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EXCHANGE RATE - REGIMES AND POLICIES

JEBU3HU KYPC —PEXXUMU U ITIOJIMTKE

Summary: Exchange rate of one currency is the Pesume: [esusnu xypc jeone sanyme npedcmaeva
price of the currency expressed in units of oth@tjeny me sanyme uspasiceny y jeounuyama opyee
currency. It is formed by the interaction of supahd earyme. @opmupa ce y umnmepaxyuju nomyoe u
demand in the foreign exchange market. Given thatmpaoicre na Oesusnom mpowcuwmy. O63upom Oa
the exchange rate has a direct impact on th@owmjene oesusnoz kypca umajy oupexman ymuyaj Ha
competitiveness of a country in terms of featuféso xouxypenmuocm jeone zemme y cmucny moeyhinocmu
exports and imports, in its balance of payments| armeroz usz6o3a u yeosza, Ha rwen nnamuu Ounawc, a
indirectly the overall economic and socialiroupexmno u yxynam npuspednu u OpywmeeHu
development, in addition to acting in marketassoj, nopeo djenosara mpicuwiHUx 3aKOHUMOCMU —
principles - supply and demand in the formation @buyoe u nompasicre y gopmuparsy pasnomedicroe
the equilibrium exchange rate, exchange rate desusnoz «kypca, Oesusnu Kypc je nooroxcan
subject to different, stronger or weaker, more&ss, pazmuuumum, jauum uru crabujum, eehium uru Mmaroum,
forms of intervention. In the search for the optimatiuyuma unmepsenyuja. ¥ mpasicery onmumanne
exchange rate policy of the national currency, th@aumuke oOesusnoz «kypca nayuonarne eanyme,
monetary authorities are positioned between the tworemapne eracmu ce nosuyuonupajy usmehy oea
extremes - the complete abandonment of thempenma —nomnynoe npenywmarsa desusnoz xypca
exchange rate to the market laws of supply aw@gbrosarwy mpocuwnux 3axonumocmu nomyoe u
demand, or fixing the exchange rate for any of twempaocmwe, unu guxcuparwa desusnoz xkypca 3a nexy

selected anchor currency. 00 00abpaHux cuopeHux 6aiymd.
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exchange rate, appreciation, depreciatiorxypc; meopuja napumema kynogue mohu; napumem
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1. INTRODUCTION

The possibility to compare the price of goods amdises is the basic moving force of
international trade — products and services whaoie mn the domestic market is relatively lower
compared to the prices formed for those productssamvices on the comparing foreign market will
be exported, and products whose price on the danmasrket is higher than on the foreign market —
will be imported. This is the reason why the exaemate of the national currency is one of the
crucial questions of the overall economic and daBaelopment of a country. Changing the exchange
rate has the most direct impact on the competigserof a country in the international trading flpws
and therefore on its balance of payments, and dotlyr on its overall economic and social
develoopment and the living standards of its aitize

Nowadays, when the consequences of the world fiahecisis caused by the real estate
market crisis in the USA have not yet been curdaemwthe explosion of the debt crisis within the
European monetary Union strongly shakes its fouodst when the political turbulence in the world,
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especially in the countries of Northern Africa enger the energetic and raw material markets, the
countries request from their monetary authorit=namore and more intensely to “create” a space for
larger incentive of the domestic economies in sefiskeeir better competitiveness on the internation
market. Starting from the fact that nowadays madstthe member-states of the World Trade
Organization are obliged to respect the policiegshe$ organization — ensuring discrimination-free
trade, transparency, i.e. predictability of traddigies and liberalization and eased access to etsrk
which includes a limitation of highest allowed arst rates and other customs and non-customs
measures targeted to boost and induce the expomvofproducts or services, the competitiveness is
more frequently achieved through weakening of tonal currency, which finally results in a type
of cold currency war, in which the policy of theckange rate plays a very significant role.

2. FOREIGN CURRENCY MARKET

The development of international trade implies tise of different national currencies. The
price of one currency expressed through the vafuanother currency (Samjuelson and Nordhaus
2009, 604) represents the exchange rate of thatramy in relation to the expressed currency. The
exchange rate, depending on the offer and the d&nmformed on the foreign exchange market. The
foreign exchange market is the market where foreigmencies foreign currenciep (Bjelica et al.
2001, 377) are sold and purchased, and includesrdide with foreign exchange assets and bank
deposits in foreign currencies (Saskind Zivkovi 2011, 230).

In its nature, the foreign exchange market is rotsgally limited, but it exists everywhere
where the exchange of currencies occurs (Bjelicd. 2001, 377). It is organized as out-of-the-stoc
exchange market, where participants — most fretuéainks, buy and sell foreign exchange assets
and bank deposits denominated in different cureen@and they are ready at any time, depending on
the instant size of the foreign exchange rategke & selling or buying position.

The size of trade in the foreign exchange markéiuige, and the largest part of this trade is
performed in the biggest financial centers such@slon, New York, Tokio, Frankfurt, Zurich etc.,
therefore from practical reasons we often refea &pecific foreign exchange market personified by
individual financial centers. We must emphasizet thawadays, with the modern information
infrastructure which enables immediate transfenfafrmation, the foreign exchange trading is pért o
a unique world market where “the sun never setstigkhan and Obstfeld 2009, 324). The size of the
trade on foreign exchange markets — in total andfipancial center — is best illustrated with the
following data: in April 1989 the total value ofadfal trade with foreign exchange currencies is atmo
600 billion dollars per day, from which 184 billi@ollars is in London, 115 billion dollars in theS&
and 111 billion dollars in Tokyo. In April 2007, M&ars later, the global daily value rose to around
3,2 trillion dollars, out of which 1,36 trillion dlars in Great Britain, 664 billion in the USA a238
billion in Japan (Krugman and Obstfeld 2009, 324).

The above data refer to the trade on organizedgiorexchange markets, where individual
transactions expressed in dollars, exceed amonntsllions, and the price of the currencies, or the
exchange rates formed through these transactiamsiot be generalized and are different from the
prices of the currencies traded on a retail level.

Generally speaking, on the foreign exchange mdhiege are two types of transactions. In the
first type, the exchange (trade) of item whichubjsct to transaction — foreign exchange assdisok
deposits in foreign currencies — is performed m$gawithout delay, at the moment of concluding th
transaction or the latest within the period defimgth the speed of executing the warranty (payment
order) for exchange of values. The other type arfigaction is the exchange of values in future, on a
specific date of exchanging valuegalpge dat¢ which is periodically different than the date of
conclusion, but according to the exchange rateeaga¢ the time of conclusion. In relation to tlfigs,
prompt transactions this is a prompt foreign exgearate $pod, while for the term transactions there
IS a term exchange rate. There is a high degreeraélation between the prompt and the term foreign
exchange rates, and usually the term rates areetitran the prompt rates, for the amount of the
“term” provision.

! In practice sometimes the term sale is at a poaer than the prompt price. This is the case refeto as a
“term discount”.
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The activity of buying and selling foreign curreegion the market, especially on the term
foreign exchange market, also represents exposyreténtial currency risks. The economic risk & th
most important category of risks, which occurs assailt of the exchange rate change of the domestic
currency in relation to the value of foreign exaparand inter-currency rates in near or far future.
These changes of the domestic currency in relatidhe value of foreign exchange and inter-currency
rates in near or far future, cause change of theevaf future income and expenses. Regardlesseof th
fact that these changes can be considered as amntwpip/ or possibility to achieve profit, economic
risk of currency is primarily considered as a seuot a threat, i.e. a possibility for sufferingass.
This is the reason why the participants of the ifpreexchange market undertake measure of risk
management. There are two responses to the ecomiskjicaused by currency trading. The first one
is protection from risk, so the loss can be put minimum extent. The other is accepting the iisk,
order to make profit from it. In the first case wak about hedging, and in the second — about
speculation. (Bjelica et al. 2001, 380). Finandigrivatives are used as hedging instruments —
forwards, futures, options and swaps. In principlininating the risks (the hedging) includes gefti
involved in a financial transaction which eliminai@ long position on the basis on an additionattsho
position, or eliminating a short position by an iéiddal long one (Mishkin 2006, 309). Unlike the
hedging operation whose target is to eliminate, weaken the possible loss, the speculation is
accepting the currency risk in order to gain pr(Bielica et al. 2001, 380). Speculation is perfedn
both on the prompt and on the term market, andb#séc principles with estimated low currencies are
— buy cheap, sell high, which means selling theetuwny and its future purchase at a price lower than
the selling price, after the expected depreciat@mndevaluation happens (of the currency which is
subject to transaction); while with the estimatéghhcurrency — after the expected appreciation or
revaluation of the currency happens.

As mentioned before, the development of internatianade includes the use of various
currencies whose exchange rate, depending on thamdeand offer, is being formed on the foreign
exchange market. In order for a transaction of $rliof a currency to happen efficiently, espegiall
when it is a case of buy — sell of currencies oflsmountries with moderate participation on the
international trading flows, in practice a “medueticurrency” is frequently used. It is a currenaysity
used in order to denominate international agreesmsighed by two parties located in the country
emitting the mediation currency (Krugman and OlgtR909, 325). Any world currency with a wide
range of transactions can play the role of mediatigrency, i.e. a currency with a significant riolehe
international financial flows. At the moment, then@rican dollar has a dominating role of mediation
currency in the world. We can expect an increagiagicipation of the Euro especially if, through
resetting the concepts of the European monetargriini order to strengthen the federalism, the fisca
monetary and political integration, and the appgetpriegal protection of the Euro, the Union marsage
to find a way out of the crisis in which the Euralahe European Monetary Union are today.

3. FOREIGN EXCHANGE RATE

The economic transactions which follow the tradéhvgoods and services within a country,
or a currency region, are relatively simple. Thiegof goods or services subject to trade, is esqae
and paid in the same currency. The problem occuth imternational trade, which includes
participants of different currency regions and o$different currencies. In order to perform the
transaction (buy or sale) of goods or services betwresidents of different currency regions, the
Conditio sine qua nois the pre - calculation of prices and the valgeressed in the currency of one
region into the price or value expressed in culyegnam another region. The price of one currency
expressed in another currency is called foreigiamge rate (Krugman and Obstfeld 2009, 317), or the
value of one currency in relation to another idechforeign exchange rate (Mishkin 2006, 435).

The value of the Foreign exchange rate of a foremmtry can be expressed in the domestic
currency in two ways: (a) as a price, or monetanpant of the domestic currency which needs to be
paid for a unit (one or 100) of the foreign curngnor (b) as a price, or monetary amount of the
foreign currency which needs to be paid for a (mite or 100) of the domestic currency. The first
manner is called direct notation (so called Eurapsanvention), and the other is Indirect notatisor (
called British convention).
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Expressing the value of one currency in anothee (tireign exchange rate,) enables the
comparison between the price of goods and seryiceduced in different countries. The changes in
the exchange rate of one country’s currency relatethother country’s currency are directly refetct
on the competitiveness of goods and services, pestin that country. If we assume the existence of
a balanced situation in the foreign exchange maafket which a market imbalance occurs, we have
two possible options: (a) the currency value of cpantry rises compared to another currency or
appreciates, and (b) the currency value of one tcpuecreases related to another currency, or
depreciates.

What is the result and which are the consequences?

If the prices in the country whose exchange rat dfanged, as well as the prices in the
countries in relation to whose currency the rate ¢teanged, are stable in the domicile currencids an
are not changing, the results of the actions froenrhentioned options for change of currency value
are: (a) with the growth of currency value in a oy compared to the currency value in other
countries, the value of goods and services from t¢oantry will become more expensive for the
amount of the relative growth of the exchange ratehe currency value of this country compared to
the others, and (b) with the decrease of curremadiyevin a country compared to the currency value in
other countries, the value of goods and serviaas that country will become cheaper for the amount
of the relative decrease of the exchange rateheicurrency value of this country compared to the
others. When the currency of a country appreciéteseases compared to another currency), the
goods of this country abroad become more expensilvide the foreign goods in this country become
cheaper (if prices are not changed in both cow)tri@n the opposite, if the currency in a country
depreciates, its goods become cheaper abroad, fehgign goods are more expensive in this country
(Mishkin 2006, 438). In this case, especially ashart-term basis, the interests of the produceds a
the spenders, or of the economy and the populatiaime country whose currency appreciated or
depreciated, are totally opposite. In case of apatien of the domestic currency value, domestic
goods become more expensive and less competitiferergn markets, which makes the producers’
interests hard to reach, while at the same timectimpetitiveness of imported goods and services
rises, since they become cheaper (seen througthothestic currency), which in the consumers’ best
interest. In case of depreciation of the domesitrcancy, the situation is opposite from this one.

The fact is that the supply and demand for foreigmencies on the foreign exchange market,
whether it is a prompt or term supply and demamd, moving the prices of the exchange rate to
higher or lower, until reaching their balance. Hatance between the supply of foreign currencies in
one currency, and the demand for foreign currericighe same currency defines its price, and the
foreign exchange rate expressed in another currency

We must emphasize that the foreign exchange ratevé&sy important factor in the country’s
monetary policy and as such, it cannot be leftwestekly to the free influences of the market laws f
supply and demand. This is the reason why theralarys present some smaller or larger, direct or
indirect, interventions of the monetary authoritigs order to keep the foreign exchange rate on a
certain level, in accordance with the adopted polit the supply and demand for a certain foreign
currency is approximately equal, the exchangeisaséeady, and we can say that there is a balamce o
the market. Since many factors influence the sugplg the demand, this balance is constantly
endangered. This is the reason why the state fndigumtervenes in order to defend the existing
balance, or to establish a new one. These intdorentan causeyervaluatiof and (indervaluatiol
of the domestic currency (Bjelica et al. 2001, 378)

The interventions of the monetary authorities camb the market or normative— institutional.
The market interventions can be direct — buyingedling foreign currencies in its own name and for
its own account, or indirect — increase or decre¢heesupply of money on the domestic financial
market, which indirectly influences the relationtveeen the supply and demand on the foreign
exchange market. The normative—institutional irgations are specific of a foreign exchange rate
policy where the “balance” between the overvaluatand undervaluation is regulated through
decisions of the monetary authorities. Establigtine “balance” by out-of-the-market measures, or
normative—institutional measures of the monetathaities is reached by devaluation—decrease of
the rate value for the domestic currency in cadesalvervaluation, or its revaluation — increat¢he
rate value for the domestic currency in case dafiiidervaluation.
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3.1. Foreign exchange rate — theoretical basis

The basis for the theory of setting the exchange isareaching the balance on the foreign
exchange market. During this ...the rate is set enbiisis on the interaction between the supply and
the demand, same as with the prices on any otlset as the free market (MishkB906, 439). In
theoretical researches for defining the foreignhexge rate there are several models which can
explain the manner of achieving a balanced foreighange rate in a long or short term.

One of the most important theories for settingftireign exchange rate on a long term basis is
the theory for Purchasing Power PariBurchasing Power Parity — PBPThis theory explains the
changes of the Foreign exchange rate through fferatice in the general level of prices, where the
general level of prices includes individual pricdgproducts and services which represent the basket
of products and services of a country.

The PPP theory has two forms — (a) absolute, basembmparison between the general level
of prices, and (b), relative, based on comparisetwéen the changes in the level of prices, or the
inflation in the countries between whose currenttiesforeign exchange rate is being set.

In the absolute form of the PPP Theory, the exchaatg between the currencies of the two
countries is equal in relation to the level of paan those two countries, expressed in the potése
reference basket of products (Krugman and Obs#ea®, 412). Basically, the theory starts from the
law of equal prices, which means that if the twartdes produce identical goods and if the
transportation costs are small as well as the tbadleers, then the price of those goods shoulthée
same everywhere in the world, regardless of whesset goods have been produced (Mis2Ki©6,
439), and the principles of the equal price lawapplied to the total national level of prices, aud
to an individual price.

Since the results from researching the reliabditthe PPP theory have not given a significant
empiric support to this theory, nor to the law ofque price, the absolute PPP theory has evolved in
a relative PPP theory, which foresees that theemp¢age change of the foreign exchange rates are
equal to the differences between the national mft@sflation (Krugman and Obstfeld 2009, 412). The
relative PPP theory does not compare the generel & prices between the countries, but only the
relative changes in the prices, expressed throofjation rates, or growth of the general level of
prices. The growth of prices, or the inflation dre tdomestic market compared to the foreign one,
without changed foreign exchange rate, will leathdo-competitiveness of those country’s products,
and they will have to be imported. On a long temsi$, this situation is unsustainable, because with
an increased import and decreased export, thistigowill fall into imbalance of payment. This
imposes the use of a new, balanced exchange raerewhe balance will be established after a
correction on the exchange rate of this countryhwie growth index of prices for representative
products, or the inflation in relation to the comgzhforeign one.

The monetary approach of defining the level of exge rates merges the PPP Theory with
the supply and demand for money, and it meansthigaéxchange rate which represents the price of
one country’s currency price, expressed in anottmntry’s units.... on a long-term basis is
completely defined by the relative supply and deanfmn money in these two countries. The changes
in interest rates and in the production levelsuefice the exchange rate only through their inflaenc
on the demand for money (Krugman and Obstfeld 2808),

Basic factors which influence the exchange rata ¢ong-term basis are: (a) relative level of
prices; (b) trading barriers; (c) preferring donegioods over foreign; and (d) productivity. Fol al
these factors in general, if the factor increabesdemand for domestic goods, the domestic currency
will be appreciated, and if the factor decreases riflative demand for domestic goods, then the
domestic currency will be depreciated (MishR006, 442).

When defining the exchange rate on a short-terns bamdern approaches (unlike older ones
which emphasized the importance of export and itnfaws) emphasize the expected income of the
denominated assets represented through the baokitblegenominated in the comparing currency. If
the factors of risk and solvency do not have gmrgfaience on the demand for assets denominated in
foreign currency, then the participants on theifpreexchange market always prefer to keep the @sset
which have the highest expected income (KrugmanQivetfeld 2009, 343). Making the decision to
keep a deposit on the basis of assets denominatetid or another foreign currency includes a
comparison of the expected income from the two @exb currency forms which further includes
their expression in one and the same currencycongaring expression. The amount of income from
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the deposits depends on the interest rates anéxpected changes in the exchange rate, or the
expected appreciations and depreciations of cordganeencies within the period of their possession.
The short-term balance on the market is achievenlitiin the realized parity of interest rates — which
means that deposits kept in all currency must dffersame expected income rate, when incomes are
measured in comparable expressions (Krugman anfe@I2009, 344).

3.2. Foreign exchange rate — regimes and policies

When discussing the theoretic basics of the ex@haate, we start from the thesis that the
foreign exchange market is completely free, ancettehange rates are formed as balance of the supply
and demand. However, as mentioned before, the egehate is too important factor in the monetary
policy to be left solely to the free actions of glypand demand. In practice, the exchange ratés@s a
subject to various, stronger or weaker, bigger maler forms of interventions of the monetary
authorities which, in search of an optimal policy exchange rate for the national currency, are
positioned between two extremes — to fix the ratedme of the chosen anchor currencies, or a total
release of the exchange rate to the influences arkeh supply and demand. Between these two
extremes, as a mix and compromise between the éimddhe fluctuating exchange rates, there are some
average regimes, which are supposed to take intsideration the good sides of both policies — the
advantage of a disciplined fixed exchange ratethadigger influence of the market for the fluctogt
exchange rate (Jova2011, 66).

When choosing an exchange rate regime, the monatahorities face a dilemma of the
impossible trinity of the three desired outcomake-autonomy of running their own monetary policy,
the benefits of free capital movement and a steaxthange rate. One of these three must be
sacrificed. If one chooses a steady exchange nmadefr@ee capital movement, the autonomy in
monetary policy must be sacrificed; if we choosedlitonomous monetary policy and free movement
of capital, then we must choose flexible excharage;rif the choice is steady rate and autonomous
monetary policy, then the capital movements arééditn

What to choose?

If we take a look back into the history, until ttéorld War | the economy was based on the
golden standard which guaranteed cover for primtedey in gold. As long as countries respected the
golden standard and kept sufficient amount of galdvhich currencies could be converted, the
exchange rate was fixed (Mishk2®06, 469). World War | ended the golden standhustallment
financing was performed by printing money withouwtver, which led to uncontrolled inflation.
Despite the attempt to renew the golden standaed dfe war, including the attempt of the “partial
golden standard of exchange” adopted on the Gemydetence in 1922 which allowed smaller
countries to keep in reserves currencies of a figveduntries — whose reserves would be only in gold
the beginning of the big economic crisis in 1929 gtinal end to all attempts for return of thedgn
standard.

The end of World War Il and the need to recovemfrits consequences has definitely
imposed the fact that the economic recovery is Bajibe without opening markets, and the growth of
international trade is impossible without steadgt aredictable rules of trade exchange, synchronized
between larger numbers of countries. ThereforéhatBreton Wood pact in 1944, the International
Monetary Fund and the International bank of reqoietibn and development were established; and
the basis of a new international monetary systesisgs which assumed fixed exchange rates towards
the US Dollar and an unchangeable dollar price tdsvéhe gold of 35 USD for an ounce. Member
states kept their official state reserves mostlgatd or dollar assets and they had the right ictseir
dollars to the Federal reserves for gold at offipiéice. The system was based on the golden stdndar
of exchange, with the dollar as a key reserve aggréKrugman and Obstfeld 2009, 515). According to
the Pact from 1944, the exchange rate could begethanly when a country for a longer period faces
an imbalance of payments, regardless if this imtzadas a result of its deficit or surplus. The IM&d
a key role in preserving the fixed exchange raterter to keep the fixed rate when countries lzave
deficit in the balance of payment and when theg libeir reserves, the IMF borrows foreign currency
reserves collected from other member states (Mi2k06, 473). If these loans are not sufficient for
reaching balance of payments, this country is adbwo make devaluation and to set a new, lower
exchange rate for its own currency.
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The main flaws of the Breton Wood pact, which ledts end in 1971were: (a) IMF did not
have instruments to force countries with surplustike revaluation and to increase the value of this
exchange rate towards other currencies and (b8 as a country of the reserve currency was not
able to make a devaluation of the dollar even wihemas obvious that the value of the dollar is
overrated, because the devaluation of the dollaldvcause a system imbalance.

After the end of the golden — dollar standard dmegystem of fixed exchange rate within the
IMF, in the 80s and the 90s of the past centurytindinsitional regimes were used in the exchange
rate policies, such as soft control, moving peggmes and flexibly managed interval regimes. The
application of these regimes was intended to rétmheo conflicted interests — to decrease inflatio
and to preserve export competitiveness. Howev@roited to be very difficult to create a synergy of
the advantages from both extreme exchange rateties:i the advantage of having discipline in the
fixed rate and stronger market effect with the tikating rate. Fixed regimes proved to be more
efficient in stopping the inflation, especially thgperinflation, while flexible regimes enable gera
monetary autonomy and use of the exchange ratestabiizer for economy flows. Therefore, in the
last period bipolar view is gaining significancehite firm control and free floating are the onlyaw
regimes compatible with the current degree of irattign of the financial market.

We must outline that the monetary theory and praaioes not have a universal rule for
choosing a “good” regime for the exchange rate rfggeuntry sustains the exchange rate which, as a
final result of expenses in the balance of payneewt the overall financial relations with abroad, is
most appropriate at a certain development stageoyo 2011, 58). From rigidity point of view,
between the fixed and free floating regimes ofdgkehange rate, there is the following division:

1.Fixed exchange rate regimes: (a) Monetary unimongtary unio)y (b) dollarization or
euroization dollarization, euroizatiolji and (c) Currency boardirrency boargt

2.Moderate exchange rate regimes: (a) adjustablégsa@djustable peg b) moving parities
(crawling peg; (c) Basket currencybésket peg and (d) Target zonéarget zong

3.Flexible exchange rate regimes: (a) manager ofralbed fluctuation (hanaged floating
and (b) Free fluctuatiorciean floating;

3.2.1 Fixed regimes of foreign exchange rate

These are the fixed regimes of Foreign Exchange (aj monetary union, or an irrevocable
fixation of the rate for the currencies of the mensbof the union and introducing a unique common
hyper-national currency — the member states of riwnetary union abandon their monetary
independence and transfer it to the common institatof the union; (bynilateral introduction of a
foreign currency, most frequently the American aolbr the euro, as a legal means of payment in a
country - the country introducing the dollar, the@or another foreign currency as a legal andueniq
means of payment, unilaterally gives up its po#igiltio create its own national monetary policyaas
possible response to the needs of the domesticpgor(c) running the policy of exchange rate by
relating it to a chosen foreign anchor currency &iked rate and with full convertibility of the emor
currency into the domestic one and vice versa éogay board) — the country abandons the
independent monetary policy and the emitting rdlenonetary authorities, while firm rules prevent
the creators of economic policy from emitting momeghout security (money without cover).

The main advantages of the fixed rate policy aeentlonetary discipline, the low inflation, the
resistance to shocks arising from the domestic mnomerket, credibility of economic policy, safety at
long-term business relations with foreign count@esl real overview of the profitability of foreign
investments in domestic projects.

The main disadvantages of the fixed rate policthesloss of independence while governing
the monetary policy, the domestic is currently dretly overestimated, which decreases the
competitiveness of the domestic economy; and tleel her larger foreign currency reserves intended
for defense of the rate, having no possibility && uhe exchange rate as an instrument to achieve
balance of payment equilibrium and to synchronmseforeign and the domestic prices.

3.2.2. Moderate regimes of foreign exchange rates

Moderate regimes have been created as a comproetiseen two extreme approaches of the
exchange rate policy — the fixed regime on one gradgtthe flexible regimes on the other. These(aje:
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adjustable peg- monetary authorities fixely define the parity tbkir currency with another, spare
currency — mostly one of the three most importamtencies (euro, dollar, yen) and they are boond t
preserve this fixed parity, by allowing fluctuati@around the fixed, defined central parity within
previously defined, very narrow margins; @oawling peg- in order to move the nominal exchange rate,
the conditions of defined rules have to be metrixeria which consider the differences in theatéin
rates of the country and its trade partners, ocliamges in the competitiveness which define taagh

of the external position of a certain country; lfasket currency monetary authorities fixely define the
parity of their currency compared to a basket afemcy — average ponder value of several currencies
and are bound to defend this fixed peg by allovarfiuctuation around a defined central; parity with
previously defined, narrow margins; the choice aghet currency is made in order to represent thgt mo
important trading partners of a country, and f@)geted regime— monetary authorities keep the
exchange rate within a previously defined, reldyiveide corridor around a chosen central parity%10
to 15%). The crawling, or moving corridaréwling band of the exchange rate regime means that the
adjustment of the chosen parity with macroeconovaitables is performed periodically — when the
officially defined rate exceeds the defined margarsl a new official rate is set, with new fluctoag
limits. The monitoring corridomionitoring bandlin the exchange rate regimes means that the argnet
authorities do not necessarily have to defend tireldss of the band, but they only react upon their
opinion and estimations.

3.2.3. Flexible regimes of foreign exchange rates

Flexible regimes include: managed or controlleccttiation (nanaged floating and free
fluctuation €lean floating.

The free or clean floating is a theoretical catggehich does not exist in practice. Even the
most developed counties cannot afford releasingahegn exchange rate and leaving it exclusively
to the free actions of the market regulations ahaed and offer. Therefore, in reality, we can $ee t
managed, or dirty floating, which does not inclpdeviously set targets of the foreign exchange+ate
it is basically set on the market, and the monetuthorities occasionally intervene, when the
oscillations of the rate get an extremely destabidj character.

The main advantage of the flexible regimes of fymeexchange rate is the autonomy in
managing the monetary policy, the automatism immgihg the payments, preventing the possibility
of under or over estimations of the domestic cuayeefficient adjustments to the external changes,
decreased need for foreign reserves and equala@edstic and foreign prices.

Its main disadvantages are the unpredictabilitghéi risk in business activities with foreign
countries and lack of stimulation for long-term im@ss arrangements, bigger exposure of the
domestic economy to the various shakes on the wwoddket, and difficulty to control monetary
inflations.

4. CONCLUSIONS

The possibility to compare prices, or expressirg thlue of items subject to international
trade in currencies from different regions, is &-pondition for international trade to occur, the
exchange rate is used as a base for making theacmop between values, and it represents the price
of one value expressed through units of the otheency. The exchange rate is formed on the foreign
exchange market — a place where the supply andetimand for a specific currency meet.

The character of the transactions — buying andngefbreign currencies or bank deposits
which happen on the foreign exchange market, depgrah the timeframe of their execution can be
prompt, or immediate — when transactions happegheamoment of conclusion, or maximum within
the deadline defined with the speed of executiegviarrant (payment order) for exchange of values,
or it can be a term transaction, when the exchahgalues happens in future, after a day, or ate d
which is periodically different than the date ohctusion, upon a rate agreed on the conclusion date

The action of buying or selling currencies at theefign exchange market, especially on the
term market, includes an exposure to potential ety risks. With the purpose of protection,
participants on the foreign exchange market unkemaeasures of risk management, which basically

Proceedings of the Faculty of Economics in East Sarajevo, 2014, 9, pp. 97-105



Exchange Rate - Regimes and Policies I 105

go into two directions - considering currency risks a threat and taking measures for their
minimization, or accepting these risks and embatiem as an opportunity to make profit.

The exchange rate has an extremely important noléhé economy of every country.
Therefore, besides the influence of the market lefssipply and demand, the exchange rate is subject
to various stronger or weaker, larger or smallem®of intervention of the monetary authorities who
in search of an ideal monetary policy for regulgtihe exchange rate for the national currency, have
positions between two extremes — fixating the emgharate to some of the chosen anchor currencies,
or total adrift of the rate to the influences frtime market rules of supply and demand.
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