Currency from one country is exchanged for currency of another country takes place at the foreign exchange markets, also known as FOREX. FOREX sets the standards for the transfer of money between different countries. It also is the mechanism by which credit is obtained and provided for international trade. It also makes sure that exchange rate risk is minimized. The transfer of purchase power is important due to transactions that involve two countries that have a different currency and they want to make a transaction in their currency.

  Goods that are being moved from one country to another takes time so the inventory being transferred has to be financed. A line of credit is provided by FOREX. It consists of a specialization instrument of letters of credit. The FOREX finds a facility that is more than willing to take the risk for the transfer of foreign exchange.

“The FOREX market consists of two tiers, the interbank or wholesale market, and the   client or retail market. Five broad categories of participants operate within these two tiers, bank and non bank foreign exchange dealers, individuals and firms conducting commercial or investment transactions, speculators and arbitragers, central banks and treasuries, and foreign exchange brokers” ( Hult  no date)

Advantages of a virtual foreign exchange market are as follows. A payment balance tends to be due in the change of the exchange rate. This is due to the fact that imports are greater than exports and this drives the pounds value down. Depreciation should be made to make exported products cheaper and imported products higher priced, thus an increase of demand for goods from abroad and a reduction in demand of foreign items. This should eliminate the appreciation of currency. (Ball, McCulloch Jr., Frantz, and Minor, 2006)

  Freeing internal policy – Payment balances should rectify by the floating exchange rate. With the fixed rate, a deficit can involve a policy that results in consequences that are unpleasant for the economy as a whole. With the floating rate, freedom is pursued by governments with their internal objectives policy without constraints. (Ball, McCulloch Jr., Frantz, and Minor, 2006)

  Absence of crises – The fixed rate is often a characteristic of a crisis from pressure on currency as it is devalued or revalued. The floating rate automatically removes the crisis from international relations. (Ball, McCulloch Jr., Frantz, and Minor, 2006)

Lower foreign exchange reserves – A large amount of currency has to be held by a country if it is on the fixed rate. They have to make preparations for the time that they may have to defend that rate. (Ball, McCulloch Jr., Frantz, and Minor, 2006)

 Disadvantages of the foreign exchange market are the following. Uncertainty due to the value of currency is instable or due to trade being uncertain.  No one is certain of how much money they may receive for the products they are selling abroad or the price.

Rate changes affects prices and also sales. Importers also do not know what the cost is going to be to them in order to import foreign items. There is way to reduce the uncertainty and that is by hedging the exchange risk. Uncertainty leads to lack of internal investment and also abroad. (Ball, McCulloch Jr., Frantz, and Minor, 2006) 

Speculation also tends to be a part of the floating system and it may be destabilizing and damaging to the economy, the speculation glow can often be different from an underlying pattern in trade flow.

Gold Standard: Currency or gold can be converted into gold at a price that is fixed. This is used as an international gold-standard system and a medium for international payment. Rates of exchange between two countries are fixed under this system. If the shipping of gold between countries falls below or rises above the fixed rate, large inflow of gold or an outflow will occur until the rate returns to the fixed level of exchange.

In 1821 in Great Britain is when the gold standard was put into operation first. Before this date silver had been the world monetary metal. Gold had been used from one country to another intermittently but not as a single standard, all the other forms of money were adjusted. A regime of silver and gold was used for the next 50 years outside of Great Britain, but a gold standard was adopted to be used in 1870 by Germany, France and the United States. With the discovery of gold in North America this made gold much more plentiful. Before 1914 a gold standard prevailed making it so gold could be purchased or bought in limitless quantities at a fixed rate in paper money that was convertible by the unit weight of the gold. ( Money in America 2006)   

The gold standard reign was short lived however, only lasting from 1870s until World War I broke out. Paper money was inconvertible and gold exports were restricted in almost every country. The re-establishment of the gold standard came about in 1928, but gold was relatively scarce.  Due to gold being scarce most countries supplemented by using their gold reserved from their central bank with currencies that were exchanged into gold at a stable rate. In the 1930’ during the time of the Great Depression the standard of the gold-exchange collapsed. There was not one single country that remained on the full gold standard by 1937. (Money in America 2006)   

There are advantages to the gold standard however. The power of the government is limited and banks can not cause inflation by the excessive issuance of paper currency. Although, during World War I there was evidence that the monetary authority had not contracted a supply of money as the country had incurred an outflow of gold, and thus it created certainty in the trade internationally by supplying a pattern that was fixed for rate exchanges. People feel more secure about their money. (Money in America 2006)

There are also disadvantages to the gold standard. The disadvantages are that the gold standard is that perhaps it cannot provide a flexible and sufficient supply of money, because newly mined gold is not related to the needs of a growing economy of the world.

 
Inflation or depression of an economy of a country may not be isolated from the rest of the world. A countries process of adjustment that has a payment deficit may be long and painful if and when an increase of unemployment or the decline in the economic rate of expansion occurs.
