Consequences of a current account deficit
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currency depreciates, which can ultimately lead to an economic crisis.

Fixed and floating exchange rates

To support a fixed exchange rate, the government or central bank require to hold large amounts of
currency reserves (domestic and foreign).
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this may lead to the exchange rate going back to the fixed level, it can have very bad
macroeconomic consequences such as higher unemployment etc...

Large level of foreign currency reserves needed

Speculative attacks if exchange rate is set too high or too low

Managed exchange rates — mostly floating exchange rate with government intervention if needed

Government intervention in forex markets

Governments may wish to:

Appreciation = SPICED

Decrease exchange rate to increase employment
Increase exchange rate to fight inflation
Maintain a fixed exchange rate

Stabilise a floating exchange rate

Improve a current account deficit

Buy or sell domestic currency using currency reserves \gn
o If central bank wants to decrease value of its currency, it can ﬁ, W\AJ réhcy and if
.
it wants to increase its value it can buy its own curréxe,‘s mgToreign currency
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How does monetary policy work?

1. Reserve requirement

Interest rate S:_S > a. To decrease interest rates, reduce reserve requirement

—> b. Toincrease the interest rate, increase the reserve
S P requirement
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a. To decrease interest rates, reduce discount rate
] ] b. To increase interest rates, increase discount rate —
\ make it more expensive for banks to borrow money
D from central bank thus amount of money in economy
decreases
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of money 3. Open market operations — buying and selling bonds
a. To decrease interest rates, buy bonds
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y supply b. Toincrease interest rates, sell bonds
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Monetary policy transpr ahnism
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