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[ 0 One of the most important benefits of floating exchange rates is
that they help to insulate the domestic economy against shocks. For
example under fixed exchange rates, if an export market collapses,
the adverse impact is transmitted fully to the domestic economy. It
may be said that we achieve stability of the exchange rate at the cost
of domestic instability. However, if a similar thing happens under
floating exchange rates, the automatic depreciation of the dollar
helps to offset the negative domestic effects. In other words, we get
relative domestic stability at the cost of exchange rate instability.
Furthermore, our domestic economic policy options are themselves
significantly affected by whether exchange rates are fixed or floating.
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OO000000000 Whenyou have a fixed exchange rate,
then monetary policy does not have a great deal of influnce on
domestic economic activity. Under a floating rate, a change in the
Interest rate has quite a powerful effect on the exchange rate and,
through the trade balance, has a much bigger effect on the level of
economic activity. So floating rates do make monetary policy more
potent than a fixed rate system. The opposite is true for fiscal policy,
because if the government decides it wants to run a bigger deficit
because it thinks that would expand the economy, what will happen,
of course, is that the domestic interest rate will go up, that will lead to
the opposite change in the trade balance, and that will offset some of
the fiscal expansion. So the relative efficacy of fiscal and monetary



policy and how you need to use those tools does change depending
onwhatsystemyoureunder. 1 O OO0 000000000
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000000000 Ingeneral, the record of fixed exchange rate
regimes, at least in this century, has not been wholly impressive. Not
only did they fail to maintain exchange rate stability, but they gave
speculators virtually underwritten opportunities for destabilising
profit-making that simply do not exist in a floating rate system. [J [
Jodododododooouooooodouoodo
Jododododododooodooodooodo
Jododododododooooooodooodo
Jodododododoouououououoooon
Jodododoouououooouououoooon
DO0000000000 1insulate d O 2 adverse impact [ [



0O 3transmit O O 4 depreciation [ [ Soffset J OO U0 6
monetary policy [J [1 [J [0 7 fiscal policy I LI I [ 8 trade balance
OO0009defict (U0 Do oUOoUoooododo
JO00o00o00odoi1Test 0o ooooodo
OO0ooo0ddodd www.100test.com



