
Policy Effects with Floating
Exchange Rates
The effects of government policies on key macroeconomic variables are an important issue in international finance. 

The AA-DD model constructed in Chapter 20 is used in this chapter to analyze the effects of fiscal and monetary 

policy under a regime of floating exchange rates. The results are more comprehensive than the previous analyses 

of the same policies because they take into account all the between-market effects across the money market, the 

foreign exchange (Forex) market, and the goods and services (G&S) market.

1. OVERVIEW OF POLICY WITH FLOATING EXCHANGE
RATES

L E A R N I N G  O B J E C T I V E

1. Preview the comparative statics results from the AA-DD model with floating exchange rates.

This chapter uses the AA-DD model to describe the effects of fiscal and monetary policy under a sys-
tem of floating exchange rates. Fiscal and monetary policies are the primary tools governments use to
guide the macroeconomy. In introductory macroeconomics courses, students learn how fiscal and
monetary policy levers can be used to influence the level of gross national product (GNP), the inflation
rate, the unemployment rate, and interest rates. In this chapter, that analysis is expanded to an open
economy (i.e., one open to trade) and to the effects on exchange rates and current account balances.

1.1 Results
Using the AA-DD model, several important relationships between key economic variables are shown:
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expansionary monetary
policy

An increase in the money
supply in a country.

floating exchange rate
system

An exchange rate system in
which the value of a country’s
currency is determined by
the supply and demand for
one currency in exchange for
another in a private market
operated by major
international banks.

contractionary monetary
policy

A decrease in the money
supply in a country.

expansionary fiscal policy

An increase in government
spending or transfer
payments and/or a decrease
in tax revenues.

contractionary fiscal policy

A decrease in government
spending or transfer
payments and/or an increase
in tax revenues.

sterilized foreign exchange
intervention

Occurs when a central bank
counters direct intervention
in the Forex with a
simultaneous offsetting
transaction in the domestic
bond market.

< Expansionary monetary policy (↑MS) causes an increase in GNP and a depreciation of the
domestic currency in a floating exchange rate system in the short run.

< Contractionary monetary policy (↓MS) causes a decrease in GNP and an appreciation of the
domestic currency in a floating exchange rate system in the short run.

< Expansionary fiscal policy (↑G, ↑TR, or ↓T) causes an increase in GNP and an appreciation of
the domestic currency in a floating exchange rate system.

< Contractionary fiscal policy (↓G, ↓TR, or ↑T) causes a decrease in GNP and a depreciation of
the domestic currency in a floating exchange rate system.

< In the long run, once inflation effects are included, expansionary monetary policy (↑MS) in a full
employment economy causes no long-term change in GNP and a depreciation of the domestic
currency in a floating exchange rate system. In the transition, the exchange rate overshoots its
long-run target and GNP rises then falls.

< A sterilized foreign exchange intervention will have no effect on GNP or the exchange rate
in the AA-DD model, unless international investors adjust their expected future exchange rate in
response.

< A central bank can influence the exchange rate with direct Forex interventions (buying or selling
domestic currency in exchange for foreign currency). To sell foreign currency and buy domestic
currency, the central bank must have a stockpile of foreign currency reserves.

< A central bank can also influence the exchange rate with indirect open market operations (buying
or selling domestic treasury bonds). These transactions work through money supply changes and
their effect on interest rates.

< Purchases (sales) of foreign currency on the Forex will raise (lower) the domestic money supply
and cause a secondary indirect effect upon the exchange rate.

1.2 Connections
The AA-DD model was developed to describe the interrelationships of macroeconomic variables with-
in an open economy. Since some of these macroeconomic variables are controlled by the government,
we can use the model to understand the likely effects of government policy changes. The two main
levers the government controls are monetary policy (changes in the money supply) and fiscal policy
(changes in the government budget). In this chapter, the AA-DD model is applied to understand gov-
ernment policy effects in the context of a floating exchange rate system. In Chapter 23, we’ll revisit
these same government policies in the context of a fixed exchange rate system.

It is important to recognize that these results are what “would” happen under the full set of as-
sumptions that describe the AA-DD model. These effects may or may not happen in reality. Despite
this problem, the model surely captures some of the simple cause-and-effect relationships and there-
fore helps us to understand the broader implications of policy changes. Thus even if in reality many
more elements not described in the model may act to influence the key endogenous variables, the AA-
DD model at least gives a more complete picture of some of the expected tendencies.

K E Y  T A K E A W A Y S

< The main objective of the AA-DD model is to assess the effects of monetary and fiscal policy changes.

< It is important to recognize that these results are what “would” happen under the full set of assumptions
that describes the AA-DD model; they may or may not accurately describe actual outcomes in actual
economies.
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E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. Of increase, decrease, or stay the same, this is the effect on equilibrium GNP in the short run if
government spending decreases in the AA-DD model with floating exchange rates.

b. Of increase, decrease, or stay the same, this is the effect on the domestic currency value in the
short run if government spending decreases in the AA-DD model with floating exchange rates.

c. Of increase, decrease, or stay the same, this is the effect on the foreign currency value (vis-à-vis the
domestic) in the short run if domestic government spending decreases in the AA-DD model with
floating exchange rates.

d. Of increase, decrease, or stay the same, this is the effect on equilibrium GNP in the short run if the
nominal money supply decreases in the AA-DD model with floating exchange rates.

e. Of increase, decrease, or stay the same, this is the effect on the domestic currency value in the
short run if the nominal money supply decreases in the AA-DD model with floating exchange
rates.

f. Of increase, decrease, or stay the same, this is the effect on equilibrium GNP in the long run if the
nominal money supply increases in the AA-DD model with floating exchange rates.

g. Of increase, decrease, or stay the same, this is the effect on the domestic currency value in the long
run if the nominal money supply increases in the AA-DD model with floating exchange rates.

2. MONETARY POLICY WITH FLOATING EXCHANGE
RATES

L E A R N I N G  O B J E C T I V E S

1. Learn how changes in monetary policy affect GNP, the value of the exchange rate, and the cur-
rent account balance in a floating exchange rate system in the context of the AA-DD model.

2. Understand the adjustment process in the money market, the foreign exchange market, and
the G&S market.

In this section, we use the AA-DD model to assess the effects of monetary policy in a floating exchange
rate system. Recall from Chapter 18 that the money supply is effectively controlled by a country’s cent-
ral bank. In the case of the United States, this is the Federal Reserve Board, or the Fed for short. When
the money supply increases due to action taken by the central bank, we refer to it as expansionary
monetary policy. If the central bank acts to reduce the money supply, it is referred to as contractionary
monetary policy. Methods that can be used to change the money supply are discussed in Chapter 18,
[Unsupported Reference Type: chapter-section].

2.1 Expansionary Monetary Policy
Suppose the economy is originally at a superequilibrium shown as point F in Figure 21.1. The original
GNP level is Y1 and the exchange rate is E$/£1. Next, suppose the U.S. central bank (or the Fed) decides
to expand the money supply. As shown in Chapter 20, [Unsupported Reference Type: chapter-section],
money supply changes cause a shift in the AA curve. More specifically, an increase in the money supply
will cause AA to shift upward (i.e., ↑MS is an AA up-shifter). This is depicted in the diagram as a shift
from the red AA to the blue A′A′ line.
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FIGURE 21.1 Expansionary Monetary Policy in the AA-DD Model with Floating Exchange Rates

There are several different levels of detail that can be provided to describe the effects of this policy.
Below, we present three descriptions with increasing degrees of completeness. First the quick result,
then the quick result with the transition process described, and finally the complete adjustment story.

2.2 Quick Result
The increase in AA causes a shift in the superequilibrium point from F to H. In adjusting to the new
equilibrium at H, GNP rises from Y1 to Y2 and the exchange rate increases from E$/£1 to E$/£2. The in-
crease in the exchange rate represents an increase in the British pound value and a decrease in the U.S.
dollar value. In other words, it is an appreciation of the pound and a depreciation of the dollar. Since
the final equilibrium point H is above the initial iso-CAB line CC, the current account balance in-
creases. (See Chapter 20, [Unsupported Reference Type: chapter-section] for a description of CC.) If
the CAB were in surplus at F, then the surplus increases; if the CAB were in deficit, then the deficit falls.
Thus U.S. expansionary monetary policy causes an increase in GNP, a depreciation of the U.S. dollar,
and an increase in the current account balance in a floating exchange rate system according to the AA-
DD model.

2.3 Transition Description
Consider the upward shift of the AA curve due to the increase in the money supply. Since exchange
rates adjust much more rapidly than GNP, the economy will initially adjust back to the new A′A′ curve
before any change in GNP occurs. That means the first adjustment will be from point F to point G dir-
ectly above. The exchange rate will increase from E$/£1 to E$/£1′, representing a depreciation of the U.S.
dollar.

Now at point G, the economy lies to the left of the DD curve. Thus GNP will begin to rise to get
back to goods and services (G&S) market equilibrium on the DD curve. However, as GNP rises, the
economy moves to the right above the A′A′ curve, which forces a downward readjustment of the ex-
change rate to get back to A′A′. In the end, the economy will adjust in a stepwise fashion from point G
to point H, with each rightward movement in GNP followed by a quick reduction in the exchange rate
to remain on the A′A′ curve. This process will continue until the economy reaches the superequilibri-
um at point H.

Notice that in the transition the exchange rate first rises to E$/£1′. Above the rate it will ultimately
reach E$/£2 before settling back to superequilibrium value. This is an example of exchange rate over-
shooting. In the transition, the exchange rate overshoots its ultimate long-run value.
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exchange rate
overshooting

Occurs when an exchange
rate, in the process of
adjusting to a new
equilibrium, either rises
above the final equilibrium
value before falling back
again, or falls below the final
equilibrium value before
rising up again.

Exchange rate overshooting is used as one explanation for the volatility of exchange rates in
floating markets. If many small changes occur frequently in an economy, the economy may always be
in transition moving to a superequilibrium. Because of the more rapid adjustment of exchange rates, it
is possible that many episodes of overshooting—both upward and downward—can occur in a relatively
short period.

2.4 Complete Adjustment Story
Step 1: When the money supply increases, real money supply will exceed real money demand in the
economy. Since households and businesses hold more money than they would like, at current interest
rates, they begin to convert liquid money assets into less-liquid nonmoney assets. This raises the supply
of long-term deposits and the amount of funds available for banks to loan. More money to lend will
lower average U.S. interest rates, which in turn will result in a lower U.S. rate of return in the Forex
market. Since RoR$ < ROR£ now, there will be an immediate increase in the demand for foreign British
currency, thus causing an appreciation of the pound and a depreciation of the U.S. dollar. Thus the ex-
change rate (E$/£) rises. This change is represented by the movement from point F to G on the AA-DD
diagram. The AA curve has shifted up to reflect the new set of asset market equilbria corresponding to
the higher U.S. money supply. Since the money market and foreign exchange (Forex) markets adjust
very swiftly to the money supply change, the economy will not remain off the new A′A′ curve for very
long.

Step 2: Now that the exchange rate has risen to E$/£1′, the real exchange has also increased. This
implies foreign goods and services are relatively more expensive while U.S. G&S are relatively cheaper.
This will raise demand for U.S. exports, curtail demand for U.S. imports, and result in an increase in
current account and, thereby, aggregate demand. Because aggregate demand exceeds aggregate supply,
inventories will begin to fall, stimulating an increase in production and thus GNP. This is represented
by a rightward shift from point G.

Step 3: As GNP rises, so does real money demand, causing an increase in U.S. interest rates. With
higher interest rates, the rate of return on U.S. assets rises above that in the United Kingdom, and in-
ternational investors shift funds back to the United States, resulting in a dollar appreciation (pound de-
preciation)—that is, a decrease in the exchange rate (E$/£). This moves the economy downward, back
to the A′A′ curve. The adjustment in the asset market will occur quickly after the change in interest
rates. Thus the rightward shift from point G in the diagram results in quick downward adjustment to
regain equilibrium in the asset market on the A′A′ curve, as shown in the figure.

Step 4: Continuing increases in GNP caused by excess aggregate demand, results in continuing in-
creases in U.S. interest rates and rates of return, repeating the stepwise process above until the new
equilibrium is reached at point H in the diagram.

Step 5: The equilibrium at H lies to the northeast of F along the original DD curve. As shown in
Chapter 20, [Unsupported Reference Type: chapter-section], the equilibrium at H lies above the
original iso-CAB line. Therefore, the current account balance will rise.

2.5 Contractionary Monetary Policy
Contractionary monetary policy corresponds to a decrease in the money supply. In the AA-DD model,
a decrease in the money supply shifts the AA curve downward. The effects will be the opposite of those
described above for expansionary monetary policy. A complete description is left for the reader as an
exercise.

The quick effects, however, are as follows. U.S. contractionary monetary policy will cause a reduc-
tion in GNP and a reduction in the exchange rate, E$/£, implying an appreciation of the U.S. dollar and
a decrease in the current account balance.

K E Y  T A K E A W A Y S

< The U.S. expansionary monetary policy causes an increase in GNP, a depreciation of the U.S. dollar, and an
increase in the current account balance in a floating exchange rate system according to the AA-DD model.

< Contractionary monetary policy will cause a reduction in GNP and a reduction in the exchange rate (E$/£),
implying an appreciation of the U.S. dollar and a decrease in the current account balance.
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E X E R C I S E S

1. Use the AA-DD model (not necessarily the diagram) to explain the sequential short-run adjustment
process of an increase in the money supply on the following economic variables under floating exchange
rates. (In other words, first answer how the money supply increase immediately affects the interest rate.
Next, answer how the previous economic variable—i.e., the interest rate—affects the nominal exchange
rate. Continue this process through investment.)

a. The interest rate

b. The nominal exchange rate

c. The real exchange rate

d. The current account balance

e. GNP

f. Disposable income

g. Consumption

h. Saving

i. Investment

2. Repeat the exercise above assuming a decrease in the money supply.

3. Suppose a country with floating exchange rates has a current account deficit that its government
considers too large. Use an AA-DD diagram to show how monetary policy could be used to reduce the
current account deficit. Does this action help or hinder its goal of maintaining low unemployment?
Explain.

3. FISCAL POLICY WITH FLOATING EXCHANGE RATES

L E A R N I N G  O B J E C T I V E S

1. Learn how changes in fiscal policy affect GNP, the value of the exchange rate, and the current
account balance in a floating exchange rate system in the context of the AA-DD model.

2. Understand the adjustment process in the money market, the Forex market, and the G&S
market.

In this section, we use the AA-DD model to assess the effects of fiscal policy in a floating exchange rate
system. Recall that fiscal policy refers to any change in expenditures or revenues within any branch of
the government. This means any change in government spending—transfer payments, or taxes, by
either federal, state, or local governments—represents a fiscal policy change. Since changes in expendit-
ures or revenues will often affect a government budget balance, we can also say that a change in the
government surplus or deficit represents a change in fiscal policy.

When government spending or transfer payments increase, or tax revenues decrease, we refer to it
as expansionary fiscal policy. These actions would also be associated with an increase in the govern-
ment budget deficit or a decrease in its budget surplus. If the government acts to reduce government
spending or transfer payments, or increase tax revenues, it is referred to as contractionary fiscal policy.
These actions would also be associated with a decrease in the government budget deficit, or an increase
in its budget surplus.

3.1 Expansionary Fiscal Policy
Suppose the economy is originally at a superequilibrium shown as point J in Figure 21.2. The original
gross national product (GNP) level is Y1 and the exchange rate is E$/£1. Next, suppose the government
decides to increase government spending (or increase transfer payments or decrease taxes). As shown
in Chapter 20, [Unsupported Reference Type: chapter-section], fiscal policy changes cause a shift in the
DD curve. More specifically, an increase in government spending (or an increase in transfer payments
or a decrease in taxes) will cause DD to shift rightward (i.e., ↑G, ↑TR, and ↓T all are DD right-shifters).
This is depicted in the diagram as a shift from the red DD to the blue D′D′ line.
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3. INTEREST RATE PARITY WITH FIXED EXCHANGE
RATES

L E A R N I N G  O B J E C T I V E

1. Learn how the interest rate parity condition changes in a system of credible fixed exchange
rates.

One of the main differences between a fixed exchange rate system and a floating system is that under
fixed exchange rates the central bank will have to “do something” periodically. In contrast, in a floating
system, the central bank can just sit back and watch since it has no responsibility for the value of the
exchange rate. In a pure float, the exchange rate is determined entirely by private transactions.

However, in a fixed exchange rate system, the central bank will need to intervene in the foreign ex-
change market, perhaps daily, if it wishes to maintain the credibility of the exchange rate.

We’ll use the AA-DD model to explain why. Although the AA-DD model was created under the
assumption of a floating exchange rate, we can reinterpret the model in light of a fixed exchange rate
assumption. This means we must look closely at the interest rate parity condition, which represents the
equilibrium condition in the foreign exchange market.

Recall that the AA-DD model assumes the exchange rate is determined as a result of investor in-
centives to maximize their rate of return on investments. The model ignores the potential effect of im-
porters and exporters on the exchange rate value. That is, the model does not presume that purchasing
power parity holds. As such, the model describes a world economy that is very open to international
capital flows and international borrowing and lending. This is a reasonable representation of the world
in the early twenty-first century, but would not be the best characterization of the world in the
mid-1900s when capital restrictions were more common. Nonetheless, the requisite behavior of central
banks under fixed exchange rates would not differ substantially under either assumption.

When investors seek the greatest rate of return on their investments internationally, we saw that
the exchange rate will adjust until interest rate parity holds. Consider interest rate parity (IRP) for a
particular investment comparison between the United States and the United Kingdom. IRP means that
RoR$ = RoR£. We can write this equality out in its complete form to get

i$ = i£ + (1 + i£)
E$/£

e − E$/£
E$/£

,

where the left-hand side is the U.S. interest rate and the right side is the more complicated rate of re-
turn formula for a UK deposit with interest rate i£. (See Chapter 15 and Chapter 16 for the derivation
of the interest rate parity condition.) The last term on the right represents the expected appreciation (if
positive) or depreciation (if negative) of the pound value with respect to the U.S. dollar.

In a floating exchange rate system, the value of this term is based on investor expectations about
the future exchange rate as embodied in the term E$/£e, which determines the degree to which investors
believe the exchange rate will change over their investment period.

If these same investors were operating in a fixed exchange rate system, however, and if they be-
lieved the fixed exchange rate would indeed remain fixed, then the investors’ expected exchange rate
should be set equal to the current fixed spot exchange rate. In other words, under credible fixed ex-
change rates, E$/£e = E$/£. Investors should not expect the exchange rate to change from its current
fixed value. (We will consider a case in which the investors’ expected exchange rate does not equal the
fixed spot rate in Chapter 23, [Unsupported Reference Type: chapter-section].)

With E$/£e = E$/£, the right side of the above expression becomes zero, and the interest rate parity
condition under fixed exchange rates becomes

i$ = i£.

Thus for interest rate parity to hold in a fixed exchange rate system, the interest rates between two
countries must be equal.

Indeed, the reason this condition in a floating system is called “interest rate parity” rather than
“rate of return parity” is because of our history with fixed exchange rates. Before 1973, most of the
world had maintained fixed exchange rates for most of the time. We can see now that under fixed ex-
change rates, rates of return in each country are simply the interest rates on individual deposits. In oth-
er words, in a fixed system, which is what most countries had through much of their histories, interest
rate parity means the equality of interest rates. When the fixed exchange rate system collapsed,
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economists and others continued to use the now-outdated terminology: interest rate parity. Inertia in
language usage is why the traditional term continues to be applied (somewhat inappropriately) even
today.

K E Y  T A K E A W A Y

< For interest rate parity to hold in a fixed exchange rate system, the interest rates between two countries
must be equal.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. These must be equalized between countries for interest rate parity to hold under fixed exchange.

b. If the fixed exchange rates are credible, then the expected exchange rate should be equal to this
exchange rate.

c. Of intervene or do not intervene, this is what a central bank should do in the Forex market if it
intends to maintain credible fixed exchange rates.

4. CENTRAL BANK INTERVENTION WITH FIXED
EXCHANGE RATES

L E A R N I N G  O B J E C T I V E

1. Learn what a central bank must do to maintain a credible fixed exchange rate in a reserve cur-
rency system.

In a fixed exchange rate system, most of the transactions of one currency for another will take place in
the private market among individuals, businesses, and international banks. However, by fixing the ex-
change rate the government would have declared illegal any transactions that do not occur at the an-
nounced rate. However, it is very unlikely that the announced fixed exchange rate will at all times
equalize private demand for foreign currency with private supply. In a floating exchange rate system,
the exchange rate adjusts to maintain the supply and demand balance. In a fixed exchange rate system,
it becomes the responsibility of the central bank to maintain this balance.

The central bank can intervene in the private foreign exchange (Forex) market whenever needed
by acting as a buyer and seller of currency of last resort. To see how this works, consider the following
example.

Suppose the United States establishes a fixed exchange rate to the British pound at the rate Ē$/£. In
Figure 22.1, we depict an initial private market Forex equilibrium in which the supply of pounds (S£)
equals demand (D£) at the fixed exchange rate (Ē$/£). But suppose, for some unspecified reason, the de-
mand for pounds on the private Forex rises one day to D′£.
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FIGURE 22.1 Central Bank Intervention to Maintain a Fixed Exchange Rate

At the fixed exchange rate (Ē$/£), private market demand for pounds is now Q2, whereas supply of
pounds is Q1. This means there is excess demand for pounds in exchange for U.S. dollars on the private
Forex.

To maintain a credible fixed exchange rate, the U.S. central bank would immediately satisfy the ex-
cess demand by supplying additional pounds to the Forex market. That is, it sells pounds and buys dol-
lars on the private Forex. This would cause a shift of the pound supply curve from S£ to S′£. In this way,
the equilibrium exchange rate is automatically maintained at the fixed level.

Alternatively, consider Figure 22.2, in which again the supply of pounds (S£) equals demand (D£)
at the fixed exchange rate (Ē$/£). Now suppose, for some unspecified reason, the demand for pounds on
the private Forex falls one day to D′£. At the fixed exchange rate (Ē$/£), private market demand for
pounds is now Q2, whereas supply of pounds is Q1. This means there is excess supply of pounds in ex-
change for U.S. dollars on the private Forex.

FIGURE 22.2 Another Central Bank Intervention to Maintain a Fixed Exchange Rate

In this case, an excess supply of pounds also means an excess demand for dollars in exchange for
pounds. The U.S. central bank can satisfy the extra dollar demand by entering the Forex and selling
dollars in exchange for pounds. This means it is supplying more dollars and demanding more pounds.
This would cause a shift of the pound demand curve from D′£ back to D£. Since this intervention oc-
curs immediately, the equilibrium exchange rate is automatically and always maintained at the fixed
level.
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official reserve transactions

Account on the balance of
payments used to record all
central bank transactions.

K E Y  T A K E A W A Y S

< If, for example, the United States fixes its currency to the British pound (the reserve), when there is excess
demand for pounds in exchange for U.S. dollars on the private Forex, the U.S. central bank would
immediately satisfy the excess demand by supplying additional pounds to the Forex market. By doing so, it
can maintain a credible fixed exchange rate.

< If, for example, the United States fixes its currency to the British pound (the reserve), when there is excess
demand for dollars in exchange for British pounds on the private Forex, the U.S. central bank would
immediately satisfy the excess demand by supplying dollars to the Forex market. By doing so, it can
maintain a credible fixed exchange rate.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. Of buy, sell, or do nothing, this is what a central bank must do with its reserve currency if there is
excess demand for its own currency in the private Forex market while maintaining a fixed
exchange rate.

b. Of buy, sell, or do nothing, this is what a central bank must do with its reserve currency if there is
excess demand for the reserve currency in the private Forex market while maintaining a fixed
exchange rate.

c. Of buy dollars, sell dollars, or do nothing, this is what China’s central bank must do if there is excess
demand for Chinese yuan in the private Forex market if China fixes its currency to the U.S. dollar.

d. Of buy yuan, sell yuan, or do nothing, this is what China’s central bank must do if there is excess
demand for U.S. dollars in the private Forex market if China fixes its currency to the U.S. dollar.

5. BALANCE OF PAYMENTS DEFICITS AND SURPLUSES

L E A R N I N G  O B J E C T I V E

1. Learn the definitions and usage of balance of payments deficits and surpluses in a fixed ex-
change rate system.

To maintain a fixed exchange rate, the central bank will need to automatically intervene in the private
foreign exchange (Forex) by buying or selling domestic currency in exchange for the foreign reserve
currency. Clearly, in order for these transactions to be possible, a country’s central bank will need a
stock of the foreign reserve currency at the time the fixed exchange rate system begins. Subsequently, if
excess demand for foreign currency in some periods is balanced with excess supply in other periods,
then falling reserves in some periods (when dollars are bought on the Forex) will be offset with rising
reserves in other periods (when dollars are sold in the Forex) and a central bank will be able to main-
tain the fixed exchange rate. Problems arise, though, if a country begins to run out of foreign reserves.
But before discussing that situation, we need to explain some terminology.

When the central bank buys domestic currency and sells the foreign reserve currency in the private
Forex, the transaction indicates a balance of payments deficit. Alternatively, when the central bank sells
domestic currency and buys foreign currency in the Forex, the transaction indicates a balance of pay-
ments surplus.

Central bank transactions are recorded in an account titled official reserve transactions. It is
found in the financial account of the balance of payments. If this account indicates an addition to offi-
cial reserves over some period, then the country is running a balance of payments surplus. If over some
period the official reserve balance is falling, then the country is running a balance of payments deficit.
The deficit or surplus terminology arises from the following circumstances.

Suppose a country runs a trade deficit in a fixed exchange rate system. A trade deficit means that
demand for imports exceeds foreign demand for our exports. This implies that domestic demand for
foreign currency (to buy imports) exceeds foreign demand for domestic currency (to buy our exports).
Assuming no additional foreign demands for domestic currency on the financial account (to keep the
exchange rate fixed), the central bank would need to intervene by selling foreign currency in exchange
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for domestic currency. This would lead to a reduction of foreign reserves and hence a balance of pay-
ments deficit. In the absence of transactions on the financial account, to have a trade deficit and a fixed
exchange rate implies a balance of payments deficit as well.

More generally, a balance of payments deficit (surplus) arises whenever there is excess demand for
(supply of) foreign currency on the private Forex at the official fixed exchange rate. To satisfy the ex-
cess demand (excess supply), the central bank will automatically intervene on the Forex and sell (buy)
foreign reserves. Thus by tracking sales or purchases of foreign reserves in the official reserve account,
we can determine if the country has a balance of payments deficit or surplus.

Note that in a floating exchange rate system, a central bank can intervene in the private Forex to
push the exchange rate up or down. Thus official reserve transactions can show rising or falling foreign
reserves and hence suggest a balance of payments deficit or surplus in a floating exchange system.
However, it is not strictly proper to describe a country with floating exchange rates as having a balance
of payment deficit or surplus. The reason is that interventions are not necessary in a floating exchange
rate. In a floating system, an imbalance between supply and demand in the private Forex is relieved by
a change in the exchange rate. Thus there need never be an imbalance in the balance of payments in a
floating system.

K E Y  T A K E A W A Y S

< When the central bank buys domestic currency and sells the foreign reserve currency in the private Forex,
the transaction indicates a balance of payments deficit.

< When the central bank sells domestic currency and buys foreign currency in the Forex, the transaction
indicates a balance of payments surplus.

< A balance of payments deficit (surplus) arises whenever there is excess demand for (supply of) foreign
currency on the private Forex at the official fixed exchange rate.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The account on the balance of payments (BoP) used to record all central bank transactions.

b. The balance on the BoP when the central bank sells foreign reserves.

c. Of BoP deficit, BoP surplus, or BoP balance, this is what a central bank will run if there is excess
demand for its own currency in the private Forex market while maintaining a fixed exchange rate.

d. Of BoP deficit, BoP surplus, or BoP balance, this is what a central bank will run if there is excess
demand for the reserve currency in the private Forex market while maintaining a fixed exchange
rate.

e. Of BoP deficit, BoP surplus, or BoP balance, this is what China’s central bank will run if there is
excess demand for Chinese yuan in the private Forex market if China fixes its currency to the U.S.
dollar.

f. Of BoP deficit, BoP surplus, or BoP balance, this is what China’s central bank will run if there is
excess demand for U.S. dollars in the private Forex market if China fixes its currency to the U.S.
dollar.

6. BLACK MARKETS

L E A R N I N G  O B J E C T I V E

1. Learn the five different reasons why trade between countries may occur.

Till now we have said that a central bank must intervene in the foreign exchange (Forex) market
whenever there is excess demand or supply of foreign currency. However, we might consider what
would happen if the central bank did not intervene. Surely the government could simply mandate that
all Forex transactions take place at the official fixed rate and implement severe penalties if anyone is
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caught trading at a different rate. A black market arises, however, when exchanges for foreign currency
take place at an unofficial (or illegal) exchange rate.

Let’s consider why a black market may arise. Suppose the United States fixes its exchange rate to
the British pound at the rate Ē$/£. This is indicated in Figure 22.3 as a horizontal line drawn at Ē$/£.
Suppose further that demand for pounds (Q1) on the private Forex exceeds supply (Q2) at the official
fixed exchange rate, but the central bank does not intervene to correct the imbalance. In this case, sup-
pliers of pounds will come to the market with Q2 quantity of pounds, but many people who would like
to buy pounds will not find a willing supplier. Those individuals and businesses demanding the excess
(Q1 − Q2) will leave the market empty-handed. Now if this were a one-time occurrence, the unsatisfied
demand might be fulfilled in later days when excess supply of pounds comes to the market. However, a
more likely scenario is that this unsatisfied demand persists for a long period. With each passing day of
unsatisfied demand, total unsatisfied demand grows insidiously.

FIGURE 22.3 Conditions for a Black Market

Together with the excess demand is a willingness to pay more than the official rate to obtain currency.
Since the market equilibrium rate is at E$/£1, excess demanders would be willing to pay more dollars to
obtain a pound than is required in the official market. The willingness to pay more creates a profit-
making possibility. Suppose an individual or business obtains pounds, perhaps by selling goods in Bri-
tain and being paid in foreign currency. This person could convert the pounds for dollars at the official
rate or, if he or she wants to make more money, could trade the currency “unofficially” at a higher ex-
change rate. The only problem is finding someone willing to buy the pounds at the unofficial rate. This
turns out rarely to be a problem. Wherever black markets develop, unofficial traders find each other on
street corners, at hotels, and even within banks.

Thus a central bank doesn’t absolutely need to intervene in the Forex market in a fixed exchange
rate system. However, if it does not, a black market will very likely arise and the central bank will lose
control of the exchange rate. One main purpose of fixed exchange rates, namely the certainty of know-
ing what the currency will exchange for, is also lost since traders will have to decide whether to trade
officially or unofficially. Furthermore, the black market exchange rate typically rises and falls with
changes in supply and demand, thus one is never sure what that rate will be.

In light of the potential for black markets to arise, if a government wishes to maintain a credible
fixed exchange rate, regular intervention to eliminate excess demand or supply of foreign currency is
indeed required.

K E Y  T A K E A W A Y S

< A black market arises when exchanges for foreign currency take place at an unofficial (or illegal) exchange
rate.

< If a central bank does not intervene regularly in the Forex market, a black market will very likely arise and
the central bank will lose control of the exchange rate.
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E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The term used to describe currency transactions that occur at unofficial exchange rates in a fixed
exchange rate system.

b. Of buy, sell, or do nothing, a central bank will likely do this with its reserve currency if excess
demand for its own currency leads to illegal trades at a higher value.

c. Of credible or not credible, this describes a fixed exchange rate system that coexists with a black
market.
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2.

3.

4.

5.

ENDNOTES

See Alan Greenspan’s remarks in “Can the US Return to a Gold Standard,” Wall Street
Journal, September 1, 1981; reprinted online at http://www.gold-eagle.com/
greenspan011098.html[0].

See Murray Rothbard, “The Case for a Genuine Gold Dollar,” in The Gold Standard: An
Austrian Perspective (Lexington, MA: D. C. Heath, 1985), 1–17; also available online at
http://www.mises.org/rothbard/genuine.asp.

See Angela Radish, “Bimetallism,” Economic History Online at http://www.eh.net/
encyclopedia/?article=redish.bimetallism

For more info see Wikipedia, “Coinage Act of 1873,” http://en.wikipedia.org/wiki/
Coinage_Act_of_1873.

International Monetary Fund, About the IMF, Factsheet, “Special Drawing Rights
(SDRs),” http://www.imf.org/external/np/exr/facts/sdr.htm[0].
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Fixed versus Floating
Exchange Rates
One of the big issues in international finance is the appropriate choice of a monetary system. Countries can choose 

between a floating exchange rate system and a variety of fixed exchange rate systems. Which system is better is 

explored in this chapter. However, rather than suggesting a definitive answer, the chapter highlights the pros and 

cons of each type of system, arguing in the end that both systems can and have worked in some circumstances 

and failed in others.

1. OVERVIEW OF FIXED VERSUS FLOATING EXCHANGE
RATES

L E A R N I N G  O B J E C T I V E

1. Preview the discussion about fixed versus floating exchange rate systems.

This chapter addresses what is perhaps the most important policy issue in international finance: to
have fixed or floating exchange rates. The chapter focuses on three main features that affect the choice
of system: volatility and risk, inflationary consequences, and monetary autonomy.

Volatility and risk refers to the tendency for exchange rates to change and the effect these changes
have on the risk faced by traders and investors. Although in floating exchange systems volatility is a
natural day-to-day occurrence, even in fixed exchange systems, devaluations or revaluations make
volatility an issue. This chapter compares the two systems in light of this issue.

Inflationary consequences are shown to be a major potential problem for countries with floating
exchange rates. For many countries facing this problem, fixed exchange rate systems can provide relief.
The section shows that the relationship between inflation and the exchange rate system is an important
element in the choice of system.

Finally, monetary autonomy, and the ability to control the economy, is lost with the choice of fixed
exchange rates. We discuss why this loss of autonomy can be problematic in some circumstances but
not in others.

The chapter concludes by providing some answers to the policy question, “fixed or floating?”

K E Y  T A K E A W A Y S

< Three main features affect the choice of the exchange rate system: volatility and risk, inflationary
consequences, and monetary autonomy.

< The choice between fixed and floating exchange rates is one of the most important policy decisions in
international finance.
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exchange rate risk

Occurs when the profit in
trade or the rate of return on
an international investment
can fall quickly because of a
change in the exchange rate.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The choice between these two types of exchange rate systems is an important policy debate in
international finance.

b. This term describing the extent to which an exchange rate may vary over time is an important
consideration in the choice of exchange rate systems.

c. This term describing the likelihood of losing money is an important consideration in the choice of
exchange rate systems.

d. Fixed exchange rates are sometimes chosen to mitigate this kind of general price problem.

e. This term describing the ability to influence the economy through monetary policy is an
important consideration in the choice of exchange rate systems.

2. EXCHANGE RATE VOLATILITY AND RISK

L E A R N I N G  O B J E C T I V E

1. Learn how exchange rate volatility raises risk for international traders and investors.

Probably the most important characteristic of alternative exchange rate systems is the feature used to
describe them, namely fixed or floating. Fixed exchange rates, by definition, are not supposed to
change. They are meant to remain fixed, preferably permanently. Floating rates float up and down and
down and up from year to year, week to week, and minute by minute. What a floating exchange rate
will be a year from now, or even a week from now, is often very difficult to predict.

Volatility represents the degree to which a variable changes over time. The larger the magnitude of
a variable change, or the more quickly it changes over time, the more volatile it is.

Since fixed exchange rates are not supposed to change—by definition—they have no volatility.
Please note the cautious wording because fixed exchange rates are quite frequently devalued or reval-
ued, implying that they can and do indeed change. However, we will explore this issue in more detail
later. A floating exchange rate may or may not be volatile depending on how much it changes over
time. However, since floating exchange rates are free to change, they are usually expected to be more
volatile.

Volatile exchange rates make international trade and investment decisions more difficult because
volatility increases exchange rate risk. Exchange rate risk refers to the potential to lose money be-
cause of a change in the exchange rate. Below are two quick examples of how traders and investors may
lose money when the exchange rate changes.

2.1 Exchange Rate Risk for Traders
First consider a business that imports soccer balls into the United States. Suppose one thousand soccer
balls purchased from a supplier in Pakistan costs 300,000 Pakistani rupees. At the current exchange
rate of 60 Rs/$, it will cost the importer $5,000 dollars or $5 per soccer ball. The importer determines
that transportation, insurance, advertising, and retail costs will run about $5 per soccer ball. If the com-
petitive market price for this type of soccer ball is $12, he will make a $2 profit per ball if all balls are
sold.

Suppose the shipment is scheduled to occur in three months and that payment for the shipment
need not be made until that time. Let’s assume the importer waits to convert currency until the pay-
ment is made and that in three months’ time the Pakistani rupee has appreciated to a new value of 55
Rs/$. The shipment cost in rupees remains the same at Rs 300,000, but the dollar value of the shipment
rises to $5,454 or $5.45 per soccer ball. Assuming the same $5 of extra costs and a $12 final sale price,
the importer will now make only $1.45 profit per soccer ball, if all balls are sold. While this is still a
profit, it is about 25 percent less than expected when the decision to purchase was made three months
before.

This is an example of the risk an importer faces because of a change in the currency value. Of
course, it is true that the currency value could have changed in the opposite direction. Had the rupee
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value risen to 65 Rs/$, the shipment value would have cost just $4,615, or $4.62 per ball, generating a
profit of $2.38 per soccer ball. In this case, the currency moves in the importer’s favor. Thus a volatile
exchange rate will sometimes lead to greater losses than expected, and at other times, to greater gains.

There are several methods to protect oneself from this type of currency risk. The importer could
have exchanged currency at the time the deal was struck and held his 300,000 rupees in a Pakistani
bank until payment is made. However, this involves a substantial additional opportunity cost since the
funds must be available beforehand and become unusable while they are held in a Pakistani bank ac-
count. Alternatively, the importer may be able to find a bank willing to write a forward exchange con-
tract, fixing an exchange rate today for an exchange to be made three months from now.

In any case, it should be clear that exchange rate fluctuations either increase the risk of losses relat-
ive to plans or increase the costs to protect against those risks.

2.2 Exchange Rate Risk for Investors
Volatile exchange rates also create exchange rate risk for international investors. Consider the follow-
ing example. Suppose in October 2004, a U.S. resident decides to invest (i.e., save) $10,000 for the next
year. Given that the U.S. dollar had been weakening with respect to the Danish krone for several years
and since the interest rate on a money market deposit was slightly higher in Denmark at 2.25 percent
compared to the 1.90 percent return in the United States, the investor decides to put the $10,000 into
the Danish account. At the time of the deposit, the exchange rate sits at 5.90 kr/$. In October 2005, the
depositor cashes in and converts the money back to U.S. dollars. The exchange rate in October 2005
was 6.23 kr/$. To determine the return on the investment we can apply the rate of return formula de-
rived in Chapter 15, [Unsupported Reference Type: chapter-section] and Chapter 15, [Unsupported
Reference Type: chapter-section]:

RoRkr = ikr + (1 + ikr)

1
Ekr/$

2005 − 1
Ekr/$

2004

1
Ekr/$

2004

= .0225 + (1 + .0225)
1

6.23 − 1
5.90

1
5.90

= − 0.0317 × 100 = − 3.17%

The rate of return works out to be negative, which means that instead of making money on the foreign
deposit, this investor actually loses $317. Had he deposited the $10,000 in a U.S. account, he would
have had a guaranteed return of 1.90 percent, earning him $190 instead.

By depositing in a foreign account, the depositor subjected himself to exchange rate risk. The dol-
lar unexpectedly appreciated during the year, resulting in a loss. Had the dollar remain fixed in value
during that same time, the foreign return would have been 2.25 percent, which is larger than that ob-
tained in the United States.

Thus fluctuating exchange rates make it more difficult for investors to know the best place to in-
vest. One cannot merely look at what the interest rate is across countries but must also speculate about
the exchange rate change. Make the wrong guess about the exchange rate movement and one could
lose a substantial amount of money.

There are some ways to hedge against exchange rate risk. For example, with short-term deposits,
an investor can purchase a forward contract or enter a futures market. In these cases, the investor
would arrange to sell Danish krone in the future when the deposit is expected to be converted back to
dollars. Since the future exchange rate is predetermined on such a contract, the rate of return is guaran-
teed as well. Thus the risk of floating exchange rates can be reduced. However, for long-term invest-
ment such as foreign direct investment, these types of arrangements are more difficult and costly to
implement.

2.3 Volatility and the Choice of Exchange Rate System
On the face of it, floating exchange rates would appear to be riskier than fixed rates since they are free
to change regularly. For this reason, countries may choose fixed exchange rates to reduce volatility and
thus to encourage international trade and investment.

The problem with this perception is that it has not worked out this way in practice. A 2004 Inter-
national Monetary Fund (IMF) study[1] notes that on average, during the 1970s, 1980s, and 1990s, the
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volatility of fixed exchange rates was approximately the same as that of floating rates. There are two
reasons this can occur. First, a currency fixed to another reserve currency will continue to float against
other currencies. Thus when China pegged its currency to the U.S. dollar, it continued to float with the
dollar vis-à-vis the euro. Second, it is common for fixed currencies to be devalued or revalued periodic-
ally, sometimes dramatically. When this happens, the effects of volatility are concentrated in a very
short time frame and can have much larger economic impacts.

The second thing noted by this study is that volatility had only a small effect on bilateral interna-
tional trade flows, suggesting that the choice of exchange rate system on trade flows may be insig-
nificant. However, the study does not consider the effects of volatility on international investment de-
cisions. Other studies do show a negative relationship between exchange rate volatility and foreign dir-
ect investment. But if these results were true and fixed exchange rates are just as volatile as floating
rates, then there is no obvious exchange system “winner” in terms of the effects on volatility. Neverthe-
less, volatility of exchange rate systems remains something to worry about and consider in the choice of
exchange rate systems.

K E Y  T A K E A W A Y S

< Volatile exchange rates make international trade and investment decisions more difficult because volatility
increases exchange rate risk.

< Volatile exchange rates can quickly and significantly change the expected rates of return on international
investments.

< Volatile exchange rates can quickly and significantly change the profitability of importing and exporting.

< Despite the expectation that fixed exchange rates are less volatile, a 2004 IMF study notes that on average,
during the 1970s, 1980s, and 1990s, the volatility of fixed exchange rates was approximately the same as
that of floating rates.

E X E R C I S E S

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. This term describes the unpredictable movement of an exchange rate.

b. Of increase, decrease, or no change, the effect on an importer’s profits if he waits to exchange
currency and the foreign currency rises in value vis-à-vis the domestic currency in the meantime.

c. Of increase, decrease, or no change, the effect on an importer’s profits if he waits to exchange
currency and the domestic currency falls in value vis-à-vis the foreign currency in the meantime.

d. Of increase, decrease, or no change, the effect on an investor’s rate of return on foreign assets if
the foreign currency rises in value more than expected vis-à-vis the domestic currency after
purchasing a foreign asset.

e. Of increase, decrease, or no change, the effect on an investor’s rate of return on foreign assets if
the foreign currency falls in value less than expected vis-à-vis the domestic currency after
purchasing a foreign asset.

2. Between 2007 and 2008, the U.S. dollar depreciated significantly against the euro. Answer the following
questions. Do not use graphs to explain. A one- or two-sentence verbal explanation is sufficient.

a. Explain whether European businesses that compete against U.S. imports gain or lose because of
the currency change.

b. Explain whether European businesses that export their products to the United States gain or lose
because of the currency change.

c. Explain whether European investors who purchased U.S. assets one year ago gain or lose because
of the currency change.
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3. INFLATIONARY CONSEQUENCES OF EXCHANGE
RATE SYSTEMS

L E A R N I N G  O B J E C T I V E

1. Learn how a fixed exchange rate system can be used to reduce inflation.

One important reason to choose a system of fixed exchange rates is to try to dampen inflationary tend-
encies. Many countries have (over time) experienced the following kind of situation. The government
faces pressure from constituents to increase spending and raise transfer payments, which it does.
However, it does not finance these expenditure increases with higher taxes since this is very unpopular.
This leads to a sizeable budget deficit that can grow over time. When the deficits grow sufficiently large,
the government may become unable to borrow additional money without raising the interest rate on
bonds to unacceptably high levels. An easy way out of this fiscal dilemma is to finance the public defi-
cits with purchases of bonds by the country’s central bank. In this instance, a country will be financing
the budget deficit by monetizing the debt, also known as printing money. New money means an in-
crease in the domestic money supply, which will have two effects.

The short-term effect will be to lower interest rates. With free capital mobility, a reduction in in-
terest rates will make foreign deposits relatively more attractive to investors and there is likely to be an
increase in supply of domestic currency on the foreign exchange market. If floating exchange rates are
in place, the domestic currency will depreciate with respect to other currencies. The long-term effect of
the money supply increase will be inflation, if the gross domestic product (GDP) growth does not rise
fast enough to keep up with the increase in money. Thus we often see countries experiencing a rapidly
depreciating currency together with a rapid inflation rate. A good example of this trend was seen in
Turkey during the 1980s and 1990s.

One effective way to reduce or eliminate this inflationary tendency is to fix one’s currency. A fixed
exchange rate acts as a constraint that prevents the domestic money supply from rising too rapidly.
Here’s how it works.

Suppose a country fixes its currency to another country—a reserve country. Next, imagine that the
same circumstances from the story above begin to occur. Rising budget deficits lead to central bank fin-
ancing, which increases the money supply of the country. As the money supply rises, interest rates de-
crease and investors begin to move savings abroad, and so there is an increase in supply of the domestic
currency on the foreign exchange market. However, now the country must prevent the depreciation of
the currency since it has a fixed exchange rate. This means that the increase in supply of domestic cur-
rency by private investors will be purchased by the central bank to balance supply and demand at the
fixed exchange rate. The central bank will be running a balance of payments deficit in this case, which
will result in a reduction in the domestic money supply.

This means that as the central bank prints money to finance the budget deficit, it will simultan-
eously need to run a balance of payments deficit, which will soak up domestic money. The net effect on
the money supply should be such as to maintain the fixed exchange rate with the money supply rising
proportionate to the rate of growth in the economy. If the latter is true, there will be little to no infla-
tion occurring. Thus a fixed exchange rate system can eliminate inflationary tendencies.

Of course, for the fixed exchange rate to be effective in reducing inflation over a long period, it will
be necessary that the country avoid devaluations. Devaluations occur because the central bank runs
persistent balance of payments deficits and is about to run out of foreign exchange reserves. Once the
devaluation occurs, the country will be able to support a much higher level of money supply that in
turn will have a positive influence on the inflation rate. If devaluations occur frequently, then it is al-
most as if the country is on a floating exchange rate system in which case there is no effective constraint
on the money supply and inflation can again get out of control.

To make the fixed exchange rate system more credible and to prevent regular devaluation, coun-
tries will sometime use a currency board arrangement. With a currency board, there is no central bank
with discretion over policy. Instead, the country legislates an automatic exchange rate intervention
mechanism that forces the fixed exchange rate to be maintained.

For even more credibility, countries such as Ecuador and El Salvador have dollarized their curren-
cies. In these cases, the country simply uses the other country’s currency as its legal tender and there is
no longer any ability to print money or let one’s money supply get out of control.

However, in other circumstances fixed exchange rates have resulted in more, rather than less, in-
flation. In the late 1960s and early 1970s, much of the developed world was under the Bretton Woods
system of fixed exchange rates. The reserve currency was the U.S. dollar, meaning that all other coun-
tries fixed their currency value to the U.S. dollar. When rapid increases in the U.S. money supply led to
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exchange rate mechanism

An exchange rate system
used within the European
Union to maintain exchange
rates within a specific band
around a predetermined
central exchange rate.

a surge of inflation in the United States, the other nonreserve countries like Britain, Germany, France,
and Japan were forced to run balance of payments surpluses to maintain their fixed exchange rates.
These BoP surpluses raised these countries’ money supplies, which in turn led to an increase in infla-
tion. Thus, in essence, U.S. inflation was exported to many other countries because of the fixed ex-
change rate system.

The lesson from these stories is that sometimes fixed exchange rates tend to lower inflation while
at other times they tend to increase it. The key is to fix your currency to something that is not likely to
rise in value (inflate) too quickly. In the 1980 and 1990s, when the European Exchange Rate Mech-
anism (ERM) was in place, countries were in practice fixed to the German deutschmark. Since the
German central bank was probably the least prone to inflationary tendencies, all other European coun-
tries were able to bring their inflation rates down substantially due to the ERM system. However, had
the countries fixed to the Italian lira, inflation may have been much more rapid throughout Europe
over the two decades.

Many people propose a return to the gold standard precisely because it fixes a currency to
something that is presumed to be steadier in value over time. Under a gold standard, inflation would be
tied to the increase in monetary gold stocks. Because gold is strictly limited in physical quantity, only a
limited amount can be discovered and added to gold stocks each year, Thus inflation may be ad-
equately constrained. But because of other problems with a return to gold as the monetary support, a
return to this type of system seems unlikely.

K E Y  T A K E A W A Y S

< A fixed exchange rate can act as a constraint to prevent the domestic money supply from rising too rapidly
(i.e., if the reserve currency country has noninflationary monetary policies).

< Adoption of a foreign country’s currency as your own is perhaps the most credible method of fixing the
exchange rate.

< Sometimes, as in the Bretton Woods system, a fixed exchange rate system leads to more inflation. This
occurs if the reserve currency country engages in excessively expansionary monetary policy.

< A gold standard is sometimes advocated precisely because it fixes a currency to something (i.e., gold) that
is presumed to be more steady in value over time.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. Hyperactivity in this aggregate variable is often a reason countries turn to fixed exchange rates.

b. If a country fixes its exchange rate, it effectively imports this policy from the reserve country.

c. A country fixing its exchange rate can experience high inflation if this country also experiences
high inflation.

d. Of relatively low or relatively high, to limit inflation a country should choose to fix its currency to a
country whose money supply growth is this.

e. The name for the post–World War II exchange rate system that demonstrated how countries
fixing their currency could experience high inflation.
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monetary autonomy

Refers to the independence
of a country’s central bank to
affect its own money supply
and conditions in its
domestic economy.

4. MONETARY AUTONOMY AND EXCHANGE RATE
SYSTEMS

L E A R N I N G  O B J E C T I V E

1. Learn how floating and fixed exchange rate systems compare with respect to monetary
autonomy.

Monetary autonomy refers to the independence of a country’s central bank to affect its own money
supply and conditions in its domestic economy. In a floating exchange rate system, a central bank is
free to control the money supply. It can raise the money supply when it wishes to lower domestic in-
terest rates to spur investment and economic growth. By doing so it may also be able to reduce a rising
unemployment rate. Alternatively, it can lower the money supply, to raise interest rates and to try to
choke off excessive growth and a rising inflation rate. With monetary autonomy, monetary policy is an
available tool the government can use to control the performance of the domestic economy. This offers
a second lever of control, beyond fiscal policy.

In a fixed exchange rate system, monetary policy becomes ineffective because the fixity of the ex-
change rate acts as a constraint. As shown in Chapter 23, [Unsupported Reference Type: chapter-sec-
tion], when the money supply is raised, it will lower domestic interest rates and make foreign assets
temporarily more attractive. This will lead domestic investors to raise demand for foreign currency that
would result in a depreciation of the domestic currency, if a floating exchange rate were allowed.
However, with a fixed exchange rate in place, the extra demand for foreign currency will need to be
supplied by the central bank, which will run a balance of payments deficit and buy up its own domestic
currency. The purchases of domestic currency in the second stage will perfectly offset the increase in
money in the first stage, so that no increase in money supply will take place.

Thus the requirement to keep the exchange rate fixed constrains the central bank from using mon-
etary policy to control the economy. In other words, the central bank loses its autonomy or
independence.

In substitution, however, the government does have a new policy lever available in a fixed system
that is not available in a floating system, namely exchange rate policy. Using devaluations and revalu-
ations, a country can effectively raise or lower the money supply level and affect domestic outcomes in
much the same way as it might with monetary policy. However, regular exchange rate changes in a
fixed system can destroy the credibility in the government to maintain a truly “fixed” exchange rate.
This in turn could damage the effect fixed exchange rates might have on trade and investment de-
cisions and on the prospects for future inflation.

Nonetheless, some countries do apply a semifixed or semifloating exchange rate system. A crawl-
ing peg, in which exchange rates are adjusted regularly, is one example. Another is to fix the exchange
rate within a band. In this case, the central bank will have the ability to control the money supply, up or
down, within a small range, but will not be free to make large adjustments without breaching the band
limits on the exchange rate. These types of systems provide an intermediate degree of autonomy for the
central bank.

If we ask which is better, monetary autonomy or a lack of autonomy, the answer is mixed. In some
situations, countries need, or prefer, to have monetary autonomy. In other cases, it is downright dan-
gerous for a central bank to have autonomy. The determining factor is whether the central bank can
maintain prudent monetary policies. If the central bank can control money supply growth such that it
has only moderate inflationary tendencies, then monetary autonomy can work well for a country.
However, if the central bank cannot control money supply growth, and if high inflation is a regular oc-
currence, then monetary autonomy is not a blessing.

One of the reasons Britain has decided not to join the eurozone is because it wants to maintain its
monetary autonomy. By joining the eurozone, Britain would give up its central bank’s ability to control
its domestic money supply since euros would circulate instead of British pounds. The amount of euros
in circulation is determined by the European Central Bank (ECB). Although Britain would have some
input into money supply determinations, it would clearly have much less influence than it would for its
own currency. The decisions of the ECB would also reflect the more general concerns of the entire
eurozone rather than simply what might be best for Britain. For example, if there are regional disparit-
ies in economic growth (e.g., Germany, France, etc., are growing rapidly, while Britain is growing
much more slowly), the ECB may decide to maintain a slower money growth policy to satisfy the larger
demands to slow growth and subsequent inflation in the continental countries. The best policy for Bri-
tain alone, however, might be a more rapid increase in money supply to help stimulate its growth. If
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Britain remains outside the eurozone, it remains free to determine the monetary policies it deems best
for itself. If it joins the eurozone, it loses its monetary autonomy.

In contrast, Argentina suffered severe hyperinflations during the 1970s and 1980s. Argentina’s
central bank at the time was not independent of the rest of the national government. To finance large
government budget deficits, Argentina resorted to running the monetary printing presses, which led to
the severe hyperinflations. In this case, monetary autonomy was a curse, not a blessing.

In an attempt to restrain the growth of the money supply, Argentina imposed a currency board in
1992. A currency board is a method of fixing one’s exchange rate with a higher degree of credibility. By
legislating mandatory automatic currency interventions, a currency board operates in place of a central
bank and effectively eliminates the autonomy that previously existed. Although Argentina’s currency
board experiment collapsed in 2002, for a decade Argentina experienced the low inflation that had
been so elusive during previous decades.

K E Y  T A K E A W A Y S

< Monetary autonomy refers to the independence of a country’s central bank to affect its own money
supply and, through that, conditions in its domestic economy.

< In a fixed exchange rate system, a country maintains the same interest rate as the reserve country. As a
result, it loses the ability to use monetary policy to control outcomes in its domestic economy.

< In a floating exchange rate system, a country can adjust its money supply and interest rates freely and thus
can use monetary policy to control outcomes in its domestic economy.

< If the central bank can control money supply growth such that it has only moderate inflationary
tendencies, then monetary autonomy (floating) can work well for a country. However, if the central bank
cannot control money supply growth, and if high inflation is a regular occurrence, then monetary
autonomy (floating) will not help the country.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The term describing the relationship between the U.S. Federal Reserve Board and the U.S.
government that has quite likely contributed to the low U.S. inflation rate in the past two
decades.

b. In part to achieve this, the United Kingdom has refused to adopt the euro as its currency.

c. Of fixed or floating, in this system a country can effectively set its money supply at any level
desired.

d. Of fixed or floating, in this system a country’s interest rate will always be the same as the reserve
country’s.

e. Of fixed or floating, in this system a country can control inflation by maintaining moderate money
supply growth.

5. WHICH IS BETTER: FIXED OR FLOATING EXCHANGE
RATES?

L E A R N I N G  O B J E C T I V E

1. Learn the pros and cons of both floating and fixed exchange rate systems.

The exchange rate is one of the key international aggregate variables studied in an international finance
course. It follows that the choice of exchange rate system is one of the key policy questions.

Countries have been experimenting with different international payment and exchange systems
for a very long time. In early history, all trade was barter exchange, meaning goods were traded for oth-
er goods. Eventually, especially scarce or precious commodities, for example gold and silver, were used
as a medium of exchange and a method for storing value. This practice evolved into the metal
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standards that prevailed in the nineteenth and early twentieth centuries. By default, since gold and sil-
ver standards imply fixed exchange rates between countries, early experience with international monet-
ary systems was exclusively with fixed systems. Fifty years ago, international textbooks dealt almost en-
tirely with international adjustments under a fixed exchange rate system since the world had had few
experiences with floating rates.

That experience changed dramatically in 1973 with the collapse of the Bretton Woods fixed ex-
change rate system. At that time, most of the major developed economies allowed their currencies to
float freely, with exchange values being determined in a private market based on supply and demand,
rather than by government decree. Although when Bretton Woods collapsed, the participating coun-
tries intended to resurrect a new improved system of fixed exchange rates, this never materialized. In-
stead, countries embarked on a series of experiments with different types of fixed and floating systems.

For example, the European Economic Community (now the EU) implemented the exchange rate
mechanism in 1979, which fixed each other’s currencies within an agreed band. These currencies con-
tinued to float with non-EU countries. By 2000, some of these countries in the EU created a single cur-
rency, the euro, which replaced the national currencies and effectively fixed the currencies to each oth-
er immutably.

Some countries have fixed their currencies to a major trading partner, and others fix theirs to a
basket of currencies comprising several major trading partners. Some have implemented a crawling
peg, adjusting the exchange values regularly. Others have implemented a dirty float where the currency
value is mostly determined by the market but periodically the central bank intervenes to push the cur-
rency value up or down depending on the circumstances. Lastly, some countries, like the United States,
have allowed an almost pure float with central bank interventions only on rare occasions.

Unfortunately, the results of these many experiments are mixed. Sometimes floating exchange rate
systems have operated flawlessly. At other times, floating rates have changed at breakneck speed, leav-
ing traders, investors, and governments scrambling to adjust to the volatility. Similarly, fixed rates have
at times been a salvation to a country, helping to reduce persistent inflation. At other times, countries
with fixed exchange rates have been forced to import excessive inflation from the reserve country.

No one system has operated flawlessly in all circumstances. Hence, the best we can do is to high-
light the pros and cons of each system and recommend that countries adopt that system that best suits
its circumstances.

Probably the best reason to adopt a fixed exchange rate system is to commit to a loss in monetary
autonomy. This is necessary whenever a central bank has been independently unable to maintain
prudent monetary policy, leading to a reasonably low inflation rate. In other words, when inflation
cannot be controlled, adopting a fixed exchange rate system will tie the hands of the central bank and
help force a reduction in inflation. Of course, in order for this to work, the country must credibly com-
mit to that fixed rate and avoid pressures that lead to devaluations. Several methods to increase the
credibility include the use of currency boards and complete adoption of the other country’s currency
(i.e., dollarization or euroization). For many countries, for at least a period, fixed exchange rates have
helped enormously to reduce inflationary pressures.

Nonetheless, even when countries commit with credible systems in place, pressures on the system
sometimes can lead to collapse. Argentina, for example, dismantled its currency board after ten years of
operation and reverted to floating rates. In Europe, economic pressures have led to some “talk” about
giving up the euro and returning to national currencies. The Bretton Woods system lasted for almost
thirty years but eventually collapsed. Thus it has been difficult to maintain a credible fixed exchange
rate system for a long period.

Floating exchange rate systems have had a similar colored past. Usually, floating rates are adopted
when a fixed system collapses. At the time of a collapse, no one really knows what the market equilibri-
um exchange rate should be, and it makes some sense to let market forces (i.e., supply and demand) de-
termine the equilibrium rate. One of the key advantages of floating rates is the autonomy over monet-
ary policy that it affords a country’s central bank. When used wisely, monetary policy discretion can
provide a useful mechanism for guiding a national economy. A central bank can inject money into the
system when the economic growth slows or falls, or it can reduce money when excessively rapid growth
leads to inflationary tendencies. Since monetary policy acts much more rapidly than fiscal policy, it is a
much quicker policy lever to use to help control the economy.

5.1 Prudent Monetary and Fiscal Policies
Interestingly, monetary autonomy is both a negative trait for countries choosing fixed rates to rid
themselves of inflation and a positive trait for countries wishing have more control over their domestic
economies. It turns out that the key to success in both fixed and floating rates hinges on prudent mon-
etary and fiscal policies. Fixed rates are chosen to force a more prudent monetary policy, while floating
rates are a blessing for those countries that already have a prudent monetary policy.
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A prudent monetary policy is most likely to arise when two conditions are satisfied. First, the cent-
ral bank, and the decisions it makes, must be independent of the national government that makes
government-spending decisions. If it is not, governments have always been inclined to print money to
finance government-spending projects. This has been the primary source of high inflation in most
countries. The second condition is a clear guideline for the central bank’s objective. Ideally, that
guideline should broadly convey a sense that monetary policy will satisfy the demands of a growing
economy while maintaining sufficiently low inflation. When these conditions are satisfied, autonomy
for a central bank and floating exchange rates will function well. Mandating fixed exchange rates can
also work well, but only if the system can be maintained and if the country to which the other country
fixes its currency has a prudent monetary policy.

Both systems can experience great difficulties if prudent fiscal policies are not maintained. This re-
quires governments to maintain a balanced budget over time. Balance over time does not mean balance
in every period but rather that periodic budget deficits should be offset with periodic budget surpluses.
In this way, government debt is managed and does not become excessive. It is also critical that govern-
ments do not overextend themselves in terms of international borrowing. International debt problems
have become the bane of many countries.

Unfortunately, most countries have been unable to accomplish this objective. Excessive govern-
ment deficits and borrowing are the norm for both developing and developed countries. When excess-
ive borrowing needs are coupled with a lack of central bank independence, tendencies to hyperinfla-
tions and exchange rate volatility are common. When excessive borrowing is coupled with an inde-
pendent central bank and a floating exchange rate, exchange rate volatility is also common.

Stability of the international payments system then is less related to the type of exchange rate sys-
tem chosen than it is to the internal policies of the individual countries. Prudent fiscal and monetary
policies are the keys.

With prudent domestic policies in place, a floating exchange rate system will operate flawlessly.
Fixed exchange systems are most appropriate when a country needs to force itself to a more prudent
monetary policy course.

K E Y  T A K E A W A Y S

< Historically, no one system has operated flawlessly in all circumstances.

< Probably the best reason to adopt a fixed exchange rate system is whenever a central bank has been
independently unable to maintain prudent monetary policy, leading to a reasonably low inflation rate.

< Probably the best reason to adopt a floating exchange rate system is whenever a country has more faith in
the ability of its own central bank to maintain prudent monetary policy than any other country’s ability.

< The key to success in both fixed and floating rates hinges on prudent monetary and fiscal policies. Fixed
rates are chosen to force a more prudent monetary policy; floating rates are a blessing for those countries
that already have a prudent monetary policy.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. Of fixed or floating, this system is often chosen by countries that in their recent history
experienced very high inflation.

b. Of fixed or floating, this system is typically chosen when a country has confidence in its own
ability to conduct monetary policy effectively.

c. Of fixed or floating, this system is typically chosen when a country has little confidence in its own
ability to conduct monetary policy effectively.

d. Of fixed or floating, this system is sometimes rejected because it involves the loss of national
monetary autonomy.

e. Of fixed or floating, this system is sometimes chosen because it involves the loss of national
monetary autonomy.
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1.

ENDNOTES

Peter Clark, Natalia Tamirisa, and Shang-Jin Wei, “Exchange Rate Volatility and Trade
Flows—Some New Evidence,” International Monetary Fund, May 2004[0],
http://www.imf.org/external/np/res/exrate/2004/eng/051904.pdf.
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