58. Exchange rates and market attractiveness

1. Missing words

An exchange rate is simply the _______________ or value at which one currency is expressed in terms of another.  The exchange rates of major world currencies such as the US dollar, the pound sterling and the euro, are determined by the forces of demand and _______________ in the foreign currency markets.  For example, an ______________ in demand for sterling will lead to an ____________________________ in the exchange rate, i.e, worth more in terms of other currencies.  This, in turn, is likely to make exports of UK goods and services more expensive to foreign customers but make imports cheaper within the domestic market.  On the other hand, a ______________ in demand for sterling is likely to lead to a ______________________ of the currency, making imports more expensive, but UK exports cheaper in foreign markets.  Therefore, a rise in the value of sterling makes the UK market more attractive to foreign firms, whereas a fall in the value of sterling makes UK firms find overseas markets more attractive. Hint: words from – appreciation, decrease, depreciation, increase, price, supply

2. Exchange rates – a numerical example:


At the end of 2015, when the exchange rate was £1 = $1.50, a UK discount clothing chain was selling shirts in its US stores for $15 each.  What if a future depreciation of sterling pushes the exchange rate down to £1 = $1.20.

2.1 By how much can the UK retailer reduce the dollar price of its shirts without reducing the sterling revenue received per item sold?

______________________________________________________________________________________

______________________________________________________________________________________

2.2 Identify two factors, other than price, that might influence demand from US customers for the UK retailer’s shirts:

______________________________________________________________________________________

______________________________________________________________________________________

3. True or false: justify your answer for a bonus mark

3.1 A rise in UK interest rates is likely to cause the value of sterling to depreciate:

True / False

Reason: ________________________________________________________________________________

______________________________________________________________________________________

3.2 A depreciation in the value of sterling against the US dollar will make the United States a more attractive market because it will allow UK exporters to charge higher dollar prices:



True / False

Reason: ________________________________________________________________________________

______________________________________________________________________________________

4. Data response. Read the passage below and answer the questions that follow:
Strong pound makes shoppers head for France
At the start of 2014 £1 was equal to €1.20. From then on the pound appreciated against the Euro, reaching €1.44 in July 2015. At that exchange rate, France became an attractive destination for South-Eastern shoppers. The £ could buy more croissants, cheese and wine than for many years, so shoppers seized their chance. For ordinary British tourists, summer 2015 was a beautiful time when their money lasted longer and bought more. 
4.1 Briefly explain why an appreciation of the pound sterling leads more Brits to want to go shopping in France:
______________________________________________________________________________________
_______________________________________________________________________________________________

4.2 Identify two other factors that might influence demand from British consumers for goods and services sold in France.
______________________________________________________________________________________
______________________________________________________________________________________

58. ANSWERS – Exchange rates and market attractiveness

price … supply … increase ….  appreciation … decrease … depreciation

2.1 The dollar price can fall from $15 to $12 , yet still generate £10 per shirt in UK income
2.2 Other influences include – the price of competing goods, the influence of quality on consumers’ purchasing decisions, the effects of any promotion carried out, the degree of customer loyalty to US produced goods

3.1 FALSE – an increase in UK interest rates is likely to increase the demand for sterling from those wishing to place funds in UK banks, causing sterling to appreciate

3.2 FALSE – a depreciation of sterling should make US markets more attractive by giving UK exporters greater scope to charge lower dollar prices

4.1 Shoppers from Britain can buy more goods in France because the value of the pound has appreciated against the Euro – this makes the £ go further (more French croissants per £1)
4.2 Costs of transport to and from France, particularly for those not living close to the border; differences in expenditure taxes, such as VAT between the two countries.
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