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This paper proposes a theoretical analysis on exchange rates determination based on 
Keynes and Minsky, and aims to highlight the role of finance, monetary hierarchy and 
the international liquidity cycle on exchange rate determination, especially on 
developing countries currencies. 

The International Monetary System is hierarchical according to the capacity of each 
national currencies of exercising the money functions internationally. Some currencies - 
which we call "peripheral" – do not perform none of the classic functions of money at 
the international level, thereby being demanded solely as short term financial assets, 
subject to valuation. According to Keynes, the demand for different assets is determined 
by the equation q + l - c, ie for its yield (q), carrying cost (c) and liquidity (l). The 
central point is that the international liquidity of these peripheral currencies depends not 
so much on the domestic fundamentals but instead depend primarily on the expectations 
of international agents, more precisely: the "liquidity preference in the international 
plan”. The alternation of moments of higher and lower liquidity preference sets the 
liquidity cycles and moreover determines moments of "search for yield", with strong 
demand for assets in peripheral currencies, and moments of "flight to quality ", with a 
return to the core currencies. 

Additionally, it is argued that a liquidity cycle is not restricted to a keynesian process of 
asset allocation but also assumes a minskyan dynamic of liabilities formation. At the 
upward phase of the cycle borrowing in credit markets or leveraging in derivatives 
markets allow the creation of new liquidity in the system. Meantime, in the downward 
phase, settlement of debts and deleveraging generates a destruction of liquidity in the 
system. In this context, it is argued that the carry trade is a major mechanism of 
transmission from liquidity cycle to exchange rates. This operation involves a debt  (or a 
short position) in currencies with a low interest rates and an asset (or a long position) in 
currencies with a high interest rate, and thus provides specific characteristics to the 
exchange rates dynamics. With these elements, the paper describes a process where 
carry trade tend to appreciate the peripheral currency - associated with a high interest 
rates - during the upward phase of the cycle of liquidity and depreciate them in the 
reversal phase. 
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