(fft /#fahf(‘f*ﬁ%ﬁ%

1951 UMIVERSITY OF INTERMATIONAL BLUSIRESS AND ECONOMICS

Chapter 15

Macroeconomics
of International Currencies



. #EHR

By the end of the chapter, students should
be able to know about

» how International currencies originated
»why there lacks currency substitution
»the Bretton Woods system

» International monetary system
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This chapter will cover 3 hours:

»2 hours for the introduction of
background information and
explanations of terms and the text

» 1 hours for discussion and practice
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Translation: key sentences and terms

Paraphrasing: major words and
sentences

Summarizing: important paragraphs
Discussion: key Issues

Questions and answers
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1) In the early 1970s, the demise of the Bretton
Woods system resulted in fundamental
changes in the way international monetary
system worked. Most important among these
changes was that the supply and the
composition of international liquidity became
endogenously determined and the international
monetary system departed from a commodity
system.



2) The international monetary system is the
framework within which countries borrow,
lend, buy, sell and make payments across
political borders. So far the world has gone
through the following types of monetary
system:

a) The gold standard

b) The gold exchange standard

c) The flexible exchange rate system
d) The managed float




3) The foreign exchange market Is a place where
currencies are bought and sold.

The interbank market is an informal, over-the-
counter, around the clock market including
major commercial banks and some specialized
brokers. The market is linked by telephone, fax,
and the Internet, and the settlement of
transactions is done via SWIFT.



Terminology

Purchasing power parity =K J7 3FEA7 it
Purchasing power parity (PPP) Is a theory of
exchange rate determination and a way to
compare the average costs of goods and services
between countries. The theory assumes that the
actions of importers and exporters motivated by
cross country price differences, induces changes
In the spot exchange rate. capital account,
Induces changes in the exchange rate.




In another vein, PPP suggests that transactions
on a country‘s current account, affect the value
of the exchange rate on the foreign exchange
market. This contrast with the interest rate
parity theory 2 PEr iiwhich assumes that
the actions of investors, whose transactions are
recorded on the financial account.
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e Fiat system iEm/A

IR TIER
a monetary system

In which the value
of money (usually
paper money) Iis
determined by a
government’s fiat or
decree.




< Commodity standard
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a monetary system in whic

N the value of

money Is based on a physical commodity such

as gold or silver




<>gold standard 4447l : A monetary system
that currency with a reserve of gold, and
allows currency holders to convert their

currency into gold. The U.S. went off the gold
standard in 1971.




<Deregulated
financial market
BHEHI B Bk &
gl financial
markets whose
legal restrictions
are lifted




Capital flow % &7 3h:

the movement of funds across
political borders.

Par value ~F4/mE:

also called nominal value or face
value; the stated value of a
currency representing how much
the holder Is to be paid.




e Reserve assets 7N fig4

also termed international liquidity; the
foreign currency deposits held by

national banks of different nations. These
are assets of Governments which are held
In different hard currencies such as Dollar,
Sterling, Euro and Yen.




. Freely floating exchange rate
B

the rate which iIs allowed to
adjust freely to the supply and
demand of one currency for
another




Balance of payments|# il s2: the
difference between a nation’s total
payments to, and receipts from, foreign
nations during a specific period

trade surplus® 5 iiz: A positive balance
of trade, I.e. exports exceed imports
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1) Most important among these changes was that the
supply and the composition of international
liquidity became endogenously determined, that
IS , the International monetary system was based
on a fiat system and departed from a commodity

system.
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2) Therefore, although members were
required to state par values for their
currencies in terms of gold and to
Intervene In the foreign exchange markets
to keep their currencies within 1 percent
of the par value, expressed in gold, In
practice members expressed par values In
terms of US dollars, and the US stood
ready to convert dollars into gold at $35
per ounce.
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3) This was a period of optimism, reflected In
the belief that monetary policy could be
Independently determined under freely
floating exchange rates, but it was soon
overtaken by a realism, born of the close
connections between the small, open
economies and larger ones, which emerged
toward the end of that decade.
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