
4 Exchange Rate Determination

Chapter Objectives

▪ Ex in how exchange rate movements are measured.

▪ Ex in how the equilibrium exchange rate is determined.

▪ Examine factors that determ he equilibrium exchange 

rate.

▪ Ex in the movement ros change rates.

▪ Ex in how financial institutions attempt to capitalize 

on anticipated exchange rate movements.
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Measuring Exchange Rate Movements

Depreciation: decline in a currency’s value

Appreciation: rease in a currency’s value

Comparing foreign currency spot rates over two points in time, 

S and St-1

A positive percent change indicates that the currency has 

appreciated.  A negative percent change indicates that it has 

depreciated. (Exhibit 4.1)
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Measuring Exchange Rate Movements

Example 1: Today’s Euro is $1.45. Yesterday the Euro was traded 

at $1.43. What is the percentage change in the value of Euro?

Therefore,

the percent Δ in Euro value =
1.45− 1.43

= 0.01399=1.4%
1.43
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Exhibit 4.1 How Exchange Rate Movements and Volatility 

Are Measured
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Exchange Rate Equilibrium

The exchange rate represents the price of a currency, or the

rate at which one currency can be exchanged for another.

Demand for a currency reases when the value of the 
currency decreases, leading to a downward slo demand 
schedule. (See Exhibit 4.2)

Supply of a currency for sale reases when the value of 
the currency reases, leading to an upward slo supply 
schedule. (See Exhibit 4.3)

Equilibrium equates the ty of pounds demanded with 
the supply of pounds for sale. (See Exhibit 4.4)
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Exhibit 4.2 Demand Schedule for British Pounds
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Exhibit 4.3 Supply Schedule of British Pounds for 

Sale
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Exhibit 4.4 Equilibrium Exchange Rate Determination
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