Topic 5

Monetary Standards

1. Meaning of Monetary Standards and Its Importance

A monetary standard refers to the system a country or region uses to determine the value
of its currency.

It also refers to the set of rules, mechanisms, and principles that a country follows to
determine the value of its currency, manage its supply, and regulate its flow within the
economy.

It establishes the framework under which a country’s money is issued, circulated, and
managed, ensuring stability in exchange rates and confidence in the currency.

Countries can adopt various monetary systems, such as the fiat standard (most common
today), commodity-based standards (like the gold or silver standard), or cryptocurrency
systems (still emerging).

Importance

Price Stability: A well-defined monetary standard helps maintain price stability by
preventing excessive inflation or deflation, providing a predictable environment for
business and consumers.

Trust and Confidence: It fosters public confidence in the currency and the financial
system. A stable monetary standard ensures that money retains its value over time,
which is crucial for long-term investments and savings.

Economic Growth: By providing a reliable foundation for the exchange of goods and
services, it supports economic growth and the functioning of domestic and
international markets.

Monetary Control: It assists central banks and monetary authorities in regulating the
money supply, controlling inflation, and adjusting interest rates to respond to economic
conditions.

Exchange Rate Stability: In international trade, having a sound monetary standard
helps stabilize exchange rates, making trade more predictable and reducing exchange
rate risk for exporters and importers.

2. Kinds of Monetary Standards

Commodity Standard: A system where the value of currency is directly linked to a
physical commodity, typically gold or silver. Examples include the Gold Standard and
Silver Standard.

Fiat Standard: A system where the currency's value is not based on a physical
commodity but on government regulation or law. The currency (like modern paper
money) has value because the government declares it to be legal tender, and it is
accepted by the public for the exchange of goods and services.



Bimetallic Standard: A system where the value of the currency is backed by two metals,
usually gold and silver. It allows both metals to be used in the creation of currency, with
fixed exchange rates between them.

Managed Standard: A system where the value of the currency is determined by a
combination of government policies, including control over the money supply, and
external factors like market demand and international trade.

3. Pros and Cons of Gold and Fiat Standards

a) Gold Standard

Pros:

Cons:

Price Stability: Since the money supply is tied to the availability of gold, it limits inflation
and provides long-term price stability.

Trust in Value: The intrinsic value of gold ensures that people trust the value of the
currency.

Restrains Government Spending: Governments are limited in how much money they
can print, which can prevent excessive debt or inflation.

International Trade Stability: The gold standard facilitates stable exchange rates and
reduces uncertainty in international transactions.

Limited Economic Flexibility: The money supply is constrained by the availability of
gold, making it difficult to respond to economic crises, recessions, or the need for
stimulus.

Risk of Deflation: A shortage of gold can lead to deflation (falling prices), which can
increase the burden of debt and reduce consumer spending.

Unequal Distribution: Countries with little gold reserves may face economic
disadvantages compared to those with more resources.

Abandonment in Crisis: Historically, countries have abandoned the gold standard
during times of war or severe economic distress to enable more flexible monetary
policies.

b) Fiat Standard

Pros

Economic Flexibility: Fiat money allows governments and central banks to have more
control over the money supply, helping them respond to inflation, recession, and
other economic challenges.

Unlimited Supply: The supply of fiat money can be adjusted according to economic
needs, unlike gold, which is finite.



Cons

Promotes Growth: Central banks can pursue expansionary monetary policies (like
reducing interest rates) to stimulate economic growth.

Global Standard: Nearly all modern economies use the fiat standard, making global
financial transactions and trade more straightforward.

Inflation Risk: If governments or central banks print too much money, it can lead to
hyperinflation and a significant loss of the currency's value.

Lack of Intrinsic Value: Fiat money is only valuable because the government decrees
it as legal tender. This can lead to a loss of confidence in the currency if the economy
is poorly managed.

Government Control: Some argue that fiat systems give too much control to central
authorities, which can lead to manipulation of the money supply for political
purposes.

4, Bimetallic Standard and Gresham's Law

a) Bimetallic Standard

Pros

Cons

Under the bimetallic standard, a country uses two metals (usually gold and silver) to
back its currency. The government sets a fixed ratio for the value of these metals in the
currency system (e.g., 1 unit of gold = 15 units of silver).

e Greater Supply Flexibility: A dual-metal system increases the supply of money
compared to a pure gold or silver standard.

e Economic Stability: It spreads the economic reliance between two valuable
commodities, which may provide more stability in times of metal shortages.

e Market Imbalance: The fixed ratio between gold and silver can be problematic
if the market values of these metals change. If one metal becomes more
valuable than the other, people may hoard it or use only the less valuable metal
in transactions.

b) Gresham's Law

Gresham's Law states that "bad money drives out good money" in circulation. This occurs in a
system where two forms of money (or two metals, such as gold and silver) are used but are
assigned an artificial exchange ratio by the government.



Explanation

e If the market value of one metal exceeds its government-mandated value,
individuals will hoard or melt down that metal and use the cheaper one for
transactions.

e Forexample, if the government values 1 ounce of gold as equal to 15 ounces of silver,
but in the market, gold becomes more valuable than this ratio, people will use silver
for everyday transactions and hoard gold.

e This leads to a situation where "bad money" (the less valuable metal) dominates
circulation, while "good money" (the more valuable metal) is removed from the
economy.

Implications

e Gresham's Law highlights the problems inherent in a bimetallic standard where the
fixed exchange rate does not match the market value of the metals.

e It actually illustrates the need for flexibility in monetary systems and the risks of
imposing artificial valuations on currency components.

Case References
Monetary Standard in Uganda, East Africa, and Other Countries

Most countries, including Uganda and others in the East African region, operate under the fiat
monetary standard. This standard relies on government control and trust in monetary
authorities rather than tangible assets like gold or silver. This gives governments more
flexibility in managing their economies but also requires careful policy management to avoid
inflation and currency devaluation.

1. Monetary Standard in Uganda

Uganda operates under a fiat monetary standard, where the Ugandan Shilling (UGX) is not
backed by any physical commodity such as gold or silver but is based on the trust and authority
of the government and the central bank- the Bank of Uganda (BoU).

Key Features

v’ Fiat Currency: The Ugandan Shilling’s value is determined by market forces of supply
and demand in relation to other currencies.

v' Monetary Policy: The BoU uses interest rates, reserve requirements, and open market
operations to control inflation and stabilize the currency.

v Floating Exchange Rate: Uganda follows a flexible exchange rate regime, meaning the
value of the UGX fluctuates according to the international foreign exchange market
without direct government intervention.



2. Monetary Standards in the East African Region

East African countries generally use fiat monetary standards as well, with individual
currencies managed by their respective central banks. These countries, including Uganda,
Kenya, Tanzania, Rwanda, Burundi, and South Sudan, all follow the fiat standard.

Kenya: The Kenyan Shilling (KES) is also a fiat currency. The Central Bank of Kenya (CBK)
manages the currency's value using monetary policy tools similar to Uganda.

Tanzania: The Tanzanian Shilling (TZS) is a fiat currency. The Bank of Tanzania (BoT)
regulates monetary policy to control inflation and stabilize the currency.

Rwanda: The Rwandan Franc (RWF) operates under a fiat standard. The National Bank
of Rwanda (BNR) ensures monetary stability through exchange rate management and
inflation control.

Burundi: The Burundian Franc (BIF) follows a fiat standard, with the Bank of the
Republic of Burundi (BRB) overseeing its value.

South Sudan: The South Sudanese Pound (SSP) is a fiat currency, managed by the Bank
of South Sudan (BoSS).

East African Monetary Union: There have been ongoing discussions among the East
African Community (EAC) member states about establishing a monetary union, which
would introduce a single currency for the region. However, this has not yet been
implemented.

3. Monetary Standards in Other Countries

Globally, the fiat monetary standard is the most widely used, but there are other systems
worth noting.

Fiat Monetary Standard (Most Countries Today)

United States: The U.S. Dollar (USD) is a fiat currency, managed by the Federal
Reserve. The U.S. abandoned the gold standard in 1971.

European Union: The Euro (EUR) is a fiat currency used by 20 of the 27 European
Union countries. It is regulated by the European Central Bank (ECB).

Japan: The Japanese Yen (JPY) is a fiat currency managed by the Bank of Japan (Bol).

India: The Indian Rupee (INR) is a fiat currency controlled by the Reserve Bank of India
(RBI).

Commodity-Based Monetary Standards (Historical Systems)

Gold Standard: In the past, many countries, including the United States and the UK,
used the gold standard, where currency was directly tied to a specific amount of gold.



This system was abandoned in most countries during the 20th century. Under the gold
standard, money was backed by physical gold reserves.

e Silver Standard: Similarly, some countries e.g., Mexico, India used a silver standard
where currency was backed by silver. This system was also replaced by fiat currency
systems.

Cryptocurrency-Based Systems (Emerging)

o El Salvador: In 2021, El Salvador became the first country to adopt Bitcoin as legal tender
alongside the U.S. Dollar. This was an experimental step toward using cryptocurrency in
an official capacity, although it has not replaced the fiat system globally.

4. Comparison of Monetary Standards

Monetary
Standard

Description

Countries Using It

Fiat Standard

Currency value is based on
government regulation and trust.
No commodity backing.

Uganda, Kenya, Tanzania, Rwanda,
USA, EU, India, China, etc.

Gold Standard

Currency was directly tied to a
specific quantity of gold.

Historically used by the U.S., UK,
and France (abandoned in the
20th century).

Silver Standard

Currency was tied to silver

reserves.

Historically used by Mexico, India,
and other countries (abandoned).

Cryptocurrency
Standard

Legal or official recognition of
digital currencies like Bitcoin as
legal tender.

El Salvador (Bitcoin), experiments
in other countries, though not
mainstream globally.

Cryptocurrency Systems as an Emerging Monetary Standard

e A cryptocurrency system represents a relatively new and emerging approach to
monetary standards.

e Unlike traditional fiat or commodity-based standards, cryptocurrencies operate using
decentralized digital technologies, often without government backing.
e They are based on blockchain technology, which is a distributed ledger system that
records all transactions across a network of computers. This system ensures
transparency, security, and immutability of data.

Definition and Characteristics of Cryptocurrency Systems

e Acryptocurrency is a digital or virtual form of currency that relies on cryptography for

security.




It operates independently of a central authority (such as a central bank or
government), making it a decentralized monetary system.

Cryptocurrencies are typically created through a process called mining, where
computational power is used to solve complex mathematical problems and validate
transactions on the blockchain.

Key Characteristics of Cryptocurrency Systems

Decentralization: Unlike fiat currencies, cryptocurrencies are not controlled by any
government or central bank.

Blockchain Technology: Cryptocurrencies use blockchain, a distributed ledger, to
record all transactions transparently and securely.

Limited Supply: Many cryptocurrencies, such as Bitcoin, have a capped supply, which
means only a fixed number of coins can ever be created.

Cryptographic Security: Transactions and ownership records are protected by
advanced cryptography, making them difficult to counterfeit or manipulate.

Peer-to-Peer Transactions: Cryptocurrencies enable direct transactions between users
without the need for intermediaries like banks.

2. Cryptocurrency as a Monetary Standard

Cryptocurrencies have not yet been widely adopted as a formal monetary standard by
countries, but there are signs of growing interest in their use as legal tender or as part of
financial systems.

Bitcoin: The most well-known cryptocurrency, Bitcoin, is often seen as a store of value
or "digital gold." Bitcoin is decentralized and operates outside of the control of any
government, giving it unique characteristics compared to traditional currencies.

Ethereum: Another major cryptocurrency, Ethereum, goes beyond currency use,
offering smart contracts and decentralized applications in addition to its native
currency, Ether.

3. Examples of Cryptocurrency as Legal Tender

El Salvador

In 2021, El Salvador became the first country to adopt Bitcoin as legal tender alongside the
U.S. Dollar.

Key Features:

Bitcoin can be used for everyday transactions, including buying goods and services.
The government launched the Chivo Wallet, a state-sponsored digital wallet to help
citizens store and use Bitcoin.

The adoption was meant to promote financial inclusion, given that a significant portion
of the population was unbanked.



Despite initial enthusiasm, there have been challenges with its implementation,
including volatility in Bitcoin’s value.

Central African Republic:

e In 2022, the Central African Republic (CAR) also adopted Bitcoin as legal tender,
becoming the second country in the world to do so. This move was aimed at fostering
economic development and attracting investments.

e However, concerns were raised regarding the infrastructure necessary to support
cryptocurrency transactions, given that much of the population lacks internet access
or the technical knowledge required to use digital currencies.

4. Pros and Cons of Cryptocurrency as a Monetary Standard

Pros

v

Financial Inclusion: Cryptocurrencies offer the potential for increased financial inclusion,
especially in countries where a large portion of the population is unbanked. With internet
access, people can participate in the global financial system without traditional bank
accounts.

Decentralization: Cryptocurrencies are not subject to central authority control, which can
be an advantage in countries with unstable currencies or excessive government
interference.

Lower Transaction Costs: Cryptocurrencies enable cheaper, faster cross-border
transactions compared to traditional banking systems, which often involve high fees and
delays.

Security and Transparency: Blockchain technology ensures that transactions are secure,
transparent, and immutable, which reduces the risk of fraud and corruption.

Global Reach: Cryptocurrencies can be traded and used globally without the need for
currency conversion or intermediaries.

Cons

v Volatility: Cryptocurrencies like Bitcoin are highly volatile. Their values can fluctuate

dramatically in a short period, making them unstable as a currency for everyday
transactions.

Regulatory Concerns: Since cryptocurrencies are decentralized, they often operate
outside traditional financial regulations, leading to potential issues with money
laundering, tax evasion, and criminal activity.

Technical Barriers: For cryptocurrency adoption, users need access to the internet,
smartphones, or computers, and basic knowledge of digital wallets and transactions. This
can be a challenge in developing countries with limited infrastructure.



v' Energy Consumption: The mining process for certain cryptocurrencies (like Bitcoin)
requires substantial computational power, leading to high energy consumption and
environmental concerns.

v’ Scalability Issues: Some cryptocurrencies face limitations on how many transactions
they can handle at any given time. This scalability problem can lead to delays in
processing payments during times of high demand.

5. Cryptocurrency Systems and Central Banks: Central Bank Digital Currencies (CBDCs)

Many countries are experimenting with Central Bank Digital Currencies (CBDCs), which are
not the same as cryptocurrencies but share some characteristics, such as digital issuance and
distributed ledger technology.

e China: China is at the forefront of developing a digital yuan, which would be a digital
version of its national currency, controlled by the People’s Bank of China. Unlike
decentralized cryptocurrencies, this CBDC would still be controlled by the government.

e European Union: The European Central Bank is exploring the possibility of introducing
a digital Euro.

e United States: The Federal Reserve is researching the potential for a digital dollar but
has not made any firm commitments yet.

6. Cryptocurrency as a Global Monetary Standard: Future Prospects

While cryptocurrencies like Bitcoin are gaining ground, especially in certain regions, they are
still far from being adopted as a global monetary standard. Many governments are cautious
about endorsing decentralized currencies due to their volatility, regulatory issues, and
potential for illicit use.

However, as technology evolves and governments explore digital currencies, we may see more
integration of digital assets into national financial systems. Whether cryptocurrencies will ever
replace fiat currencies as the dominant global standard remains an open question, but they
are likely to play an increasing role in future financial ecosystems.

Cryptocurrency systems represent a potential shift in monetary standards, offering
decentralization, financial inclusion, and new ways to conduct transactions. However, they
face significant challenges, including volatility, regulatory concerns, and technical barriers.
While El Salvador and the Central African Republic have adopted Bitcoin as legal tender, the
global adoption of cryptocurrency as a standard is still in its early stages. Central Bank Digital
Currencies (CBDCs) offer a middle ground between traditional fiat systems and decentralized
cryptocurrencies, and their development may shape the future of monetary standards.



