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CHAPTER OBJECTIVE

Chapter 4 is designed to help students understand what the international monetary system is and how the choice of system affects exchange rates. The international monetary system is the structure within which exchange rates are determined, foreign trade and investment flows accommodated, and balance-of-payment adjustments made. This chapter also presents an overview of a successful foreign exchange system; a history of the international monetary system; the functions of the IMF along with special drawing rights; the European Currency Unit; and proposals for further international monetary reform. 

Key Terms and Concepts

International monetary system consists of laws, rules, institutions, instruments, and procedures which involve international transfers of money.

Foreign exchange rate is the price of one currency expressed in another currency.
Fixed exchange rate is an exchange rate which does not fluctuate or which changes within a predetermined band.
Par value is the rate at which a currency is fixed or pegged.

Flexible exchange rate is an exchange rate which fluctuates according to market forces.

Appreciation is a rise in the value of a currency against other currencies under a floating rate system.

Depreciation is a decrease in the value of a currency against other currencies under a floating rate system.

Revaluation is an official increase in the value of a currency by the government of that currency under a fixed rate system.

Devaluation is an official reduction in the par value of a currency by the government of that currency under a fixed rate system.

Currency board is a monetary institution that only issues currency to the extent it is fully backed by foreign reserves; it is an extreme form of the fixed exchange rate regime under which local currency is fully backed by the US dollar or any other chosen currency.
Gold standard is an international monetary system where countries use gold as a medium of exchange and a store of value.

Bretton Woods Agreement is an agreement signed by the representatives of 44 countries at the Bretton Woods, New Hampshire, in 1994 to establish a system of fixed exchange rates.

International Monetary Fund (IMF) was created as a weak kind of central banks' central bank at the Bretton Woods conference to make the new monetary system feasible and workable.
Special drawing rights (SDRs) are an artificial international reserve asset.
Monetary union is a formal arrangement in which two or more independent countries agree to fix their exchange rates or to employ only one currency to carry out all transactions.

Euro is a new currency unit which replaced the individual currencies of certain European Union members through a three-year period from 1999 to 2002.
Crawling peg is a proposal that would provide for regular modification of par value according to an agreed-upon formula.

Crawling band is a proposal that combines a wider band and a crawling peg; this proposal compromises between the inflexible exchange rates of the gold standard and a system of completely fluctuating exchange rates.
ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
Some governments and economists have repeatedly suggested that the international monetary system return to a system of fixed exchange rates. Discuss the pros and cons of the fixed exchange-rate system.

The fixed exchange-rate system provides the stability of exchange rates, but it has some disadvantages: (1) the stability of exchange rates may be too rigid to take care of major upheavals; (2) fixed exchange rates may result in destabilizing speculation that causes the exchange rate to "overshoot" its natural equilibrium level; and (3) central banks need to maintain large international reserves to defend a fixed exchange rate. 

2. 
Why did the US dollar become so weak and the Bretton Woods Agreement fail in 1973? 

The Bretton Woods Agreement, based on the US dollar, collapsed in 1973 for a variety of reasons: (1) large US balance-of-payments deficits, (2) overvalued US dollars, and (3) inadequate international reserves. In addition, a series of actions, such as the interest equalization tax, special drawing rights, the snake within a tunnel, and the Smithsonian Agreement were too little and too late to save the Bretton Woods Agreement. 

3. 
Analysts said that President Nixon's speech delivered on August 15, 1971 was designed to prepare Americans for a multipolar world because American decline economically and militarily was inevitable. List the decisions announced in this famous speech. 

President Nixon delivered this speech to deal with US inflation and international monetary problems. In his speech, President Nixon announced that the United States decided to: (1) suspend the conversion of dollars into gold; (2) permit the dollar to float in relation to other currencies; (3) impose a 10 percent surcharge on most imports; and (4) impose direct controls on wages and prices. All of these actions were taken without prior consultation with the IMF. 

4.
List those events that would change a country's demand for and supply of foreign exchange.

Some events cause demand and supply schedules for foreign exchange to shift upward or downward. These events include relative inflation rates, relative interest rates, relative income levels, and government intervention.

5. 
What are alternative exchange-rate systems? 

Four alternative exchange-rate systems have existed in the history of the international monetary system: fixed exchange rate (pre-1914), free float (1914-1945), managed float (1945-1973), and hybrid (1973-present). Under the fixed exchange system, the government is committed to maintain a target exchange rate. Under the freely floating exchange system, exchange rates are determined by the interaction of demand and supply for foreign exchange. Under the managed floating exchange system, exchange rates are smoothed out through a central bank intervention. The hybrid exchange system combines free float, management float, and fixed exchange system. 

6.
List the objectives of the International Monetary Fund (IMF).

The objectives of the IMF are: (1) to promote international monetary cooperation; (2) to facilitate the balanced growth of international trade; (3) to promote exchange stability; (4) to eliminate exchange restrictions; and (5) to create standby reserves.

7.
What are special drawing rights (SDRs)? How is the value of the SDR determined?

SDRs were created as another international reserve asset in 1970 to ensure that world monetary reserves would grow in line with world trade. SDRs were initially given a par value of $1 = one SDR. On June 28, 1974, the IMF introduced a system under which the value of an SDR was based on a weighted value of a "basket" of 16 major currencies. The IMF began on January 1, 1981 to use a simplified basket of G-5 currencies for determining its daily valuation. Finally, the IMF began on 1 January 1999 a simplified basket of four currencies: the US dollar, the Japanese yen, the British pound, and the euro. 

8.
What is a currency board? What are solid fundamentals to have a successful currency board? How did the currency board that pegged the Argentinian peso to the US dollar during the 1990s affect Argentina’s current account and thus its economy?
A currency board is a monetary institution that only issues currency to the extent it is fully backed by foreign reserves. A currency board is likely to be successful if a country has the solid fundamentals of adequate reserves, fiscal discipline, and a well supervised financial system, in addition to the rule of law. A strong US dollar eventually hurt exports from Argentina and caused a protracted economic downturn. 

9.
What is dollarization?  What are arguments for and against dollarization?
Dollarization is the use of the US dollar as the official currency of a country. A country which dollarizes removes any currency volatility, thereby eliminating the possibility of future currency crises. A major argument against dollarization has to do with the loss of sovereignty over monetary policy.

10.
When do volatile exchange rates exist?

Volatile exchange rates are said to exist when the following two conditions are met: (1) exchange rates fluctuate widely and (2) exchange-rate changes are unpredictable. 

11.
Major industrialized countries have practiced the floating exchange-rate system since 1973. Under the floating rate system, economists expected exchange rates to be fairly stable and trade imbalances to fall. Have these two expectations been realized? 

These two expectations have not been realized. Major exchange rates have been more volatile since 1974. The trade imbalances of major industrialized countries have been larger and more persistent since 1974. This is why some governments and economists argue that the international monetary system should return to a system of fixed exchange rates.

12.
What are advantages of a common currency such as the euro?

The adoption of a common currency such as the euro would eliminate exchange rate risk between countries and facilitate cross-border price comparisons. Lower risk and price transparency would encourage more trade and capital flows across borders. Another advantage of a single European currency is the elimination of currency costs associated with transactions between European countries. 

ANSWERS TO END-OF-CASE QUESTIONS
1.
Normally, economists suggest that exchange rate pegging by developing countries, such as Mexico, ought to be a temporary stabilization tool, ultimately followed by a managed float, a crawling band, or a floating exchange rate system. Briefly define each of these three exchange regimes.

A managed float, also known as a dirty float, is a system that floats exchange rates with central bank intervention to reduce currency fluctuations. A crawling band is a system that combines a wide band and a crawling peg. A crawling peg is an exchange-rate system that provides for regular modification of par value according to an agreed-upon formula. A floating exchange rate system is a system that allows exchange rates to move on the basis of market forces without government intervention. These three systems are more flexible than the Mexican program of exchange rate stabilization used until December 1994. 

2.
Approximately $24 billion had fled Mexico in a run on the peso between April 1 and December 21, 1994. What is capital flight? How does it differ from capital flows? What were the major causes of capital flight in Mexico?

Capital flight is the transfer of capital abroad in response to fears of political risks caused by inappropriate economic policies, civil wars, and other upheaval. Capital flow is used to mean capital movement from one country to another for purely economic reasons, such as better investment opportunities and higher interest rates. On the other hand, capital flight refers to capital movement from developing countries to the United States and Europe to avoid political risk. The causes of capital flight in Mexico included the combination of political instability, fixed exchange rates, falling international reserves, a soaring current account deficit, and an overvalued peso.  


3.
Explain the Mexican rescue package of $50 billion arranged by the United States and the International Monetary Fund to avert a broader financial crisis.

The Mexican rescue plan unveiled on January 31, 1995 by President Clinton included $20 billion in US loans, $17.8 billion of IMF credit, $10 billion from the Bank for International Settlements, $1 billion from Canada, and $1 billion from several Latin American countries. President Clinton used his authority to tap the Treasury's exchange stabilization fund. This fund, primarily used to stabilize the dollar on the world market, had not been used for any thing but short-term lending and had never been used on this scale to help another country. 

The Mexican Rescue Plan
	Three-to 10-Year Credits
$20 billion
U.S. Treasury exchange stabilization fund

$17.8 billion
International Monetary Fund



	Short-Term Credits
$10 billion 
Bank for International Settlements

$1 billion
Canada

$1 billion         Several Latin American nations




4.
In making this unusual commitment ($50 billion rescue package), was the world unintentionally rewarding Mexican mismanagement? What was to keep the same problems from causing another financial crisis that would require another rescue plan in the future?

Many mistakes notwithstanding, Mexico had done a lot of smart things--like privatizing billions of dollars worth of state companies, bringing its federal budget into balance, and opening its economy to international trade and investment through the North American Free Trade Agreement. Indeed, it was because of those reforms that the United States had enough of a stake in Mexico's affairs to justify this rescue.

    The $50 billion rescue package from the United States and other sources came with strict conditions attached. To maintain access to the money, Mexico had to lower its current account deficit, reduce its government spending, control its money supply, privatize more state companies, open the banking system to foreign investment further, speed up deregulation, and insulate its central bank from political interference. In addition, Mexican workers agreed to accept wage-increase caps of 7 percent in 1995, and businesses agreed to mitigate price increases by reducing profit margins. These conditions turned out to be very effective in averting a broader financial crisis from the 40 percent devaluation of the peso in 1994.

5.
Given all of Mexico's problems, how risky was the US $20 billion aid package?

The risks were slight because the US aid package required Mexico to accept strict conditions. The US required that Mexico agree to divert proceeds from oil exports in the Federal Reserve Bank of New York in the event of default. In addition, the US demanded that Mexico pay fees to offset the risks of the loans and loan guarantees--much like paying an insurance premium. Mexico honored its obligations, and the US made money out of its $20 billion aid to Mexico. 

6.
The home page of the International Monetary Fund (IMF) www.imf.org provides IMF-related news, their contracts, and an update on their most recent activities. Use this web page to find out about current IMF loans to its member countries.
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