ne exchange rate of a currency

’ mRATE is the price of one currency agairllst
sother. For instance, the exchange rate of the pound mlgh't be
~ =058 or £1 = USS1.60. At these exchange rates, a business
wanting to buy €1 million through its bank would have to pay
580,000 (€1 million x 0.58) plus a commission.

Currencies can change in value. If the exchange rate changed

1€ =£0.60, the business would now have to pay £600,000

€million x 0.60) plus commission.

* Arise in the value of the pound against other currencies
means that the pound will buy more foreign currency. For
example, if the value of the pound changed from
1= €1.60to £1 = €1.75, this would a rise in the value
of the pound. Each pound is now worth €0.15 more than

- before. A rise in the pound is sometimes called an

| APPRECIATION of the currency.

' * ADEPRECIATION or fall in the value of the pound

would mean that the pound would buy less foreign
currency than before, A change from £1 = $1.50 to

£1'=$1.30 would be an example. The pound buys $0.20
less than before,

Sometimes,
Means that it ¢
fecent historic
iVerage valye
U=€140,
1=€160,
ther hand, j
avel. So, for
I= €1,

the value of a currency is said to be high. This

an buy more foreign currency compared to the

al average. For example, the recent historical

of the pound against the euro might be

fthe actual value of the pound today were

he value of the pound would be high. On the
twould be low if it were well below the £1 = €1.40
eXample, it would be low if the exchange rate were

Nanges i exchange rates

’l‘:h""ge fates are affected by the demand for and supply of
)]renqes_ Buyers of one currency demand another currency.
eI of one currency supply another currency.

fMang fo,

eurrency Demand for a currency like the pound,
" SXample,

comes from three main sources.

Exports, A US business buying goods priced in pounds
.°M a UK business would need to buy pounds to pay the
'MVoice, The Ug business would be buying an export from
the UK So buyers of UK EXPORTS, goods or services sold

2 abro.ad, would demand pounds.

IPital transactions. Foreign individuals, businesses or other
OTganisations might want to buy UK owned assets. For
Mstance, 3 French company might decide to buy a UK
“Ompany. It would need to buy pounds to buy out the UK
c“mpany‘s shareholders. Or a German citizen might want to
YUy shares on the London stock exchange in Barclays Bank.

Betteny is a UK paint manufacturer. It produces paint for domestic and
industrial use worldwide The fall in the value of the pound in the early ’
part of this year both against the US dollar and the euro was welcome

news to the company. With the pound so high in the previous two

years, the company had struggled along with many UK exporters to

remain profitable.

The directors of the company had met to discu
strategy in the light of the fall. On the whole, they
wanted to restore profit margins on export contra
maintain their prices in pounds sterling. However.
of the pound meant that they could afford to offer slightly better Prices
10 overseas customers if it meant that they would win 5 contract. In the
UK market, Betteny would be better able to comp,

| ete against importerg
which had eaten into their market share in recent years

(a) Explain three ways in which the fall in the v,
this year could lead to higher profits for Be

SS their pricing

decided that they

cts by trying to I
the fall in the value |

alue of th

e
tteny. Bfund

She would need to exchange euros for pounds to e this.

e Speculation. The largest source of demand f(?r pound
day-to-day basis is foreign currency speculation, Deal
foreign currency buy and sell pounds. They hope tq
a higher price than they buy, to make a profit.

S on a
€rs in
ell ag

Supply of a currency The supply of a currency also comes froyy, !
i rces.
thffe F:”o]:;ulf a UK company bought components from 4
Unl:ted States manufacturer, it wou.ld nged go ll))ug us |
dollars and sell pounds to pay the 1(;\vmce. 0
¢ ly of pounds.
MPORTS create a supply of P b 5
. ICapital transactions. 1f UK citizens, businesses or

ion assets, such as shares,
organisations want to buy foreign .




vhich manufactures household |
e0rge Rugol, is an outspoken ‘
1 the European Monetary Union. Over
ey n large fluctuations in the value of the pound

ARy

10ainst european currencies and against the US dollar. Within a
matter of the pound can go up or down against key trading
currer by 5 per cent or more. This is highly disruptive to his |
business since his company exports mainly to Europe but also to i
the USA i
George Rugol is very careful to ensure that all export contracts i
are hedged - that is, the company buys or sells foreign currency f
in advance so that it knows how much it will receive in pounds on %
any given order. But this takes both time and money to arrange !
with its bankers. The company wouldn't have to do this for sales [r
in Europe if the UK used the same currency, the euro, as its main :
trading partners !
Equally, the business imports raw materials. The exact price to k
be paid is uncertain because of day-to-day exchange rate (a) Rugol and Flynn's signs a contract to export goods to L.
fluctuations. Again, the company hedges all contracts but this adds France in one month'’s time for 50,000 euros. A week i
to the costs of the contract. later, the value of the pound rises by 5 per cent against {
George Rugol wants it to be as risk free to sell his products to ,tgseeg::'aix: Iraelgu\ftl;]ether e oA T i
Germany or France as it is to London or Scotland. This means that (b) Explain whether the UK joining the euro would help ti
Britain must adopt the euro Rugol and Flynn’s with its exports to the USA. y
|

upon how much is demanded and how much is supplied.

fore, tend to be volatile. Figure |
nce 1980

factories or companies, they will need to sell pounds for
Foreign exchange rates, there

foreign currency.
shows how the pound has changed against the USS st

e Speculation. Foreign currency speculators dominate day-
to-day transactions. They buy and sell, hoping to make a

Exports and exchange rate changes

profit.
; changes mi s minute depending : : : e
The rate of exchange changes minute by minute depending Businesses can be directly or indirectly affected by changes io
v h d inst the doll the exchange rate. Those most affected are likely to be
Figure 1: The value of the pound against the do'lar EXPORTING (selling goods and services to foreigh

governments, businesses and individuals) or IMPORTING

gggiamst the ety (buying goods and services from abroad).
Take a UK company that EXPORTS marmal
price of a pot of marmalade is 50p. If the \.1]uL“
£1 = €1.60, a company abroad buying a pot of marm
pay €0.80 for it (1.60 x 0.50p). What if the value (TI the e
now appreciates (i.e. rises) to £1 = €1.80? How might the

ade abroad. The
of the pound s
alade Wt
poum

business react?
— g v could
Keep the price in pounds the same The UK compam

So at 50p per P
80 x 0.50p)-
and (1.t

ot, 1t wou

keep the price in pounds the same. This rise "

now cost the foreign company €0.90 (1

¢

price from €0.80 to €0.90 would affect dem 1 el would
. 2 ity demdé
1.0 T T T T T 1 quantity bought). It is likely that the quantity den d. By ho"
1980 1985 1990 1995 2000 2005 2008 fall. The UK company would see a fall in sales Jhn;‘lll“ W
: ' >mand. ¢
much depends on how price sensitive Was demanc L is high the

of demand 18 7€

highly price sensitive (i.e. price elasticity




atage fall in sales would be high. If demand was fairly
erce : . .
£ dtive (i.e. price elasticity of demand is low), then there
4 psens e S J

Lould be little effect on sales.

| 1o the foreign currency price the same The UK company

; .,,)ulld keep the foreign currency price the same, i.e. keep the
e of the pot of marmalade at €0.80. If it did, the price it
would receive in pounds would fall to around 44p (€0.80 + the
achange rate = €0.80 + €1.80). By adopting this pricing

anategy, demand for marmalade should remain unchanged. But
pofits from marmalade sales would fall. It might even be the
as that at 44p the business would make a loss on the sale.

S for an exporting business, a rise in the value of the pound
. slkely to result in either a fall in export sales, a fall in profits on

lhose sales, or both. Which of these occurs depends on the
pricing policy the exporting company adopts following the
ippreciation of the currency.

The reverse is true if the value of the pound falls. Exporting
“ompanies can choose to let the foreign currency prices of their
wods fall. This should lead to a rise in export sales. Or they can
mprove their profit margins by raising the price in pounds to a
kevel where the foreign currency price is unchanged. Or they can

ba combination of the two, seeing some increase in sales and
“Mme increase in profits,

Imports and exchange rate changes
B
C

usj .
:lnesses that import goods are affected by exchange rate
Nges too. For example, the marmalade manufacturer might

"Port oranges from Spain. What happens if the value of the
Pound Cha_nges?

l:pr:lg;:: the value - the pound If the price of the pound goes

More eur“ U}e euro, it means that the company can now buy

Cample 0s for £1. S .the price of imports should fall. For

tan exé}?ssume that it can buy 10 kilos of oranges for €1.60.
ANge rate of £1 = €1.60, 10 kilos cost £1. But if the

&xch

54 1’;3;3 fate of the pound now appreciates to £1 = €1.80, the

8 0 kilos of oranges, still priced at €1.60, falls to around
PI€160 - € g9,

A f;
0 ‘illll?(:l:‘* value of the pound The opposite occurs if the value
& nd falls, For example, the pound might depreciate
€140 0:{ l€;l\Am o £1] e €1.40. Before..IO kilos of oranges cost
Price i pou' d'FC“r. 10 kilos of oranges still cost €l‘60‘. Bgl the
Nille of e o > ArOUNd £1.14 (€1.60 + €1.40). A fall in the
. wnh(epound Icad:s to higher import prices. /
S0 cq xP“ﬂé. foreign companies could adjust their own
So,if ¢ ‘ml—’lemat? for the chm}gc in the cxchalmgc'rate.
Wll gy dn:l ‘;ﬂ ue of Ehf: pognd rises, import prices in pounds
e lorclgn hl:ms \.‘\'I“ become more competitive in the
Oreign ﬁrn.1 Vn_“md ol M‘""m more exports to the UK, however,
s could choose instead to raise prices in their
y raised them so that the price in pounds

T¢

re
ror SIS the

e ;
¢d the same, they wouldn't sell any more products to the

Unit 112

UK. But they would increase their profit on each sale.

If the value of the pound falls, import prices in pounds will
go up and foreign businesses will find it more difficult to sell
into the UK market. By cutting prices in their own currency,
foreign firms can bring the price in pounds back to what it was
before. They, however, suffer lower profits as a result.

Direct and indirect effects of exchange rate
changes on a business

Businesses can be affected directly and indirectly by changes in
the exchange rate.

Directly Businesses might be affected by changes in the

exchange rate directly because they sell abroad or buy

imports.
Many of these businesses

are both exporters and importers. For
them, exchange rate changes can have complicated effects.
® A UKbusiness that buys roughly the same amount of
IMports as it exports can be unaffected by an exchange rate
f:hange, If the pound falls in value, the extra cost of
tmports can be offset by rises in the UK price of its
exports.
lii\ttlljeKii);l'ilr:CS: tt\)at h?s high levels of exports, but imports
» is likely to benefi v iati
It can either allow forc:gfxrlocTr‘:ciecl:\"reqan‘on Pt
A Y prices to fall and so
Ve overseas, or it can increase its
O Increase profit margins.
fs high levels of exports,
ron iati
Either it will have (o put u:aaf'(:r?:;nri‘:::l‘on i
Ve or 1t w !
exchange rate rise by lowering
resulting in lower profit margi

but imports
f the pound.
NCy prices and
absorb the

S in Pounds,

become less competiti Ul have ¢
o

ts price
ns.
Indirectly UK businesses can also su
exchange rate changes. This is becay
in the value of the pound on inflation. a change
A depreciation in the value of (he pound w
price of imported goods and services ig likely to i
businesses that import these products could pass “:; gUK
rise in price to customers, many of whom will be mh»c(:lne of the
businesses. So a business that doesn’t IMport anythj,
pay higher prices for supplies because of a fa) in the
rate.
Similarly, an appreciation of the pound cap lead to
importing businesses passing on the saving made
their customers in the form of lower prices,

ffer indlrcctly from
S¢ of the effect of

Ul mean that the

g may sy
L’—‘&hangc

O imporgg to

Exchange rates and the rate of interest

. \\~,\
Changes in interest rates can lead to changes in exchange rageq
allin the
exchange rate. Lower interest rates discourage saving and

investment in a country. So if UK interest rates fall, fewer
pounds will be bought to mnvest in the UK. A rise in interest
rates is hikely to raise the exchange rate.

A fall in interest rates, for example, is likely to lead 1o 4 §

Prsans: e

{
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How might lower interest rates and exchange rates affect a
business? Lower interest rates can benefit UK businesses:
l\urm\\mg money in the UK, as they pay back less;
selling to the UK market, because lower interest rates will
encourage UK consumers to borrow and spend more;
selling exports. They can either sell more, since prices will
be cheaper to foreigners, or increase their prices and profit
margins.

A fall in interest rates is likely to harm UK businesses because:

* inflation in the UK may increase as a result of higher

import prices;

® UK businesses that import materials from abroad may be

affected by a fall in the exchange rate which causes import
prices to rise.

The opposite is true if interest rates rise.

Strategy and exchange rates

Many businesses find that exchange rate changes can have a
major effect on their finances. They have to develop strategies to
cope with exchange rate changes.

Balancing exports and imports A business could try to balance
the value of exports and products that are imported. Some car
manufacturers operating in the UK have adopted this strategy. If
the value of the pound rises, the manufacturer lowers its export
prices in pounds to leave the foreign currency price the same.
But the lower revenues it earns in pounds are matched by the
lower prices it has to pay for imported products. The net result
is that profit is unaffected.

Similarly, if the value of the pound falls, import prices will
rise for the business. But it can offset this by raising the price of
its exports in pounds, which leaves the foreign currency price to
its customers the same.

Becoming more competitive Changes in the value of the pound
can affect two main groups of businesses. If the value of the
pound rises:

e exporters will find that the foreign currency price of their

goods will rise if they maintain existing prices in pounds.
This will damage export sales;

e imports are likely to fall in price. This will harm sales of
UK businesses that make products competing against
imports.

A fall in the value of the pound will help both UK exporters and
those UK businesses in competition with imports.

Both exporters and UK businesses that compete against
imported products can attempt to become more
COMPETITIVE. They can do this in two ways.

First, they can try to reduce their costs so they can reduce
their prices to customers. If the value of the pound rises by
10 per cent, for example, UK exporters need to cut their prices
in pounds by 10 per cent to maintain the same price in foreign

currency. Greater price competitiveness can be achieved
efficient methods of production. The business might be able (o

get better prices on the products it buys in from suppliers, The
workforce may need to be reduced in numbers, with (he
remaining workers working more efficiently than before, | a

few cases, businesses have been forced to cut the wages of

workers to achieve cost savings.

by Mmore

Second, they can become more competitive by adding valye
to the products they sell. Their products might be more reliabe
or better designed than those available from overseas
competitors. Or the UK business might promise faster delivery
times.

Marketing changes One response to a rise in the value of the
pound for an exporter would be to pull out of the export
market. If the business judged that it simply couldn’t compete at
the new higher exchange rate, then it should concentrate on the
domestic market. The opposite strategic response might come
from a UK business which suffers competition from abroad. A
rise in the value of the pound will make imports cheaper and so
give foreign companies a competitive advantage. To compensate
for lower UK sales, the UK business may decide that it must
expand into foreign markets and so it will start to export
products.

Similarly, if the value of the pound fell, this would make UK
products more competitive abroad. This could be a marketing
opportunity for existing exporters to expand their markets. It
could also be an opportunity for a UK firm which hadn’t
exported before to seek out new markets abroad.

Joining the euro

At present, the UK is not part of the eurozone. Most of the rest
of the European Union has had a singe currency, the euro, since
2001. What would be the implications for British businesses if
Britain joined the eurozone and replaced the pound with the
euro?

Over 50 per cent of all UK exports and imports go to and
come from other European Union countries. Joining the euro
would mean that the price of those exports and imports would
be fixed for UK businesses. There would be no more
appreciation or depreciation of the UK currency against other
European currencies. Selling to France or Italy would be the
same as selling to Northumberland, London or Northern
Ireland. As a result, businesses trading with other euro countrics
wouldn’t have to pay commission to banks to change pounds
into foreign currencies. It would also remove the uncertainty
caused by changing exchange rates. What will be the exchant‘-i
rate when payment is made on the import or export contract

However, UK businesses would still face these risks when
selling or buying outside the eurozone. Just as the pound can

: : e
fluctuate against the US dollar or the Japanese Yen, sO does th
euro.

-



I. What is the nce between an appreciating pound and a
depreciating pound?

1 f(a)An exporier charges £20 for a product sold to the USA.
What would be the price in US$ if the exchange rate were
(1) £1=81.60; (i) £1 = $1.85; (iii) £] = $1.352 (b) At what
exchange rate would the exporter be

most competitive?
1 The value of the pound changes from £1 = $1.70 1o

41 = $1.40. How might a UK cxporter to the USA change its
prices as a result and what would be the effect on sales?

- Why might a rise in the value of the pound force UK
exporters to become more competitive?

How might exchange rate changes affect marketing?

(ase Study: '10r o0-

§°Seﬂh Wolff is a major importer of hot dogs to
. 1Me UK He founded his business 20 years ago
< and imports mainly from Germany and
Denmark, Over the years, he has had to cope with
brge changes in the value of the pound against both
e German deutschmark, the old German currency,
4 the Danish krona. Today, he is no better off. The

Man deutschmark has been replaced by the
&0, But the Danish krona still exists because
Denmari ke the UK, refused to adopt the euro as
S eutency in 2002 when the euro was launched

The hot dog business is fiercely competitive

"en the pound depreciates in value, Wolff is
Unablg IMmediately to put up prices to his UK
%stomers. He simply has to see his profit margins
"®duced. On the other hand, his short-term profit
Marging improve when the pound appreciates in
allie against the euro and the krona. Over a longer
Perod of time, he make small price adjustments, but

® Mas 1o be careful not to put up his prices t0o
Much or else he would lose orders from customers

Over the years, Woltf has tried to reduce exchange

e risks py seeing if he could buy hot dogs from UK sausage
Manufacturers The quality of the UK product has been disappointing

Nough. Uk manufacturers seem to have little idea of how to make a truly
dreat hot dog

KEY

Appreciation of 3 currenc
currency.

Competitiveness - the extent to which a business or a
geographical area such as a ¢

ountry, can compete
Successfully against rivals.
Depreciation of a currency
currency.
Exchange rate - the
another currency,
Exports - goods or
sold to foreigners.

Exporting - selling goods and services produced
domestically to foreigners.

Imports - goods or services produced outside the

country and purchased from foreigners.

Importing - buying goods and services produced outside
a country from foreigners.

Imporis - goods or services produced outside the
country and purchased from foreigners.

¥ - arise in the value of a

- afall in the value of a
price of one currency in terms of

services produced domestically and

(a) Discuss the possible impact of changes in

(b) Consider whether Wolff would be better off se

i

) the value of the
pound on Wolff's hot dog business. (40 marks)
tting up his

own hot dog manufacturing business in the yK_ (40 Marks)
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