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LEARNING OBJECTIVES OF CHAPTER 11

The main goals of this chapter are to:


1. Present a historical overview of the main forms of the international monetary system.    

2. Explain how the international monetary (IMF) system functions and some major current     

      issues related to the IMF.

3.
Understand the case for a fixed rate regime and for a floating exchange rate regime.     

4.
Give insights into some regional money and capital markets (e.g. the European Monetary   

      System); Explain the effects of the Euro and the European Central Bank.

5.
Explain a few current issues and the prospects of the International Monetary System.

6. Suggest the implications of the current international monetary system for the practice of 

      international business

LECTURE OUTLINE FOR CHAPTER 11

A. HISTORICAL BACKGROUND

1.  The gold standard is a monetary standard that pegs currencies to gold and guarantees  

    convertibility to gold. The exchange rate between currencies was determined based on how   

    much gold a unit of each currency would buy.

2. The gold standard broke down in the 1930s as countries engaged in competitive     

    devaluations.

3. The Bretton Woods system of fixed exchange rates was established in 1944, when the IMF 

    and the World Bank was established. The US dollar was to be pegged and convertible to 

    gold, and other currencies would set their exchange rates relative to the dollar.  

    Devaluations were not to be used for competitive purposes, and a country could not devalue 

    the currency by more than 10% without IMF approval.

4. The system also provided some flexibility, and could use short term funds from the IMF to

    help support currencies during temporary pressures for revaluation.

5. The fixed exchange rate system collapsed in 1973, primarily due to speculative pressures

   on the US dollar, following the growing US balance of trade deficit and budget deficit 

   caused by the Vietnam war.

6. The Jamaica agreement called for floating exchange rates (although countries could 

    intervene to smooth out speculative spurts), the end of gold as a reserve asset, and more 

    funds in the IMF to help countries overcome short-term problems. Volatile exchange rate 

    movements have helped reopen the debate over the merits of fixed and floating systems.

B. FIXED VERSUS FLOATING EXCHANGE RATES

1.The case for a floating exchange rate regime claims: (i) that such a system gives countries 

    autonomy to use independent monetary policy and (ii) that floating exchange rates facilitate  

    changes to adjust external trade imbalances.   

2. The case for a fixed exchange rate regime claims that: (i) the need to maintain a fixed 

     exchange rate imposes monetary discipline on a country;(ii) floating exchange rate regimes 

     are vulnerable to speculative pressures; (iii) the uncertainty that accompanies floating 

     exchange rates hinders the growth of international trade and investment; and (iv) far from 

     correcting trade imbalances, depreciating a currency on the foreign exchange market tends 

     to cause inflation.

C. EXCHANGE RATE REGIMES IN PRACTICE

1 According to IMF , the exchange rate arrangements of the 182 member countries in 1998 

    were distributed as follows: 64 pegged exchanged rates arrangements, 56 Managed floating 

    arrangements , 45 Independently floating. The balance of 17 arrangements include 4 

    arrangements with flexibility vis-à-vis a single currency and 13 cooperative arrangements. 

    Therefore in 1998, 118 economies (including all the large industrial and developing 

    countries) operated under some form of exchange rate flexibility.

2. Under a pegged exchange rate regime a country will peg the value of its currency to that 

       of another major currency.  Pegged exchange rates are popular among the world’s smaller 

       nations, as they peg their exchange rate to that of other currencies.    

3. A currency board is a monetary authority that holds only international reserve assets. A

      country that introduces a currency board commits itself to converting its domestic 

      currency on demand into another currency at a fixed exchange rate. To make this 

      commitment credible, the currency board holds reserves of foreign currency equal at the 

      fixed exchange rate to at least 100% of the domestic currency issued. Argentina between   

      1991-2001 and Hong Kong are the best known currency boards.  Dollarization involves 

      completely replacing the local currency with a foreign currency(e.g. the US 

      dollar).Monetary conditions are almost completely controlled by the foreign central 

      bank(for instance, the U.S. Federal Reserve). 

D. THE INTERNATIONAL FIX-MONETARY UNION

1. The European Monetary System(EMS) was started in 1979 and involved creating  the 

      European Currency Unit (ECU) of the Exchange Rate Mechanism(ERM), keeping 

      exchange rates of member countries fluctuating within a 2.25 percent band . Under the 

      ERM the fixed exchange rates were generally less  variable than comparable floating 

      exchange rates, although the fixed ERM rates were occasionally adjusted in realignments. 

2. On January 1, 1999, 11 of the 15 members of the  European Union ( joined later by Greece) formed the European Monetary Union(EMU)  with the adoption of the euro as their common currency and with the European Central Bank (ECB) responsible for union-wide monetary policy in the euro zone.

3. The major benefits of the Euro are:
· the elimination of exchange rate volatility among the currencies of the participating countries and of the currency transaction costs in the euro-area

· easier comparability of prices and more competition;

· more rapid economic and financial integration of participating nations; boost to the development of a highly liquid pan-European capital market with more investment options.

· Reduced cost of borrowing in international financial markets 

· Greater economic discipline for countries such as Greece and Italy, which seemed unable or unwilling to put their houses in order without externally imposed conditions

4. The most serious problem created by the adoption of the euro is the fact that national authorities lose control over monetary policy

E. ISSUES FOR REFORM OF MONETARY SYSTEM

The main areas of dissatisfaction relate to: (i) wide fluctuations in exchange rates; (ii) The limited effectiveness of the Fund's surveillance responsibility; (iii) The adequacy of international liquidity; (iv) A certain overlap between the IMF and the World Bank in the area of assistance to economic development.

THE IMF SYSTEM AND THE INTERNATIONAL CONTRACTOR

1. Rules for international financial dealings among countries are often set at the IMF and substantial international loan decisions are made between governments and the IMF - so that the rules of the game in the other international financial markets (e.g. the European Monetary System) are greatly influenced by IMF activities.  At the same time, the international monetary system determines the exchange-rate regime that prevails among the major developed countries, whose currencies are used for the vast majority of international payments. 

2. Investment projects in Less Developed Countries (LDC) financed by the World Bank can represent good business for international contractors. The international monetary system establishes a framework within which governments set international financial policies that may affect many firms.

PRACTICE ACTIVITIES

True-False Questions
	1. Under the gold standard, countries pegged their currency to gold by agreeing to exchange a particular quantity of money for an ounce or grain of gold
	       T / F 

	2. The main reason for the demise of the gold standard was the fact that trying to spur exports and domestic employment, a number of countries started regularly revaluing their currencies.
	       T / F

	3. Under the Bretton Wood system of fixed exchange rates a nation could devalue its currency by up to 25 per cent without any approval.
	       T / F

	4. Speculative pressures on the US dollar following the growing US balance of trade deficit and budget deficit contributed to the collapse of the Bretton Woods system.
	       T / F

	5. An advantage of the fixed exchange rate regime is that it gives countries autonomy to use independent monetary policy.
	       T / F

	6. A major advantage of the floating exchange rate regime is that it facilitates changes to adjust external trade imbalances.
	       T / F

	7. In 1998 about two thirds of the IMF member countries were using some form of exchange rate flexibility.
	       T / F

	8. Under a currency board regime a country commits itself to converting to converting its domestic currency on demand into another currency at a floating rate.
	       T / F

	9. One of the advantages of dollarization is the country’s independent monetary policy.
	       T / F

	10. The Exchange Rate Mechanism (ERM) of the European Community kept the exchange rates of member countries fluctuating within a 2.25 per cent band.
	       T / F

	11. A benefit of the Euro is the elimination of exchange rate volatility among the currencies of the participating countries and of the currency transaction costs in all 15 EU member countries.
	T / F

	12. The European Central Bank is likely to face conflicting demands from member countries with a low economic growth and countries with a high economic growth.
	T / F


Multiple Choice

1.
Under a floating exchange rate regime, Australian import transactions create:

a. a foreign demand for Australian dollars, leading to an appreciation of the Australian dollar

b. an Australian demand for foreign currencies, which has no effect on the exchange rate

c. an Australian demand for foreign currencies, leading to an appreciation of the Australian dollar.

d.  an Australian demand for foreign currencies, and a depreciation of the Australian dollar

2.
Which factor can NOT be regarded as a benefit of the Euro for the Euro zone member countries:

a. easier comparability of prices

b. the elimination of the exchange rate volatility

c. a common monetary policy

d. the elimination of the currency transaction costs in the euro-area

e. reduced cost of borrowing in international financial markets

3.
Changes of the IMF system from the Bretton Woods model do NOT include:

a. Gold has been greatly reduced as an international monetary asset

b. A new reserve currency, the SDR, has been created to increase world liquidity

c. Fixed exchange rates have been substituted for flexible exchange rates.

d. The global monetary system is evolving in a ‘multi-currency’ direction with a lower role for the US dollar.

4.
The main areas of dissatisfaction with the IMF activities do NOT include:

a. wide fluctuations in exchange rates

b. the IMF’ surveillance responsibility 

c. the IMF rescue packages to Mexico, Russia and East Asian economies

d. the adequacy of international liquidity

e. a certain overlap between the IMF and the World Bank

SOLUTIONS TO PRACTICE ACTIVITIES
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