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CONCEPT: INTRODUCTION TO EXCHANGE RATES 

 

● One dollar ≠ One Euro ≠ One Yen ≠ One Rupee … 

□ Exchange Rates determine how much of a ___________ currency you can get for your domestic currency 

 > Exchange rates are _________ between the values of two currencies 

□ A ratio is always going to divide one number by another number 

 - It is important to be able to calculate the ratio, but also important to be able to analyze the results 

 - The general rule for ratio interpretation: 

 

𝑅𝑎𝑡𝑖𝑜 =
𝐴

𝐵
 

 
Interpreting a ratio: The calculation will result in a decimal (i.e. 1.54):  

This means that for each one unit of “B” there are 1.54 units of “A” 
 

 

𝐸𝑥𝑐ℎ𝑎𝑛𝑔𝑒 𝑅𝑎𝑡𝑒 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑐𝑦1

𝐶𝑢𝑟𝑟𝑒𝑛𝑐𝑦2
 

 

 

There are two ways to express the same exchange rate. For example if 1 USD is worth 0.93 Euro: 
 
 
 
 
 

 

EXAMPLE: Clutchtopia’s currency conversion is currently 1.7 ClutchCoin (CC) for 1 US Dollar (USD). If a US citizen was 

planning to visit Clutchtopia, how many dollars would they need to exchange to receive 100 CC? 

 

 

 

 

 

PRACTICE: Clutchtopia currently exchanges 0.8 ClutchCoin (CC) for 1 US dollar (USD). If a ClutchBurger costs 3.50 CC, 

what is the USD equivalent price for a ClutchBurger? 
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CONCEPT: NOMINAL AND REAL EXCHANGE RATES 

 

● The nominal exchange rate is the rate at which one currency trades for another currency 

□ Example: A bank trades 108 Japanese Yen for 1 USD  The bank will give you 108 yen for one dollar 

□ Currency Appreciation – when your currency can buy ___________ of the foreign currency 

 > Example: The bank now offers ______ Japanese Yen for 1 USD 

□ Currency Depreciation – when your currency can buy ___________ of the foreign currency 

 > Example: The bank now offers ______ Japanese Yen for 1 USD 

□ Note: When one currency appreciates, the other currency depreciates! Always! 

 > If the USD can buy more Yen, then the Yen can buy fewer dollars 

● The real exchange rate is the price of domestic goods in terms of foreign goods 

□ Real exchange rates focus on the purchasing power of the currency 

 

EXAMPLE: A sandwich costs $3.00 in the USA and costs 1.50 British Pounds. If the exchange rate is 0.5 British Pounds 

per USD, what is the real exchange rate? 

 

 

EXAMPLE: A sandwich costs $3.00 in the USA and costs 1.50 British Pounds. If the exchange rate is 0.6 British Pounds 

per USD, what is the real exchange rate? 

 

 

 

𝑅𝑒𝑎𝑙 𝐸𝑥𝑐ℎ𝑎𝑛𝑔𝑒 𝑅𝑎𝑡𝑒 = 𝑁𝑜𝑚𝑖𝑛𝑎𝑙 𝐸𝑥𝑐ℎ𝑎𝑛𝑔𝑒 𝑅𝑎𝑡𝑒 𝑖𝑛 𝑈𝑆𝐷 ∗
𝑈𝑆𝐷 𝑃𝑟𝑖𝑐𝑒 𝐿𝑒𝑣𝑒𝑙

𝐹𝑜𝑟𝑒𝑖𝑔𝑛 𝑃𝑟𝑖𝑐𝑒 𝐿𝑒𝑣𝑒𝑙
 

 

 
PRACTICE: The exchange rate between the USD and GBP is currently $1.61 = 1 GBP. If the price level in the US is 108 

and the price level in the United Kingdom is 114, what is the real exchange rate? 
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CONCEPT: EXCHANGE RATES AND EQUILIBRIUM 

 

● The exchange rate for a currency will depend on the supply and demand of that currency  

□ Quantity of USD demanded  “_______” 

  > A high value USD will lead to: 

   - Less exports 

   - Less foreign demand for US Investments 

  > A low value USD will lead to: 

   - More exports 

   - More foreign demand for US Investments 

□ Quantity of USD supplied 

 > A high value USD will lead to: 

  - More imports 

  - More US demand for foreign investments 

 > A low value USD will lead to: 

  - Less imports 

  - Less US demand for foreign investments 

 

Equilibrium in the Exchange Rate Market 
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CONCEPT: EXCHANGE RATES AND SUPPLY OR DEMAND SHIFTS 

 

● The exchange rate for a currency will depend on the supply and demand of that currency  

□ Shifts in Quantity of USD demanded  

 > Change in foreign country’s income 

  - More foreign income _______ demand for USD 

 > Change in US Interest Rates 

  - Higher US Interest Rates _______ demand for USD 

 > Change in speculative outlook 

  - Speculation – trading currency based on expectations of rate changes 

- Expected appreciation of USD _______ demand for USD 

 

Shifts in Demand 
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□ Shifts in Quantity of USD supplied  

 > Change in US income 

  - More US income _______ demand for imports  ______ supply of USD 

 > Change in Foreign Interest Rates 

  - Higher Foreign Interest Rates _______ supply of USD 

 > Change in speculative outlook 

- Expected depreciation of USD _______ supply of USD 

 

Shifts in Supply 
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CONCEPT: EXCHANGE RATES AND NET EXPORTS 

 

● The nominal exchange rate is the rate at which one currency trades for another currency 

□ Example: A bank trades 108 Japanese Yen for 1 USD  The bank will give you 108 yen for one dollar 

□ Currency Appreciation – when your currency can buy ___________ of the foreign currency 

 > Example: The bank now offers ______ Japanese Yen for 1 USD 

 

When the USD appreciates relative to a foreign currency (i.e. Yen), then: 
 

1. A USD can afford _________ Japanese goods Imports ____________ 

2. A Japanese Yen can afford _________ US goods  Exports ____________ 
 
USD appreciates  Net exports ___________ 
 

 

□ Currency Depreciation – when your currency can buy ___________ of the foreign currency 

 > Example: The bank now offers ______ Japanese Yen for 1 USD 

 

When the USD depreciates relative to a foreign currency (i.e. Yen), then: 
 

1. A USD can afford _________ Japanese goods Imports ____________ 

2. A Japanese Yen can afford _________ US goods  Exports ____________ 
 
USD depreciates  Net exports ___________ 
 

 

□ Note: When one currency appreciates, the other currency depreciates! Always! 

 > If the USD can buy more Yen, then the Yen can buy fewer dollars 
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CONCEPT: FIXED AND FLOATING EXCHANGE RATES 

 

● Exchange Rates determine how much of a ___________ currency you can get for your domestic currency 

□ Floating Exchange Rate – a country that allows its exchange rate to be determined by supply and demand 

 > A floating exchange rate is also called a ____________ exchange rate 

 

 

 

□ Fixed Exchange Rate – agreements between countries to hold exchange rates constant 

 > The gold standard was a fixed exchange rate system 

  - Exchange rates were determined by the relative amount of gold in each country 

  - The gold standard was abandoned by most countries in the 1930s 

 > Pegging – when a country fixes the exchange rate between its currency and another (typically the USD) 

  - China pegged its currency to the USD for a long time, trading consistently at 8.28 yuan per USD 

  - In recent years, China has loosened its policy and more closely resembled a floating currency 

 

□ Managed Float – when government participates in keeping stability in its floating currency 

 > The forces of supply and demand are still at play 

 > The government intervenes on occasion by buying or selling its own currency (affecting S&D) 

 > Most countries use a managed float system 
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CONCEPT: PURCHASING POWER PARITY 

 

● Purchasing Power Parity (PPP) states that exchange rates move to equalize the purchasing power of currencies 

□ You should be able to buy the same amount of goods with “equal” amounts of money in any country 

 

1. The exchange rate is £1 = $1 and the price of a Coke is $1 in the USA and £1 in the United Kingdom. 
 

The dollar and the pound have __________ purchasing power 
 
2. The exchange rate is £1 = $1 and the price of a Coke is $1 in the USA and £2 in the United Kingdom. 
 

The dollar and the pound have __________ purchasing power 
 
 

 
 
 

The exchange rate would need to move to _______ = $1 to keep purchasing power parity. 

You could buy a Coke in the US for $1 or trade the $1 for _______ and then buy one Coke in the United Kingdom. 
 

Now, the dollar and the pound have __________ purchasing power again 
 

 
If the exchange rate does not adjust for the change in price levels, the opportunity for profit arises 

EXAMPLE: £1 = $1 and Coke prices are $1 and £2  
 
Buy 1 million Cokes for $1,000,000 in the USA Sell the 1 million Cokes for £2,000,000 in the United Kingdom  
 

Trade the £2,000,000 for dollars at £1 = $1 and end up with $2,000,000. 
 
 
Note: As many people attempted this profit scheme, they would bid up the price of the dollar until PPP is reached at £2 = $1 
 

 

● Purchasing power parity is not a complete explanation of changes in exchange rates because of real world issues: 

□ Not all products can be traded internationally 

 > Example: Doctors services cannot be bought in one country and sold in another country 

□ Consumer preferences 

 > Consumers in one country may be willing to pay a higher price for a certain product 

□ Barriers to trade 

 > Import Quota – a government-mandated maximum quantity allowed to be imported 

 > Tariff – tax imposed on imports 
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CONCEPT: THE GOLD STANDARD 

 

● The gold standard was a system of setting exchange rates based on the amount of _________ a country owned 

□ Gold coins and paper money were all “backed” by gold, meaning you could redeem your money for actual gold 

□ __________________ was the first to adopt the gold standard in 1816, but few countries followed 

 > As their share of international trade increased, more countries began adopting 

 > By 1913, most countries in Europe and the Western Hemisphere had adopted the gold standard 

 

EXAMPLE: Suppose that each US dollar is backed by 1/3 of an ounce of gold. Each British pound is backed by one ounce 

of gold. What is the exchange rate between US dollars and British pounds? 

 

 

● The gold standard was abandoned by many countries during the _________________________ 

□ A major drawback of the gold standard was a lack of control over the ____________________ 

 > By printing more money, the currency would lose value without more gold to back it up 

 > Finding more gold is not a simple task 

□ The longer a country took to abandon the gold standard, the harder the Depression affected them 

 > For that reason, no real attempt has been made to reinstate the gold standard  
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CONCEPT: THE BRETTON WOODS SYSTEM 

 

● The Bretton Woods system was an exchange rate system implemented after the abandoning of the Gold Standard 

□ This system was used from 1944 to 1973 

□ At the Bretton Woods international conference, the US pledged to buy or sell gold at a fixed rate of $35/ounce 

> Countries pledged to buy and sell their currencies at a fixed rate against the dollar 

 - This also fixed exchange rates between other countries as well 

> Unlike the gold standard, no country was willing to exchange its paper money for gold 

 - The US would only redeem dollars for gold if presented by a foreign central bank 

 - From the 1930s-1970s, it was actually illegal for American citizens to own gold, except jewelry 

> Foreign countries were committed to holding dollar reserves 

 - International Monetary Fund (IMF) provided loans to central banks short of reserves 

□ Since exchange rates were fixed, the forces of supply and demand were not at play 

 > The fixed exchange rate did not necessarily equal the equilibrium exchange rate 

 > This led to surpluses and shortages of currencies 

 > The IMF would note a persistent surplus or shortage and adjust the fixed exchange rate accordingly 

● The Bretton Woods system collapsed due to two main problems 

□ By 1963, the dollars held by foreign central banks exceeded the gold reserves of the United States 

 > Though central banks rarely redeemed the dollars for gold, this was the foundation of the system 

 > As the gap grew larger, central banks began to doubt the USA’s promise to redeem dollars for gold 

□ Some countries with undervalued currencies were unwilling to revalue their currencies 

 > An increase in their currency’s value would lead to higher prices for their exports 

 > Firms pressured their governments not to allow the exports to fall due to higher prices 

□ Eventually controlling the fixed exchange rates between the countries became too difficult 

 > In 1971, President Richard Nixon abandoned the USA’s commitment to redeem dollars for gold 

 > By 1973, the Bretton Woods system was abandoned and a “managed float system” emerged 
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