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Is a currency worth anything if no one wants it? 
 Erica Jong 

 



EXCHANGE RATE 

Exchange rate is the price for foreign money. It is 

defined as the price paid in the home currency for 

a unit of foreign currency. 



FOREIGN EXCHANGE CURRENCY 

Foreign exchange currency is the exchange of one 

currency for another, or the conversion of one 

currency into another currency.  



TYPES OF QUOTES 

oThe rate of exchange is quoted in two different 

ways. Types of quotes include: 

o Indirect Quote - 1 unit of foreign currency to 

a number of units of domestic currency. 1 

Rs=$ 0.02 This is the price of dollars in terms 

of the foreign currency. 

o Direct Quote - A certain number of units of 

foreign currency to 1 unit of domestic 

currency. 1$=55 Rs This is the price of the 

foreign currency in terms of dollars. 



THE FOREX MARKET 

Exchange rates, or the prices of currencies, are 

determined in a market, just like the price of 

anything else in a market economy. 

The market for a currency is known as the foreign 

exchange market, or, more simply, as the forex 

market. 

Consider the two forex markets on the next slide. 



CHARTS: THE FOREX MARKET 

In the market for dollars (left), the exchange rate, or price, is the number of 

pounds per dollar. The supply and demand are for dollars.  

In the market for pounds (right), the exchange rate, or price, is the number of 

dollars per pound. The supply and demand are for pounds. 



MARKET PARTICIPANTS 

oNational Central Banks participate in the foreign exchange 
market to align currencies to their economic needs. They play 
an important role in the foreign exchange markets. They try to 
control the money supply, inflation and/or interest rates and 
often have official or unofficial target rates for their currencies. 

oCommercial Banks - Interbank trading, foreign currency 
trading among banks, accounts for most of the activity in the 
foreign exchange market. 

oCommercial Companies often trade fairly small amounts 
compared to those of banks or speculators, and their trades 
often have little short term impact on market rate. 

o International Corporations 



EXAMPLE: FOREIGN EXCHANGE 

The exchange rate is the rate at which one currency exchanges 
for another. 

For example, every time a UK citizen or business wants to buy 
something from abroad they need to pay for that product in the 
currency of the country where it is produced. They will need to 

exchange £s for that currency The amount they pay for the 
currency depends on the exchange rate. 

If the exchange rate is £1:$2 the person would have to pay 50p 
for every dollar. For a product that cost $10 they would pay £5. 

If it was £1:$1 each dollar would cost £1. For a product that 
cost $10 they would pay £10. 

This is the same if a foreign citizen or business wants to buy a UK 
product/service. They have to buy pounds. 



TABLE: CALCULATING EXCHANGE 
RATES 

Once we know the value of one currency 

expressed in terms of another, we can easily 

calculate the value of the other currency expressed 

in terms of the original. Study the table below. 

1USD Euro 
British 
Pound 

Indian 
Rupee 

Australian 
Dollar 

Canadian 
Dollar 

South 
African 
Rand 

New 
Zealand 
Dollar 

Japanese 
Yen 

Chinese 
Yuan 

1 = 0.81 0.64 55.51 0.95 1 8.23 1.23 78.13 6.36 

Inverse: 1.23 1.56 0.02 1.05 1 0.12 0.81 0.013 0.16 



CALCULATING EXCHANGE RATES 

In the table on the previous slide, the first row tells us 
how much one dollar costs in each of the foreign 

currencies. In other words, it’s the dollar exchange rate 
in Europe, Britain, India, and so on. 

The second row tells us how much the foreign currency 
costs to Americans. For example, one euro’s worth of 
goods from Germany costs Americans $1.23. 100 

euros of output would cost $123. One rand worth of 
South African output would only cost an American 

$0.12. But 100 rand of output would cost $12. The 
value of one currency is always the inverse of the other 

currency’s value. 



CALCULATING PRICES USING 
EXCHANGE RATES 

If we know the exchange rate between two 

countries’ currencies, we can compute the price of 

one country’s exports in terms of the other country’s 

money. 

Example: The dollar price of a £50 sweater with a 

dollar exchange rate of $1.50 per pound is (1.50 

$/£) x (£50) = $75. 



TABLE: CALCULATING PRICES USING 
EXCHANGE RATES 

With a knowledge of exchange rates, we can 

easily calculate how much a good produced 

abroad in one currency will cost a foreign 

consumer who is spending another currency. 

Knowing the exchange rate of the US dollar in the 

four countries below, we can fill in the last row. 

1USD Euro British Pound Indian Rupee Australian Dollar 

1 = 0.81 0.64 55.51 0.95 

Price of a $1,000 
US product in each 

currency: 

= 1,000 X 0.81 

= 810 

= 1,000 X 0.64 

= 640 

= 1,000 X 55.51 

= 5,551 

= 1,000 X 0.95 

= 950 



CALCULATING PRICES USING 
EXCHANGE RATES 

In each case in the table on the previous slide, we 
simply have to multiply the price of the good in US 
dollars by the exchange rate of the dollar in each 
country. If the dollar were to appreciate, the price 
of the $1,000 American product would go UP for 

foreign consumers. This helps explain why 
America’s net exports decrease when the 
exchange rate rises. If the dollar were to 

depreciate, US products would become cheaper to 
foreign consumers, which is why net exports will 

rise when a currency depreciates. 



EXAMPLE #1: HOW EXCHANGE RATES 
AFFECT THE ECONOMY 

oAt P1 $1 = €1.3 The dollar can buy more Euros so it is 
stronger. 

o If Europe wants to buys more US exports they will have to 
buy dollars. 

o There will be a shift in demand. 

o The price of the dollar increases. 

o The exchange rate gets stronger. 

oA consumer or producer will get more foreign currency 
for their money. This means that imports will be cheaper 
and exports will be more expensive. 

oStrong dollar ... Imports Cheap ... Exports Expensive 
(SICEE) 



EXAMPLE #2: HOW EXCHANGE RATES 
AFFECT THE ECONOMY 

oAt P2 $1 = €1.2 The dollar can buy less Euros so it is 
weaker. 

o If Europe buys less US exports, there will be an 
inward shift of demand. 

oThe price of the dollar will fall. 

oThe exchange rate weakens. 

oA consumer or producer will get less foreign currency 
for their money. Imports will be expensive. Exports 
will be cheaper. 

oWeak dollar ... Imports Dear (expensive) ... Exports 
Cheap (WIDEC) 



EXAMPLE #3: HOW EXCHANGE RATES 
AFFECT EXPORTS 

o If the dollar is weak, travel from foreign countries to 
the US will be cheaper. (Remember that travel from 
a foreign country to the US is an export of a service.) 

oThis means that more foreigners/tourists will travel to 
the US. 

oWhile they are in the US they will spend more 
because they are getting more for their money. 

o  All of this helps the US economy with more jobs, 
income and growth. 

oWeak Dollar ... Imports Dear (expensive) ... Exports 
Cheap (WIDEC) 



HOW EXCHANGE RATES AFFECT 
EXPORTS 

When the dollar is weak a foreign country 
that wants to buy a US good/service will 

get more dollars for their money. This means 
that the price of US goods will be cheaper 

in comparison to other countries. That 
foreign country will buy the good from the 

US rather than elsewhere. 

A weak dollar makes the US more 
competitive and so it is good for exports. It 

will help to improve the balance of 
payments. X is larger so (X-M) is larger 

(ceteris paribus). 

When the dollar is strong exports will suffer. 



EXAMPLE #4: HOW EXCHANGE RATES 
AFFECT IMPORTS 

oA falling dollar (getting weaker) means that import 
prices are higher and export prices are lower. 

oFarmers may be able to export their produce 
abroad. 

o Imported foods will be more expensive so US-
produced meat, fruit and vegetables should be 
relatively cheaper to buy. 

oFarmers gain from more exports and more domestic 
sales. 

oWeak dollar ... Imports Dear (expensive) ... Exports 
Cheap (WIDEC) 



HOW EXCHANGE RATES AFFECT 
IMPORTS 

What is happening here? 

When the dollar is weak, the US will get less foreign 
currency for its money. The price of these imported 

goods will be more expensive. This may encourage US 
consumers to buy more US goods. 

For businesses that use foreign raw materials this is not 
an option and their costs will increase. If their costs 
increase they will pass this cost increase on to the 
consumer in the form of a higher price (cost push 

inflation). 

When the dollar is weak, though, it is good for the 
balance of payments because there may be less 

imports. M will be smaller and (X-M) will be larger 
(ceteris paribus). 



EXCHANGE RATES AND THE 
INDIVIDUAL CONSUMER 

The exchange rate, via its effect on prices, is not the 
only influence on demand for imports and exports. 

What other things will affect demand? Style, image, 
quality, reliability and many other factors play a role. 

BMWs are a prime example of a good that is 
expensive but people still want to buy it because of its 

quality and style. Other examples are champagne 
from France, caviar from Russia, gemstones, high 

fashion and oil. Price may make little difference in the 
amount the US imports in the short term. 

Remember that exchange rates (price) are not the only 
thing that determines whether or not we buy imported 

products or whether foreigners buy US exports. 



FOREIGN EXCHANGE HISTORY 

Foreign exchange history can be viewed as a 

series of solutions that allowed countries to issue 

their own currency and to conduct their own 

monetary policy while also allowing international 

trade to be conducted by providing a means of 

exchanging one currency for another according to 

the exchange rate between them, which was either 

agreed-upon or set by the market. 



EXAMPLE: FOREIGN EXCHANGE 
HISTORY 



EXAMPLE: FOREIGN EXCHANGE 
HISTORY 

https://research.stlouisfed.org/fred2/series/DEXUSEU?cid=94


EXAMPLE: FOREIGN EXCHANGE 
HISTORY 



TOP 5 CURRENCIES  



THE FOREIGN EXCHANGE MARKET 
FOR BEGINNERS 

oThe foreign exchange market or forex market as it is 
often called is the market in which currencies are traded. 

oCurrency Trading is the world’s largest market consisting 
of almost one trillion in daily volumes and as investors 
learn more and become more interested, the market 
continues to rapidly grow. 

oAll trades that take place in the foreign exchange market 
involve the buying of one currency and the selling of 
another currency simultaneously. This is because the value 
of one currency is determined by its comparison to 
another currency. 



THE FOREIGN EXCHANGE MARKET 
FOR BEGINNERS 

oThe first currency of a currency pair is called the 

base currency, while the second currency is called the 

counter currency.  

oA vehicle currency is a currency that is widely used to 

denominate international contracts made by parties 

who do not reside in the country that issues the 

vehicle currency. Example: In 2001, around 90% of 

transactions between banks involved exchanges of 

foreign currencies for US dollars. 



THE FOREIGN EXCHANGE MARKET 
FOR BEGINNERS 

oFutures and Options 

o Futures contract - The buyer buys a promise 
that a specified amount of foreign currency 
will be delivered on a specified date in the 
future. 

o Foreign exchange option - The owner has the 
right to buy or sell a specified amount of 
foreign currency at a specified price at any 
time up to a specified expiration date. 



CHARACTERISTICS OF FOREIGN 
EXCHANGE 

oVolatile, affected by hedger, arbitrager, speculator. 

oAffected by demand and supply. 

oAffected by rate of interest. 

oAffected by balance of payment surplus and deficit. 

oAffected by inflation rate. 

oA rise in the expected future exchange rate causes 

a rise in the current exchange rate. A fall in the 

expected future exchange rate causes a fall in the 

current exchange rate. 



CHARACTERISTICS OF FOREIGN 
EXCHANGE 

oAffected by the economic stability of the country. 

oAffected by the fiscal policy of the government. 

oAffected by the political condition of the country.  

oSpot and forward rates are different. 

oIt can be quoted directly or indirectly. 

oThe worldwide volume of foreign exchange 

trading is enormous, and has ballooned in recent 

years. Huge trading volume representing the 

largest asset class in the world leading to high 

liquidity.  



CHARACTERISTICS OF FOREIGN 
EXCHANGE 

oGeographical dispersion 

oContinuous operation: 24 hours a day except 
weekends, i.e., trading from 20:15 GMT on 
Sunday until 22:00 GMT Friday 

oUse of leverage to enhance profit and loss 
margins and with respect to account size 

oNew technologies, such as internet links, are used 
among the major foreign exchange trading 
centers (London, New York, Tokyo, Frankfurt and 
Singapore). 



TYPES OF FOREIGN EXCHANGE RATES  

An exchange rate can be 
determined in several ways, 
depending on the degree 
of control by the nation’s 

government over the value 
of its currency. These 

exchange rate systems are 
practiced to varying 
degrees by different 

countries at different times, 
depending on countries’ 

macroeconomic objectives. 



TYPES OF FOREIGN EXCHANGE RATES  

The foreign exchange market operates either as a 

spot market, a forward market or a foreign 

exchange swap market. 

All three types of exchange rates, while not 

necessarily equal, do move closely together. 



SPOT MARKET 

A Spot Market applies to exchange currencies “on the 

spot” (Current Market). A spot market for foreign 

exchange is that market which handles only spot 

transactions or current transactions.  

Principle characteristics:  

oSpot Market is of a daily nature. It does not trade in 

future deliveries. 

oSpot rate of exchange is that rate which happens to 

prevail at the time when transactions are incurred. 



FORWARD MARKET 

A Forward Market applies to exchange currencies 

on some future date at a pre-negotiated exchange 

rate. A Forward Market for foreign exchange is 

that market which handles such transactions of 

foreign exchange as are meant for future delivery. 

Principle Characteristics: 

oIt only caters to forward transactions. 

oIt determines the forward exchange rate at which 

forward transactions are to be honored. 



FOREIGN EXCHANGE SWAPS 

Foreign Exchange Swaps are spot sales of a 

currency combined with a forward repurchase of 

the currency. They make up a significant proportion 

of all foreign exchange trading. 



CONTINUED IN 
EXCHANGE RATES PART II 


