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Chapter 1 : What is Freely Floating System? definition and meaning
A floating exchange rate is a regime where a nation's currency is set by the forex market through supply and demand for
that particular currency relative to other currencies.

Extreme short-term moves can result in intervention by central banks, even in a floating rate environment.
Fixed Exchange Rates Currency prices can be determined in two ways: As mentioned above, the floating rate
is usually determined by the private market through supply and demand. Therefore, if the demand for the
currency is high, the value will increase. This, in turn, will make imported goods cheaper. The rate is set
against another major world currency such as the U. To maintain its exchange rate, the government will buy
and sell its own currency against the currency to which it is pegged on the forex market. Some countries that
choose to peg their currencies to the U. But in reality, currencies are rarely wholly fixed or floating because
market pressures can influence exchange rates. A total of 44 countries met, with attendees limited to the Allies
in World War II, which had not yet ended. The first large crack in the system appeared in , with a run on gold
and an attack on the British pound that led to a President Richard Nixon took the United States off the gold
standard in By late , the system had collapsed, and participating currencies were allowed to float freely.
Central Bank Intervention In floating exchange rate systems, central banks buy or sell their local currencies to
adjust the exchange rate. This can be aimed at stabilizing a volatile market or achieving a major change in the
rate. Groups of central banks, such as those of the G-7 nations Canada, France, Germany, Italy, Japan, the
United Kingdom, and the United States , often work together in coordinated interventions to increase the
impact. An intervention is often short-term and does not always succeed. A prominent example of a failed
intervention took place in , when financier George Soros spearheaded an attack on the British pound. Soros
believed that the pound had entered at an excessively high rate, and he mounted a concerted attack on the
currency. The failed intervention cost the U.
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A floating exchange rate (also called a fluctuating or flexible exchange rate) is a type of exchange-rate regime in which a
currency's value is allowed to fluctuate in response to foreign-exchange market mechanisms. A currency that uses a
floating exchange rate is known as a floating currency.

Advantages and Disadvantages Currencies Article Shared by In this article we will discuss about the
advantages and disadvantages of floating exchange rates. Advantage of Floating Exchange Rates: Floating
exchange rates have the following advantages: The balance of payments equilibrium would therefore be
restored. On the contrary, a balance of payments surplus would be automatically eliminated through a change
in the exchange rate. Under the floating exchange rate system the balance of payments deficit of a country can
be rectified by changing the external price of the currency. On the country if a fixed exchange rate policy is
adopted, then reducing a deficit could involve a general deflationary policy for the whole economy, resulting
in unpleasant consequences such as unemployment and idle capacity. However, the central bank that devalued
a currency by giving out too much of it would soon either stop or run out of it. Under floating exchange rate
system such changes occur automatically. Meade has pointed out that under the floating exchange rates system
national governments enjoy considerable discretion. To be more specific, governments are free to manipulate
the external value of their currency to their own advantage. Changes in world trade since the first oil crisis of
have caused great changes in the values of currencies. How these could have been dealt with under a system of
fixed exchange rate is not yet clear. Finally, floating exchange rates should mean that three is hardly any need
to maintain large reserves to develop the economy. These reserves can therefore be fruitfully used to import
capital goods and other items in order to promote faster economic growth. Disadvantages of Floating
Exchange Rates: Floating exchange rates have the following disadvantages: The very fact that currencies
change in value from day to day introduces a large element of uncertainty into trade. A seller may not be quite
sure of how much money he will receive when he sells goods abroad. Some of this uncertainty may be
reduced by companies buying currency ahead in forward exchange contracts. The uncertainty introduced by
floating exchange rates may discourage direct foreign investment i. The need to maintain an exchange rate
imposes a discipline upon the national economy.
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floating exchange rate system a mechanism for coordinating EXCHANGE RATES between countries' currencies which
involves the value of each country's currency in terms of other currencies being determined by the forces of supply and
demand in the FOREIGN EXCHANGE MARKET (see EQUILIBRIUM MARKET PRICE).

Pegged Fixed Exchange Rate System â€” In a fixed exchange rate system, exchange rates either held constant
or allowed to fluctuate only within very narrow boundaries. In general, the central bank has to offset any
imbalance between demand and supply conditions for its currency in order to prevent its value from changing.
Advantages of Fixed Exchange Rate System â€” 1. Firms could engage in direct foreign investment without
concern about exchange rate movements of that currency. Investors would be able to invest funds in foreign
countries without concern that the currency dominating their investments might weaken over time. A country
with stable exchange rate can attract more funds as investment. Disadvantages of Fixed Exchange Rate
System â€” 1. There is still risk that the govt. It may make each country and its MNCs more vulnerable to
economic conditions in other countries. Freely Floating Exchange Rate System â€” In a freely floating
exchange rate system, exchange rate values are determined by market forces without intervention by
governments. Whereas a fixed exchange rate system allows no flexibility for exchange rate movements, a
freely floating exchange rate system allows complete flexibility. A freely floating exchange rate adjusts on a
continual basis in response to demand and supply conditions that currency. A country is more insulated from
the inflation of other countries. A country is more insulated from unemployment problems in other countries.
Investors would invest funds in whatever country had the highest interest rate. A country is somewhat
insulated from the problems experienced in other country due to the freely floating exchange rate system. It
can adversely affect a country that has high unemployment. Managed Float Exchange Rate System â€” The
exchange rate system that exists today for most currencies lies somewhere between fixed and freely floating. It
resembles the freely floating system in that exchange rates are allowed to fluctuate on a daily basis and there
are no official boundaries. It is similar to the fixed rate system in that governments can and sometimes do
intervene to prevent their currencies from moving too far in a certain direction. Different Exchange Rate
Systems. The greatest advantage is that adjustments needed to achieve external equilibrium impact only
indirectly on the domestic economy. Monetary policy tends to be stronger. Different governments try to set
their exchange rates at levels which are inconsistent with each other. Countries may become involved in
rounds of competitive devaluations in order to capture a competitive advantage. It was expected that
speculators would stabilize rates close to their PPP normal exchange rate equivalents. Exchange rates have
been over and under shooting their PPP normal exchange rate equivalent often because of interest rate policies
and the movement of short term capital. Fiscal policy tends to be weaker. Criticism of a Managed Float
System Critics suggest that a managed float system allows a government to manipulate exchange rates in a
manner that can benefit its own country at the expense of others. A government may attempt to weaken its
currency to stimulate a stagnant economy. The increased aggregate demand for products that results from such
a policy may reflect a decreased aggregate demand for products in other countries, as the weakened currency
attracts foreign demand. Although this criticism is valid, it could apply as well to the fixed exchange rate
system, where governments have the power to devalue their currencies. Pegged exchange rate A pegged
exchange rate system is a hybrid of fixed and floating exchange rate regimes. Typically, with a pegged
exchange rate, an initial target exchange rate is set and the actual exchange rate will be allowed to fluctuate in
a range around that initial target rate. Also, given changes in economic fundamentals, the target exchange rate
may be modified. If you peg it to the dollar, then the US Federal Reserve System determines whether you
have inflation or deflation. If you believe a central bank should inflate your currency to stimulate your
economy, or to discourage imports, you lose that ability. One disadvantage is that it can introduce currency
speculation.
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In a floating exchange rate regime, the macroeconomic fundamentals of countries affect the exchange rate in
international markets, which, in turn, affect portfolio flows between countries. Therefore, floating exchange rate regimes
enhance market efficiency.

Difference between Fixed vs. Flexible Exchange Rate System! There may be variety of exchange rate systems
types in the foreign exchange market. In between these two extreme rates, there are some hybrid systems like
Crawling Peg, Managed Floating. Broadly when government decides the conversion rate, it is called fixed
exchange rate. On the other hand, when market forces determine the rate, it is called floating exchange rate.
Fixed exchange rate is the rate which is officially fixed by the government or monetary authority and not
determined by market forces. Only a very small deviation from this fixed value is possible. In this system,
foreign central banks stand ready to buy and sell their currencies at a fixed price. A typical kind of this system
was used under Gold Standard System in which each country committed itself to convert freely its currency
into gold at a fixed price. In other words, value of each currency was defined in terms of gold and, therefore,
exchange rate was fixed according to the gold value of currencies that have to be exchanged. This was called
mint par value of exchange. The advantages and disadvantages of this system are as under: In a situation of
excess demand, central bank uses its reserves to maintain foreign exchange rate. But when reserves are
exhausted and excess demand still persists, government is compelled to devalue domestic currency. If
speculators believe that exchange rate cannot be held for long, they buy foreign exchange in massive amount
causing deficit in balance of payment. This may lead to larger devaluation. This is the main flaw or demerit of
fixed exchange rate system, ii Benefits of free markets are deprived; iii There is always possibility of
under-valuation or over-valuation. The system of exchange rate in which rate of exchange is determined by
forces of demand and supply of foreign exchange market is called Flexible Exchange Rate System. Here,
value of currency is allowed to fluctuate or adjust freely according to change in demand and supply of foreign
exchange. There is no official intervention in foreign exchange market. Under this system, the central bank,
without intervention, allows the exchange rate to adjust so as to equate the supply and demand for foreign
currency In India, it is flexible exchange rate which is being determined. The foreign exchange market is busy
at all times by changes in the exchange rate. Advantages and disadvantages of this system are listed below:
This refers to a system of gradual adjustments in the exchange rate deliberately made by a central bank to
influence the value of its own currency in relation to other currencies. This is done to save its own currency
from short-term volatility in exchange rate caused by economic shocks and speculation. Thus, central bank
intervenes to smoothen out ups and downs in the exchange rate of home currency to its own advantage. When
central bank manipulates floating exchange rate to disadvantage of other countries, it is termed as dirty
floating. However, central banks have no fixed times for intervention but have a set of rules and guidelines for
this purpose. Fixed exchange rate is the rate which is officially fixed in terms of gold or any other currency by
the government. It does not change with change in demand and supply of foreign currency. As against it,
flexible exchange rate is the rate which, like price of a commodity, is determined by forces of demand and
supply in the foreign exchange market. It changes according to change in demand and supply of foreign
currency. There is no government intervention.
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A floating exchange rate is constantly changing. In reality, no currency is wholly fixed or floating. In a fixed regime,
market pressures can also influence changes in the exchange rate.

Exchange rate foreign exchange rate is the rate at which domestic currency is traded for a foreign currency.
Similarly, it is the rate that shows the value of domestic currency in terms of other currencies. Here, the value
of Rupee means the value measured in terms of other currencies like the US Dollar. Exchange rate system
refers to the arrangement for the movement of exchange rate. There are basically three types of exchange rate
systems globally: Managed floating or Intermediate Exchange rate System India is having this type of
exchange rate system. In this hybrid exchange rate system, the exchange rate is basically determined in the
foreign exchange market through the operation of market forces. Market forces mean the selling and buying
activities by various individuals and institutions. So far, the managed floating exchange rate system is similar
to the flexible exchange rate system. But during extreme fluctuations, the central bank under a managed
floating exchange rate system like the RBI intervenes in the foreign exchange market. Objective of this
intervention is to minimise the fluctuation in the exchange rate of rupee. Since, the exchange rate is basically
determined by market forces, the upward and downward movement in the value of rupee are appreciation and
depreciation. Depreciation of the rupee refers to the decrease in the external value of the domestic currency
occurred due to the operation of market forces. Here, the exchange rate is moving with demand and supply of
dollar. Depreciation happens under a flexible exchange rate system or under a managed floating exchange rate
system. Appreciation of the rupee refers to the increase in the external value of the domestic currency occurred
due to the operation of market forces. Here, the exchange rate is moving in accordance with the demand and
supply of dollar. Appreciation happens under a flexible exchange rate system or under a managed floating Eg.
In India, the exchange rate system is managed floating from onwards and hence the relevant currency
movements are appreciation and depreciation. Here, the exchange rate is determined in the open market
through the pressure of buying and selling of foreign currencies.
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Definition of floating exchange rate: System in which a currency's value is determined solely by the interplay of the
market forces of demand and supply (which, in turn, is determined by the soundness of a country's basic economic.

Types of Floating Exchange Rates by Priyanka Jain - Updated September 26, Exchange rate is the proportion
at which one currency can be exchanged for another. We live in a free world and use goods and services
produced in different currencies. Exchanges are needed to pay for the commodities we buy. Also, we use
exchange rates when we travel to foreign countries. There are two types of exchange rates -- fixed and floating
rates. Floating exchange rates allow currencies to fluctuate in the foreign exchange markets. There are two
types of floating exchange rates -- fixed float and managed float. Free Float The free float exchange rate
system is one that has no intervention from the government. The demand and supply forces interact and then
the rate of exchange is determined. Under this mechanism, there is a high risk of volatility. One currency may
appreciate or depreciate steeply, and the exchange rate is similarly affected. All countries have trade links with
one another, and international currencies fluctuate daily. Many countries of the world use the float system to
determine the rates of exchange. Here, the government and central banks of the country intervene and help to
set the exchange rates. These authorities try to smooth out the fluctuations and volatility of the currencies. In a
balance of payments crisis, the value of a currency declines dramatically. The currency is no longer capable of
purchasing the same amount of goods and services as it did before. A floating exchange rate ensures that such
a drastic situation does not arise. Market forces determine the exchange rates. Monetary Deficits Floating
exchange rates help countries in correcting their monetary deficits. When a country has more outflows of
currency than inflows, it is bound to face a deficit. The value of currencies of such nations will depreciate in
relation to currencies of other nations. When such a country tries to export its goods, it is not able to command
a fair price for them. When the country imports from other countries, it has to pay more in relation. A floating
rate of exchange provides an automatic adjustment factor.
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Under floating exchange rate system such changes occur automatically. Thus, the possibility of international monetary
crisis originating from exÂchange rate changes is automatically eliminated. 4.

What are the main advantages and disadvantages of Fixed Exchange Rates? Aparijita Sinha Advantages of
Fixed Exchange Rates The main arguments advanced in favor of the system of fixed or stable exchange rates
are as follows: Fixed or stable exchange rates ensure certainty about the foreign payments and inspire
confidence among the importers and exporters. This helps to promote international trade. Necessary for Small
Nations: Fixed exchange rates are even more essential for the smaller nations like the U. Fluctuating exchange
rates will seriously affect the process of economic growth in these economies. Fixed exchange rates promote
international investments. Fixed exchange rates eliminate the speculative activities in the international
transactions. There is no possibility of panic flight of capital from one country to another in the system of
fixed exchange rates. Fixed exchange rates arc even more essential for the smaller nations like the U.
Fluctuating exchange rates will seriously disturb the process of economic growth of these economies.
Necessary for Developing Countries: Fixed exchanges rates are necessary and desirable for the developing
countries for carrying out planned development efforts. Fluctuating rates disturb the smooth process of
economic development and restrict the inflow of foreign capital. Suitable for Currency Area: A fixed or stable
exchange rate system is most suitable to a world of currency areas, such as the sterling area. If the exchange
rates of the countries in the common currency area are flexible, the fluctuations in the leading country, like
England whose currency dominates , will also disturb the exchange rates of the whole area. Fixed foreign
exchange rate ensures internal economic stabilization and checks unwarranted changes in the prices within the
economy. In a system of flexible exchange rates, the liquidity preference is high because the businessmen will
like to enjoy wind fall gains from the fluctuating exchange rates. This tends to Increase price and hoarding
activities in country. Under the fixed exchange rate system, the exchange rate does not remain fixed or is
permanently frozen. Rather the rate is changed at the appropriate time to correct the fundamental
disequilibrium in the balance of payments. Besides, the fixed exchange rate system is also beneficial on
account of the following reasons. That is why, IMF has adopted pegged or fixed exchange rate system.
Disadvantages of Fixed Exchange Rates The system of fixed exchange rates has been criticized on the
following grounds: Fixed exchange rate system worked successfully under the favorable conditions of gold
standard during 19th century when a the countries permitted the balance of payments to influence the domestic
economic policy; b there was coordination of monetary policies of the trading countries; c the central banks
primarily aimed at maintaining the external value of the currency in their respective countries; and d the prices
were more flexible. Since all these conditions are absent today, the smooth functioning of the fixed exchange
rate system is not possible. Fixed exchange rates are not permanently fixed or rigid. Therefore, such a system
discourages long-term foreign investment which is considered available under the really fixed exchange rate
system. Under the fixed exchange rate system, a country is deprived of its monetary independence. It requires
a country to pursue a policy of monetary expansion or contraction in order to maintain stability in its rate of
exchange. Cost-Price Relationship not Reflected: The fixed exchange rate system does not reflect the true
cost-price relationship between the currencies of the countries. No two countries follow the same economic
policies. Therefore the cost-price relationship between them go on changing. If the exchange rate is to reflect
the changing cost-price relationship between the countries, it must be flexible. Not a Genuinely Fixed System:
The system of fixed exchange rates provides neither the expectation of permanently stable rates as found in the
gold standard system, nor the continuous and sensitive adjustment of a freely fluctuating exchange rate.
Difficulties of IMF System: The system of fixed or pegged exchange rates, as followed by the International
Monetary Fund IMF , is in reality a system of managed flexibility. It involves certain difficulties, such as
deciding as to a when to change the external value of the currency, b what should be acceptable criteria for
devaluation; and c how much devaluation is needed to reestablish equilibrium in the balance of payments of
the devaluing country.
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A fixed exchange rate denotes a nominal exchange rate that is set firmly by the monetary authority with respect to a
foreign currency or a basket of foreign currencies. By contrast, a floating exchange rate is determined in foreign
exchange markets depending on demand and supply, and it generally fluctuates constantly.

Economic rationale[ edit ] There are economists who think that in most circumstances, floating exchange rates
are preferable to fixed exchange rates. As floating exchange rates automatically adjust, they enable a country
to dampen the impact of shocks and foreign business cycles and to preempt the possibility of having a balance
of payments crisis. However, they also engender unpredictability as the result of their dynamism. However, in
certain situations, fixed exchange rates may be preferable for their greater stability and certainty. That may not
necessarily be true, considering the results of countries that attempt to keep the prices of their currency
"strong" or "high" relative to others, such as the UK or the Southeast Asia countries before the Asian currency
crisis. The debate of making a choice between fixed and floating exchange rate regimes is set forth by the
Mundellâ€”Fleming model , which argues that an economy or the government cannot simultaneously maintain
a fixed exchange rate, free capital movement, and an independent monetary policy. It must choose any two for
control and leave the other to market forces. The primary argument for a floating exchange rate is that it
allows monetary policies to be useful for other purposes. Under fixed rates, monetary policy is committed to
the single goal of maintaining exchange rate at its announced level. However, the exchange rate is only one of
the many macroeconomic variables that monetary policy can influence. A system of floating exchange rates
leaves monetary policymakers free to pursue other goals, such as stabilizing employment or prices. During an
extreme appreciation or depreciation , a central bank will normally intervene to stabilize the currency. Thus,
the exchange rate regimes of floating currencies may more technically be known as a managed float. A central
bank might, for instance, allow a currency price to float freely between an upper and lower bound, a price
"ceiling" and "floor. Fear of floating[ edit ] The examples and perspective in this section may not represent a
worldwide view of the subject. You may improve this article , discuss the issue on the talk page , or create a
new article , as appropriate. May A free floating exchange rate increases foreign exchange volatility. There are
economists who think that this could cause serious problems, especially in emerging economies. Those
economies have a financial sector with one or more of following conditions: Therefore, emerging countries
appear to face greater fear of floating, as they have much smaller variations of the nominal exchange rate but
face bigger shocks and interest rate and reserve movements. The number of countries that present fear of
floating increased significantly during the s.
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Floating exchange rates mean that currencies change in relative value all the time. For example, one U.S. dollar might
buy one British Pound today, but it might only buy British Pounds tomorrow. The value "floats." In a floating exchange
rate system, when the demand for a currency is low, its.

Floating rate versus fixed rate By Investopedia Staff April 6, â€” 6: Did you know that the foreign exchange
market also known as FX or forex is the largest market in the world? This article is certainly not a primer for
currency trading , but it will help you understand exchange rates and fluctuation. What Is an Exchange Rate?
An exchange rate is the rate at which one currency can be exchanged for another. If you are traveling to
another country, you need to "buy" the local currency. Just like the price of any asset, the exchange rate is the
price at which you can buy that currency. If you are traveling to Egypt, for example, and the exchange rate for
U. Theoretically, identical assets should sell at the same price in different countries, because the exchange rate
must maintain the inherent value of one currency against the other. Fixed Exchange Rates There are two ways
the price of a currency can be determined against another. A fixed , or pegged, rate is a rate the government
central bank sets and maintains as the official exchange rate. A set price will be determined against a major
world currency usually the U. In order to maintain the local exchange rate, the central bank buys and sells its
own currency on the foreign exchange market in return for the currency to which it is pegged. For more, see "
What Are Central Banks? In order to maintain the rate, the central bank must keep a high level of foreign
reserves. This is a reserved amount of foreign currency held by the central bank that it can use to release or
absorb extra funds into or out of the market. The central bank can also adjust the official exchange rate when
necessary. Floating Exchange Rates Unlike the fixed rate, a floating exchange rate is determined by the private
market through supply and demand. A floating rate is often termed "self-correcting," as any differences in
supply and demand will automatically be corrected in the market. Look at this simplified model: This in turn
will generate more jobs, causing an auto-correction in the market. A floating exchange rate is constantly
changing. In reality, no currency is wholly fixed or floating. In a fixed regime, market pressures can also
influence changes in the exchange rate. Sometimes, when a local currency reflects its true value against its
pegged currency, a "black market" which is more reflective of actual supply and demand may develop. A
central bank will often then be forced to revalue or devalue the official rate so that the rate is in line with the
unofficial one, thereby halting the activity of the black market. In a floating regime, the central bank may also
intervene when it is necessary to ensure stability and to avoid inflation. However, it is less often that the
central bank of a floating regime will interfere. The World Once Pegged Between and , there was a global
fixed exchange rate. Currencies were linked to gold, meaning that the value of a local currency was fixed at a
set exchange rate to gold ounces. This was known as the gold standard. This allowed for unrestricted capital
mobility as well as global stability in currencies and trade. However, with the start of World War I, the gold
standard was abandoned. At the end of World War II, the conference at Bretton Woods , an effort to generate
global economic stability and increase global trade, established the basic rules and regulations governing
international exchange. As such, an international monetary system, embodied in the International Monetary
Fund IMF , was established to promote foreign trade and to maintain the monetary stability of countries and
therefore, that of the global economy. What this meant, was that the value of a currency was directly linked
with the value of the U. So, if you needed to buy Japanese yen, the value of the yen would be expressed in U.
If a country needed to readjust the value of its currency, it could approach the IMF to adjust the pegged value
of its currency. The peg was maintained until , when the U. From then on, major governments adopted a
floating system, and all attempts to move back to a global peg were eventually abandoned in Since then, no
major economies have gone back to a peg, and the use of gold as a peg has been completely abandoned. The
reasons to peg a currency are linked to stability. A pegged currency can also help to lower inflation rates and
generate demand, which results from greater confidence in the stability of the currency. Fixed regimes,
however, can often lead to severe financial crises , since a peg is difficult to maintain in the long run. This was
seen in the Mexican , Asian and Russian financial crises: This meant that the governments could no longer
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meet the demands to convert the local currency into the foreign currency at the pegged rate. With speculation
and panic, investors scrambled to get their money out and convert it into foreign currency before the local
currency was devalued against the peg; foreign reserve supplies eventually became depleted. The peg is there
to help create stability in such an environment. It takes a stronger system as well as a mature market to
maintain a float. When a country is forced to devalue its currency, it is also required to proceed with some
form of economic reform, like implementing greater transparency , in an effort to strengthen its financial
institutions. Some governments may choose to have a "floating," or " crawling " peg, whereby the government
reassesses the value of the peg periodically and then changes the peg rate accordingly. Usually, this causes
devaluation , but it is controlled to avoid market panic. This method is often used in the transition from a peg
to a floating regime, and it allows the government to "save face" by not being forced to devalue in an
uncontrollable crisis. The Bottom Line Although the peg has worked in creating global trade and monetary
stability, it was used only at a time when all the major economies were a part of it. While a floating regime is
not without its flaws, it has proven to be a more efficient means of determining the long-term value of a
currency and creating equilibrium in the international market. Trading Center Want to learn how to invest?
Get a free 10 week email series that will teach you how to start investing. Delivered twice a week, straight to
your inbox.
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