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Most of us would trust GM, IBM, or AT&T currency more readily than that of many developing nations because the “currency” represented by these companies is more likely to remain convertible.  After all, a guarantee is only as good as the guarantor.  

--Nicholas Negroponte (1996)

Monetary economists today broadly agree that a pegged-but-adjustable exchange rate is an invitation to crisis.  To avoid exchange-rate crises, while enjoying free financial flows, a country is better served by either of two polar alternatives: a freely floating exchange rate or official dollarization.
  Each option comes with readily apparent drawbacks.  Floating removes a useful constraint on monetary policy, a pre-commitment that appears to help developing countries avoid high and unstable inflation rates and associated financial-market weakness.
  Official dollarization of the conventional sort, where Federal Reserve notes  are imported to serve as paper currency, implies a loss of seigniorage and may offend national pride. 


Here we consider an overlooked third alternative: currency privatization.  Like a central bank peg or currency board arrangement, privatization retains locally issued redeemable currency. In contrast to them, it moves the responsibility for upholding fixed-rate currency redemption pledges from public authorities to private sector banks.
  We argue that a privatized currency system is subject to smaller time-consistency problems, and thus more firmly fixes the exchanger rate, than a central bank or currency board.
  From this perspective, currency crises are by-products of the nationalization of currency.  Like dollarization, currency privatization “super-fixes” the exchange rate.  In contrast to conventional dollarization, it retains local seigniorage and allows retention of the local unit of account.


As a historical application of our thesis, we argue that the durability of the classical gold standard depended on its being maintained by private banks of issue.  The credibility of the gold standard weakened as national governments extended sovereign immunity and monopolistic privileges to favored banks of issue.

I. Currency issue involves a commitment problem


A typical paper currency note buys more than the cost of printing it, and does not pay interest.  Therein lies a potential commitment problem.  Without some additional constraint, the issuer’s profits rise with the volume of notes issued.  A purely profit-motivated issuer of fiat money would be tempted to expand its volume rapidly (Klein 1974, Calvo 1978, Taub 1985).  But rapid expansion reduces the purchasing power of the money, imposing losses on its holders. Potential money-holders who anticipate high inflation will prefer another money. 


To attract voluntary holders from a wary public, a money issuer needs to provide credible assurance against excessive future expansion.  Two general varieties of enforceable contracts can provide assurance: a quantity guarantee or a price guarantee.  A quantity guarantee (a specified maximum print run) is the usual assurance device for an art lithograph.  A price or “money-back” guarantee is the usual assurance device for bank-issued money.  A private commercial bank contractually binds itself to redeem its notes and checking deposits, normally on demand, in specified amounts of reserve money. 
  A bank that grossly overissues will find interbank clearings returning more of its notes or checks than it can redeem, draining its reserves and forcing default.  Default brings legal penalties and loss of reputation.  Shareholders take losses. The shareholders' incentive to avoid default compels them to limit the volume of the bank's liabilities, and gives credibility to the bank's redemption commitments to its liability-holders.


Political feedback mechanisms (the likelihood that high inflation will lead to their ouster), or their own benevolent distaste for inflation (as in Barro 1983 and Rogoff 1985), may deter central bank officials from choosing extremely high monetary expansion.   But even so, as Kydland and Prescott (1977) famously showed, the discretionary central banker who values objectives that surprise inflation can deliver (seigniorage from a non-distorting capital levy, real output growth above the natural rate, or unemployment below the natural rate) will choose a suboptimally high inflation rate in equilibrium.  To overcome the time-inconsistency problem, the central bank may adopt some kind of rule (enforceable pre-commitment) binding it to a monetary policy consistent with low inflation.

A rule may bind a central bank more or less strongly.  The commonest type of real-world rule pegs the exchange rate for central bank liabilities, giving holders the option at any time to convert them at a preannounced rate into dollars.  In practice such exchange-rate pegs often lack credibility.  A central bank peg is fundamentally prone to attack because the peg does not represent a strongly binding commitment.  Devaluation does not impose direct losses on the central bank’s owners or policy-makers.  A central bank that devalues cannot be sued by its liability-holders for breach of contract.  Courts have generally ruled that a central bank's decision to devalue its currency is “an exercise of sovereign authority which does not give rise to a cause of action against the nation in question” (Shuster 1973, p. 57).  Absent a special performance-based employment contract (considered below), the central bank’s governors do not stand to lose any personal wealth in the event that they choose to devalue. 
  In fact the central bank’s net worth typically increases, because devaluation scales down the dollar value of the central bank’s debts more than its assets.  Alternatively stated, the central bank’s dollar assets typically exceed its dollar-denominated liabilities, and the devaluation scales up the domestic-currency value of net dollar assets.
II. Speculative attacks and banking crises

Rather than drawing attention to the non-enforceability of a central bank’s promise to maintain its peg, the literature on currency crises emphasizes inadequate liquidity and inconsistent policy objectives as factors leading to speculative attacks.  In Krugman’s (1979) early “first-generation” model, an exogenously given expansionary central bank policy causes the central bank's foreign currency reserves to dwindle.  Speculators attack in anticipation of the bank's exhausting its reserves, forcing devaluation.  In later first-generation models of currency crises, the central bank maximizes an objective function that includes more than just exchange-rate stability, and monetary expansion or devaluation is the central bank's preferred response to certain states of the macroeconomy.  Speculators know this.  Exogenous real shocks can therefore trigger speculative attacks.  In “second-generation” models, speculative attacks are treated as self-fulfilling reactions to fears of devaluation.  

Both generations of speculative attack models take for granted that central bankers are willing and able to pursue objectives inconsistent with avoiding devaluation and therefore with avoiding speculative attack.  In some states of the world the central banker’s implicit cost of devaluing (or of moving to floating rates) is smaller than the perceived benefit.  The literature emphasizes the perceived benefits from devaluation, but says little about the relatively low perceived cost of devaluation to central bankers. 


Some economists working with second-generation models (e.g. Chang and Velasco 1998) have drawn parallels between central-bank exchange-rate pegs and commercial bank deposit contracts, viewing both as inherently vulnerable.  They liken a speculative attack, testing the commitment of a central bank to par redemption, to a run on a commercial bank testing its commitment to par redemption.  Some argue further that official dollarization (and by implication currency privatization) offers no greater systemic stability, but only a change in the form of instability.  Because a dollarized economy lacks a domestic lender of last resort able to print cash ad libitum, dollarization is said to avoid exchange-rate crises only by exposing dollarized economies to more frequent banking crises.
 

Such arguments overlook the difference between the “hard” promises of private commercial banks and the “soft” promises of public monetary authorities.  They are accordingly unable to account for the greater frequency of speculative attacks on central bank pegs than of runs to withdraw dollar-backed private bank deposits (Mizen 1996).
  An International Monetary Fund (1998) study of 53 countries identifies 158 currency crises (large depreciations or reductions in foreign exchange reserves) but only 54 banking crises between 1980 and 1995. Kaminsky and Reinhart (2000) identify 19 “twin” (coincident currency and banking) crises, 57 “single” currency crises and only 7 “single” banking crises in a smaller sample of industrial and developing countries between 1970 and 1995.  In the “twin” crises, although banking-sector woes often pre-dated balance-of-payment crises, the latter aggravated domestic banking problems either by fueling bank runs (to acquire domestic currency to redeem for dollars before feared devaluation) or by confronting banks with high interest rates aimed at defending exchange-rate pegs. The evidence provided by these studies is consistent with our thesis, but not conclusive for it, because government safety nets may have helped to forestall bank runs.  

In some instances (e.g. Argentina in 1994-5, following the Mexican crisis), banking crises appear to have been triggered by currency crises in other nations.  But even in those cases bank depositors apparently doubted the central bank’s commitment, not the commercial banks’ solvency, except insofar as devaluation itself would undermine banks’ solvency (Schumacher 2000; see also Gruben and Welch 1996 and Miller 1996).

Although our argument rests on a contrast between public authorities and private banks, we should note explicitly that the independence of private banks from government is a matter of degree.  Governments can nationalize private firms (converting them to public status), or grant them special permission to renege on their promises without legal penalty (e.g. sanction default on deposits).  Government-mandated insurance schemes can socialize default risk.  Private bank promises are legally more secure than central bank promises only insofar as the banks remain at arm’s length from the government and such actions remain unlikely.  Promises made by privately owned commercial banks are thus usually more credible than promises made by nationalized banks.  Promises made by foreign-owned commercial banks may be the most credible of all, because domestic authorities are least likely to absolve them from their contractual obligations to domestic citizens.
  For the same public-choice reasons that such banks are least likely to receive implicit deposit guarantees (or to be deemed “too big to fail”), they are least likely to be exempted from the legal penalties for default.

III. Currency monopoly and immunity from legal sanctions go hand-in-hand

The sovereign immunity of central banks stems from their public or semi-public status, which accompanies the monopoly privileges awarded by their central governments.  Centuries before fiat money, under systems of silver and gold coinage, sovereign immunity accompanied sovereign ownership over mints.  Monarchs were free to debase or otherwise devalue their coins with impunity, and to legally discharge their own debts in the debased coin.  The “nominalistic principle” thereby established holds that the sovereign prerogative to produce money includes the right to arbitrarily specify its legal value.  Nominalism awards to public monetary authorities the right to redefine a nation's unit of account at any time. The unit and obligations expressed in it bear no immutable relationship to any scarce commodity or external money.


The extension of sovereign control (and legal privileges) from mints to banks of issue was a relatively recent development.  Banknotes were originally not considered “money” in the strict legal meaning of the term, but were rather negotiable instruments subject to the usual private sanctions (Mann 1992, p. 16).  In the typical sequence of events, the national government awarded exclusive rights of issue to a favored bank (e.g. the Bank of England), subsequently granted legal-tender status to that bank’s notes, and finally applied the nominalistic principle to them.  The notes ceased to be considered debt instruments, redeemable in some more definitive money, and became definitive money themselves. Central banks thus inherited the sovereign monetary power of the state, including not only the authority to issue money but the right (absent an explicit constitutional restraint) to devalue it.



As Mann (1992, p. 19) stresses, paper banknotes constitute definitive money in law, and hence can have their redemption value arbitrarily manipulated by their issuers, “only if they are created by or with the authority of the State or such other supreme authority as may temporarily or de facto exercise the sovereign power of the State.”  By contrast, notes issued by ordinary commercial banks “do not in law possess the attributes and privileges” of definitive money.  An ordinary commercial bank that fails to redeem its notes at par is subject to the same sanctions that apply for failing to honor the claims of deposit holders.


The recent literature on optimal central bank contracts considers ways to increase the costs borne by central bankers for pursuing sub-optimal policies.  Rogoff (1985), Walsh (1995), and others have suggested subjecting central bankers to a personal financial penalty in the event that they fail to meet an assigned target; Panizza (1997) emphasizes a rigid exchange rate target. The privatization of redemption pledges provides similar penalities, but less artificially, by making monetary promises enforceable by law and by market reputation.  Commercial bank shareholders, as residual claimants, have every reason to seek optimal incentive contracts for bank managers, and the profit-loss test tends to winnow out suboptimal contracts.  For a developing country seeking credible currency, incentive contracts for central bankers may thus be regarded as second-best substitutes for redemption-pledge privatization. 

IV. Monopoly status weakens the reputational motive to honor redemption commitments


The problem of credible commitment to an exchange rate is an instance of the more general assurance problem studied in industrial organization (see Tirole 1989, ch. 2). The previous section emphasized legal enforceability of the redemption pledge, but the I.O. literature commonly observes that going to court is a very expensive method of ensuring contract compliance.  Traders in practice normally rely on other methods.  The literature asks:  what prevents “cheating” on quality when cheating cannot be detected ex ante or legally rectified ex post except at a prohibitive cost?  

One possibility for assuring high quality is that, in a setting of repeat dealings, the value of maintaining a good reputation deters the producer from cheating.  (In a purely one-shot setting reputation is irrelevant.)  Klein and Leffler (1981) formally represent the value of a reputation as the present value of profits on future sales.  Reputation deters cheating when its value exceeds the one-shot profit from selling a cheaper-to-make low-quality product.  As Tirole (1989, p. 123) summarizes their argument:  “The producer has an incentive to produce a high-quality item only if high quality implies a rent that the producer is afraid of losing if he cuts quality.”

Klein and Leffler assume that an opportunistic quality-cutter would lose all future sales. More generally, the greater is the loss of future sales, the more effective is the deterrence to cutting quality.  The reaction of consumers to any one producer’s cut in quality depends on how readily they can switch to rival products.  A “cheating” currency issuer can therefore expect smaller losses in the real demand for its currency when legal restrictions effectively bar other issuers from the market, than when it is surrounded by competitors.  Assuming the same potential rental price per unit of currency, it follows that reputational feedback is less effective in deterring a monopoly central bank from devaluing than in deterring a competing private commercial bank (assuming that both enjoy equal legal immunity).
  

V. Nationalization of redemption commitments undermined the classical gold standard

Bordo and Kydland (1996) have noted “the durability of fixed exchange rates” and related “absence of exchange market crises” under the pre-1914 gold standard regime. They attribute this success of the classical gold standard to governments’ concern to maintain their central banks' reputations for the sake of access to international capital markets. 


We propose an alternative explanation for the rarity of devaluations under the classical gold standard.  The maintenance of par redemption was, to a large extent, not a matter of public policy at all.  It was rather the responsibility of private bankers who could be sued or lose business if they failed to honor their promises.  For most of the gold-standard era, central banks were absent from many of the major gold standard nations, including the United States, Canada, Sweden, Switzerland, and Australia.  In these nations, responsibility for maintaining the gold standard rested with a system of competing commercial banks. 
Consistent with our argument, Schuler (1999, p. 83) observes that banks with note-issue monopolies have had a better record for maintaining stable exchange rates when they have been private than when they have been nationalized.  For example, the Bank of England's commitment to maintaining gold payments can be attributed to its status (from its founding in 1694 to its nationalization in 1946) as a profit-oriented privately owned and operated institution. As Santoni (1986) has observed, the most prominent blemish in the Bank’s record prior to its nationalization – the suspension of gold payments between 1797 and 1818 – occurred only after Parliament wrested control of the Bank’s lending policy from its shareholders.  Until that time the Bank had never failed to honor its gold-redemption pledge. When the government temporarily assumed control of the Bank, and proceeded to violate its redemption pledge, the value of Bank shares fell by about eleven percent, to the shareholders’ dismay.  In 1817 the shareholders attempted to reassert control of the Bank by resuming limited specie payments, only to have Parliament order them to discontinue the practice.  Finally in 1821 Parliament responded to the Bank’s “continuous prods” by allowing it to resume cash payments and by agreeing to enshrine the gold standard in public policy (Santoni 1986, p. 224).

Although the Bank did not become officially state-owned until 1946, its direction came under de facto government control from the First World War onward.  Under explicit threat of nationalization by Prime Minister Lloyd George, the Bank’s governing board agreed in 1917 that any policy decisions affecting its gold holdings or its credit to the government would henceforth be subject to the approval of the Chancellor of the Exchequer (Giuseppi 1966, pp. 141-2).  The Bank’s management now viewed its public role as trumping its profit-making role, and so closed its commercial branches around 1930 and in other ways withdrew from competition with commercial banks.  The British government delayed returning to the gold standard after the First World War until 1925, then departed again in 1931.


The breakdown of the gold standard elsewhere, as in England, was hastened by the extension of sovereign status to privileged banks of issue.  Over time, redemption in gold ceased to be regarded as a binding contractual obligation under commercial law, and became instead a matter of public policy.  Unlike private contracts, public policy could be altered unilaterally.  Thus, contrary to conventional wisdom, the more legislatures and government agencies took responsibility for upholding the “rules of the game,” the greater the likelihood that gold would give way to a paper standard.  By the time of the First World War, it was widely taken for granted that the rules could be rewritten at the pleasure of participating governments.
 

VI. Monetary privatization achieves the principal benefits of dollarization at lower cost
In a dollarized monetary system, local authorities are unable to alter the value of the locally used currency.  Official dollarization means adopting the US dollar as a domestic unit of account and medium of redemption, and conventionally involves using Federal Reserve notes as domestic currency.  Panama has long been officially dollarized, Ecuador and El Salvador officially dollarized in 2000 and 2001, and Argentina – both before and since its decade-long currency-board-like arrangement ended with devaluation in January 2002 – has been much discussed as a candidate.
 Montenegro and Kosovo officially adopted the euro (without joining the ECB) in 2000 and 2002, having previously adopted the D-Mark.
In many developing countries we observe unofficial dollarization of prices and transactions in financial markets (savings and debt contracts) and commodity markets (currency for goods).  Where transactors incur a non-negligible cost of switching standards, we can infer that the dollar-using public distinctly prefers the dollar to the money produced domestically.  Where the preference is widespread, the domestic central bank has failed the market test.  It must rely on legal restrictions to compel domestic transactors to accept and use its currency, and to hold bank deposits that are claims to central bank currency (and hence only indirectly convertible into dollars) instead of direct claims to US dollars.  
A common objection to dollarization is that (absent a rebate treaty) a dollarized country sacrifices seigniorage, the profit enjoyed by issuers of non-interest-bearing currency (Fischer 1982; Eichengreen 2002).  Our analysis indicates that the sacrifice is unnecessary.  Greater credibility does not require the actual employment of foreign currency, only the transferal of exchange-rate commitments to the private sector.  


A nation’s currency stock, and fixed-exchange-rate or currency-redemption commitments, can be privatized by allowing commercial banks to issue circulating notes as well as deposits, and by making those banks directly responsible for redeeming their notes in foreign exchange.  As they do today in Scotland and Northern Ireland (two “sterlingized” economies), domestic banks can issue currency notes denominated in and directly redeemable for an external medium of redemption (there, Bank of England notes).
   When domestic commercial bank notes circulate rather than foreign notes, the potential seigniorage is retained domestically except to the extent (small, unless the domestic government mandates high cash reserve ratios) that the banks hold foreign notes as reserves.  Competition among the banks distributes the potential float to the banks’ customers in the form of interest or unpriced services.  For example, as in Northern Ireland, competing banks of issue can waive fees for withdrawing their notes from automatic teller machines.
 

The circulation of Federal Reserve notes in Panama, Ecuador, and El Salvador is thus the result of avoidable legal restrictions that prevent domestic banks from issuing notes, rather than a market-generated outcome.  Such restrictions have traditionally been defended with the historical claim that private currency provision has proven unreliable in the past, but this claim has been undermined by more recent research.
  If a country lacks domestic banks that are sufficiently reputable to gain public acceptance for their own notes, it can allow branches of reputable foreign banks to issue dollar-redeemable notes, just as many presently allow such banks to supply tourists with dollar-denominated travelers’ checks.
PRIVATE 
A thought experiment may help to illustrate the point that currency privatization brings the credibility of dollarization even without adopting the dollar as a unit of account, and without circulating Federal Reserve notes.  Imagine a country called Mercosuria, where the peso is the unit of account, with a (tentatively) pegged exchange rate of 5:1 between the peso and the US dollar.  The Central Bank of Mercosuria is the exclusive issuer of peso-denominated notes and is solely responsible for converting the notes into dollars.  There are no dollar-denominated domestic notes or deposits.  Now consider two different reforms.  In the first reform, the Central Bank decides to label its notes “dollars,” and replaces each old five-peso note with a new one-dollar note, while retaining its currency monopoly.  Commercial banks follow suit by redenominating their deposits, which they continue to redeem in Central Bank notes.  Maintenance of the pegged exchange rate between the renamed domestic notes and Federal Reserve notes remains a matter of public policy.  Superficially, the country has been dollarized, in the sense that its currency is denominated in a foreign unit of account.

In the second reform, the monetary authority is dissolved.  Commercial banks are allowed to issue their own peso-denominated notes, and become directly responsible for redeeming their notes and deposits in US dollars at the rate of 5:1.  The peso remains the nation's unit of account.  Dollar-denominated notes do not circulate.  The system, at least superficially, is not dollarized.

Devaluation remains a danger in the superficially dollarized system, where the public monetary authority can unilaterally redefine its “dollar” notes to be worth, say, 75 US cents each.
  The authority would profit by thereby scaling down the real value of its liabilities, assuming that it holds some US-dollar-denominated reserve assets and so does not equally scale down the value of its assets.  The holders of its liabilities, who suffer a capital loss, have no legal recourse.  In such a devaluation, commercial bank deposits would not stick with the US dollar, but with the (now distinct) Mercosurian dollar that serves as their medium of redemption.  
The second reform makes devaluation less likely.  Devaluation by any commercial bank would constitute a breach of contract, subjecting the bank to reputational and legal penalties.  Further, a single commercial bank devaluing alone would not change the monetary standard (its own liabilities would simply fall to a discount), and standard arguments about the instability of cartels make it implausible that competing banks would devalue in concert.  The fixed peso-dollar exchange rate would persist, not as a matter of public policy, but because each commercial bank’s economic and legal interest lies in upholding its contractual commitments. 


Privatization also improves the credibility of a country’s commercial bank deposits, by removing a weak (and unnecessary) link in the redemption chain connecting deposit liabilities to dollars.  Commercial bank deposits become redeemable directly for dollars, rather than for central bank or currency board liabilities that are in turn redeemable for dollars. The risk of commercial bank default remains, but the added risk of official devaluation is eliminated. The greater credibility of directly dollar-redeemable bank deposits is seen in economies with fixed exchange rates or even currency-board-like arrangements  (e.g. Hong Kong today or Argentina in 2001) where banks are allowed to offer deposits both in domestic currency and in dollars.  Nominal interest rates on local currency deposits are distinctly higher than on US dollar deposits of the same maturity at the same banks, reflecting nothing but the added devaluation risk.

VII. Conclusion

Money-holders who want their currency credibly linked to the dollar are better served by official dollarization than by a central bank peg.  But they can enjoy similar credibility without employing Federal Reserve notes as currency and even without adopting “the dollar” as the name of their monetary unit.  They can privatize the linkage between domestic currency and dollars, that is, move the responsibility for honoring redemption pledges from a public authority to private commercial banks.  The potential gains from currency privatization are largest for countries that have had poor monetary policy, but have (or could have) competitive commercial banking under a regime of effective contract enforcement and the rule of law (rather than being wedded to state-owned commercial banking or a purely patrimonial legal system).  This is not an empty set (see Schuler 1996).  Such candidate countries exist in Central and Eastern Europe, Latin America, Africa, and Asia.
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�Eichengreen (2002, p. 10) refers to “the ‘hollowing out theorem’ that intermediate regimes are particularly crisis-prone”.  We speak of dollarization for the sake of concreteness, but the same arguments apply to “euroization”.


�Hausmann et al. (1999) provide evidence that, among Latin American countries, floating regimes exhibit higher real interest rates and shallower financial markets.  They attribute these problems to the greater risk of depreciation facing investors.


� We use the term private here in a de facto rather than de jure sense.  That is, a private-sector bank is not merely a bank not officially owned by the government, but is also a bank that cannot expect the authorities to absolve it from honoring its contractual commitments.  


�Glasner (1995) has previously noted this contrast and some of its implications. 





�See Coase (1972) and Selgin and White (1994, pp. 1735-36).  Calomiris and Kahn (1991) and Jean-Baptiste (1999) argue that the demandability of bank debt encourages customer monitoring and thereby discourages bankers from pursuing overly risky investment strategies or from stealing assets outright.





�Kaufman (2000, p. 74) observes that, whereas a commercial bank that defaults will usually undergo “reorganization or liquidation,” a government that devalues may experience some adverse fiscal consequences.  The latter penalties are presumably less personally salient to decision-makers.


	


� However, Eichengreen and Rose (2000) provide evidence empirical that, in fact, countries with greater exchange rate stability have experienced fewer banking crises.


� In particular commercial banks in Panama, Latin America’s only fully dollarized economy at the time, did not suffer deposit withdrawals in connection with the “tequila shock.” 


�Mizen (1996), using data for Uruguay from 1970 to 1993, finds that the total demand for foreign currency deposits rises with perceived devaluation risk and also that foreign currency deposits tend to move to foreign-located banks following currency crises.  To be clear:  we are predicting that default by foreign-owned commercial banks will be relatively infrequent, not that it will never occur.


� With a monopoly issuer facing a smaller loss of real quantity demanded, reputation could be equally effective in deterring its devaluation if and only if a monopoly issuer receives a larger unit rent than a competitive issuer, which implies (because the “selling price” of a dollar-redeemable liability is the same under the two regimes) that it produces dollar-redeemable liabilities at a lower unit cost.  But for currency of equivalent quality, there is no apparent reason why a monopoly producer should have lower costs (White and Boudreaux 2000).





� England’s suspension of gold payments led private note-issuing banks in Scotland and Northern Ireland to limit their own gold payments and to adopt England’s “paper pound” as their de facto medium of account and redemption.  Although not legally sanctioned, this move met with little opposition, presumably because it avoided the inconvenience of a floating exchange rate against the nation’s financial capital, London.  See White (1995, p. 42).





�Many national governments did help to establish gold standards in the sense of replacing previous silver and bimetallic standards. Our concern here is to explain the transition from metallic to paper standards, not from one metal to another.





� The leading Argentine presidential candidate as this is being written, ex-president Carlos Menem, is on record as favoring official dollarization.  On the case for official dollarization see Hanke and Schuler (1999) and Calvo (1999).  Despite Argentina’s having sufficient dollar assets to buy back the entire peso monetary base at the 1:1 fixed rate, and thus not being forced to devalue for reason of illiquidity, the Duhalde government could and did choose to devalue in 2002 for other reasons (reportedly it hoped that the export sector would benefit from lower real peso wages).





� Kehoe (2001, pp. 595-6) proposes a dollarization plan in which “the central bank of a dollarized country” could issue  its “own dollar notes that would freely circulate alongside U.S. notes within the country, much the same as Bank of Scotland notes freely circulate alongside Bank of England notes in Scotland.”  He fails to note that the Bank of Scotland is a private commercial bank.


	In Hong Kong, paper currency has long been privately issued.  However, this private currency must be fully backed by “certificates of deposit” issued by the Hong Kong Exchange Fund, and the Exchange Fund alone is responsible for maintaining a fixed US dollar-Hong Kong dollar exchange rate.  We wonder why Panama does not allow private note issue, and especially why it did not do so during the Noriega conflict when the US government embargoed Federal Reserve note shipments and the paper currency in Panama became increasingly worn. 


� On the efficiency of nonprice competition in currency see White and Boudreaux (1998) and (2000).  Stocking its ATMs with its own notes, while waiving withdrawal charges even for non-depositors, is one way a bank can get the public to hold its notes in preference to the reserve currency for which they are redeemable. In situations like Hong Kong’s, where the domestic currency unit is an odd fraction or multiple of a foreign unit, denominational convenience alone may be sufficient to favor the employment of private bank notes as substitutes for foreign currency. 





� See Dowd (1992), Selgin and White (1994), White (1995), and Selgin (2000).





� Liberia has actually followed such a course.  At one time the country was dollarized like Panama, with Federal Reserve notes as the circulating currency. The Liberian government then introduced its own “dollar” notes, initially redeemable 1:1 for Federal Reserve notes.  These notes were subsequently devalued. 
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