
Foreign Exchange

Markets - Foreign exchange market
Theory  - Determination of exchange rates - why do they go up and down?
An exchange rate is a price - exactly the same as any other price - the amount you have to give up to acquire something else - in this case another currency. So an exchange rate is the price of one currency in terms of another. In other words it is the price you will pay in one currency to get hold of another. The price can be set in various ways. It may be fixed by the government or it could perhaps be linked to something external - for example, gold. However, the most likely alternative is that it will be fixed in a market. Since it is a price, it will be determined, like any other price, by demand and supply. This is the supply and demand of pounds traded on the foreign exchange market and is NOT the amount of sterling in circulation! A high level of demand for a currency will force up its price - the exchange rate. Where supply is equal to demand is the equilibrium exchange rate, as shown in the diagram below.
[image: ]
The demand for £ comes from people who are investing in the UK from abroad and so need pounds, or from firms who are buying UK exports. They will need pounds to be able to pay for the goods. The supply comes from people in the UK who are selling pounds. This may be because they have bought goods from overseas (imports), or it may simply be that they are investing in another country and so need the local currency. To get this they have to sell pounds in exchange for the other currency.
The equilibrium rate is where supply is equal to demand, and this will change as supply and demand changes. Say, for example, that interest rates increase. This will tend to attract more overseas investment into the UK. To invest here, they will need to buy pounds, and so the demand for pounds will rise. We can see this on the diagram below:
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As we can see, both the exchange rate and the volume of currency traded have increased. This will not inevitably be the effect as there may be other factors affecting the exchange rate at the same time. A lot will also depend on whether the foreign exchange market expected the interest rate increase or not. However, supply and demand gives us a very useful tool for analysing movements in the exchange rate.

Fixed and Floating Rates - exchange rates can be fixed to another currency or free to find their own level in the market. 

Theory  - Effects of exchange rate changes - why do they matter?
Exchange rate changes can have a significant effect on the economy. Let's take the example of a depreciation of the exchange rate, and see what impact this has.
If the exchange rate falls, this changes the relative prices of imports and exports. Exports will appear to become relatively cheaper in other currencies, and imports will appear to be more expensive. Because we buy imports, they are included as part of the retail price index, and so if the price of imports goes up, this could be inflationary especially as in the UK we import a lot of raw materials and semi-finished products. There we have the first effect of a depreciation - it could trigger inflationary pressures in the economy.
The effects on aggregate demand may compound this inflationary impact. Since exports are relatively cheaper overseas, this should increase the demand for them. In addition the demand for imports should fall. The combination of the two will have a positive impact on aggregate demand because net exports is one of the components of the AD function (AD= C+I+G+(X-M) How much the demand increases depends on the price elasticity of demand for exports, but the demand should certainly grow. Growth in aggregate demand could also be inflationary if the economy is close to its capacity. On the diagram below you can see the shift in aggregate demand (AD1 to AD2) pulling up the price level (demand-pull inflation).
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In the longrun the effect of the depreciation on the balance of payments is far from certain. The impact depends on how much the demand for imports and exports change. That depends on the price elasticity of demand for imports and exports. When the exchange rate falls imports get more expensive and exports cheaper. That should raise the demand for exports and lower the demand for imports. However, for exports we still receive the same amount in sterling. They are cheaper in the local currency, but we still receive the same amount in sterling. Imports, however, cost us more in sterling. So the overall effect on the balance of payments depends on the price elasticity of exports and imports.
Let us look at a simple example to illustrate: Assume the exchange rate between the £ and the € is £1 = €2. A good, X, in the UK is priced at £5. At this exchange rate 100 of these items are purchased from abroad - export earnings are therefore £500. A product Y in Europe is locally priced at €5, The UK buys 200 of these items at the current exchange rate. This means that we have to give up £2.50 to buy each unit. Total expenditure on imports therefore is £500. At this point the balance of payments is 0.
Let us now assume that the exchange rate depreciates from £1 = €2 to £1 = €1. Europeans buying good X from the UK will now have to give up only €5 to acquire the good rather than the €10 they had to previously. Given that the product appears cheaper we would expect demand for exports to rise.UK buyers of good Y from Europe however now have to give up £5 to acquire the necessary euro to buy the product. It appears to the UK buyer that prices have risen and we would expect demand for imports to fall. The price of exports has fallen by 50% whilst the price of imports appears to have risen by 100%.Now let us look at the impact on the actual demand for imports and exports given two different scenarios.
Scenario 1: The Price Elasticity of Demand (PED) for exports is -1.4 and the PED for imports is -0.2. Demand for exports would rise by 1.4 times the fall in price and so would rise by 70 units (1.4 x 50). In this case, export earnings would now be 170 x £5 = £850. Demand for imports would fall by 0.2 x the change in price and so would fall by 20% (0.2 x 100) - a decrease of 40 units. Expenditure on imports would now be 160 x £5 = £800. We would now have a balance of payments surplus of £50!
[bookmark: _GoBack]Scenario 2: The PED of exports is -0.8 and the PED for imports is -0.5. Demand for exports would rise by 0.8 x the change in price (0.8 x 50) = 40 units. Total export earnings would be 140 x £5 = £700. Demand for imports would fall by 0.5 x the change in price (0.5 x 100) = 50% - a decrease of 100 units. Import expenditure would now be 100 x £5 = £500. In this situation the balance of payments would be in surplus at +£200
The 'Marshall-Lerner' condition says that if the sum of the price elasticities for imports and exports is greater than 1, then the balance of payments will improve. The evidence for the UK suggests that the condition holds in the long-run, but not in the short-run. This will mean that when the exchange rate depreciates, the balance of payments will initially deteriorate, but in the long-run it will improve. This gives what is known as a 'J-curve effect'. This effect is shown below.
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The effect occurs because it will take time for the exchange rate changes to be factored in by decision makers - contracts will have been signed for example, which will not immediately reflect any change in the exchange rate.

Exchange rate jargon - jargon-busting guide
There is a lot of jargon associated with exchange rates. In this section we look at some of this jargon, and see what it means.
Spot exchange rates
The spot exchange rate is the rate existing in the market at any given moment. It can be considered as the rate of exchange for immediate delivery of the currency. The spot rate will change all the time according to the changes in supply and demand in the market.
Forward exchange rates
The forward exchange rate is a rate for a given time in the future. A price is agreed now for an exchange at some time in the future (often 3 months or so). Whatever happens to the spot rate between now and then, the contract will be met at the rate that was agreed. Companies may use the forward market to protect themselves against the foreign exchange risk. They know they can buy at a guaranteed rate for the future, and so can plan ahead. This process is called 'hedging' against risk. The existence of the forward market also creates the potential for speculation. Depending on the reason for buying or selling the currency the dealer could end up better off or worse off.
Purchasing Power Parity
The purchasing power parity exchange rate is the exchange rate between two currencies, which would enable exactly the same basket of goods to be purchased. In other words, the rate at which purchasing power will be the same in both countries. For example, say a basket of goods cost $50 in the USA, and the same basket cost £25 in the UK. The PPP rate between the £ and the $ would then be £1=$2. The PPP rate is often used when trying to work out consistent measures between countries like GDP or standard of living. It will generally be different to the actual equilibrium exchange rate, though it will be a factor influencing it.
Effective Exchange Rate
The effective exchange rate is also called the 'sterling index' or perhaps the 'sterling trade-weighted index'. It is an exchange rate calculated from a basket of currencies, and can perhaps best be thought of as an average exchange rate. Each of the currencies included is weighted according to its importance to us. This is worked out from the amount of trade we do with that country. The currency of a country that we do a large amount of trade with will have a higher weight than one whom we do relatively little trade with. The effective exchange rate can be a useful indicator, as it shows overall exchange rate changes. An individual currency may be affected by factors unique to that country, but the effective exchange rate will still give an overall indication.

How the International Monetary System affects business

The international monetary system affects international managers in three ways:

1. Currency management
2. Business strategy
3. Corporate-government relations
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