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What is an exchange rate?

A The price of a currenc
expressed in terms of
other currencies or
gold.




What the International Monetary
System Has to Do

A Assure currency

A Maintain sufficient availability of
currencies for trading and capital flows

( )

A Maximize stability of exchange rates given
changes in demand and supply

A Allow balances of payments to equilibrate
over time via changes in exchange rates



http://en.wikipedia.org/wiki/Convertibility
http://en.wikipedia.org/wiki/Market_liquidity

Definitions

A

I Exports minus Imports
A

I trade balance minus net financial flows
A

| govt. revenues minus govt. expenditures

means bal ance
means bal ance

N

surpluso
deficito

N


http://en.wikipedia.org/wiki/Balance_of_trade
http://en.wikipedia.org/wiki/Balance_of_payments
http://en.wikipedia.org/wiki/Balanced_budget

Figure 212. U.S. Balance of Trade in Goods and
Services and Balance of Payments on Current
Account, 19462006, in Billions of Current Dollars
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http://www.gpoaccess.gov/eop/tables08.html
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Structural Imbalance

A When a trade or balance of payments deficit
or surplus persists over a relatively long
peri od of t1 me, It
| mbal ance. o

A If a country has a structural deficit, it needs
to iImport less and export more, especially
after it can no longer borrow funds to
Afinanceo I ts defi ci



What is a Key Currency?

A Currency used in international trade
settlement, or as a reference currency Iin
setting exchange rates. The current key
currency iIs the U.S. Dollar. Central banks
hold a portion of their reserves in a key
currency.



http://upload.wikimedia.org/wikipedia/commons/7/7b/United_States_one_dollar_bill%2C_obverse.jpg

Figure 26. The Dollar as Percent of Total Official Foreign
Currency Holdings, 1978, 1986, 1996, and 2007
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Special Status of Key Currency
Country

A A key currency country does not have to
worry as much as others about dealing with
a structural deficit, since its currency Is
needed for international transactions.

AA key currency count
i nfl ati ono to ot her
domestic demand high during a period of
structural deficits.



Structural Surplus Countries

A Germany and Japan maintained structural
surpluses from late 1960s on.

A They refused to upwardly revalue their
currencies so that their payments would
come Into balance.

A They did this because the growth of their
economies depended heavily on exports.



Figure 2.14. USChina and USJapan Bilateral Trade Deficits, In
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Figure 210. Balance of Payments in the5G

Countries, 1972007, in Billions of Current Dollars
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http://webnet.oecd.org/wbos/Index.aspx

The Nixon Shock of 1971

A August 1971, US has a small balance of
payments deficit (first for many years)

A Nixon and Treasury Secretary John
Connally agree on new policy:
I dollar no longer tied to gold
I Import surcharge of 10 percent on all imports

I US will withdraw surcharge if surplus countries
(Germany and Japan) agree to revalue
currencies



Nixon, Connally, and the
Smithsonian Agreement




