e d any threat that foreign 

central banks might buy up all the U.S. gold 

stockpile with their dollar reserves, but it al-

so e l im ina ted the only constraint on U.S. 

monetary pol icy imposed by the Bretton 

Woods system. 

During the next several months the United 

States and the other major industr ia l i zed 

countries negotiated feverishly. Foreign gov-

ernments were anxious to have the United 

States abolish the special import surcharge, 

while the United States wanted the foreign 

governments to realign exchange rate parities 

to devalue the dollar. Agreement on both is-

sues was reached in December 1971, during a 

meeting at the Smithsonian in Washington, 

D.C. As a result, the dollar was devalued an 

average of abou t 10 percent versus other 

ma j o r cu r renc i e s ; t h e d e v a l u a t i o n was 

larger vis-a-vis the Japanese yen and the 

Deutschemark , smal ler versus the British 

pound, the French franc, and the Italian lire. 

As part of the agreement, and largely at the 

insistence of France, the official price of gold 

was raised from $35 to $38 per ounce; howev-

er, the gold window remained closed. In ad-

dit ion, the United States agreed to abolish 

the import surcharge.4 

Despite the agreement at the Smithsoni-

an, foreign exchange markets cont inued to 

be turbulent. Even at the t ime of the agree-

ment, some estimates impl ied that a larger 

devaluation was needed if the U.S. external 

deficit was going to be corrected (see Robert 

Solomon 1977, 210). Moreover, considerable 

skepticism continued among market partici-

pants abou t whether the United States or 

many other governments were prepared to 

take unpopular measures to defend the new 

parities, lust six months after the Smithsoni-

an agreement, the British pound came under 

pressure, and the British government re-

sponded by abandoning its fixed parity and 

allowing it to float downward. 

The Bret ton W o o d s system came to a 

definitive end in early 1973, when various key 

governments (notably West Germany) gave 

up trying to keep their exchange rates with 

the dollar pegged in the face of massive capi-

tal flows. At the t ime some hope remained 

that the system could soon be brought back 

to life in a modified form, but other economic 

events—notably the oil price shock of late 

1973 and the ensuing recession throughout 

the industr ia l ized wor ld—quickly grabbed 

the attention of policymakers and pushed re-

form of the exchange rate system to the back 

burner, where it has remained. As a result, 

the years since 1973 constitute the longest 

period of generalized floating exchange rates 

in modern history. 

The Recent Experience with Flexible 
Exchange Rates 

In assessing the pros and cons of flexible 

exchange rates, it is useful to compare flexi-

ble exchange rates' actual performance since 

they took hold in 1973 with their advocates' 

expectations during the last years of the Bret-

ton Woods system.5 Flexible rates were ex-

pected to have several important advantages 

over fixed rates. Governments would have 

greater freedom to use monetary and fiscal 

policy to pursue domestic objectives, propo-

nents main ta ined , without having to worry 

about international consequences or balance 

of payments problems. With the exchange 

rate adjusting automatically to achieve equi-

librium in the external payments flows, gov-

ernments would no longer be t emp t ed to 

impose "temporary" import limitations, con-

trols on capital outflows, or other such poli-

cies to stave off currency changes. 

Flexible exchange rates were also expect-

ed to insulate each national economy from 

shocks originating elsewhere. For example, 

many Europeans compla ined that when in-

flat ionary pressures in the Un i ted States 

rose in the late 1960s because of the Viet-

nam War, part of the inflation was exported 

to Europe through the workings of fixed ex-

change rates. If exchange rates had been 

flexible, it was argued, Europe could have 

remained unaffected by the inflation in the 

United States. 

Advocates of flexible exchange rates criti-

cized the Bretton Woods system because in 

the ir view its pegged exchange rates en-
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a b l e d e c o n o m i e s t o d e l a y a d j u s t i n g to 

changing international circumstances until a 

d isequ i l ibr ium had reached crisis propor-

tions. Only then could an exchange rate be 

changed, often by a large and economically 

disruptive amount. By contrast, they expect-

ed that under a system of flexible exchange 

rates, cr ises wou l d b e rare b e c a u s e ex-

change rates wou ld move gradual ly up or 

down in response to changes in underlying 

economic cond i t ions or government poli-

cies, thereby producing the economic ad-

justments n eeded to preserve ba lance of 

payments equil ibrium. 

Those who advocated flexible exchange 

rates pr ior to t he b reakdown of Bret ton 

Woods d i d so largely on t he theore t i ca l 

grounds d iscussed above because at the 

time they had little historical experience on 

which to draw. A brief period of flexible ex-

change rates had occurred during the early 

1920s—a time of considerable economic and 

monetary d isorder , i nc lud ing the famous 

German hyperinflation, as Europe began to 

rebuild after World War I. Observers at that 

time bel ieved exchange markets to be disor-

derly and subject to speculat ive frenzies, 

but with hindsight it is easy to argue that the 

exchange markets merely reflected the peri-

od's chaotic economic and polit ical condi-

tions. Moreover , it seems l ikely that the 

wide gap between the market's estimate of 

equi l ibr ium exchange rates consistent with 

postwar economic cond i t ions and govern-

mental announcements that prewar exchange 

rates would sooner or later be restored dis-

rupted the exchange markets even more. 

Advocates of flexible exchange rates pre-

ferred to emphasize the experience of Cana-

da, which allowed its exchange rate to float 

from 1950 to 1962 while other industrialized 

countries were pegged under the Bretton 

Woods system. Canada's experience was fair-

ly tranquil; its exchange rate never moved 

dramatical ly, and its economy showed no 

signs of the disastrous consequences fore-

seen by o p p o n e n t s of f lex ib le exchange 

rates. Those who favored flexible exchange 

rates believed that if the Bretton Woods sys-

tem were abolished, exchange rates between 

the major currencies would behave much like 

Canada's.6 

Now that the modern system of general-

ized f loat ing exchange rates has b een in 

opera t i on for more than a d e c a d e and a 

half, it is poss ib l e to compare the actual 

performance of a general ized flexible rate 

system with the expectat ions of its advo-

cates. In several respects, the record of the 

years since 1973 indicates that flexible ex-

change rates have fallen short in providing 

expec ted bene f i t s . Exchange rates have 

b een far more vo la t i l e than an t i c i p a t ed , 

and nations have not enjoyed as much poli-

cy i n dependence and insulat ion from for-

eign shocks. 

With regard to policy independence, gov-

ernments have continued to experience con-

flicts between domestic policy objectives and 

exchange rate policy. For example, in the ear-

ly and mid-1980s Europeans complained that 

they were having to run tighter monetary pol-

icy than was desirable in light of very high un-

e m p l o y m e n t rates, because high interest 

rates in the United States were boosting de-

mand for the dol lar and causing its appre-

ciat ion , which in turn was contr ibut ing to 

inflationary pressures in Europe. Since oil 

was priced in dollars, this problem was some-

times described as a second oil price shock. 

Importing countries such as France and West 

Germany experienced one inflationary shock 

when the price of oil soared in the 1979-80 

period and then another when dollar appreci-

at ion sen t t h e franc- or Deu t s chemark-

denomina ted price even higher during the 

next several years. 

In addit ion, flexible exchange rates have 

clearly not succeeded in eliminating political 

pressure for trade restraints to protect partic-

ular industr ies . I n deed , as the U.S. t rade 

deficit soared in the mid-1980s, the United 

States experienced its worst bout of protec-

tionist fever in years. Import quotas, "volun-

tary" export restraints, or other restraints on 

imports of a variety of products, including au-

tos, steel, motorcycles, textiles, and apparel, 

were maintained or tightened. 

Perhaps the most d iscussed feature of 

f l ex i b l e exchange rates has b e e n t he i r 

volatility. Chart 1 shows the exchange rate 

for the British pound relative to the U.S. dol-

lar since 1960. Clearly the 1960s experienced 

very little volatility; the only major jump was 
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Chart 1. 
The Dollar-Pound Exchange Rate 

(1960-1989) 
Exchange Rate 

associated with the pound's 15 percent de-

valuat ion in 1967.7 Those who advocated 

flexible exchange rates during the Bretton 

Woods years suggested that under flexible 

exchange rates day-to-day volatility might 

increase somewhat but large movements 

would be smoothed by the actions of pri-

vate speculators; under flexible exchange 

rates the large ad jus tmen t that occurred 

overnight in 1967 might have occurred grad-

ually over a period of several years, if not 

more.8 

In early 1973 the Bretton Woods system of 

pegged exchange rates collapsed, and since 

then the rates between the United States and 

other major industr ia l ized countries have 

been flexible. A glance at Chart 1 shows that 

in contrast to expectations, during the flexible 

rate period rates have been volatile, with far 

more major moves than under the Bretton 

Woods system. Other major exchange rates 

show similar patterns. Admittedly, no day-to-

day moves by the pound have been as large 

as 1967's 15 percent devaluation; however, 

numerous large moves do occur over fairly 

short periods of time. 

Table 1 gives the dates and sizes of large 

moves—defined as exceeding 10 percent over 

a period of six months—in the pound-dollar 

exchange rate since the breakup of Bretton 

Woods. The choice of size and the six-month 

time interval is somewhat arbitrary. The goal 

was to delineate relatively short periods during 

which the flexible exchange rate moved by an 

amount sufficient to create export and import 

adjustment problems comparable to those as-

sociated with the pound's 1967 devaluation.9 

When overlapping six-month periods showed 

more than one large change, only the largest 

was chosen for the table to avoid double-

counting. To leave out all data for the Bretton 

Woods period, the earliest period considered 

for the table is June to December 1973. The last 

period considered is june to December 1989, 

resulting in a total of sixteen years of coverage. 

As the table indicates, during the years 

since the breakdown of Bretton Woods the 

dollar-pound rate has moved more than 15 
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Table 1. 
Large* Six-Month Percentage 
Changes in the Pound-Dollar 

Exchange Rate since the 
Breakup of Bretton Woods, 
Ranked by Size of Change 

Size of Change' 

Ending Date (Percent) 

July 1981 25.1 

August 1985 -25.0 

February 1985 18.4 

September 1975 16.6 

May 1989 16.0 

December 1987 -15.1 

October 1976 13.8 

March 1983 13.5 

July 1979 -13.4 

October 1978 -13.2 

May 1987 -12.4 

January 1978 -11.6 

September 1988 10.9 

December 1973 10.6 

* Defined as exceeding 10 percent. 

" Positive values indicate depreciation of the 
pound; negative values indicate appreciation. 
End-of-month exchange rate data were used. 
Percentage changes were measured using log-
arithmic differences. 

Source: Calculated by the Federal Reserve Bank 
of Atlanta using data from the Internation-
al Monetary Fund's IFS tapes. 

percent in a six-month period six times, in the 

two biggest moves, the rate changed 25 per-

cent. Moreover, in eight other ep i sodes the 

rate changed by more than 10 percent. By con-

trast, under Bretton Woods the pound-dol lar 

rate h ad e x p e r i e n c e d on l y t he o n e large 

change of slightly more than 15 percent during 

the decades of the 1950s and 1960s. 

Large exchange rate movements have also 

occurred for other currencies during the peri-

od of flexible exchange rates. Tables 2 and 3 

give information on large movements in the 

D e u t s c h e m a r k - d o l l a r a n d y e n - d o l l a r ex-

change rates, respectively, since the break-

down of Bretton Woods. 1 0 In some respects, 

these rates have shown even more volatility 

than the pound-dol lar rate. Although none of 

the Deutschemark rea l ignments were qu i te 

as large as t he 25.1 pe rcen t m o v e by the 

p o u n d - d o l l a r rate, t he Deu tschemark . d i d 

have eight separate ep i sodes of movemen t 

greater than 15 percent in six months , com-

pared to four for the pound ; in addi t ion, the 

mark had eight other periods when it moved 

by more than 10 percent. The yen-dollar rate 

had even more e p i s o d e s — e l e v e n — d u r i n g 

which the rate moved more than 15 percent, 

and in three other cases it moved more than 

10 percent. 

In contrast, the Deutschemark and the yen 

s h o w e d e v e n less m o v e m e n t d u r i n g t he 

1950s and 1960s than the British pound . The 

Deutschemark had two noticeable changes— 

revaluations of 4.88 percent in 1961 and 8.88 

percen t in 1969; the yen was virtual ly un-

changed during these two decades. Clearly, 

e x c h a n g e ra te v o l a t i l i t y h a s b e e n m u c h 

greater under flexible rates than under Bret-

ton Woods. Large exchange rate changes, rare 

u nde r Bretton Woods—occur r i ng less than 

once a d e c a d e on a v e r a g e — b e c a m e com-

mon, even ordinary, under flexible rates. In-

deed , since 1973 it has been rare to have a 

year that d i d not contain a major exchange 

rate move comparable in size to the 1967 de-

valuation of the pound . 

Exp l a i n i ng t he Volat i l i ty . Why have ex-

change rates bounced around so much in re-

cent years? Since the early years of floating, 

researchers have a t t e m p t e d to m o d e l ex-

change rate behavior in terms of changes in 

variables that theory suggests might be im-

por tan t , such as m o n e y supp l i e s , in terest 

rates, real ( inf lat ion-adjusted) GNP growth, 

a n d cu r ren t a c coun t b a l a n c e s . Howeve r , 

these mode l s have performed poorly in ex-

p l a i n i ng exchange rate m o v e m e n t s of t h e 

f lexib le rate pe r i od . Moreover , Richard A. 

Meese and Kenneth Rogoff (1983) show that a 

s imp le random-walk mode l of the exchange 

rate, which always predicts that the future ex-

change rate will equa l today's prevailing rate, 

outperforms more complex mode l s that in-

clude other variables in forecasting exchange 

rates. Accordingly, convincingly a t t r ibut ing 

the observed movements of exchange rates 

to any particular combinat ion of variables has 

thus far been impossible. 
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Table 2. 
Large* Six-Month Percentage 

Changes in the Deutschemark-
Dollar Exchange Rate since the 

Breakup of Bretton Woods, 
Ranked by Size of Change 

Size of Change** 

Ending Date (Percent) 

February 1986 -22.6 

June 1981 19.9 

August 1985 -17.8 

October 1978 -17.4 

January 1974 16.8 

November 1986 -15.7 

September 1984 15.5 

February 1975 -15.4 

December 1987 -14.6 

June 1988 14.1 

December 1989 -14.0 

May 1989 13.5 

March 1978 -13.2 

September 1975 12.7 

August 1983 11.2 

March 1980 10.8 

* Defined as exceeding 10 percent. 

** Positive values indicate depreciation of the 
Deutschemark; negative values indicate appre-
ciation. End-of-month exchange rate data 
were used. Percentage changes were mea-
sured using logarithmic differences. 

Source: See Table 1. 

In this vacuum, various explanations of the 

large m o v e m e n t s of exchange rates have 

arisen. One possibility is that the large move-

ments are rational and appropriate responses 

to an unstable environment characterized by 

f requen t changes in gove rnmen t po l icy as 

well as shocks to technology and oil prices. In 

this view, a flexible exchange rate is an asset 

price that responds instantaneously to new 

information, much like prices in the stock mar-

ket. Jacob A. Frenkel and Michael L. Mussa 

(1980) question whether exchange rate fluctu-

ations of the 1970s were in fact excessive, not-

ing that by various measures exchange rates 

f l uc tua ted less t han stock marke ts dur ing 

this period. They conclude that governments 

can best reduce turbu lence in the exchange 

markets by reducing high and variable rates 

of monetary expansion and generally reduc-

ing uncertainty abou t future economic poli-

cies. 

However, McKinnon (1988) argues that tur-

bu lence is inherent in the flexible exchange 

rate system because flexible exchange rates 

are highly sensit ive to small changes in ex-

pec t e d mone tary po l i c ies or asset prefer-

ences, which are extremely uncertain in the 

current pol icy env i ronmen t . To reduce the 

uncertainty, he advocates that the Federal 

Reserve, the Bank of japan, and the German 

Bundesbank agree to peg the dollar-yen and 

dol lar-Deutschemark exchange rates and to 

ad jus t their domes t i c monetary po l ic ies to 

mainta in similar inflation rates for prices of 

internationally traded goods. 

An alternative interpretation is that flexible 

exchange rates are excessively volat i le be-

cause of destabi l iz ing speculat ion.1 1 For in-

stance, suppose monetary policy changes in a 

way that justifies a modest appreciation of the 

dollar but market part icipants are uncertain 

about how much appreciation is justified. As 

the dollar begins to appreciate, a speculative 

bandwagon may deve lop if speculators react 

by shift ing capital into do l la r-denominated 

assets, thereby tending to appreciate the dol-

lar further. In principle, such behavior could at 

least temporarily drive the dollar far above its 

long-run equi l ibr ium. 

Paul R. Krugman (1985, 1989) and jeffrey A. 

Frankel and Kenneth Froot (1988) argue that 

part of t he huge dol lar apprec ia t ion of the 

early 1980s, especial ly the surge in the sec-

ond half of 1984 and the first few weeks of 

1985, took the dol lar far above any reason-

able estimate of its long-run equi l ibr ium; the 

lack of a large interest differential favoring 

the do l la r at that t ime leads t h em to con-

c lude that the market was irrationally failing 

to forecast a sharp dollar decl ine of the sort 

t h a t o c c u r r e d s u b s e q u e n t l y . 1 2 K r ugman 

(1989) conc ludes that an eventua l return to 

fixed exchange rates is desirable to prevent 

such speculative bubbles . Supporters of flex-

i b l e e x c h a n g e ra tes c o u n t e r w i th M i l t o n 

Friedman's (1953) argument that destabil iz-
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Table 3. 
Large* Six-Month Percentage 

Changes in the Yen-Dollar 
Exchange Rate since the 

Breakup of Bretton Woods, 
Ranked by Size of Change 

Ending Date 
Size of Change : 

(Percent) 

February 1986 -27.8 

October 1978 -23.6 

April 1979 21.6 

March 1978 -17.7 

December 1987 -17.4 

October 1982 16.5 

September 1980 -16.3 

May 1989 15.9 

April 1983 -15.7 

July 1981 15.7 

September 1986 -15.6 

April 1987 -14.6 

January 1974 12.7 

February 1980 12.7 

* Defined as exceeding 10 percent. 

" Positive values indicate depreciation of the yen; 
negative values indicate appreciation. End-of-
month exchange rate data were used. Percent-
age changes were measured using logarithmic 
differences. 

Source: See Table 1. 

ing specu la tors wou ld sooner or later lose 

money and be driven out of business. 

Even if observed exchange rate changes 

are rat ional a n d app rop r i a t e responses to 

policy instabi l i ty, Wi l l i amson (1983) argues 

that greater fixity of exchange rates is also de-

sirable as a way of constraining governments 

from pursu ing des tab i l i z ing pol ic ies, which 

probably explain in part the large exchange 

rate movements of recent years. Under fixed 

exchange rates, a single government's policy 

opt ions would be constrained by either the 

need to maintain the exchange rate peg or to 

obtain the approval of other governments if 

an exchange rate change were necessary . 

Williamson's preferred opt ion is not fixed ex-

FEDERAL RESERVE BANK O F ATLANTA 

change rates but a system of target zones that 

wou ld allow some exchange rate flexibility, 

within l imits substant ia l ly broader than the 

very narrow ones the Bretton Woods agree-

ment allowed. 

Finally, Wallace (1979) argues that when fiat 

currencies are in use—that is, currencies not 

backed by gold or any other commod i ty—as 

has been the case since at least 1971, foreign 

exchange rates have no fundamenta l equilib-

rium in the absence of government interven-

t ion or certa in t ypes of legal restr ict ions. 

Suppor ters of f lexible rates argue that, left 

alone, market forces can set exchange rates at 

a p p r o p r i a t e leve ls a n d tha t g o v e r n m e n t s 

should renounce exchange market interven-

t ion and controls on capi ta l flows or asset 

holdings; however, Wal lace claims that it is 

imposs ib le for governments to do both. In his 

i n t e r p r e t a t i o n exchange rate m o v e m e n t s 

since 1973 reflect to a cons iderab le degree 

market responses to actual or an t i c i pa ted 

government intervention. Market participants 

are constantly trying to guess what govern-

ments are going to do, but the governments 

rarely make their intervention strategies pub-

lic. In his view, volatility would be reduced if 

governments wou ld cooperat ive ly set pub-

licly revealed exchange rate target zones of 

s ome kind and de fend them with interven-

tion. 

In contrast, supporters of flexible rates ar-

gue that given the differences in att i tudes to-

ward in f la t ion a nd recess ion in t he ma j o r 

countries, fixed exchange rates or even target 

zones are not feasible; as soon as they began 

to constrain government policy significantly, 

t h e exchange rate target wou l d b e aban-

d o n e d . For i n s t ance , R u d i g e r D o r n b u s c h 

(1988) claims that Europe and Japan are much 

more o p p o s e d to inflation than the Uni ted 

States is; in his view, they are willing to toler-

ate recession or depression to keep inflation 

low, whereas the United States is not. Greater 

fixity of exchange rates wou l d s o m e t i m e s 

conflict with these preferences, forcing either 

the United States to tolerate more unemploy-

ment or Europe and Japan to tolerate more 

inflation than they would want. 

Are Fixed Exchange Rates Feasible To-

day ? Are there any examp les of successful 

limits on exchange rate movements in recent 
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years? Rolnick and Weber (1990) point to the 

United States under the Federal Reserve Sys-

tem, which ensures that a fixed, one-to-one 

exchange rate prevails between dollars in 

each of the twelve Federal Reserve districts. 

Indeed , this system has become so stable 

that it is taken for granted, although earlier in 

U.S. history, currency from one region was 

treated as "foreign" money in other regions; 

that is, if you took an Atlanta dollar to Chica-

go and tried to exchange it for local Chicago 

money, you would get not a full dollar back, 

but perhaps 97 cents.13 However, the exam-

ple of the Federal Reserve is not entirely ap-

plicable to the group of major industrialized 

countries because, while all regions of the 

United States have the same national gov-

ernment and individual states gave up the 

power to print money decades ago, each in-

dustrial ized country is still a sovereign na-

tion. 

The European Monetary System (EMS) is a 

better example, in the sense that the way it 

opera tes p robab ly more closely approxi-

mates what a new system of fixed or quasi-

fixed exchange rates would look l ike than 

does the U.S. Federal Reserve System. Under 

t he EMS, var ious European governmen ts 

agreed to keep their bilateral exchange rates 

within narrow target zones while continuing to 

have flexible rates with outside currencies, 

such as the U.S. dollar, Japanese yen, and 

British pound . Accordingly, movements of 

t he French franc-Deutschemark rate have 

b e e n l im i t ed , wh i le m o v e m e n t s of t he 

Deutschemark-dollar and franc-dollar rates 

have remained flexible.14 

The EMS was estab l ished in December 

1978 by the members of the European Eco-

nomic Community (EEC), which at that t ime 

consisted of West Germany, France, Italy, the 

United Kingdom, Belgium, the Netherlands, 

Luxembourg , Denmark , and I re land . The 

heart of the system is the Exchange Rate 

Mechanism, which was intended to keep bi-

lateral exchange rates of member countries 

within narrow bands. Exchange rate targets 

(or parities) were set, and governments were 

ob l i g a t ed to i n tervene in the foreign ex-

change markets to prevent market rates from 

moving more than 2.25 percent above or be-

low the parity rates. 

Although it was a member of the EEC in 

1978, the United Kingdom chose not to join 

the Exchange Rate Mechanism; hence it con-

tinued to have floating exchange rates for the 

pound.1 5 Italy insisted on somewhat greater 

flexibility for its exchange rate than the other 

countries wanted; the band for the lira al-

lowed it to move as much as 6 percent above 

or below its target rate. 

Although the objectives of the EMS have 

always been somewha t vague, it is fairly 

clear that the main goal was to reduce the 

volatility of exchange rates within Europe to 

promote the EEC's economic integration and 

to provide a stable unit of account for EEC-

wide programs like the Common Agricultural 

Policy (see Georg Rich 1990). The system 

was not intended to be completely rigid; the 

width of the target b ands p rov ided some 

flexibility, and in addit ion changing econom-

ic circumstances were expected to lead to 

occasional realignments in which the mem-

ber governments would agree to alter the 

parity rates.16 

The i m p e t u s for es t ab l i sh i ng t he EMS 

came largely from political leaders, especially 

Chancellor Helmut Schmidt of West Germany 

and President Valérie Giscard d'Estaing of 

France. Most economists were cool to the 

idea, th inking that the system would soon 

collapse because of differences between low-

inflation West Germany and high-inflation 

France and Italy.17 The German Bundesbank 

was so negative on the EMS that an unprece-

den ted visit by Chancellor Schmidt to the 

Bundesbank Council was necessary to over-

come the opposit ion (see Michele Fratianni 

and Juergen von Hagen 1990). The Bundes-

bank's position is ironic, considering that var-

ious observers recently have described the 

EMS as having become a system by which the 

Bundesbank controls monetary policy in the 

other member countries.18 

Despite the skepticism, the EMS has now 

survived for more than a decade. How have 

exchange rates between member countries 

behaved? Computa t ions of six-month per-

centage changes as were done for Tables 1-3 

show that the franc-Deutschemark exchange 

rate had three ep i sodes dur ing the 1970s 

when it moved more than 10 percent but 

none since the EMS was established. Indeed, 
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since the major realignment of EMS curren-

cies in 1982, the franc-Deutschemark rate has 

rarely m o v e d more than 6 percen t in six 

mon ths . 1 9 Clearly, its volat i l i ty has been 

much less in recent years than the pound-

dol lar 's , Deu tschemark-do l l a r ' s , or yen-

dollar's, and it is reasonable to attribute that 

lower volatility at least partially to the effec-

tiveness of the EMS. 

Critics of the EMS emphasize the disrup-

tions caused by realignments of the EMS cur-

rencies, as well as the costs of capital controls 

that France and Italy have employed to help 

maintain their currencies within the EMS tar-

get zones. In addition, Fratianni and von Ha-

gen (1990) argue that whi le the EMS has 

made signif icant progress in reducing ex-

change rate uncertainty among member cur-

rencies, it may have increased uncertainty 

about rates between members and nonmem-

bers, such as the Deutschemark-U.S. dollar 

rate. Even so, the costs are apparently not 

too great—the original members have chosen 

to remain members, and additional countries 

have joined as well. 

Could the United States, Japan, and Eu-

rope work together to form an EMS-style ex-

change rate system for the ent ire g roup? 

Skeptics like Dornbusch (1986) and Stanley 

Fischer (1986) think not, arguing that the dif-

ferences in policy preferences are too great, 

and that in any event the U.S. government 

would never accept the constraints on its fis-

cal policy that would be necessary to make 

the system work. However, similar skepticism 

about whether the EMS could survive given 

the differences in policy preferences among 

France, West Germany , and Italy was ex-

pressed in the early days of the EMS, yet it 

s e e m s to b e th r i v ing af ter mo re than a 

decade of existence. 

Conclusion 

As the problems of the Bretton Woods sys-

tem mounted in the 1960s and early 1970s, a 

move to flexible exchange rates was widely 

touted as a s imple and elegant solution to 

those problems. The experience with flexible 

rates since 1973 indicates, however, that the 

present system has its own problems, includ-

ing high volatility of exchange rates, little in-

su l a t i o n from fore ign shocks , and l i t t l e 

pressure on governments to pursue sound 

long-term policies. As a result, there is re-

newed interest in proposals to impose limits 

on exchange rate movements. The European 

Monetary System's experience indicates that 

limits on exchange rate movements are feasi-

ble in principle but that such limits imply that 

participating governments give up some of 

their autonomy with respect to economic pol-

icy. Whether the governments of the United 

States, Japan, and the major nations of Eu-

rope would be willing to accept such limits on 

their freedom of action in order to reduce ex-

change rate volatility remains an open ques-

tion. 

Notes 

1 For a more extensive discussion of changes in the in-

ternational monetary system from the gold s tandard of 

the late n ine teenth century to the Bretton Woods sys-

tem of t he 1950s and 1960s, see Yeager (1966). 
2The huge l i terature on purchas ing power parity is re-

viewed in Officer (1976). 

3A useful con temporary d iscussion of the p r ob l ems of 

the Bretton W o o d s system is con ta ined in Munde l l a nd 

Swoboda (1969). 

'The internat ional monetary crisis of 1971 is d iscussed 

in Johnson (1972, 353-61) and So l omon (1977, 176-215). 

'Advoca tes of f lexible rates i nc luded Fr iedman (1953), 

S o h m e n (1969), Habe r l e r (1970), a nd Johnson (1972, 

198-222). 

6The advoca tes of f lexible exchange rates recogn ized 

that a small a nd narrowly spec ia l i zed economy wou ld 

p r o b ab l y f ind it a dvan t ageous to p eg its currency to 

that of a large country, such as its main trading partner, 

thereby stabi l iz ing the purchas ing power of t he smal l 

country's currency in terms of t he wide array of goods , 

services, and assets ava i lab le in the large country. See 

Johnson (1972, 206). 

7 The s ize of t h e d e v a l u a t i o n is m e a s u r e d us i ng t h e 

change in the natural logar i thm of t he d o l l a r -pound 

rate. 

8Prior to the change in 1967, the do l l a r-pound exchange 

rate had been essential ly unchanged since 1949. 

q For examp l e , British impor ters who had s igned con-

tracts d e nom i n a t e d in dol lars suffered an unexpec ted 

loss when Britain d eva l u ed because the cost of the im-

ports in terms of British p ound s sudden l y went up as a 

consequence of the deva lua t ion , even though the price 
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in dol lars was unchanged . As a result, s ome dea l s ex-

p e c t e d to b e p r o f i t a b l e s u d d e n l y b e c a m e unprof-

i t ab le . At t he s a m e t ime , British exporters w h o had 

s igned contracts d e n o m i n a t e d in dol lars exper ienced 

windfal l gains. 

1 0 The d a t e s a n d s i z e s o f l a r ge c h a n g e s in t h e 

Deu t schemark-do l l a r and yen-do l l a r exchange rates 

were found using the s ame procedures that were used 

in analyzing the pound-do l l a r rate for Tab le 1, 

1 'This argument was prevalent at t he t ime of t he Bretton 

W o o d s agreement ; see Nurkse (1945). It has recently 

b een revived by Wi l l iamson (1983), Marris (1985), and 

Krugman (1985, 1989). 

12By contrast, Mussa (1985) argues that unde r p laus ib le 

assumpt ions the dollar's va lue in 1985 was not at a lev-

el that imp l i ed market irrationality. 

'^Such d i scoun ts on nonlocal do l lar bi l ls were c o m m o n 

dur ing the free bank ing era prior to the Civil War; see 

Rockoff (1975). There were d i scoun ts or p rem iums on 

nonlocal funds dur ing the nat ional bank ing era as well. 

The s ize of t he d i s coun t or p r e m i u m cou ld b e c o m e 

large dur ing financial crises such as the Panic of 1907; 

see Nat ional Monetary Commiss ion (1911, 209-28). 

l 4Frat ianni and von Hagen (1990) review the first decade 

of opera t ions by the EMS. 
l 5After years of d e b a t e the British gove rnmen t brought 

the p o u n d sterling into the EMS bu t with wide , 6 per-

cent bands , on October 8, 1990. 
l 6 Acco rd i ng to Fra t iann i a n d von Hagen (1990), there 

were e l even rea l i gnmen t s du r i ng the first d e c a d e of 

t he EMS; the da tes were S e p t e m b e r 24, 1979; Novem-

ber 30, 1979; March 23, 1981; Oc tober 5, 1981; Febru-

ary 22, 1982; ) une 14, 1982; March 21, 1983; July 22, 

1985; Apri l 7, 1986; Augus t 4, 1986; a n d January 12, 

1987. In add i t i on , there was a mini-real ignment that in-

vo l v ed a d e v a l u a t i o n of t he I ta l ian lira's par i ty rate 

against the Deutschemark on lanuary 5, 1990. 
l 7 S e e the c o m m e n t s by Bryant, Cohen , a n d Fel lner in 

Trezise (1979), as well as Korteweg (1980) and Vaubel 

(1980). 

1 8See, for example , Dornbusch (1986) and Fischer (1987). 
l 9Actual ly, there were two rea l ignments dur ing the first 

half of 1982; as a result, dur ing the six-month pe r i od 

e n d i n g in Augus t 1982 the f r anc-Deu t schemark rate 

moved abou t 9.8 percent , t he largest six-month change 

since the EMS was es tab l i shed . 
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