
Exchange Rates

Exchange rates are the price of one currency in terms of another. In a floating Exchange Rate system, prices are simply determined by market demand and supply. The exchange rate is set at the market 
equilibrium where demand equals supply.  

Demand for Pound Sterling (£)
People want to buy £ in order to buy goods and services from the UK (exports) or if they want 
to save money/invest in assets in the UK (capital inflow). As the price of £s increases, it becomes 
increasingly expensive for foreigners to buy £s with foreign exchange. Therefore, demand for £s 
decreases. The demand curve is downwards sloping.

Currency 
appreciation
An increase in demand, 
or a decrease in supply, 
will create upwards 
pressure on the value 
of the £. E1 moves up to 
E2. Thus, £1 can now buy 
more US Dollars ($).  

Demand for £s will increase whenever there is any factor increasing the number of exports (X) or 
the amount of capital inflow (CI) into the UK. For example: an increase in UK interest in rates, an 
increase in business confidence, increased speculation, an increase in exports.

Supply of Pound Sterling (£)
This is NOT the money supply. This is the willingness to sell £s on foreign currency markets.  
As the price of £s increases, it becomes cheaper to buy more goods and services from abroad 
(imports) or to purchase assets abroad (capital outflow). Therefore, people’s wish to sell more £s 
to buy another currency. The supply curve is upwards sloping.  

Currency 
depreciation
An increase in supply, or 
a decrease in demand, 
will create downwards 
pressure on the value of 
the £. E1 moves down to 
E2. Thus, £1 can now buy 
less US Dollars ($).  

Supply for £s will increase whenever there is any factor increasing the number of imports (M) or 
the amount of capital outflow (CI) into the UK. For example: a decrease in UK interest in rates, 
inflation, a decrease in business confidence, an increase in imports.

Macroeconomic impact of a currency appreciation
A stronger £ means that foreign goods are now relatively cheaper for UK consumers, so exports will rise and imports will fall. 
Aggregate demand (AD) shifts left. Real GDP falls and (cyclical) unemployment increases. Short run aggregate supply (SRAS) shifts 
right because costs of production (imported raw materials and capital goods) has fallen. The price level falls.

Possible evaluation: depends on price elasticity of demand for exports and imports, % change in the exchange rate, % of AD that the 
trade balance makes up, other economic factors affecting AD.


