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1 Introduction

The problems that arise from the theoretical amslgtthe exchange rate determination pertain
to the field of the Theory of International Traddis field of knowledge can be partitioned into the
‘pure’ theory of international trade and the ‘margt theory of international trade, the former
being concerned with the ‘real’ factors that proenah international exchange while the latter with
the phenomena that take place when the monetatior figantroduced.

In the ground of International Trade Theory, thes#ian School produced its main
contributions in an unsystematic way; an orgargatiment does not exisfFor this reason, it makes

" 1 am grateful to Prof. Jests Huerta de Soto, RBafdo Hillsmann and Prof. Roger Garrison for tseiggestions on
the essential literature on this subject. The biaphy was also inspired by Prof. Joseph Saleraotile,
“International Monetary Theory” (1994). | am alswébted to Prof. Jests Huerta de Soto, Prof. Midngel Alonso,
Philipp Bagus, Giancarlo lanulardo and William Lbnfpr the significant feedback they provided oe first draft of
this survey. All errors are obviously mine.
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sense to compile a collection of the isolated dbations of the Austrians on the subject of
exchange rate determination, which is preciselysttupe of the present survey.

The doctrines that seek to preserve purchasing ipstability, price stability and exchange rate
stability by means that are not in line with soundney policies, have been exhaustively examined
and criticized by the Austrians. Although they e@nt a very interesting subject, they do not fall
within the scope of this work, and will not be mentd unless they prove to be useful for our
investigation.

2 Purchasing Power of Money and Monetary Equilibrium

2.1 Micro foundation of international trade analysis

The Austrian analysis has a microeconomic foundatidpplying the principle of
methodological individualisfy the Austrians derive the laws of economics faogson the
economic behavior of individuals or firms and nattbe movements of aggregates of individuals,
or collectives. It is not an aim of this work tosi®w the sociological and epistemological reasons i
favor of this methodological appro&ci$uffice it to say that all the members of theasttadhere to
it, with no exceptions, and this leads to veryresting implications in the field of macroeconomics
and monetary theory. For example, in the presemnkvibis methodology manifests itself in Mises’
analysis of the purchasing power of money, in heéintion of the demand for money, and in
Hayek’'s investigation of the workings of an inteiopal monetary system in the case of an
homogeneous international money.

2.2 The objective exchange value of money

The concept of the objective exchange valpepularly called ‘purchasing power’, enables
an understanding of the essential difference betwmeney and other economic goods. The
subjective valuation of the individual is the bafis the determination of the economic value of
money, as with any other economic good. Every esona@ood has both ase-valueand an
exchange-valueSince money is useful only as a medium of exchaitg subjective use-value and
subjective exchange-value coincide. Moreover, wthige utility of an economic good is determined
both by its objective use-value and the value soithe individual, the utility of money (that is, its
subjective value as a means of exchange) depehdsits objective exchange-value.

! The highlights in this field are the works of MiseHayek, and Haberler, whose most important doutions are
mentioned in the bibliography.

2 Haberler, 1950, p.7

% To resume very briefly, methodological individsali had been ascribed as a basic principle by tiedfer of the
school, Carl Menger. Giving a systematic epistemiola foundation to the school, it was probably wigl von Mises
who best described the principle and the dangeesuxrs generated by the scientist that neglect$ribom the
epistemological point of view, it is easy to dentoaie that no type of collective (a family, an asation, a chamber of
commerce, a political party, the Government, eex)sts without the presence of the individual, ahdt its
manifestations are the outcome of the complex @ctéon of individual actions (Mises, 1963, “The iiple of
Methodological Individualism”, p.41). From the eownical point of view, Mises articulated the trapf the
macroeconomics approach, which focuses upon atraxilyi selected segment of the economy (for examppon one
nation). This macroeconomic aggregate is constitbie groups of individuals acting in concert, buaaroeconomics
today proceeds as if all these individuals’ actiaese in fact the outcome of the joint operatioroné macroeconomic
magnitude upon another (Mises, 2002b, “The apprdacMacroeconomics”). For a justification of how #rtian
Macroeconomics can be conceived without stumblintg these ingenuities, the most advanced contdbutiomes
from Professor Roger Garrisorifame & Money 2000(The Macroeconomics of Capital Structure, p. 3).

4 Mises introduced this concept in one of the mastcihating and important chapters ever written Aaistrian
Economics (1953, Ch. |, Part I, p.97). This chapépresents the foundation of his theory of theeaf money.

® Mises calls the former ‘external factors’ and thter ‘internal factors’. Ibid. Here we see howsé$ had not yet
developed a comprehensive subjective stance ieduaomic analysis, since at a later stage (in “Huretion”) we
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The ‘objective exchange’ value of money is defiresl the possibility to obtain a certain
quantity of other economic goods in exchange fer filrmef; the price of money is this same
quantity (for example, we could speak of the comitygpfice of money). This is not the place to
examine further the implications of this concepic{s as the apparent circular reasoning implied in
the previous definition, or the formation of therghlasing power of money), since they have been
addressed exhaustively by Miées

2.3 Monetary equilibrium

The monetary equilibrium towards which the markettsues to drive can be described as
one in which the purchasing power of money is akis} equal everywhefe Mises examined
geographical differences in the purchasing powenofey by pointing out that the same physical
good does not represent the same economic godtferedt locations. In fact, two identical goods
do not belong to the same class if they are nadyrdar consumption in the same place, since
transport and distribution costs affect their fipete®.

This argument confirms why it is inconceivable tats that interspatial discrepancies in the
purchasing power of money are demonstrated by Itisergation of price differences for the same
goods. However, we can go a step further. The pemsost of money is virtually zerh therefore
if we assume as nil the cost of moving money, &meeiremember that the individual's value scale
does not intervene in the determination of the exxtbje exchange-value of money, we ascertain
that the purchasing power of money should be theesade world over. In the words of Mises: “The
purchasing power of money shows a tendency to dorttee same level throughout the world, [...]
the alleged differences in it are almost entirekplieable by differences in the quality of the
commodities offered and demanded, so that theomlisa small and almost negligible remainder
left over, that is due to differences in the quatif the offered and demanded monéy'Salerno
adds that this renders the location of money aenatt indifference to economic agents; therefore
money represents a perfectly fungible commoditpjextt to the operation of the Law of One Price.

2.4 The general price level and national price indexes

find that even the external factors are determimedubjective valuation only. More specifically, @onomic good is a
means for the economic agent as long as he sulgbcthinks so; in other words, its use-value i$ determined by
objective factors but by the subjective belief thajood is useful in order to attain the selecteal.g

® We can also affirm that the use-value of moneésanticipated use-value of the goods we intemlitohase with it.
" See the entire chapter II, part Il (The Determtaani the Objective Exchange-Value, or Purchasiogd? of Money)
in Mises, 1953.

8 Salerno, 1984, p.251.

° Mises, 1953, Ch. IlI, Part II, p. 170-179.

19 Mises lost for a moment his subjectivist stancemvhe claimed that: “The money-price of any comryoiti every
place [...] must be the same as the price at any gilaee, augmented or diminished by money-costarisport”.
Clearly, subjective valuations change dependingthenlocation of the purchases. This is true if vemsider, for
example, a can of Coca Cola consumed in a fiveksttal versus its purchase in a supermarket; thee sgpplies to the
price of a Big Mac in two different countries. Hendhe transport cost is only one of the factoet fhstify the
different quotation of a given product in differeygographical areas. However, we cannot forgetttigatransport cost
also enables identification of an upper limit oe fmal price, since if the latter rises above itneort point, it will be
purchased abroad, where it is cheaper, insteatltafrae (Haberler, 1950, p.32). See belo@:3“Internationally traded
goods according to Haberler”.

1 Or in any case very low, depending on the efficieaf the banking system in a given area for opanatrelating to
the inter-bank clearing systems. This consideragipplies to a monetary system based on a commuouityey where
the monetary exchanges are actually executed usomgy certificates and/or clearing mechanisms €eitherchant or
bank clearing). Evidently, if we consider the imagly construction of an economy in which only a cowdity money
is considered legal tender and is physically exgkdnthen the transport cost would not be zerderait would
correspond to the transport cost of the commodiney.

2 Mises, 1953, p.173.

page 3/19



The idea of measuring the purchasing power of mamisgs from the plan of controlling and
eventually stabilizing its value, which today isne@ered the main target of the monetary policy.
Mises criticized the feasibility of such measuretr@mthe basis of two consideratidhgFirstly, the
concept of the price level is misleading becausinés not belong to the real economic activity.
Secondly, the usage of index number techniquesnfasuring such a price level is unscientific,
and therefore should not be used in the constiucti@n economic theory.

The concept of the price level is an imaginary starction that assumes completely
stationary exchange ratios between commodities ¢itlae money. With relative prices frozen, it is
easy to imagine a uniform rise or fall of the primfeall commodities; that is, of the purchasing
power of money. Furthermore, this abstraction esmhis to distinguish whether changes in
exchange relationships between money and other calitigs arise from the ‘money side’ or the
‘commodity side'®. Nevertheless, it is plain to see that this fic#ib representation does not
coincide with the circumstances of the real mapketess.

The idea of measuring purchasing power by obsegrthe price evolution of an arbitrarily
selected basket of commodities, stems (as far ashbory of index numbers goes) from the
consideration that the value of money can be segheacommodity-price of money. Relative price
changes — that is, commodity-side price changemneat each other out in a sufficiently large and
carefully selected collection of consumer gdoddhus, the resulting price movements of this
collection represent money-side changes, or inrotleeds, purchasing power changes. However,
several arbitrary decisions must be taken in ai@&uild up an index number:

a) The index must be assembled using an arithmetiealnmThe debate over which mean should
be arbitrarily selected is an old one; for our s it is sufficient to underline that the debate
cannot be settled conclusively.

b) We cannot consider assigning the same relative iitapce to every good in the basket. Hence it
would make sense to adopt a ‘weighted averagenlp)dowever, the subjective value scale of
the individual is constantly changing and, consatjyeso does the relative importance that he
assigns to every good. Therefore, if we want toicavbe ingenuity of believing that the
condition of isolated individuals’ value scales kggpto reality, we must conclude that the array
of weight coefficients required to build the ‘wetghl average’ is both unobservable and
dynamically changing. Its computation necessagtyuires arbitrary assumptions.

In some fields, according to Mises, the approxinatieulation of price indexes is acceptable.
For example, in the investigation of historical momic events, or when a financial institution
needs to estimate the purchasing power componetiieofnarket’s interest rate. For short time
periods the results obtained may be regarded es$agabry, as long as we remember that they do
not represent an exact picture of reality, becanfsthe germ of the arbitrary assumptions they
contain.

2.5 The Quantity Theory of Money

To explain the effects of a change in the moneyluyphe Austrian theory generally resorts to
the Quantity Theory of Moné§; Haberler reminds us that this theory can berdjsished in two
varieties:

13 Mises, 1953, p.187 and Mises, 2002a, p. 87.

14 Also called by Mises ‘cash-induced’ and ‘good-indd’ changes in the value of money.

15 It would be trivial to comment further on the alwe arbitrarity of this assumption.

16 A small branch of Austrian economists do not atd¢kp ‘quantity theory'. In substitution they prammoa ‘quality
theory’, although this has not yet been developed Bystematic and organic way. The fundamentfi@fAustrian-
rooted prejudices against the Quantity Theory carfdund in AndersonThe Value of MoneyChapter VIII, “The
Equation of exchange”.
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= Strict version prices rise uniformly and in the same propor@égrthe increase in the quantity of
money.
= Relaxed versionan increase in the quantity of money ‘tends’iadpabout a price rise.
The first version coincides with John Locke’s vieamd was used by Irvin Fisher to build his
famous exchange equation. It is well known thatléteer is rejected by the Austrians, who call it
the “mechanicistic version of the Quantity Thedfy'The second version was the essence of the
monetary theory of th€lassical Schooand of theMonetary Schoollts basic principle was refined
by Richard Cantillon, who explained what exactlppens to prices if it is false that they rise
uniformly and proportionally to the volume of moast expansion. The new money is not
distributed homogeneously out of a helicopter diyeto the wallets of every economic agent.
Instead, it enters into some specific intersticethe economy. In the first instance it will bethée
disposal of a few people, whose demand for goodiscansequently increase. Hence, the new
money will spread initially around the circle oftfirst agents that receive and spend it, causing a
rise in the price of the goods they purchase. Téredors of these goods will then turn their new
cash balance excesses to the purchase of othes,gatdse price, again, will rise. Thus, the
process develops, like a radial wave flowing towattte periphery, until the new money spreads
through the economy in accordance with individualsmand for money and goods. The most
significant point here is that during this processdative prices will change; hence, there is no
reason to conclude that the general price level mdrease uniformly and in proportion to the
increase in the total money supfly Furthermore, at the end of the adjustment procass
redistribution of income will have occurred withiime society.

3 Purchasing Power Parity

In our times, the Purchasing Power Parity Theo®RPrepresents the building block for all
economic theories that deal with the determinatibthe exchange rate. The ‘nominal’ exchange
rate is defined as the ratio between the numbenié$ of one currency required to buy one unit of
another currency. On the other hand, the ‘realherge rate, one of the instruments mainly used in
today’s monetary policies, is determined usinggbechasing power theory. In this paragraph, we
will briefly analyze this in order to underline thdifferences on this subject between the
Neoclassical School and the Austrian School.

The models developed by mainstream Economics atgdog another type of parity: the
Interest Rate Parity. Those economists who develop their theories usingly the empirical Polar
Star, observed that the PPP does not successfidiythe empirical t&dt They then concluded that
the theory is acceptable in the long run, but psoweadequate in the short term. The recent
development of the international financial markstgygested to them that the exchange rate is
influenced not only by relative purchasing powexs the PPP holds), but also by relative interest
rates. Hence, a new set of parity conditions waegldeed around the idea that the rate of exchange
can also be determined by the relation between malnsbvereign interest rates. Again, these parity
conditions did not pass the test of the empiri@lfication and revealed themselves to be more or
less consistent with the economic statistics amighe long ruft-

17 A brilliant critical review of Fisher’s equatioran be found in Huerta de Soto (1997), p.412. See/Ahderson, Ibid.
18 This mechanism is known as the “Cantillon effeeiiid is so called by the Austrians, particularlyHayek. Mises
(even though he never mentioned Cantillon) usesghinciple to show that money is never neutraitfee in the short
nor in the long term). On this matter, see HuedaSdto (1997), p.421 and p.452. The fluctuationselative prices
induced by the introduction of the Euro representeaident empirical application of the Austriannmiple of non-
neutrality of money.

19 See for example Alonso Neira (2004), p.80.

20 5ee Colombo, Lossani (2003), p.147-177.

2 |bidem.
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Today, when a new currency is introduced, the RR#he of the prime criteria employed in
order to establish its equilibrium value. Withiretpresent work, we will see that the Austrians base
their analysis on their version of the PPP butidedb rely on the Interest Rate Parity.

3.1 Cassel's Purchasing Power Parity Theory

The Purchasing Power Parity Theory is ascribed binstream textbooks to Gustav Cassel.
Many Austrians maintain that the first formulatioras conceived by Mis& However, already
Haberler realized that, even though Cassel intreduthe term, the theory is older even than
Ricard@>. In reality, the first clear formulation of theetbry can be traced back to the Spanish late
scholastics of the fBcentury. In hiDe Justitia et jurg1553), the famous Salamanca Dominican
theologian, Domingo de Soto, applied a rigorougplupnd-demand analysis to foreign exchange
rates to explain why the abundance of metal caas#eficit in the balance of paymé&htMartin de
Azpilcueta (known as the ‘doctor Navarro’), inflee by Domingo de Soto, developed his theory
of exchange rates based on the purchasing poweheofmonetary unit, and simultaneously
discovered the Quantity Theory of Moneyignual de confesores y penitent&§53%°. It is worth
noting that another great scholastic, Juan de Mayigave the first formulation of The Gresham
Law (Tratado sobre la moneda de vel)@r6095°.

The theory asserts that the relative value okdiffit currencies (that is, the exchange rate)
corresponds to the relation between the real psmbapower of each currency. Cassel's
formulation is more akin with those who maintairatththe purchasing power of money can be
measured using price level indexes; therefore dhie between two currencies is equal to the ratio
of the general price level in the two countriesisTinterpretation of the PPP relies on the Law of
One Price for all economic goddsa posture that, as mentioned earlier, is strongfyosed by the
Austrian School. The fact that the Austrian thedeglines to follow the path of price indexes in
order to build up economic laws, suggests why Migession of the PPP is different.

3.2 Mises’ Purchasing Power Parity Theory

Mises clarified the nature of an economy where imds of money coexi& For the
determination of their exchange rate, there is heottetical difference between the case of two
different kinds of money commonly used side by sidthin the same economic area (a parallel
standard) and the case in which the money of exeusse at home is different from that used
abroad. This is because, as a result of the existefinternational trade relations, the money of
each of the single areas concerned is money atsallf@ther areas connected by tradéviore
specifically, “exchange rates must eventually bealdshed at a height at which it makes no
difference whether one uses a piece of money diréxtbuy a commodity, or whether one first
exchanges this money for units of a foreign curyesred then spends that foreign currency for the
desired commodity®.

Mises’ version of the theory is exclusively mongtdt asserts that the static (or long-run
equilibrium) exchange rate is always exactly eqtmlthe inverse of the ratio between the

2 salerno (1984, p.253) explains that Mises stabed grinciple in 1912 (Mises, 1950), four years bef€assel
published the first of his many statements.

Zn the works of John Wheatley (1802) and Williatal& (1810). See Haberler, 1950, p.32, n.5.

24 Rothbard (1999), p.134.

% Rothbard (1999), p.136.

26 Chafuen (1999), p. 75.

2" Colombo, Lossani (2003), p.115.

2 Mises, 1953, p.179.

2 However, it is true that there are important difeces between domestic and foreign money, asdsghe social
consequences of a change in the objective exchaxlge of money. See Mises, 1953, p.206.

30 Mises, 1953, p.250.
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purchasing powers of the two currencies. To mainfairchasing power parity it is not necessary
for physically identical goods available at diffetdocations to maintain equal prices in the same
currency; however, the ratio of the prices of tame good in two different currencies should equal
their exchange ratt Obviously, this parity will be safeguarded by #ibitrage mechanism.

The purely monetary nature of Mises’ theory of exulfe rate determination implies that real
factors (including relative price movements betwa@aports and exports) do not intervene in its
formation. If the relative price of a commodityass it will do so against every currency; in other
words, every currency will depreciate in terms bétt specific commodity price. Hence, even
though relative price movements will bring abouédistribution of income (which eventually leads
to a change in the demand for money), they will beta general cause of departure from the
equilibrium exchange rate

3.3 Internationally traded goods according to Haberler

Interspatial price differences for the same physgmod tend to be leveled, since they
represent arbitrage opportunities. However, thiesdoot mean that the price of every single
commodity must be the same in all places. We hready mentioned the transport cost factor and
the difference in geographical subjective valuai@s the two elements that justify interspatial
price discrepancies. Now, in Haberler's view, wa take a step further in order to determine the
constraints on the pricing process associated avitimternationally traded good.

Every commodity has an export and an import panat the distance between the two is the
transport cost. If the price rises above the import point, impouill increase; if it falls below the
export point, the commodity will be exported. Withthese two limits, the price can vary.
Whenever transport is impossible (for example, esshte) or disproportionately expensive, a good
ceases to be considered an ‘international’ goodelMer, the nearer the cost of production is to the
export or the import point, the more likely it lsat a good will have the potential to become, dr wi
cease to be, an international good, as a resusimafl changes in the cost of productfor in the
cost of transpoft.

Before we go further, we should point out two pesbs in the reasoning presented so far.
Firstly, Haberler clearly demonstrates here his riage to the Marshallian theory of price
determination (the predominant one in the neoataksirena), which is in conflict with the Austrian
theory. For both schools, prices are determinetheysupply-demand relation; but while both agree
that demand is determined by individual preferenbegshall maintained that supply is determined
by the cost of production, while the Austrians @&rgjat it is the other way around — that is, that t
cost of production is determined by the final pfic&econdly, Haberler bases his analysis on the
fact that only the transport cost justifies intextsql price discrepancies, while we have seenftrat
the Austrians these price gaps are due also tbjaciive component.

The mechanism proposed by Haberler enables usidifig a relation between the price of
international goods at home and abroad. The pricthe exporting country coincides with or is
lower than the export point and in the importinguecoy it will be equal to or greater than the

31 salerno, 1984, p.254.

32 salerno, 1984, p.255-6.

% Haberler, 1950, p.32.

% Either for a ‘monetary’ reason (such as movemanthe general price level) or for a ‘real’ reagsnch as a change
in technology).

% For example, owing to the introduction or the d@iation of tariffs.

% Austrian theory is strictly consumer-centric. lmetlong run, production costs (factor prices) aetednined by
consumption prices, which follow consumers’ valoati. See Murray Rothbarllan, Economy and Staf®63a, Ch. 5,
par. 8. Mises affirms that “retail prices of conquion goods always participate in the movementshef prices of
production goods, even if they lag behind them”,adtling a methodological flavor to the issue, titas impossible
to prove the cost-of-production theory of the ol8ehool by invoking the innumerable assertionsusifess-men that
‘explain’ variations in prices by variations in ¢®®f production” (Mises, 1953, p.156 and p.169).
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import point. Hence, as the theory goes, there [wiee difference for the same good in two
different countries, which is justified by the gagpresented by the transport cost. Moreover, if the
goods are to continue to be traded internationbtiyh prices must move together.

Moving from the micro to the macro level, the ste@pparently short. The transport cost
would justify a gap in the aggregate price levdleen different countries. Hence, the exchange
rate determination using this version of the PR#sren the price level ratio between two countries,
with the price levels intended as the aggregatepridex of internationally tradable godts

However, here Haberler encounters a difficulty: theory stands firm as long as all goods
(that participate in the aggregate of the priceelleware internationally traded. However, non-
international domestic goods also exist, whoseepla/el may not move accordingly with the
international price level. He resolves to sidesthis bottleneck by asserting that, indeed, a
reasonably close connection exists between the Bemestic prices would move in the same
direction as international prices (even though ghaportion of international to domestic goods is
small) because the latter “include most of the irtgoat raw materials, which influence considerably
the price of their product2®

From our point of view, the assumption he makes ¥ery specific one that does not have a
place in any manner of general economic theory, Focircumstances where the raw materials
assumption does not hold, the theory would not fq@i@able. If we decline to acknowledge any
relation of such kind between the price level dkinational versus domestic non-international
goods, Haberler’s version of PPP would hold inrtherower (if not inconceivable) realm of price
levels for international goods. Considering thatioral price indexes include purely domestic
goods, their applicability (even for those who gutctheir usage in the construction of economic
laws) proves very limited.

Nonetheless, there is one final argument that ehglls Haberler's position. According to
Mises, there is no reason to distinguish betweésrnationally tradable goods and domestically
produced and consumed ‘non-tradable’ goods. Alldgothat are exchanged in the market
participate in the formation of the purchasing ppowEthe national currency, since all goods are
potential objects of trade even though many mayirhenovable’. For example, American real
estates, when rendered sufficiently cheap by daoflapreciation, are the object of foreign
speculatiof.

4 Balance of Payments Adjustments

4.1 The case of an homogeneous international money

4.1.1 The basic mechanism

Hayek describes the function and the mechanismntdrnational movements of money
examining the case of a shift in the demand foisoarer good8. He considers the simple case of
an international homogeneous money (or purely hietaloney) and supposes that an individual
that previously consumed a product of country Aidiesto switch to the consumption of a different
good of country B. The outcome will be the follogin
» The decreased exports in A and the increased exjppoB generate a flow of payments from A

to B; that is, an adverse balance of trade for tguh

37 Furthermore, Haberler affirms that “one should sey that the rise in prices is the primary phenmmeand that the
depreciation of the exchange is merely an effe¢hisf The two changes bear a functional relatmorte another and
are both effects of the same cause”, that is,itteease in the quantity of money. Haberler, 19580.p

% Haberler, 1950, p.35. Here, again, we have a aoafion that he follows Marshall in price deterntioa.

% Salerno, 1984, p.253-4.

4 Hayek (1937), % Conference (p.102, sp. Ed.). The mechanisms desthere are rooted in the Quantity Theory of
Money and can also be found in Mises, 1953, p.24PMises, 2002a, p.33.
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= Someone will have to account a monetary incomeedeser in country A and the opposite will
happen in B.

= The income change will spread through the two enoes, setting in motion forces aimed in
opposite directions, which will compensate the Eoguium in the balance of payments and will
stop the flow of payments. In country A the incodexline will lead either to a reduction of
imports from country B or to a fall in the price fme goods, which will facilitate an increase
of exports toward B. The opposite forces appeaoimtry B.

= At the end of the counteracting process, the mdlhuyfrom A to B will stop and the total of
the transferred funds will coincide with the redotof the quantity of money in A and the
increase of this in B.

» The process will terminate not when the balangeayiments between the two countries meets a
new equilibrium, but when the individuals affecteg the process do so also. This means that
even if the money flux between the countries etiuks,effects of the adjustment process may
not have been terminated at the individual levatttiermore, the magnitude of the reduction in
income and individual prices (and not its aggredmtel) that may arise as a consequence of the
money transfer from A to B may prove to be greatd® than in A.

Using this simple scenario, Hayek shows that whated the chain of effects unleashed by the

originating cause of the monetary disequilibriune &re individual's decisions (in terms of cash

balances, income and prices), and not the movenemiational money supply, nominal GDP or
price level. Moreover, these movements in the iddizl’'s income and prices will not differ from
those that occur in the case of two domestic imghssor of two regions of the same country.

Far more important are the implications of the atipent of this balance of payments in terms
of changes in the money supply. In the case ofrexd@onal or international money transfers such as
the one described above, it does not make mucle serspeak of inflation or deflation. Clearly, if
we define these two phenomena as either the charthe money supply or the price level within
an arbitrarily selected territory (that is, a pomtiof the international setting under considergtion
then the employment of these two terms makes s&utdiere we are dealing with an international
redistribution of money, rather than a simple cleimgthe money supply of two closed economies.
More specifically, there are no reasons to congiuker

a) The monetary expansion/contraction within a giveloggaphical area will generate those

reIativeL:11 price movements that bring about malinwestt and set a business cycle in
motion™.

b) Savings and investments will be equal within, again arbitrarily selected territory that

represents a portion of the international econondeu investigation.

4.1.2 The balance of payments and the demand for money

Mises analyzes the implication of the demand foney¥ for the balance of payments, under
the assumptions of an unhampered market, free madeabsence of fiduciary media. We have
already seen that “all economic goods, includingney, tend to be distributed in such a way that a
position of equilibrium between individuals is read”. In such a position, the total money supply
(as with the total stock of other commodities) istributed among individuals according to the
intensity of their demand for it in the market. Nioy from the micro to the macro level, the same
applies without amendmefis*If the state of the balance of payments is sttt movements in
money would have to occur between countries, indégetly of any altered estimation of money
on the part of their respective inhabitants, th@erations would be induced which reestablish

*1 Note that the change comes from a consumer chpishaps justified by the competitiveness of thedpct of
country A against the product of country B), and fi@m the availability of cheap money, which geaies
malinvestment.

42 See Appendix A.

43 Mises, 1953, p.184.
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equilibrium. Those persons who receive more moieyn tthey need will hasten to spend the
surplus again as soon as possible, whether thepfmalpiction goods or consumption goods. On the
other hand, those persons whose stock of monesyldalbw the amount they need will be obliged to
increase their stock of money, either by restrictpurchases or by disposing of commodities in
their possessiofi*. In other words, as long as the demand for moms chot change, a credit or
debit balance of payment can only be transitorysTlhe cause of a permanent departure from the
equilibrium toward which the market is moving mist found not in a temporary unbalance of
international movements of money, but rather ihange in the demand for money.

4.2 The case of a national money: fractional reserve Ioking

Hayek extends the previous case to consider trategde in both countries of a fractional
reserve system. The clients of a bank in countgréused to considering as money their deposits
at, or the notes issued by, an institution thatigipates in the national banking system. But when
international trade is involved, the transactionsibe settled using international (or metallic)
money. Therefore, in order to make an internatiguegiment, the individual has to exchange the
domestic money for international money (that igiedeem the fiduciary media in his possession).

In a fractional reserve systéinthe banks hold in reserves a small portion ofafmunt of
money they issue in the form of deposits or noldsese reserves enable redemption requests,
which the banks receive as a result of the balamistng from intra-banking clearing and foreign
operations, to be met. The financial institutioastigipating in the national banking system usually
keep their reserves in the deposit of a centrakbahich is therefore in a position to supervisd,an
if need be, control the aggregate reserves of #récppating national bank$ The proportion of
reserves to the volume of fiduciary media issued i¥itical one, and the credit structure of the
country is affected by the volume of reserves. éutjef the latter changes, the national credit
system will expand or contract accordingly.

We are now in a position to return to the previ@mase (a consumer demand shift that
generates an international movement of money)clked by the presence in each country of a
distinct fractional reserve system superintended logntral barf. The general opinion is that the
effects produced will be identical. However, forydl, such a conclusion bears the view of the
mechanicistic interpretation of the Quantity Theof\Money, which oversimplifies the mechanism
and therefore neglects several significant repsioos.

We have seen that a shift in demand for goods weebin international exchange will render
the balance of payments for country A unfavorableing to a transfer of money toward country B.
However, in this case, unless the adjustment psosegarticularly rapid, the central bank will not
allow it to evolve spontaneously until a new eduilim is reached, since this could jeopardize the
reserves accumulated for the redemption of fidycraedia. This is so because if the level of
reserves falls, the risk of insolvency rises; thaee in order to maintain the proportion of ligiyd
to fiduciary media issued (whether in the form epdsits or notes), a contraction of the national
credit structure will be pursued. Likewise, thigates the conditions for a credit expansion in
country B.

In both cases, the result of the adjustment proegbsde the movement of a quantity of
money from one country to the other. The main déffee is the set of economic agents that must

4 |bid.

5 Huerta de Soto (1997) is considered the most amvhand innovative Austrian monograph on this subje

6 Mises examines the workings of this collectiveerge fund (that he calls ‘redemption fund’). Théireation of this

enables us to calculate the maximum limit of fidmgimedia issues in order to conduct foreign treetaurely without
the need for a redemption fund. However, if tho$m wade with foreigners find it costly to converbney-substitutes
(such a circumstance would militate against the glete equivalence of money-substitutes and mortegse would

circulate at a discount. In this case, a redemptiod would be necessary. Mises, 1953, p.325-331.

" Hayek (1937), % Conference (p.107, sp. Ed.).
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bear the burden of the correction. In the previtase, only those engaged in the international trade

affected by the shift in demand were implicatedha adjustment process. Now, conversely, the

credit restriction indiscriminately affects anyowho depends on bank credit; that is, those who
rely on bank credit for investments in their busmactivity.
The fractional reserve system bears the followinther implications:

» The forces that contribute towards reestablishirey équilibrium (in other words, which will
reduce imports and increase exports) will act m fibrm of a reduction in domestic prices in
country A.

» Intervention in the adjustment mechanism will seorthe time scale of the process and will
decrease the final quantity of money transféfted

*= In the previous case there were no reasons foseaimi the interest rates in country A. In a
fractional reserve system the interest rate ridehei inevitable, regardless of the underlying
real conditions such as the return on investmentleosocial saving rate. This means that, the
interest rate will rise above its natural or eduilim raté®. It should be underlined that this
movement of interest rates: (a) is not caused byotiginal shift in demand, but by the type of
banking structure, which is forced to react in tiway when such alterations occur; (b)
represents the very measure that allows for aaieder of the process that reverses the
unfavorable balance of payments.

* The attained equilibrium of the payments balandélvei transitory since, as mentioned above,
those people forced to contract their purchasesa@rthe same people that would be affected in
the absence of a fractional reserve system. Inr atloeds, such equilibrium has been reached
through a monetary-induced alteration of the inwestt structure and not by changes in
underlying real factors.

= |t could be asserted that the credit contractiosdantry A and the expansion in B produces
exactly the same effects as a transfer of capitah fA to B, therefore no damage is produced
in the credit structure. However, not every momaynsfer is equal to a transfer of capital, since
there is no guarantee that those who receive theetary transfer will increase their
investments. The matter would be different if tmigioal cause were not a shift in the demand
for commodities from those produced by country Ahose produced by B; but rather, if it were
a redirection of the funds invested in the productof capital goods in country A to those
produced in country B. This would represent an enti capital movement and would have a
‘direct’ effect on the interest rates.

It is useful to reiterate that the problems undexdi here are not caused by the political measures o

regulations determined by the central bank, biieraby the very essence of a collective system of

fractional reserves.

On this subject, Haberler does not recognize tbélpms identified by Hayék He explains
that credit expansion/contraction modifies the dityof money in circulation, without changes in
the amount of legal tender. This leads to movemaentaominal purchasing power’ without the
transfer of gold. Hence, gold movements no londggy p prominent part, although their mechanism
does not cease to operate. Consider a world-widariog system and the existence of an
international central bank. National central bardgsid reserves are deposited at the international
bank, or are superseded by credit held there biraldmanks. A passive balance of trades would
mean a movement of gold from one account to therpthithout the material transfer of gold. In

“8 This is so because the monetary outflow requirerider to reestablish the balance of payment ibguiim is
suffocated by the national credit expansion/cotiwac So the process will not develop completelyjrathe previous
case, but only partially.

“9 Generalizing, assuming an initial disequilibriuondition, the interest rate will tend to increase.

*0 See section on Hayek i#.:3.2 Hayek: international capital movements anerast rates” for a definition of capital
movements.

*1 Haberler, 1950, p.51-52.
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any case, the mechanism of price-level, balandeadg, etc., would remain fully operative. This is
what actually happens, with central banks keepiogey at foreign banks. A passive balance of
payments leads to shrinkage of these accounts,ingalmanks to restrict credit. With small
disturbances, equilibrium is restored in this wagth neither gold movements nor a fall in the
exchange rate.

4.3 The case of inconvertible paper currencies

Inconvertible paper currencies are not peggedeo/#iue of an internationally acknowledged
money such as, for example, in the gold starrdaRiather, their relative value fluctuates in the
open market, as the price of ordinary commodit@ssd responding to the law of Purchasing Power
Parity. Besides, a passive balance of paymentsmme®sult in an outflow of money, but rather in
a currency depreciation.

4.3.1 The flaws of the balance of payments theory

In his monetary writings, on more than one occasiises faces the issue of the balance of
payments theory. This theory seeks to explain the&tion of exchange rates based on the current
state of the balance of payments, rather tharheéi@tirrency’s purchasing powerlf the balance of
payments debit increases (either through an inereapayments due to foreigners or owing to a
decrease in incoming payments), the foreign exahamgst rise.

The theory traces a distinction between the declmethe currency’s value on the
international markets and the reduction of its dstegpurchasing power. In fact, according to this
theory, there is a weak connection between the ifnany connection at all. Mises explains that
between the change in foreign exchange and thegeharthe monetary unit's domestic purchasing
power, there is usually a time lag (shorter or Emigtherefore a superficial observation could lgasi
lead to the conclusion that the two data are indé@et of one another. The time lag is due to the
fact that price increases (induced by a rise inginentity of money) do not appear overnight. They
evolve according to the mechanisms of the Cantiéltiact. On the other hand, foreign exchange
quotations are speculative rates of exchange, firer¢he depreciation of the currency becomes
apparent relatively soon in the foreign exchangekatalong before the prices of other goods and
services are affected. Hence, the theory easilylasks the fact that “(a) the day-to-day ratio
between supply and demand for foreign exchangerdated by the balance of payments can evoke
only transitory variations from the static rateeatatined by the purchasing power of the various
currencies, (b) these variations must disappeanptly, and (c) these variations will vanish more
quickly and more completely the less restraintsmposed on trade and the freer speculatiot.is”

According to the doctrine of the balance of paymgetite maintenance of a sound currency
is possible only with a ‘credit’ balance of payngrithe instruments for the refutation of this thesi
are the Quantity Theory and Gresham's Pavrhe former tells us that money cannot fly out
continuously from a country that employs a purebtatiic currency. “The outflow of a part of the
gold supply brings about a contraction in the giyarf money available in the domestic market.
This reduces commodity prices, promotes exportsrasiticts imports, until the quantity of money
in the domestic economy is replenished from abrSadh undesired efflux of money can never be
anything but the result of Government intervent@rmowing money of different values with the

%2 For a brief description of the mechanism of thielgdandard and of the gold points, see Haber@501p.23.

% Mises, 2002a, p.57.

% Mises, 2002a, p.58.

% Mises, 2002a, p.33 and Mises, 1953, p.249. Thisskates: “Money overvalued artificially by goverant will drive

out of circulation artificially undervalued money&ee Murray N. RothbardiVhat Has Government Done to Our

ls\éloney? 1963b, p.17. The law is often superficially encesh as: “Bad money drives good money out of citgorté.
Idem.
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same legal tender. The mechanisms of Gresham’scbave into action when a country substitutes
metallic money wittcredit moneyor fiat money since the economic agents are forced to recognize
legally the over-issued paper money as equal taliitemoney’. In this case, it is often asserted
that the balance of payments determines the exehaatg. To Mises, this is completely wrong. We
have already seen that the static exchange ratetésmined by the purchasing power parity and
that short-term deviations are due to healthy dpiga movements that actually drive the forward
change toward this rafe Furthermore, one must not overlook the fact foagign trade exists
because of interspatial price discrepancies. l[Emwtbbserving daily fluctuations, we realize that th
“momentary state of the balance of payments issidexifor supply and demand on the foreign
exchange market”, we should take a step furthercamjecture as to what determines the state of
the balance of payments. “This must lead to theclesion that the balance of payments is
detern?signed by the structure of prices and by tHessand purchases inspired by differences in
prices™.

Another interesting contribution by Mises undeBnthat if between two countries
international trade is carried out by barter, thle& balance between the two countries must be
everf’. This does not change from direct to indirect exge: the surplus of the balance of
payments that is not settled by the consignmegbotls and services but rather via money transfer
was, for a long time, believed to be a consequesiceternational trade. This is erroneous.
International money movements are not the effegt,the cause of a favorable or unfavorable
balance of tradd. Precious metals are distributed among individuf@lsnce among nations)
according to their demand for money. Thereforeindovidual must fear having less money than he
or she needd

4.3.2 Hayek: international capital movements and interestates

Hayek defines international capital movements &g ‘furchase or sale of rights, credits
against the residents of a country to the onesofrer, [or] properties located in a country owned
by people resident in another counfiy’The reason for this definition is that it is thely one that
enables capital movements to be distinguished fromcapital movements.

The purchases and sales of foreign currency beteiigans of different countries must be
considered capital movements. They are settledarfarm of movements in bank accounts in one

*"Money does not flow out because the balance of paysnis unfavorable, but rather because statevamtion has
called forth the mechanism of Gresham’s Law. Trsapipearance of gold money follows from the fact tha state
equates, in terms of legal tender, a lesser-valmedey with a higher valued money. Introducing qitest of
inconvertible banknotes and government notes d@e®monetary depreciation on these notes, whilé malney retains
its international value and vanishes, henceforttmfthe market (disappearing abroad or going im@arting). Mises,
2002a, p.61-62.

8 Mises, 2002a, p.35.

%9 |dem.

€0 Mises, 1953, p. 180-187.

1 The balance of payments of a country is nothingthe sum of the balance of payments of all itsividdal
enterprises. Debit and credit sides must always iElance, because in economic trading goodsarkaaged, not
given away. This equilibrium is not brought aboytundertaking all export and imports first, withadansidering the
means of payment, and only later adjusting the re&@lain money. Rather, money occupies the sameiqosit
undertaking transitions as do the other commoditésg exchanged. Mises, 2002a, p.60.

®2 1n a society where commodity transactions are nawgeransitions, every enterprise or individuatriess a cash
holding for carrying out its transactions in orderpursue its own interest. Hence, it is impossiblethe free play of
the market forces to cause all money to be dramedof a city, a region or a country. In a puredgstandard, the
government need not be concerned about the balahgemyments; it could safely leave the respongibibf
maintaining a sufficient quantity of gold withinetltountry to the market. Mises, 2002a, p.60.

% The definition excludes: the exchange of commesdithat are delivered at the time they are paicafat any net
movement of gold or other international money (iithg unilateral money transfers), as long as timegly the
transmission of the property of money without dregatights for the residents of one country agaihsse of the other.
Hayek (1937), # Conference (p.125, sp. ed.). This conferencesidésis of this paragraph (idem, p.125-137).
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country in favor of banks or individuals in anothasuntry. This is so since it is much more
economical to credit or debit the difference geteztdby these operations through a bank account
instead of sending physical money. These balanee®ften maintained in the form of interest-
bearing checking deposits.

We are now in a position to examine the charadiesi®f international capital movements
in the following three cases: (i) fixed exchangesa (ii) fixed exchange rates within the conteixt o
a fractional reserve system; (iii) flexible exchamgtes.

() In the context of fixed exchange rates agaamshomogeneous international money, such
as in the case of a pure gold standard, capitalemewts would follow the expected return on
investments, which includes the risk premium. Afiertn these investments, there could be short-
term loans that would occasionally cover temporilestnces between imports and exports.
Clearly, if all transactions were to be liquidatactash, this would mean a considerable restriction
for trade: the possibility of effecting credit tsattions widens the volume of trade. Regardless of
the nature of these transactions (commercial crbditveen merchants or bank credit), they
represent an import of short-term capital. From ékaywe should reject the idea that short-term
loans are caused by a debit balance of trade. ildMoe more correct to affirm that an excess of
loans in one direction allows for an excess of etgpm that same direction. Furthermore, it would
be wrong to think that these movements are detednby relative interest rates in the money
market§*. For what drives available credit is the existeatprice discrepancies. Clearly, if exports
are financed, when their demand increases the défioarioans rises too, and so do the interest
rates. However, this interest rate increase isdoet to an increase in capital imports, but to an
increase in loans to foreigners. Only the balameesaining at the end of the credit process are
liquidated by net money transfers, which, beingaaf interbanking nature, are determined by
relative interest rates.

(i) If a fixed exchange rate system is considej@dtly with the workings of fractional
reserve banking, we must add the presence of médtinanetary authorities (central banks), which
act upon the discount rate in order to affect shemin capital movements, with the objective of
safeguarding the domestic redemption fund. In ¢hise, international capital movements become
more drastic and frequent. Again, it should be uintkd that the problem is not caused by the
presence of the central bank, but rather by thetexte of currencies with different degrees of
liquidity and acceptance. More specifically, théseance of layers of reserves of varying degrees of
liquidity makes it possible for the changes in tmenetary interest rates and the short term
movements of the produced funds to depend moréeitiduidity position of the distinct financial
institutions than on the real demand for capitaestments. Hence, short-term movements of funds
are often due to changes in the demand for cashvessrather than to modifications in the demand
for investments.

(iif) Under a flexible exchange rate regime, bamkaunts dedicated to the settlement of
balances arising from the purchase and sale oigior@urrency assume a higher importance. Even
if bank accounts in foreign currency represent amg part of the volume of short-term foreign
investment, they represent the major 8nény change in international indebtedness marsifest
itself in this manner. It should be pointed outttitas particularly difficult to define exactly vat
should be classed as short-term capital movement put aside long-term loans, almost all forms

% Mises affirms that money does not flow to the plathere the rate of interest is highest, neithér fisie that rich
nations attract money. Just like every other ecaa@ood, money distribution depends on its marginiity. To grasp
this conclusion, we can suppose the imaginary coctsdbn of an unregulated market, with freedom rafde and
absence of fiduciary media. In this case, all eatngoods, including money, tend to be distributeduch a way that
an equilibrium position is reached among indivigudlloney, finally, is distributed according to tthemand expressed
by individuals throughout their participation inetimarket. The same happens moving from the micrihngomacro
point of view, as the sum of individuals’ contritorts is considered. See Mises, 1953, p.180-187.

% Indeed, compared to the large funds held in tfiegn currency bank accounts, long-term investsefay a very
small role. Hayek, 1937, (p.127 sp. ed.).
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of international investments must be consideredtgbom investments, including all investments
in securities.

Furthermore, if a bank contracts obligations irfedént currencies, it will be necessary to
hold a reserve for each one of them. Since gaihssses in these currency balances arise when the
exchange rate fluctuates, the anticipation of themeations will be the object of speculative
operation®. Hence, expectations over exchange rate fluctostiare a powerful source of
international capital movements, responding to \dfferent reasons from those that operate in a
well-established international monetary standard.

When the exchange rate fluctuates freely withirstablished band that the monetary authority
promises to preser¥e capital movements will reduce the amplitude @ fluctuations, since any
movement towards one of the two limits will genertite expectation of a reversal. In other words,
short-term capital movements tend to moderate tegspres arising from temporary changes in the
balance of payments. Conversely, when exchangs aatecompletely free, speculative movements
tend to exacerbate (that is, to amplify) the amgkt of fluctuations.

A different matter is whether the monetary autlyorst able to control such movements. The
idea in support of flexible exchange rates is thatcentral bank is released from the obligation of
increasing domestic interest rates in order to tyaoct an outflow of money that could jeopardize
the country’s liquidity. A depreciation of the cency substitutes the mechanisms involved in the
maintenance of a pegged currency. However, thetetfonaintain low interest rates can only result
in the indefinite perpetration of the circumstantest originated the initial exhaustion of capital
and in a continuous and progressive depreciatidhe®xchange rate. The outflow of capital will
tend to cause an increase in the country’s nataratquilibrium) interest rate. Sooner or lateis th
will force the central bank, if it wants to avoigeteventuality of hyper-inflation, finally to inase
the interest rat&

4.3.3 Mises: international interest rates

On this subject it is interesting to review brjefllises analysfS. In the credit market of the
countries that participate in international trattee net interest rate is determined by the natural
international rate and not by the domestic oneefits to reduce the domestic interest rates by
influencing the international movements of capigmé particularly pronounced in the money
market, that is, the market for short term capitaéstments. If the monetary authority opposes the
increase in interest rates (which is believed todgative for the collective) because of an effhfix
gold, itself due to the participation of the coynitr international trade, its attempt is erronedts.
does not take into account that the movement of gepresents an automatic adjustment in the
domestic interest rate against the world interede,rthe country being immersed into an
international setting. If banks lower the intenede below the international natural value, cajsitsl
will have the desire to invest abroad, and thisasithe demand for foreign exchange. The fall in
the exchange rate will not set in motion forces thastablish the relation between bank money and
gold (that is, the world currency) that previouslisted. Such autonomous interest policies will
necessarily lead to a progressive depreciation.

In his analysis, Mises does not differ from Hayegssition in relation to the effects of a
low interest discount policy. In the case of theaixe of a fractional reserve system, we have seen
that the domestic interest rate does not deperndtemational money movements. The presence of
such a banking system promotes the abandon of dheah rate level (which would otherwise

€ Clearly, the mere suspicion that a currency willpabciate represents a solid reason for moving ftinels
denominated in this currency to accounts in a cayehat promises stability or an appreciation.

7 Such as in the case of the gold points or of motiEget zones.

% In the same conference Hayek exposes a very stilegeexamination of the employment of capital colst
However, this argument goes beyond the scope ®fthivey. Hayek, 1937, (p.135, sp. Ed.).

% Mises, 1953, p.373-377.
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develop in harmony with the international rated)aflis why Hayek’s analysis is focused on the
evolution of the domestic natural interest rate,ileviMises’ analysis concentrates on the
international counterpart. However, we have seen khises clearly rejects the idea that money
flows to the place where the rate of interest ghbst, while Hayek leaves a door open, albeit not
overtly, for short term movements of capital. Iffixed exchange rates regime (where we can
assume that expectations of appreciation/depreniatie nil), we cannot negate that the interest rat
born by foreign bank accounts may represent a resokeeping money in one currency rather
than another. With flexible exchange rates, thesipdive component must be added to the array of
incentives. This subject undoubtedly deserves éurtimvestigation, specifically to determine
whether or not it makes sense to contemplate ttexelst Rate Parity as a tendency faim the
Austrian Theory, and, the case arising, under whiatimstances.

4.3.4 Haberler: the discount policy

We have briefly analyzed the implications on thehange rate of the existence of reserve
regulations (which lay down a definite relationveeén paper money and cash reserves), intended
as a supposed automatic brake to prevent excgsspar money issue. In addition, the central bank
can directly or indirectly influence the exchangéervia the discount poliéy The changes in the
bank rate affect the exchange rate because offfects
= Directly: By causing an inflow or outflow of short-term gstments. This is the most powerful
effect since the central bank supplies an apprecipbrtion of the money market (it may be
regarded as the marginal lender). Moreover, it @ses a strong psychological influeffce
However, the effect of this nature of measureasditory.

= Indirectly: A rise in the bank rate leads to a fall in pricsisice it causes a reduction of note
circulation.

A rise in the interest rate implies a fall in thecp of all securities bearing a fixed rate of
interest, since other lines of investment at thmesdinancial center become more attractive.
However, the consequent fall in prices inducesidmers to buy; therefore the balance of payments
is affected in the same way as a fall in commogiiges. This connection (interest rate — price of
fixed income securities) allows the central banknéorce the discount policy — that is, to obt&ie t
same kind of effect — through ‘open market’ opemadi (buying and selling government securities).

This does not mean that there should be the sateee# rate in all countries. Haberler
maintains that the tendency towards an equalitintefrest rates must be understood in the same
sense as that of the commodity prices. For, hbeerdle of the transport cost is played by the risk
factor® and it may require a considerable difference terist rates to induce concrete capital
movements. All that can be asserted is that aimigaterest rates ‘tendsteteris paribusto attract
foreign capital and to dissuade domestic capitéibte out.

5 Conclusions

" That is, not as a mechanical law.

"I Haberler, 1950, p.48-51.

2 From the theoretical point of view, the readeridtidoear in mind that orthodox central banking sattee credibility
factor carefully into account. Furthermore, frone thmpirical point of view, he/she should contengldie suspense
generated in financial markets every time a cefaaker, such as Alan Greenspan, makes an offizis#ment.

3 Here we do not agree with Haberler, since the faskor is present in international commerce aWe. previously
criticized his rigidity in the contemplation of theansport cost as the only determinant of interlqeice discrepancies.
As before, the essence of Haberler's position ltetdd be saved, from the Austrian point of view,ibtroducing a
dose of subjectivity into the preferences of theneenic agent.
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This survey was conceived with the aim of compilihg most significant contributions of
Austrian economists on the subject of the exchaatgedetermination.

In the first part, we briefly reviewed the Austrilreoretical instruments that enable an analysis
of the notion of purchasing power. We analyzed ftirmlamental differences compared with the
mainstream orthodoxy and built up the micro fouratvith a view to examining the forces that
determine exchange rates.

In the second part, we conducted an assessmen¢ @oncept of the Purchasing Power Parity
Theory underlining the gap that exists betweenuesion widely accepted by the mainstream,
Cassel's alternative, and the formulation provided Mises back in 1912. Furthermore, we
examined Haberler’s interpretation of the theorg anumerated its problems and inconsistencies
with the Austrian Theory. Finally, we mentionedtttiae PPP principle can be traced back to the
Spanish Scholastics of the"L6entury.

In the third part, following Hayek’s analysis, waaeined the international movements of
money and the associations of these with the dyrsuwi the balance of payments and exchange
rate. We followed the Nobel Prize winner in hisigiiration of three different cases: the case of an
international homogeneous money, the case of aidrat banking system, and the case of
international money movements under the differewchange rate regimes. We have seen that the
Austrians rely on the PPP for the determinatiothefexchange rate and decline to use interest rate
differentials in order to explain international negnmovements or in the determination of the
exchange rate. This characterizes the most imgopgamt of this survey. Today's mainstream
economics makes extensive use of the notion ofdsteRates Parity. A further step towards the
Austrian Theory of exchange rate determination iwilestigate the feasibility of the introduction of
an Austrian formulation of this notion according ttee general economic theory rooted in the
teachings of the Austrian School.

6 Appendix A: Mises’ definition of the demand for morey

Laidler's pamphlefThe Demand for Moné{represents the best survey of neoclassical theory
on the subject. Unfortunately, even if the authmgspnts the various schools with an infrequent
intellectual honesty, the Austrians are not asdribehis play script.

Mises builds up the analysis of the demand for mbhstarting from the individual
perspective®. The demand for money of a given community is detived from the quantity of
goods that the community has to pay for in a giperiod, or from the velocity of circulation. For
Mises, it is wrong to begin to determine the dem#ordmoney on the basis of these aggregate
magnitudes, because a community is not an econagdnt; only its individual members demand
money to conduct economic exchanges. The demanahdoey of an economic community is, as
trivial as it may seem, the sum of the demand foney of its members. At the individual level it
does not make sense to apply the formula “totalime of transactions divided by the velocity of
circulation”. In order to approach the problem fwe tcorrect way, we must take as a starting point
the elements that influence individuals’ cash ba¢aglecisions.

The definition proposed by Mises for the demand mooney depends on the monetary
environment under consideration:

a) Absence of fiduciary media

™ Laidler, 19609.
S That is, the quantity of money that a person bekdo be adequate in order to cover his persahbasiness needs.
® Mises, 1953, p.133.
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Personal cash balance may comprise a mimofieyand money substitutés We can therefore
distinguish two types of demand for money:
= Demand for money ‘in the broader sense’: the edm®mand of an individual for money and
money substitutes (determined by the will of thaividual).
= Demand for money ‘in the narrower sense’. his damfor money proper (somewhat
independent from the individual preference, if wisrehjard the existence of money
substitutes that bear interest, such as bank dsposi
In as far as money substitutes do not exist, sadaiand (aggregate demand) and the social stock
of money are merely the respective sum of the iddal demands and stocks. However, when
money substitutes are considered, the social derfmandoney in the narrower sense is no longer
the sum of the individual demands for money inrlaerower sense; the same applies to the social
demand for money in the broader sense. This isexause part of the money substitutes in
circulation are covered by money held in redemptiords at the places where they are cashable.

b) Presence of fiduciary media
Money substitutes may be covered entirely or péytizy the equivalent sum of money. In the first
case we speak ghoney certificateswhile in second we encountéduciary media The former
change the definition of the demand for money i linoader sense. For when we calculate the
demand for money and money substitutes, to acasintoney proper the same amount that serves
to cover money substitutes at the bank is to doablent the same quantity. Hence, definitions
change in the following way:
= Demand for money ‘in the broader sense’: sum oividdal demands for money proper
plus fiduciary media (including the demand for cage).
= Demand for money ‘in the narrower sense’: sum ohaeds for money proper plus money
certificates (excluding demand for coverage).

Finally, Mises summarizes the demand for moneyirigernational trad€. This consists of two
components:
= Those balances that arise in the international amgé of goods and services. These must be
settled by transfers in opposite directions, thaeeit is theoretically possible to have them
completely eliminated by the clearing process.
= The sums required as a consequence of a chande idemand for money in different
countries.
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