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Lecture 08: Floating and Fixed Regimes
I. Reason and Regimes

a. People, for some reason, are distrustful of international trade. Naturally, then, there is a desire to control it, sometimes through the exchange rate.
b. There are two basic strategies for a government to approach the exchange rate: floating or fixing.

II. Float Exchange Rate Regime

a. In a floating exchange rate regime, market forces determine how rates are priced. Since there’s little to it beyond that, but since the market’s doing all the work, it seems like a good time to overview how various market forces change the rate.
i. Because we will be focusing on changes in the short run, the analysis will be rooted in how the demand for domestic assets. This demand is the key window into understanding how E changes.
ii. Recall that E is the foreign currency divided by the domestic currency (CF/CD).
iii. When E decreases, CD is depreciating. When E increases, CD is appreciating. 

b. PPP: As we discussed, the purchasing power parity influences the exchange rate. The more a currency can buy, the more the currency is worth. E increases as CD’s purchasing power increases (each CD can be exchanged for more CF).
c. A change in the relative domestic interest rate causes appreciation (if the change is positive) or depreciation (if the change is negative).
d. A change in the expected domestic price level causes appreciation (if the change is negative) or depreciation (if the change is positive).
e. A change in the expected demand for imports in the country causes appreciation (if the change is negative) or depreciation (if the change is positive). The opposite is true for exports.
f. A change in the expected domestic productivity causes appreciation (if the change is positive) or depreciation (if the change is negative).

III. Fixed Exchange Rate Regime

a. There is always pressure, however, to fix exchange rates, particularly in developing countries, usually to low levels. 
b. A fixed rate first focuses on an “anchor currency” to be pegged to. China, for example, keeps their rate at around 8 yuan to the dollar. 
c. How do they do this? In a strictly accounting sense, the balance of payments always equals zero; it always balances. However large parts of the capital account often flow to the domestic government (specifically the central bank) and so some economists draw a distinction between the private sector capital account and the government’s capital account, often called the official reserve transactions balance (the government’s international reserves).

d. It is with this reserve of foreign currency that fixed exchange rate regimes manipulate the market.
e. Suppose China as a major manufacturer suddenly looks less appealing to the world at large, putting downward pressure on the yuan.

i. At eight to the dollar, the yuan is currently overvalued.
ii. To defend the currency, the government buys yuan with their international reserves (causing them to shrink). 
iii. In effect, the government simulates additional demand for a currency people are losing interest in.
f. Now suppose China suddenly looks more appealing as an economy to the world at large, putting upward pressure on the yuan.

i. At eight to the dollar, the yuan is currently undervalued.

ii. To defend the currency, the government sells yuan for additional international reserves (causing them to grow). 

iii. In effect, the government simulates a lack of demand for a currency people are gaining interest in.

g. Many governments have tried to fix the exchange rate in the past in the hopes it would create greater stability and thus possibilities for growth. But in practice, these regimes have a hard time lasting. If problems with the economy keep cropping up, the foreign reserves will drain away and a devaluation of the currency (fixing it to a lower level) must occur. (By contrast, the reverse—revaluation—happens but is rare.)
IV. Is a fixed rate regime a good idea?

