Federal Reserve Bank
of Minneapolis

Deposit Insurance Reform;
or, Deregulation Is the Cart,
Not the Horse (p. 3)
John H. Kareken

Why Markets in Foreign Exchange
Are Different From
Other Markets (p. 12)
Neil Wallace

A Suggestion for Oversimplifying
the Theory of Money (p. 19)
Neil Wallace

R E P R I N T S

1989 Contents (p. 21)
1989 Staff Reports (p. 28)

Federal Reserve B a n k of M i n n e a p o l i s

Quarterly Review
Vol. 14, No.1

ISSN 0271-5287

This publication primarily presents economic research aimed at improving
policymaking by the Federal Reserve System and other governmental
authorities.
Produced in the Research Department. Edited by Preston J. Miller and
Kathleen S. Rolfe (Winter 1990), Richard M. Todd and Patricia Lewis
(Spring 1983), and Arthur J. Rolnick and Alan Struthers, Jr. (Fall 1979).
Graphic design by Barbara Birr, Public Aftairs Department.
Address questions to the Research Department, Federal Reserve Bank,
Minneapolis, Minnesota 55480 (telephone 612-340-2341).
Articles may be reprinted if the source is credited and the Research
Department is provided with copies of reprints.
The views expressed herein are those of the authors and not
necessarily those of the Federal Reserve Bank of Minneapolis or
the Federal Reserve System.

Federal Reserve Bank of Minneapolis
Quarterly Review Winter 1990

E
E
E
E
E
ill

Why Markets in Foreign Exchange
Are Different From Other Markets*

R
pt
R
R
R
R

P
P
P
P
P
P

R
R
R
R
R
R

I
I
1
1
1
1

N
N
N
N
N
N

T
T
T
T
T
T

Neil Wallace
Adviser
Research Department
Federal Reserve Bank of Minneapolis
and Professor of Economics
University of Minnesota

In the United States today, a substantial majority of
economists agrees that some or all of the task of
determining exchange rates should be left to private
markets. The notion seems to be that basic or fundamental factors determine equilibrium relative prices of
currencies—that is, exchange rates—in much the same
way that tastes, technology, and endowments interact in
markets to determine equilibrium relative prices for
other things.
If there is any disagreement, it seems to be only about
whether some government intervention is desirable in
order to keep actual exchange rates close to the
equilibrium exchange rates supposedly determined by
fundamentals. Interventionists claim that speculation
plays an important role in foreign exchange markets,
one that at times prevents exchange rates from attaining even approximately their equilibrium values. Noninterventionists respond by turning my title into a
challenging question. Why, they ask, are markets for
foreign exchange different from other markets? Presumably, there is speculation whenever views about
future prices affect current demands and supplies and,
hence, current prices. Such speculation is pervasive.
Can it be established that there is more speculation in
foreign exchange markets than in other markets? And
even if that could be established, could the desirability
of government intervention depend on the amount of
speculation? In the view of noninterventionists, such a
conclusion runs counter to invisible-hand propositions.

12

These depend for their validity only on general qualitative assumptions. They do not depend on whether there
is little or much speculation.
Thus, there seems to be a certain consistency in the
view of noninterventionists. If currencies are very much
like other things, then why, indeed, not let private
markets determine their relative prices? But today's
currencies are not like other things. Because of this, the
noninterventionist view is fallacious—and more seriously flawed than even interventionists have suggested.
The objects traded in today's foreign exchange markets 2lvqfiatcurrencies. In particular, currencies now are
not tied to different weights of gold or other metals.
Economists have long known and agreed that fiat
currencies are very special objects, not at all like other
things. What they seem not to have recognized is that
this specialness tells us why markets in foreign exchange are different, qualitatively, from other markets.
For fiat currencies, there are no inherent fundamentals that determine equilibrium exchange rates.
Without binding legal restrictions on asset holdings that
prevent one currency from being substituted for another
either directly or indirectly via international borrowing
•Reprinted from the fall 1979 Federal Reserve Bank of Minneapolis
Quarterly Review, vol. 3, no. 4, pp. 1-7. This is a revised version of a talk
presented at a seminar at the University of Minnesota. The author is indebted to
colleagues at the University and at the Federal Reserve Bank of Minneapolis,
especially Arthur Rolnick, for helpful comments. The ideas expressed were
developed jointly by John Kareken and Wallace (1978a, b).
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and lending, demands for different currencies are
determined not in part by speculation, but entirely by
speculation. One consequence is an indeterminacy
proposition: Without government intervention in foreign
exchange markets and without binding restrictions on
currency holdings, exchange rates, price levels, and in
general all prices are indeterminate. A closely related
consequence is that the fixed rate-floating rate dichotomy is inadequate both for descriptive analysis and for
policy analysis. When exchange rates are not fixed, a
crucial role is played either by legal restrictions on asset
holdings or by anticipated government intervention.
These are the only forces that determine exchange rates
when rates are not explicitly fixed, and these are not
comparable to the fundamentals that determine prices
in other markets. A so-called laissez-faire floating rate
monetary system does not give rise to a determinate
equilibrium, let alone to one to which invisible-hand
conclusions apply.
These assertions follow from postulates about fiat
currencies. As we will see, these postulates and their
implications make clear why one goes badly astray by
reasoning about the international monetary system
from an analogy between fiat currencies and other
objects like apples, oranges, and shares in General
Motors.
Postulates: The Nature of Fiat Currencies
I will take as postulates three generally accepted
properties of any fiat currency:
1. It is intrinsically useless.
2. It is unbacked.
3. It is costless to produce.
The first postulate says that a fiat currency is never
wanted for its own sake. One person gives up g o o d s leisure or other objects that are wanted per se—for
some amount of the fiat currency only because the
person expects to be able subsequently to exchange the
currency for goods. Put somewhat differently, this
postulate says that there is only an indirect or derived
demand for fiat currency; it is wanted only to the extent
that it makes possible future consumption.
The second postulate says that the issuer of a fiat
currency does not promise to exchange it for any other
object. From the point of view of the issuer, a unit of fiat
currency is a claim on no more than a fresh piece of the
same thing. As has always been recognized, it is this
postulate that distinguishes fiat money from commodity money and from other assets like shares in General
Motors; the issuer of a fiat currency does not promise to

pay the bearer now or in the future an amount of gold or
a dividend or anything else.
The third postulate is simply a convenient way to
express the idea that a fiat currency is an object whose
value in exchange exceeds the marginal cost of producing another unit of it.
These postulates cast doubt on the analogy that
advocates of floating rates use to support their view:
Since private markets can price apples in terms of oranges, they can price one currency in terms of another.
Neither apples nor oranges nor shares in General
Motors satisfy the above postulates.
Supplies of Fiat Currencies
The second and third postulates—that fiat currency is
unbacked and is costless to produce—have well-known
and almost unanimously accepted implications for the
provision or supply of fiat currencies: Their provision
cannot be left to the market. More precisely, one cannot
allow for free entry into the provision of fiat currency.
Indeed, leading advocates of floating exchange rates,
such as Milton Friedman (1960, p. 7), have long espoused this view:
Some external limit must be placed on the volume of a
fiduciary [that is, fiat] currency in order to maintain its
value. Competition does not provide an effective limit,
since the value of the promise to pay, if the currency is to
remain fiduciary, must be kept higher than the cost of
producing additional units. The production of a fiduciary
currency is, as it were, a technical monopoly, and hence,
there is no such presumption in favor of the private market
as there is when competition is feasible.

This widely accepted implication for the supplies of fiat
currencies makes clear that the analogy between fiat
currencies and other things is far from complete. For
most objects, supplies and demands can be determined
in a free market, one in which neither supply nor
demand is regulated. For fiat currencies, most economists agree that supplies must be regulated and that, at
most, demands can be left unregulated.
Demands for Fiat Currencies
The United States has recently issued a new coin: the
Susan B. Anthony dollar. The sense in which freemarket or unregulated demands for fiat currencies are
determined entirely by speculation can be seen by considering how the market would price Anthonys in
terms, say, of Lincolns ($5 bills) in different circumstances.
Suppose that an Anthony had no numeral on it, just a
picture. If the government says that now and in the
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