Aim:  How do people exchange currencies?  What effects the value of a currency?

Topic:  Exchange rates

Document #1:  Introduction to Exchange Rates

Exchange Rates:   Exchange rate is the value of one country’s currency in terms of another country’s currency.  

U.S. imports or spending abroad requires a demand for foreign currency and a supply of U.S. dollars (to buy that foreign currency)

U.S. exports (and foreigners spending money in U.S. markets) require a supply of foreign currency (to buy U.S. dollars) and a demand for U.S. dollars.   

The Exchange Rate changes, depending on the demand for a currency.   Remember, if you buy something from another country, you are going to need their currency.   This affects the demand of their currency.   

The currency in demand appreciates (becomes more valuable/stronger)


If a currency is not in demand it depreciates (becomes weaker/less valuable)

What’s good and bad about appreciating?

· It is good because more foreign currencies/products can be bought with less, so this helps us import. 

· Dollar appreciation also makes people invest in the country.  

· However, dollar appreciation hurts domestic exports, because it may become too expensive for other currencies to convert their currencies into dollars.   

· Dollar appreciation may also hurt domestic tourism as it becomes relatively expensive for other tourists, and people would rather go abroad for cheaper.   


What is good and bad about depreciation?

· It takes more units of a depreciated currency to buy a unit of another country’s currency.   

· Depreciated currency decreases imports because they become more expensive for domestic consumers.  

· Hurts citizens traveling abroad.  

· However, dollar depreciation helps the export industry because more people want cheaper products.  

· Depreciation also helps domestic tourism because it is cheaper for people to come to the country, and less people will leave the country to travel abroad.   
1)  Why do imports/spending abroad require a demand for foreign currency and a supply of U.S. dollars?
2)   Why do exports/foreigners spending money in U.S. markets require a supply of foreign currency and a demand for U.S. dollars?

3)   What does appreciate mean?

4)  What does depreciate mean?

5)  How does demand for a currency affect how much it appreciates/depreciates?

6)  Based on the appreciation/depreciation list, which is better for an economy?
****Factors of Exchange Rates

· Demand for a nation’s exports (tastes)

· Relative interest rates

· Political stability

· Relative level of income

· Relative prices (theory of purchasing power) and Price Stability
· Speculation

Task:  For each scenario, write down if the U.S. dollar will appreciate or depreciate?  The first one is done for you.   
Speculation:  speculation that the dollar will increase in value will result in an increase in the demand and the price of the dollar in terms of other currencies.  In other words, the dollar will appreciate.     

Increase in crops of food:  If Japan has a good crop of food, it will import less and demand fewer dollars, causing the dollar to  ______________.  

Interest Rates:  If the interest rate increases in the United States relative to Japan, depositors will increase the demand for dollars in order to put their funds into U.S. banks.  The dollar will ___________.  However, if our interest decreases, the Japanese will not want to invest in the U.S. and our dollar will _____________.   
Inflation:  If prices are rising relatively fast in the U.S., the demand for dollars will decrease and the supply of dollars will increase as consumers purchase more goods elsewhere.  The dollar will ______________.  However, if prices in the U.S. are falling, the Japanese will demand our products and the dollar will ___________.    

Increase in Income:  If income in Japan increases relative to those in the U.S., Japanese consumers will tend to spend more, increasing the demand for U.S. exports and currency.  The dollar will __________________.   However, if the income of Americans rise relative to those of the Japanese, then Americans will want foreign products, supply more dollars to send them out of the country which will _____________ the U.S. dollar.   
Demand for nation’s exports/tastes for products:  If the demand for U.S.’s products increases, then Japanese will demand our currency, which will make the dollar __________.   
Political Stability:  If the Japanese government finds itself in turmoil and its credibility for maintaining peace and justice in question, foreigners will not want to invest in the country.  The demand for yen would decrease and the value of the yen would ______________.   Investors might start to invest in America instead, and the dollar value would _________________.    

Question:  How do these scenarios show the positives and negatives of appreciation?
Foreign Exchange Market Graph
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The Demand Curve represents The Demand For the Currency which is created by foreign demand for U.S. exports, foreign demand for U.S. investments, speculation, etc.   On the demand side, the foreigners are initiating the exchanges (demand for our currency is increasing).    

The Supply Curve represents The Supply of Currency which arises from similar sources.   On the supply side, it is the Americans who are initiating the exchanges (supply of our currency is increasing to buy foreign products).   
· Supply and Demand

· remember the difference between change of  (shift of curve) and change in quantity of (movement along a curve)

· Supply and Demand for two different countries.   
· When comparing two countries, we need to create two different exchange rate graphs – each in terms of the two countries’ currencies.  
· If the demand for the currency of country A increases, then country B’s supply of their own currency will have to increase in order to buy more of country A’s currency.   
In the following example, we are demanding German products so we must supply US dollars to buy euros.  
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1)  Why must the x-axis be quantity of domestic currency/currency being asked?

2)  Why must the y-axis be foreign currency per domestic currency/currency being asked?

3)  When comparing exchange rates for two countries, why must one country’s supply shift and the others’ demand shift?

