EXCHANGE RATES
An exchange rate is the price of one country’s currency in relation to another.  So, for example, an exchange rate of:

£1 = $2

Means that a £1 coin will buy you 2 dollar bills.  Alternatively, $1 will buy you 50p.
Why do we need foreign exchange?

When firms IMPORT goods and services they must pay for them in the currency of the country they bought them from.  For example, a British firm importing Japanese cars must buy Yen (¥) in order to pay for them.

When firms EXPORT goods and services to foreign countries then they will expect their own currency in return for this.  For example, foreign tourists in the USA must pay in Dollars – their local currency (Euros, Dinars, Forints etc) is not legal tender in America.

What affects the exchange rate?

The exchange rate of one currency against another is its price.  Just like any other commodity (i.e. cheese), the price is affected by the laws of supply and demand.  It is possible to draw graphs to show the affect of influences on the exchange rate.

Draw a suppy and demand curve in the spaces provided to illustrate these changes.  

1)
Changes in the balance of payments on current account

If the UK imports a greater amount of goods and services than it exports it is said to have a current account deficit.  As a result MORE POUNDS MUST BE SUPPLIED to pay for the imports.  LESS POUNDS WILL BE DEMANDED by overseas firms as they are buying less exports.  

The value of the pound has: __________________________________________

If, however, the UK exports a greater amount of goods and services than it imports it is said to have a current account surplus.  As a result LESS POUNDS MUST BE SUPPLIED to pay for the reduced amount of imports.  MORE POUNDS WILL BE DEMANDED by overseas firms as they are buying more exports.  

The value of the pound has: __________________________________________

2)
Inflation

If the UK’s inflation rate is higher than other countries then the price of UK goods will be rising faster than foreign prices.  This makes UK goods seem poor value and they become uncompetitive.  Demand for UK exports, and therefore pounds, will fall.  At the same time imports become better value for money and more will be demanded.  This means more pounds will be supplied to pay for them.  
The value of the pound has: __________________________________________

3)
Changes in interest rates

When UK interest rates are high, foreign investors will be keen to save or invest money in UK banks.  The demand for pounds shifts outwards, increasing the value of the pound.

4)
The price of oil

Since the discovery of north sea oil, Britain has become a major exporter of oil on the world markets.  When the price of oil changes, this can have a dramatic effect on the demand for sterling (£’s).

A fall in the price of oil will mean that foreign firms will not have to pay so much for UK oil.

The value of the pound has: __________________________________________

An increase in the price of oil will mean that foreign firms will have to pay much more for UK oil.

The value of the pound has: __________________________________________

5)
Currency speculation

A foreign currency speculator is a person or firm, for example a bank, who tries to make money by buying and selling foreign currencies.   This can be done on a small or large scale.  However, to make any serious profit you need to have large sums of cash to play with.
