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-National Exchange Rate Policy
 -Characteristics of the International Monetary System
 As the interest groups,ethnicities or politicians,political institutions have a pressure on the decision of the exchange rate policy of the nation and in the international area the governments interact and organize a system.
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Because of the appreciation of the U.S dolar and the heavy currency collapses of the developing countries forced the policy makers think about to fix European exchange rate. (By the end/collapse of the Bretton Woods.)
 Thus the international monetary relations became a very crucial concern after 1990s.
 National exchange rate policies affect the global structure of the monetarial affects if the state is a ” power “ by choosing their own policy.(e.g. U.S and U.K were the formers of the classical gold Standard and the Bretton Woods system.)
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Whether to fix it to a currency ????
 or
 Allow it to float ???

Page 5
                        

FREELY/ SPECIFIC VALUE
 WEAK/STRONG ???
 FIX/FLOAT
 National exchange rate policy must be made with an extra care with considering its political implications, because of the fact that teh trade-offs that the governments face with is in a large scale.
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Advantages of floating exchange rates Fluctuations in the exchange rate can provide an automatic adjustment for countries with a large balance of payments deficit. If an economy has a large deficit, there is a net outflow of currency from the country. This puts downward pressure on the exchange rate and if a depreciation occurs, the relative price of exports in overseas markets falls (making exports more competitive) whilst the relative price of imports in the home markets goes up (making imports appear more expensive). This should help reduce the overall deficit in the balance of trade provided that the price elasticity of demand for exports and the price elasticity of demand for imports is sufficiently high. A second key advantage of floating exchange rates is that it gives the government / monetary authorities flexibility in determining interest rates. This is because interest rates do not have to be set to keep the value of the exchange rate within pre-determined bands. For example when the UK came out of the Exchange Rate Mechanism in September 1992, this allowed a sharp cut in interest rates which helped to drag the economy out of a prolonged recession.  
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Advantages of Fixed Exchange Rates (disadvantages of floating rates)   Fixed rates provide greater certainty for exporters and importers and under normally circumstances there is less speculative activity - although this depends on whether the dealers in the foreign exchange markets regard a given fixed exchange rate as appropriate and credible. Sterling came under intensive speculative attack in the autumn of 1992 because the markets perceived it to be overvalued and ripe for a devaluation. Fixed exchange rates can exert a strong discipline on domestic firms and employees to keep their costs under control in order to remain competitive in international markets. This helps the government maintain low inflation - which in the long run should bring interest rates down and stimulate increased trade and investment.
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Countries with different exchange rate regimes
 Countries with fixed exchange rates often impose tight controls on capital flows to and from their economy. This helps the government or the central bank to limit inflows and outflows of currency that might destabilise the fixed exchange rate target, The Chinese Renminbi is essentially fixed at 8.28 renminbi to the US dollar. Currency transactions involving trade in goods and services are allowed full currency convertibility. But capital account transactions are tightly controlled by the State Administration of Foreign Exchange. The Hungarians have a semi-fixed exchange rate against the Euro with the forint allowed to move 2.5% above and below a central rate against the Euro. The Hungarian central bank must give permission for overseas portfolio investments on a case by case basis. The Russian rouble is in a managed floating system but there is a 1% tax on purchases of hard currency. In contrast, the Argentinian peso is pegged to the US dollar at parity ($1 = 1 peso) but international trade transactions (involving current and capital flows) are not subject to stringent government or central bank control.
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Before the World War I Classical Gold Standard
 Late 1940s-early1970s Bretton Woods
 Since 1973 Largest countries to float and the smaller ones to fix and regional fixed exchange rate agreements
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African countries to each other and to the French franc and now to euro; Latin America and the Caribbeans to the US dollar.
 Another type of regional fixed-rate system involves the linking of a number of regional currencies to one another;which the European Monetary Integration is a good example for that,which began as a limited regional agreement, been transformed into something like a Deutsche mark link,and eventually became a monetary union with a single currency and a common European Central Bank.
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“National policy choices depend on the international monetary system, and the global monetary relations is affected by the decisions of the major trading and investing nations. By the same token, international monetary relations interact with other economic policies. Currency misalignments have often led to protectionist pressures and even trade wars, just as the evolution of trade relations affects exchange rate policy choices. Policies toward international financial and investment flows are similarly affected by, and affect, exchange rate movements. These complex interactive effects are important, but we do not know how to think about them in an integrated and systematic way .“
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• About discussion of regime choice we focus on the extreme regimes.
 • These are har pegs and pure floats.• Economic treatments of regime choice
 provide two perspectives:• 1- Open economy macroeconomic
 approaches• 2- Rational-expectations treatments of the
 credibility problem in monetary policy.
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In open economy perspective; the
 important advantage of fixed-rate regime is to lower the exchange rate risk and transaction costs that can prevent international trade and investment.
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• Volatile exchange rates cause uncertainty about international transactions with risk premium.
 • By stabilizing the currency, a government can reduce exchange rate risk and encourage greater trade and invesment.
 • The "impossible trinity" principle explains that where capital is internationally mobile, a fixed rate and monetary independence are not at the same time attainable.
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• A fixed exchange rate with international capital mobility renders monetary policy ineffective.
 • Achieving monetary stability can be substantial benefit for countries have high inflation and other domestic monetary problems.
 • Achieving monetary flexiblity can be substantial cost for countries that face hard external shocks.
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Do countries that choose pegs experience increases in trade &
 credibility?• As for credibility, pegs tend to be favored
 commitment devices in countries seeking a quick resolution to chronic inflation. (Vegh 1992)
 • Countries that share a common currency (like euro) or have a long-term peg trade more than three times as much as comparable countries that have a seperate currencies. (Rose 2000)
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Theory and evidence thus suggest that fixing the exchange rate to the currency
 of a low inflation country;
 • promotes international trade and investment
 • disciplines monetary policy by providing an observable nominal anchor for the value of domestic money.
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• The more flexible the regime, the smaller the credibility gains.
 • Countries that are sensitive to external problems are generally better off floating, whereas countries concerned abour domestic monetary shocks gain from pegging.
 • There is a little reason to believe that currency policy is made any less politically than other economic policies.
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• What is optimal for a country as a whole may not be optimal for particular groups within a country.
 • Currency regime choice, like the choice between free trade and protection, has domestic distributional consequences.
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• Arguments that stress the demand for regimes maintain that societal groups have different preferences in the stability versus flexibility tradeoff.
 • Groups heavily involved in foreign trade and investment should favor exchange rate stability, since currency volatility is an everyday concern that makes their business riskier and more costly.
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• By contrast, groups whose economic activity is confined to the domestic economy benefit from a floating regime. The nontradables sector (e.g. services, construction, transport) and import competing producers of tradable goods belong in this camp.
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• Producers of nontradables have not to deal in foreign exchange, since their activities are domestic.
 • The nontradables sector is, however, highly sensitive to domestic macroeconomic conditions and therefore favors the national autonomy made possible by floating.
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• The strength of the pressure group approach is that it yields clear predictions on the regime preferences of social groups in a manner similar to endogenous tariff theory.
 • “Endogenous tariff theory” is which accounts for deviations from free trade by describing the groups that favor and oppose protection and the conditions under which they are most effective.
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• In developing countries, regime choice is currently a source of heated policy and electoral debate, and countries are experimenting with a variety of regimes (Edwards & Savastano 1999).
 • The cross-sectional approach appears promising, even among developed countries, where the tradeoff between stability and flexibility is likely to dominate.
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• Pressure group activity on exchange rates is more limited than in trade affairs, owing to the macroeconomic nature of exchange rates and associated collective action constraints.
 • Exchange rates have big distributional effects, which reduce the incentives to lobby.
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• Exchange rates may not evince as much lobbying as trade policy, lobbying is possible, even predictable across industries and countries.
 • More attention to collective action considerations would help us develop the links between group preferences, lobbying, and government regime decisions.
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Class-Based (Partisan) Approaches to Regime Choice
 Centrist and rightist parties; more inflation averse support fixed regimes Left wing parties; Favor flexible regimes Stick to the gold standard beceause need more
 credibility Partisan affect on the stability of European
 currencies btw 1972-94
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Class-Based (Partisan) Approaches to Regime Choice
 • Partisan influence can be classified in topics of;– Policy makers’ beliefs and role of ideas– Centralization of wage bargaining institutions– İndependence of the central bank
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Political Institutions and Regime Choice
 High electoral stakes consider flexible regime to preserve monetary independence.
 Fixed regime is chosen if elections are not decisive
 Election time pre-determined: loath to surrender the money regime
 Election time endogenous: most likely pegging
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Political Institutions and Regime Choice
 Non-democratic system adopt fixed regime; credibility purposes
 Autocratic governments; Highly visible commitment Low inflation expectations CBI is limiting inflation on the political system transperancy
 Democracies; An opaque commitment; CBI Active monitoring by the media, inflation hawks,political opposition
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To Appreciate or Depreciate?
 Countries that opt for a pegged regime have the choice of abandoning the peg
 Competitiveness and purchasing powerReal appreciation X M Real depreciation;
 İmprove competitiveness Encourage exports, switch through domestic
 goods, boost aggregate output
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Interest Groups and Level Of Exchange Rate
 Tradable industries with high pass through;
 Sensitive to the relative price effects of currency movements
 Producers, sensitive to exchange rate; prefer a tendency toward a depreciated
 currency
 Producers sensitive to currency volatility; prefer fixed regime
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Interest Groups and Level Of Exchange Rate
 Interest groups activities can be;Episodic; lobbying on the policies to
 depreciate dollar in mid 80sAsymmetric; “winners” of real appreciation do
 not seem to mobilize politically
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Political Institutions and The Level of Exchange Rate
 Cleavages implied by the competitiveness vs purchasing power
 The absence of class cleavages differ currency level politics from currency regime politics.
 Governments try to delay devaluation after elections. (Mexico 1994)
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The International Political Economy of Exchange Rate Policy
 • Three interrelated factors affect the international monetary systems;
 » National policy choices» Global economic factors (growth, stagnation, crisis)» Purposive relations among states
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The International Political Economy of Exchange Rate Policy
 Coordination;İnteraction among governments
 To link national currencies to gold or to the dollar
 Battle of Sexes (Pareto-improving Nash Eq)
 Cooperation;Support eachother consciously
 Mutually agreed exchange rates
 Prisoner’s Dilemma (Pareto-inferior Nash Eq)
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Coordination in International Monetary Relations
 Gold system,British-led system,European Monetary System
 Creates a focal point which national choices can be coordinated.
 “virtious circle” leads to “vicious circle”
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Cooperation in Monetary Relations
 Gains from the stable system of fixed rates;Reduced currency volatility increase the level of international
 trade and investment.Fixed rates tend to stabilize domestic monetary conditions.Predictable currencies can reduce international trade
 European Monetary System What stimulates cooperation on exchange
 rates? Economic Monetary Union (EMU)
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Conclusions
 • Several challenges has to be confronted;• Various theoretical and empirical ambiguities
 needs to be checked• Integration of international and domestic sources
 and effects of exchange rate policy• Related issue areas need to be concerned; trade
 and financial policies on international monetary affairs
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International Monetary Fund
 Conceived at a United Nations conference in Bretton Woods, U.S. in July 1944, by 44 countries.
 It started to work on 1/03/1947 r.
 Created to promote the health of the world economy through international monetary cooperation.
 IMF Headquarters, Washington
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Fast Facts on the IMF
 Current membership: 185 countries
 Staff: approximately 2,490 from 143 countries
 Total Quotas: $352 billion
 Loans outstanding: $19.4 billion to 65 countries
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Article I of the Articles of Agreement sets out the IMF's main responsibilities:
 promoting international monetary cooperation;
 facilitating the expansion and balanced growth of international trade;
 promoting exchange stability;
 assisting in the establishment of a multilateral system of payments; and
 making its resources available (with adequate safeguards) to members experiencing balance of payments difficulties.
 http://www.imf.org/external/pubs/ft/aa/index.htm
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IMF activities
 The IMF is generally, responsible for promoting the stability of the international monetary and financial system—the system of
 international payments and exchange rates among national currencies that enables trade and financial transactions to take
 place between countries. The Fund's job is to promote economic stability, help prevent
 crises, and help resolve them when they do occur, thereby promoting growth and alleviating poverty. Its three main
 activites:surveillance,
 technical assistance, and lending
 —are intended to meet these goals.The IMF works to promote global growth and economic stability—and thereby prevent economic crisis—by encouraging countries
 to adopt sound economic policies
 http://www.imf.org/external/np/exr/facts/globstab.htm

Page 51
                        

SurveillanceUsually once a year, the Fund conducts in-depth appraisals of each member country’s economic situation and policies, and advises on desirable policy adjustments.
 Technical assistance
 and training are offered—mostly free of charge—to help member countries strengthen their capacity to design and implement effective policies.
 In the event that member countries do experience crises, the IMF resources may be tapped to help finance balance of payments needsFinancial assistanceis available to give member countries the breathing room they need to correct balance of payments problems.
 http://www.imf.org/external/np/exr/facts/crises.htm
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Organizational structure
 Board of Governors,which consists of one Governor from each of the IMF's 185 member countries. All Governors meet once each year at the IMF-World Bank Annual Meetings.
 Twenty-four of the Governors sit on the International Monetary and Finance Committee (IMFC) and meet twice each year.
 The day-to-day work of the IMF is conducted at its Washington DC headquarters by its 24-member Executive Board; this work is guided by the IMFC and supported by the IMF's professional staff.
 (40,6% votes - France, Germany, Japan, UK, USA)
 http://www.imf.org/external/np/sec/memdir/members.htm
 http://www.imf.org/external/np/sec/memdir/eds.htm
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The IMF's resources are provided by its member countries, primarily through payment of quotas, which broadly reflect each country's economic size. The total amount of quotas is the most important factor determining the IMF's lending capacity. The annual expenses of running the Fund have been met mainly by the difference between interest receipts (on outstanding loans) and interest payments (on quotas used to finance the loans "reserve positions")
 Credits:
 • Emergency Assistance
 • Supplemental Reserve Facility - SRF
 • Contingent Credit Line - CCL
 • Poverty Reduction and Growth Facility – PRGF
 http://www.imf.org/external/np/exr/facts/quotas.htm
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Quotasdeciding about:
 Country votes (250 + 1 for each 100 000 SDR)
 Amount of SDR
 Amount of credit help
 Board of Governors share
 Calculating the quotas: - level and structure of national income
 - gold and changeable currencies reserves- export and import level
 Quotas payments:
 • 25% in SDR or changeable currency• 75% in national currency
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SPECIAL DRAWING RIGHTS- SDR
 Kind of international currency
 Rates of exchange as follows:
 1 SDR = 1 USD (1970-1974)1 SDR = mean exchange rate of 16 main currencies (VII 1974- 1980)1 SDR = mean exchange rate of 5 main currencies: Jen, Frank, D Mark, UK Pound, US Dollar (from 1981)1 SDR = mean exchange rate of 4 main currencies: Jen, Euro, UK , USA (from I 2001)
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