Lesson7 : Exchange Rates

Exchange rates play a crucial role in international trade, investments, and global
financial transactions. In this lesson, we will explore what exchange rates are, how
they are determined, and their impact on the global economy.

1. Definition: An exchange rate is the value of one currency in terms of another.
For example, the exchange rate between the US dollar (USD) and the Euro
(EUR) is the value of one US dollar in terms of Euros.

2. Determinants: The exchange rate between two currencies is determined by
supply and demand in the foreign exchange market. Factors that affect the
supply and demand for a currency include:

a. Interest rates: Higher interest rates tend to attract foreign investment, which
increases demand for the currency and raises its value.

b. Inflation: High inflation erodes the value of a currency, reducing its purchasing
power, and making it less attractive to foreign investors.

c. Political stability: Political instability can reduce demand for a currency, as
investors prefer stable and predictable investment environments.

d. Economic growth: Strong economic growth tends to increase demand for a
currency, as investors seek to invest in countries with higher growth potential.

3. Types of Exchange Rates: There are several types of exchange rates,
including:

a. Spot exchange rate: The spot exchange rate is the current exchange rate at which
two currencies can be exchanged.

b. Forward exchange rate: The forward exchange rate is the exchange rate agreed
upon today for a transaction that will take place at a future date.

c. Nominal exchange rate: The nominal exchange rate is the rate at which two
currencies can be exchanged at the current market exchange rate.

d. Real exchange rate: The real exchange rate adjusts the nominal exchange rate for
inflation, providing a more accurate measure of the purchasing power of a currency.

4. Impact: Exchange rates have a significant impact on international trade,
investments, and global financial transactions. A strong currency makes
exports more expensive, reducing demand for domestically produced goods,
and increasing demand for imports. On the other hand, a weak currency makes
exports cheaper and more competitive, increasing demand for domestically
produced goods and reducing demand for imports. Exchange rates also impact
the value of foreign investments, as changes in exchange rates can
significantly affect returns on investments.



