Lecture Twenty-Eight:
International Monetary Systems
{Managed Float, Internal Balance, External Balance}

Open Macroeconomics II
20
Alternative Exchange Rate Regimes

1.
Exchange Rate Regims



i.
Fixed or Pegged Exchange Rates



ii.
Flexible or Floating Exchange Rates



iii.
Managed Float

2.
Internal verse External Sector

i.
The arguments favoring the differing exchange rate policies require a clear understanding of the different goals of domestic policy or the internal balance and foreign policy or the external balance.


ii.
Consider the simple Keynesian model with the external sector added to model the internal sector.
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iii.
To model the external sector we describe the Balance of Payments
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iv.
Since the level of economic activity affects the level of imports it affects the external balance.  In fact, only one level of output (internal balance) is associated with trade balance.

v.
Conversely, since the exchange rate affects the levels of exports and imports that are exogenous to the internal sector, the external balance is a determinant of autonomous expenditures in the internal sector.

3.
Interest Rates and Exchange Rates


i.
In addition to domestic Y affecting exchanges and the external balance, the domestic r affects the exchange rate.

ii.
Short-term Capital flows tend towards the economy offering the higher domestic interest rates.


iii.
Thus, Fed action to raise (lower) r would lead to an increase (decrease) in the supply of foreign exchange.


iv.
Thus, expansionary monetary policy (a decrease in r) will lead to depreciation in the dollar.  
4.
Arguments in favor of flexible exchange rates

i.
It is argued that flexible exchange rates allow policymakers to concentrate on domestic goals instead of external balance and insulate the domestic economy for international shocks.


ii.
Under fixed exchange rates, expansionary policy and high levels of domestic economic activity may lead to income levels causing trade deficits and to balance of payments problems.


iii.
Under flexible exchange rates, a the effects of a foreign shock are dampened because the exchange rate adjustment causes a countering impact. 
5.
Arguments in favor of fixing exchange rates

i.
Thos in favor of fixed exchange rates argue the internal sector can never be considered independently of the external sector and flexible exchange rates can cause domestic instability.


ii.
A rising exchange rate (that is a depreciating dollar) will increase inflation since it makes imports more expensive and reduces the degree of competition faced by domestic firms from foreign firms.


iii.
A falling exchange rate (that is an appreciating dollar) reduces the competitiveness of U.S. exports in the world. 


iv.
Fixed exchange rates avoid exchange rate risk.  Exchange rate volatility is a risk for domestic exporter or investor.  Falling exchange rates (appreciating dollar) will hurt an exporter’s competitiveness.


v.
Fixed exchange rates inhibit large adjustment costs that result from shifting production focus between export and domestic goods due to exchange rate shifts.


vi.
Fixed exchange rates will not have destabilizing effects of speculation in foreign exchange markets.  Speculation in flexible foreign exchange markets exacerbates other problems.
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