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Currency Exchange Rates

1. Introduction to Currency Exchange Rates

Currency exchange rates refer to the price of one nation’s currency in terms of
another. They play an essential role in the world economy and are one of the most
closely watched, analysed, and governmentally manipulated economic measures.
When exchange rates are high, a nation’s goods are dearer on foreign shelves;
alternatively, when exchange rates are low, the nation’s goods are cheaper abroad.
Thus, exchange rates affect trade balances, which can influence a country’s need
for foreign exchange reserves and affect the current account of the balance of
payments. Moreover, exchange rates can affect returns on investment and other
financial assets in different countries. They can influence the flow of economic or
natural resources internationally. Finance may flow into or out of a country in
response to changes in an exchange rate. This has implications for monetary and
potentially price stability. Given the impact of exchange rates on trade, investment,
and, more generally, international economic relations, it is essential to understand
the determinants of exchange rates. This paper provides an overview of the issues
involved in analysing exchange rates.

There are two systems of exchange rates: the ‘floating” system and the “fixed” or
‘pegged’ system. In a floating exchange rate system, the value of a currency is
determined by the market's action rather than by central bank intervention. In a
fixed exchange rate system, the value of a currency is maintained at a specific
monetary peg, often the value of a dominant or stable currency, such as gold or
the US dollar. This pegged rate may be adjusted to accommodate inflation
differences among countries. Fluctuations in supply and demand on financial and
foreign exchange market forces within a country’s capital account cause an
increase in the value of the appreciating or stronger currency and a decrease in the
value of the depreciating currency. The difficulty in exchange rate policy is
managing and stabilising the foreign exchange rate. Both macroeconomic and
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microeconomic factors influence currency values. This paper will discuss how and
why exchange rates are determined. The first part of this essay addresses
macroeconomic influences on exchange rates over the longer term in an open
economy. The second part deals with policy issues in exchange rate management.

2. Economic Factors

2.1. Interest Rates

Interest rates play a crucial role in shaping and influencing the intricate dynamics
of currency exchange rates across the globe. Generally speaking, higher interest
rates tend to attract substantial foreign investment, as they offer higher returns on
assets denominated in that particular currency. This noteworthy uptick in demand
for the currency can result in a significant appreciation of its value within the vast
and complex foreign exchange market. When foreign investors perceive the
promise of better returns, it increases their willingness and motivation to exchange
foreign currencies for the local currency, further boosting its strength and
enhancing its competitive position against other currencies. This interplay
between interest rates and currency valuation is a critical factor that affects not
only individual investments but also economic stability and growth on a broader
scale.

Conversely, lower interest rates can often have the unintended effect of
discouraging foreign investment, as they typically present lower returns on
invested capital, making it less attractive for foreign investors. This situation can
significantly depreciate the currency's value in the foreign exchange market. Such
a gradual decline in value can create a ripple effect that reverberates throughout
the economy, impacting various sectors and significantly influencing trade
balances.

The relationship between interest and currency exchange rates is often complex
and challenging to comprehend or predict. Many other factors that play a
considerable role in the overall financial system can significantly influence this
relationship. Among these factors are inflation rates, which can vary widely
between different countries, and various economic indicators that signal the health
of economies. Additionally, the political stability of the countries involved can
significantly affect investor confidence and subsequently impact currency values.
Prevailing market sentiment among investors and traders also plays a
fundamental role in shaping these dynamics. Understanding and analysing these
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interconnected factors is crucial for anyone navigating the often tumultuous
financial landscape and making informed investment decisions.

When discussing the calculation formula, it's essential to note that no
straightforward formula directly connects interest rates to currency exchange
rates. Instead, exchange rates are established through a complex interaction of
numerous factors within the foreign exchange market. This market operates with
various participants and influences that can shift rates significantly. However, it
becomes vital to consider the interest rate differentials between different countries
when analysing how interest rates might affect currency exchange rates.
Understanding these differentials can provide valuable insights into potential
movements in the currency market, as they can indicate where capital might flow
based on varying interest returns across borders.

3. Political Factors

Government Stability: Government stability is vital as it allows policy decisions to
facilitate trade and international flows to be made and maintained. Significant
changes in government matter as they are often accompanied by changes in
economic policies, a form of heightened political risk. Sudden regime changes are
also often accompanied by civil unrest, which may disrupt international trade
agreements, flows of capital, and direct investment. Political events are being
watched in a 24-hour stock market, which may overlap the time zone difference
and will be reflected quickly in the exchange rate. Political events, including
elections, votes on legislation, or approval ratings, can also add to the volatile
exchange rates. Political and international stresses can affect the exchange rate
market through a transmission system.

Government's Forced Devaluation of Exchangers: Economic pressures such as
high inflation rates and balance of trade pressures due to significant budget and
trade deficits will increase the supply of the currency, which in turn can lower the
value of exchange rates. It's overvaluing the currency since its intrinsic value is
less than its purchasing power parity. Governments may elect to initiate sudden
and large sell orders, followed by other governments and central banks. However,
there are obstacles to intervention success, mainly because government agents are
not traders, intervention is not coherent with different policies and costs, and a
lack of prepared knowledge on how to intervene, among others.

Factors Influencing Currency Exchange Rates




Politics and Economics: Governments intent on carrying on inflationary policies
can pay a price in the international markets as they are considered risky in terms
of investment. Here, we can notice the interaction between the political society and
the economics of the exchange rates. The perception of the economic health of a
country and its potential future developments form part of the experience and the
current political environment. Typically, right-wing governments are considered
to be better at managing economic issues, thus increasing the strength of their
exchange rates. Similarly, those economies at war will face a declining currency
price as other nations will use the opportunity to rebuild their economic and
military might and cash in their reserves. Unlike in smaller countries, markets
immediately strengthen when the UK. or the U.S. goes to war, as the most
significant amounts of money are forfeited. The main political event that can
influence is the presidential election in the U.S., which announced the start of the
personal pro-business policies of the new president.

3.1. Government Stability

There is a consensus among economic and financial practitioners that many of the
factors governing foreign exchange movements can be derived from
macroeconomic fundamentals. One such indicator is the stability of government.
The theory implies that a stable government might at least contribute something
to the valuation of the currency. Political turmoil can provoke a rapid variation in
the value of a currency. When politics become the problem of the day, investors
might be more intolerant of domestic weakness across various measures. It seems
likely that political unrest and political changes are likely to have their most
significant impact on the level of exchange rates. The reason for this is that most
of the time, qualitative factors are likely to be of greater significance in the short
run and less significant in the long run. Political instability will likely have a more
critical short-term effect on prices and output. For example, a change at the top
might lead to an immediate adverse reaction at home and abroad. Moving
forward, policymakers would want to use these kinds of investor reactions to the
possibility of a change of government to their advantage. They would seek to
signal that much of the existing macroeconomic stance is credible and in place for
the longer term. Therefore, investors should not be too radical in their response.
This brings us to the conclusion that politics can affect the level of exchange rates
but are unlikely to affect trends in the long run. This is because the killer variable
is inflation, and if a country is showered with high inflation, this will override any
political stability. Political decisions are essential and likely to affect the markets
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in the long run. However, investors need to be very sensitive when looking at
politics and try to isolate the fundamental policy from the basic economics. In
conclusion, it must be stated that having a stable party in government can
positively impact the country's valuation. Political stability is a necessary
condition for a thriving economy that is worthy of a robust currency.

4. Market Sentiment

Market sentiment refers to the prevailing emotional tone of market participants.
Market sentiment is often described as bullish or bearish and can be further
categorised as cynical or hopeful. The main risk in trading with bullish or bearish
market sentiment is that it is based upon a very human dynamic response to
market information. As such, market sentiment can be extraordinarily short-lived
and very volatile. Upbeat news can quickly change market participants'
perceptions and dramatically affect exchange rates. In recent years, the volume
and speed of market-relevant news released to the public through reports, news
agencies, and social media have increased dramatically.

The foreign exchange market is an information market where traders favour
trading a country's currency when they feel a favourable economic situation.
When they think of the deteriorating economy, it will disfavour trading the same
currency. Thus, traders are constantly evaluating the different pieces of global data
regarding their possible effect on the future directions of foreign currencies.
Having a gauge of economic equilibrium, investors can judge whether a currency's
current value is implausibly high or low, which is supposed to adjust itself
eventually. In traditional financial theory, it is accepted that market leadership
believes that the price of an asset will soon change to its correct fundamental value.
However, in the foreign exchange market, the value of a country's currency pair
can remain mispriced for a long time due to speculation driven by investor
sentiment. The blooming subfields of behavioural finance and economics have
highlighted that investors' perceptions significantly influence asset price
fluctuations, irrespective of the asset's intrinsic quality, and are often the reason
behind intrinsic mispricing observed in the financial markets.

4.1. Speculation

Speculation drives forex (FX) markets and accounts for the short-term price
behaviour of currencies. Unlike fundamental traders, speculators generally do not
have an interest in the intrinsic value of a foreign currency, only its price action
and volatility. They trade based on where they expect the FX rate to move next. By
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doing so and anticipating the actions of other traders willing to pay a "premium"
for instant gratification, speculators create price "spikes" of lower volume and
volatility. They compete with one another to try and "out-think" the market into
an algorithm of ideal positioning. Those who "win" can get handsome revenue in
a short period. The FX market is particularly painful for shortsighted (and
uninformed) speculators.

The extreme elasticity of supply responses and demand characterises the market
for foreign exchanges. In other words, multinational companies trade based on
fundamentals, but primarily technical FX traders, who are short-term traders, buy
and sell based on economic data releases, news, and widely followed reports
released by governments, such as inflation data, jobs reports, commodity price
fluctuations, and international cross-border stock and bond transactions. This
market lacks "sophisticated" players who invest in worthiness for the long term.
Moreover, fear, uncertainty, or doubt when a country leaves a government power
vacuum or when political disagreements overshadow a country's interests
increases the danger of aggressive currency devaluation or severe economic
collapse. Such episodes can trigger significant upward demand for foreign
currencies against a backdrop of market power bids from the pullbacks. In such
circumstances, the currency or other foreign currency will surge. For other FXs,
this can be seen as heavy speculation as the central scenario unfolds. Speculation
has an impact on supply and demand at the same time. Those theories often
regulate "spiral" speculation.

5. Trade Balances

A country’s trade surplus or deficit can affect a country’s currency value.
Historically, a trade surplus can create an appreciating effect on a nation’s
currency since there is better demand for the nation’s goods, and a currency is
required to conduct trade. On the other hand, a trade deficit can lead to
depreciation since there is, in effect, more of that currency in circulation relative to
the demand. A trade deficit will have to be financed either through foreign direct
investment or through borrowing, and the latter will create interest rate concerns,
which can also put pressure on a currency. Conversely, a vital trade balance can
attract foreign direct investment, creating demand for foreign currency and
potential appreciation.

Trade is the critical component of a country’s GDP. So if a country has a trade
deficit, while theoretically good for growth, then if the trade deficit is not
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temporary and is financing growth, it likely creates long-term implications such
as borrowing and consumption that can weaken a currency. The trade deficit
signals that a more significant percentage of income is consumed rather than used
to invest. Finally, a country’s trade balance aligns with macroeconomic
performance grounds in the economic principle that valuation ultimately adjusts
to performance. Lastly, a nation’s changes in its trade policies can affect currency
exchange rates. Decisions like embargoes can increase demand for imports and
decrease exports. This narrows the currency supply and makes the currency more
expensive.

6. Inflation Rates

Inflation, in essence, is the increase in commodity prices within an economy,
which eventually impacts the value of goods, services, and wages. Inflation erodes
the purchasing power of a country’s money as consumers demand to pay more for
goods and services. Hence, high inflation can lead to an increase in the trading
price of a foreign currency, which is equivalent to an exchange rate change. The
increase in the exchange rate eventually leads to depreciation in the value of
money. Over some time, because exchange rate changes will be dependent purely
on inflationary conditions, we can predict the level of a spot exchange rate. If there
is no increase in inflation inside the domestic country, then, in the end, the spot
exchange rate is equal to the initial spot exchange rate calculated. Hence, exchange
rates are greatly influenced by the inflation rates of the trading countries.

Nations controlling inflation receive inflows of foreign investment because of
higher interest rates. High inflation can have a depreciating effect on the exchange
rate. That is, a rise in a nation’s inflation rate relative to the inflation rates of its
trading partners will always reduce the price competitiveness of its goods and
services to its trading partners and thus depreciate its currency. As a result,
investors may withdraw from the currency and investments concerning these
countries, and we can expect a rise. Many central banks consider inflation their
principal threat, so they utilise the policy rates to combat inflation and increase the
attractiveness of domestic economies to foreign investment. Policymakers set
monetary policy based on their inflation considerations. Competitive positioning,
changes in forecasting, and economic indicators are essential but indirectly
consequential. This basic fact often escapes the attention of many decision-makers.
A business can identify attractive capital investment opportunities and decide on
a long-term relocation location. Still, if the currency value exhibits significant
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volatility, it’s not worth investing internationally. The average reader might think
they may profit from a high interest rate overseas. However, a savvy investor
understands that high interest rates typically convert to high inflation, an actual
money loss.

7. Foreign Direct Investment

Foreign direct investment (FDI) represents the capital flows between countries on
a long-term basis. Investors interested in FDI are typically attracted by the
country’s business climate and prospects for further growth and evolution. On the
one hand, increased FDI may indicate that investor confidence in the economy is
rising, which would lead to an appreciation of the local currency. On the other
hand, however, governmental policies designed to create conditions for increasing
FDI flows may impact the exchange rate in the short term.

The relationship between an FDI policy and the exchange rate is temporary. As a
rule, foreign investors bringing foreign capital to the country to establish a new
company or extend an existing one will use local currency to pay wages and buy
goods. This means that the increased FDI that comes into the country will result
in a situation in which there is a greater need for local currency, so those who have
to purchase it from the market are likely to accept a higher exchange rate. A strong,
rapidly growing economy, a stable political scene, and advantageous interest rates
attract FDI. General economic deterioration, political instability, economic policy,
and payment deficits may check FDI flows. It is generally recognised that FDI
offers a stable source of funds for financing a country’s economic development. It
considerably expands production, export, and foreign currency earnings.
Consequently, the impact on exchange rates is generally considered positive in the
long run. A strong relationship exists between macroeconomic aggregates such as
aggregate demand and FDI. An essential portion of the FDI flow depends on
macroeconomic momentum factors. Because FDI flows positively impact a
country’s working capital, as they enhance employment and consumption, FDI
flows correlate with a country’s trade balance. The unemployment rate may very
well influence investment decisions by foreigners. Compared to countries with
high unemployment rates, countries with low unemployment rates would attract
FDI.

8. Government Debt
Government Debt. The level of a government's debt can influence exchange rates,
as it significantly impacts the overall health of the economy. A high and rising debt
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level can pressure the government to seek higher inflation. Where there is
substantial public debt, some governments may be tempted to inflate their way
out of it, which leads to a fall in the value of a currency and a reduction in the
purchasing power of the holders. It, therefore, erodes any possible returns on
investment in that area. In turn, the currency's value will decrease until it reaches
an all-time low while the cost of imports will go up and the cost of exports will go
down. This might worsen a country's economic situation.

High levels of government debt and the prospect of inflation will likely weaken
investor confidence in that country. Because of this, they will demand a risk
premium and, therefore, pay a higher interest rate. This would, thus, increase the
cost of servicing that debt. Countries have been known to raise interest rates to
attract investors, which, in turn, will attract more currency. Finally, suppose
governments are perceived to be pursuing a high-risk public debt and inflation
strategy. In that case, this may have significant long-term implications for a
country and future generations. Debt and interest can be reduced through debt
management, creating a sovereign wealth fund to bolster future liabilities. This
shows a strategy that is sustainable and looks to the long-term future. If business
people know that the value of money could significantly decrease due to
government policies, they are less likely to invest in that country. A weaker
currency increases the cost of imported goods. Suppose markets feel a particular
country is experiencing fiscal difficulties. In that case, individuals will cost
countries very heavily as many financiers will try to pull their money out of the
country, thus depreciating that country's currency. Geopolitical events, such as a
weakened military, can amplify the impact of spending switches, as it becomes
more likely that the country would be unwilling to pay off or be implicitly behind
financially in some aspect. An import-export balance, the government's status in
an economic cycle, and a country's inflation can also affect the impact of a
country's debt on the currency.

9. Natural Disasters and Geopolitical Events

Natural Disasters Unpredictable natural disasters can affect currency exchange
rates when they erode confidence in a country’s economy. Investors can lose
confidence when related environmental hazards slow down or stop a country’s
ability to produce or ship goods and cash, increasing a country’s risk rating and
decreasing demand for its currency. Geopolitical Events Another possible external
shock that can lead to changes in a currency exchange rate is a geopolitical event
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such as a war or a revolution. Geopolitical events in a country can lead to foreign
investors pulling their money out of that country, leading to its currency
depreciating. Examples of recent geopolitical events that have affected currency
exchange rates are the civil war in Libya, which suspended the country’s oil
production and decreased the willingness of foreign oil companies to invest there,
and the protests in Egypt, which have increased the cost of government there by
about 15 per cent per year since. The return strategies resulting from these
geopolitical events can then influence the likelihood of the devalued currency
getting stronger again. Natural disasters are unpredictable and can significantly
impact financial markets, with currency exchange markets no exception. In the
aftermath of a disaster, investors may sell out of the assets of a country suffering
the aftermath for fear it may be stuck in an economic malaise. It is essential to
consider the risk of these events when managing currency because they can
quickly overtake market influences unrelated to the disaster.

10. Conclusion and Future Trends

The reasons behind currency exchange rate fluctuations also tie into each other, as
economic, political, and market developments impact each other. As long as world
economies, ideologies, and technologies continue to evolve, such fluctuations in
exchange rates will persist. In the coming years, the possibility of a global
economic slowdown and, consequently, reduced foreign investments has led to a
general decrease in expected exchange rates and foreign direct investments for the
near future. Politically, it is difficult to determine the future of developing
countries, especially from financial and economic forecast data. Technologically,
currencies will continue modernising and integrating themselves with technology
and other currencies. As the effects of those factors develop, the relationship
between them and others can be analysed. Each time the global system is analysed,
it is possible to see more significant development. In the future, the following must
be taken into consideration as factors affecting currency exchange rates: military
alliances, military modernisation, interest rates, taxation, law, resource
management, price tracking, scarcity, commodities, virtual and real estate,
information, bundles, shares, derivatives, futures, options, mergers and
acquisitions, circulating supply increases, politics, pharmaceuticals, health, food,
beverage, technology, education and science, employment and wages, production,
shareholders, hedges, retirements, investment, retirement plans, pensions, savings
accounts, cash flow, food and water, systems and machinery, and the
implementation of robot workers. With the exchange rate fluctuations, transaction
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patterns in the currency market require an adaptable investment and trading
protocol. Such a requirement can be established by examining the influential
determinants in an orderly.
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