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ForeIGN EXCHANGE RATE

1. MEANING OF FOREIGN EXCHANGE RATE

The foreign exchange rate or exchange rate is the rate at which one currency 1is exchang
another! It is the price of one currency in terms of another currency. [t is customary to d» ine
exchange rate as the price of one unit of the foreign currency in terms of the domestic currenc
The exchange rate between the dollar and the pound refers to the number of dollars recp.xiru’. s
purchase a pound. Thus the exchange rate between the dollar and the pound from the US

point is expressed as $ 2.50 = £ 1. The Britishers would express it as the number of po
required to get one dollar, and the above exchange rate would be shown as
£040=9%1.

The exchange rate of $2.50 = £1 or £0.40 = $ 1 will be maintained in the world foreign exchangze
market by arbltrage Arbitrage refers to the purchase of a foreign currency in a market where it: price i
low and to sell it in some other market where its price is high. The effect of arbitrage is to remo
differences in the foreign exchange rate of currencies so that there is a single exchange rate in the
world foreign exchange market. If the exchange rate is $ 2.48 in the London exchange marke:
and $2.50 in the New York exchange market, foreign exchange speculators, known as arbitragsurs
will buy pounds in London and sell them in New York, thereby making a profit of 2 cents on
each pound. As a result, the price of pounds in terms of dollars rises in the London market and
falls in the New York market. Ultimately, it will equal in both the markets and arbitrage comes
to an end. If the exchange rate betwen the dollar and the pound rises to $2.60 = £ 1 tHroufn time.
the dollar is said to depreciate with respect to the pound, because now more dollars are need
to buy one pound. When the rate of exchange between the dollar and the pound falis to $ Z 4
£1, the value of the dollar is said to appreciate because now less dollars are required to purchas
one pound. If the value of the first currency depreciates that of the other appreciates, and vice

SCLANLE

versa. Thus a depreciation of the dollar against the pound is the same thing as the appre
of the pound against the dollar, and vice versa.
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The demand curve for pounds DD is downward sloping from left to rlght mf Figure 1. It implie
that the lower the exchange rate on pounds, the larger le b_e the quantity © pounds demandgy
in the foreign exchange (US) market, and vice versa. This is bgcause a 1(f)ge; exchange rate o
pounds make British exports of goods and services cheaper 1 terms of dollars. The oppo
ind is higher- sh goods and services deare;
foreign exchange (US) market

happens if the exchange rate on pot It will make Briti
for pounds will
depend on the elasticity of demang

in terms of dollars, and the demand fall il’_t the
But the shape of the demand curve for foreign exchange will :
als, we may expect the elasticity of

for imports. “If a country imports necessities and raw material m
demand for imports to be low and the quantity imported to be insensitive to price changes. f, o

the other hand, the country imported luxury goods and goods for which suitable substitutes
exist, demand clasticities for imports might be high... . If the country has many well-developeé
import compeling industries, the elasticity of demand for imports most certainly is high.. I
the short run, elasticity of demand for imports may not be very high. In the long run, however
is much more probable that the production pattern will alter according to price changes, and

demand for imports, therefore, will be more elastic.”’
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EQUILIBRIUM ExcHaNGE RATE
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who wish to convert pounds into dollars will be unable to do so. The price of pounds will fall,
less pounds will be supplied and more will be demanded. Ultimately, the equilibrium rate of
exchange will be re-established. [n Figure 1 when the exchange rate iqcreases to OR,, the supply
of pounds R B > R A the demand for pounds. WitlI the fall in the price of pounds, tEe ethtta-
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3. THEORIES OF FOREIGN EXCH
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rnational gold standard. Under this system
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: of gold, that 15, so many grains of gold o
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cost 0'}‘ cents perounce. Simiularly, the exchange rate of the pound cannot fall below $ 5 97 iny th
case of a surplus in the US balance of payments. Thus the exchange rate of $ 597 1o 4 i ,
the US golid import point or lower specie point. ; . 4 pound is

ASSUMPTIONS

This theory is based on the following assumptions:

L.

-

1. The price of gold is fixed by a country in terms of ils currency

2. It buys and sells gold in any amount at that price. ‘ .

3. Its supply of money consists of gold or paper currency which is backed by gold
4. Its price level varies directly with its money supply. ' |
5. There is movement of gold between countries. |

6. Capital is mobile within countries.

7. The adjustment mechanism is automatic.

EXPLANATION

Given these assumptions, the exchange rate under the gold standard is determined by the forces
of fiemand and supply between the gold points and is prevented from moving outside the gold
points by shipments of gold.

Figure 3 shows the determination of the exchange rate under the gold standard. The exchange

rate OR is set up at point E where the demand and supply curves DD, and SS, intersect. The
Gold Export Point

exchange rate need not be at the mint parity. A D

It can be anywhere between the gold poin}s <) \ /+——S,

depending on the shape of the demand and @ § Mint Panty

supply curves. The mint parity is simply g & R

meant to define the US gold export point ($ & O }

6.03) and the US gold import point ($5.97). § & | B

Since the US treasury is prepared to sell any §.& S | —
- Gold | rt Point

quantity of gold at a price of $ 36 per ounce, i ‘=c‘: } @q import Foin

no American would pay more than$6.03per 9 L N

pound, because he can get any quantity of 0 Q Pounds

pounds at that price by exporting gold. That Quantity of Foreign Exchange

is why, the US supply curve of pounds be- an e g

g FIG. 3

comes perfectly elastic or horizontal at the
US gold export point. This is shown by the horizontal portion S, of the S5, supply curve. Simi-

larly, as the US treasury is prepared to buy any quantity of gold at $ 36 per ounce, no American
would sell pounds less than $ 5.97 because he can sell any quantity of pounds at the price by
gold imports. Thus the US demand curve for pounds becomes perfectly elastic at the US gold
import point. This is shown by the horizontal portion D, of the demand curve DD,

CRITICISMS

The mint parity theory has been criticised on the following grounds o |

The international gold standard does not exist now ever since it broke down after the Depres-

<

sion of the 1930s. | | NPT

The theory is based on the assumption of free buying and selling of gold ‘{r.“ ifs 1 x;'..i e!

‘ . aleg ‘hases and movemeaents

between countries. But governments do not allow such sales, purchases and move it -
¥ : s - 3 QS Ast COUNIries are ON uets

The theory fails to explain the determunation of exchange rates as most countries 4

\-(*I’Ub!e Pdpbr .Qtdndﬂrd- ) ” 'i’ TN ‘_\rnn"(‘\nt\f ?-"’iit.“\ iﬂ\{(’f{\‘ﬂ.\{-

This theory assumes flexibility of internal prices. But modern goverrerza:
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Conclusion. The mint parity theory h
down. No country is on the gold standar
gold parities. So this theory has only an ac
riTY THEORY
The purchasing power parity (PPP) theory was develotpbeltl bZ (;lzt?r\re;a.ssel 1920 o dete
mine the exchange rate between countries on mconve_li); PJ; J— c1es. The th‘fm’y statr-
that equilibrium exchange rate between two.mco.nverh e Papmtries lnCletsl':s determineq by “is
equality of the relative change in relative prices In the F‘NOlC(z} > 1 0 ler words, the e
exchange between two countries i< determined by their relative price levels.
There are two versions of the PPP theory - the absqlute and the relative. The absolyte
states that the exchange rate between two currencies should be equal to the ratio of the pyi
indexes in the two countries. The formulais R ;= P,/Py Yvhere .R‘A\B}S the exchange rate bety ce
dex. This version is not used because jt i veen

two countries A and Band P refers to the Price .'m ded ‘ ghor
transportation costs and other factors which hinder trade, non-traded goods, capital flgy, a:;

real purchasing power. Economists, therefore, use the relative version which we discygg

The theory can be explained with the help of an example.
Suppose India and England are on inconvertible paper standard and by spending Rs, 04
e

same bundle of goods can be purchased in India as can be bought by spending £ 1 in Eng
parity theory, the rate of exchange will be Rg 608\321

Thus according to the purchasing power
If the price levels in the two countries remain the same but the exchange rate moves to Rq ;
d to buy the same bundle of goods in India aslc :

om.

£ 1. This means that less rupees are require '
pared to £1 in England. It is a case of overvaluation of the exchange rate. This will engoyy,
ge

imports and discourage exports by India. Asa result, the demand for pounds will increage 5.
that of rupees will fall. This process will ultimately restore the normal exchange rate of Rg E)(‘]“v
£ 1. In the converse case, if the exchangg rate moves to Rs. 70 = £1, the Indian currency bec.om‘:.
undervalued. As a result, exports are encouraged and imports are discouraged. The demanq ft
and that for pounds will fall so that the normal exchange rate of Rs. 60 = |

bl";k .
s of Zold n;j,

2. Tue PURCHASING POWER PA

rate of

ersigy

rupees will rise

be restored.

According to the theory, the exchange rate between two countries is determined at a pointwh

expresses the equality between the respective purchasing powers of the two currencies, Thg\
arity which is a moving par and not fixed par (as under the gold st

the purchasing power p
ard). Thus with every change n prige level, the exchange rate also changes. To calculate |
equilibrium exchange rate, the following formula is used :

Domestic Price of a Foreign Currency x Domestic Price Index

R = - :
Foreign Price Index
P.\, ,/‘
X / P‘O
s I 1]
or R = Ph‘]//
By

where 0 = base period, 1 = peri A ) _ o
period, 1 = period 1, A and B countries, P = price index and R = exchange’

base period

Accordine to Cassel .

| co ding to C ssel, the purchasing power parity is “determined by the quotit‘ﬂtS of the

nasing powers of the difterent currencies. This is what the formula does Let us C\rmr
>ovvalal Uit . 1 C 3. L - &
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terms of our above example. Before the chan
£1. Suppose the domestic (Indian)
1ses to 200, thus the new equilibri

ge in the price level, the exchange rate was Rs. 6( -
price index rises to 300 and the foreign (England) price index
um exchange rate will be

R Elxm=£l.5

200

This will be the pur chasing power parity between the two countries. In reality, the parity will be
modified by the cost of fransporting goods including duties, insurance, banking and other charges.
. another are, in fact, the limits within the
and and supply of a country’s currency.
point; and the lower limit, known as the
inite as the gold points under the mint par

€ commodity export

commodity import point. (These limits are not as def

theory).
The PPP theory is illustrated in Figure 4 where
(pound in our example) and SS is the
supply curve of currency. OR is the
rate to exchange of Trupees per £,
which is determined by their inter-
section at point E so that the demand
for the supply of foreign exchange
equals OQ quantity. Suppose the
price level rises in India and remains
constant in England. This makes In-
dian exports costly in England and
imports from England relativel
cheaper in India. As a result, the de-
mand for pounds increases and the 7
supply of pounds decreases. Now © , X

the DD curve shifts upward to the Quantty of Foreign Exchange
right to D D, and the SS curve to the FiGd

leftto S,S,. The new equilibrium exchange rate is set at OR, rupees per pound, which represents
the new purchasing power parity. The exchange rate rises by the same percentage as the Indian
price level. The purchasing power curve shows that with relative change in the price levels, the
exchange rate tends to fluctuate along this curve above or below the normal exchange rate. But
there is a limit upto which the purchasing power parity curve can move up and down. The

upper and lower limits are set by the commodity export point and the commodity import point
respectively.

i)
5%

Commodity
Export Point

=y

]

Purchasing
Power Parity

Commodity
Import Point

Exchange Rate (Rs. per £)

CRITICISMS

Cassell’s PPP theory became very popular among economists during 1914-24 and was widely
accepled as a realistic explanation of the determination of fo_reign exchange rate under incon-
vertible paper currencies. But it has been severely criticised for its weak theoretical base. Some
of the criticisms are discussed as under - ‘ ‘ Y

L. Defects in Calculating Price Level. One of the serious defects of the lheor:. is that of calculat-
ing the price levels in the two countries. The use of index number in calculations presents many

difticulties such as the base year, coverage and method of calculation. These mav not be
S

: , ~ Adtioc n
ame in both countries. The Mo countries may not include the same types of u)nll?‘\\ul..;tw‘l
i N ifficulti i s onlv a rough guide for
calculating the index numbers. Such difficulties make the index numbers onlv a rc £
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e the correct purchasing pOWer parity between the

measuring the price levels and thus fail to g1V
two countries. ing to th
2. Comparison of General Price Level a Difﬁc'ult wal'em('i Qcccf:\?fri:g t;’etil:eow, the pur.
chasing power parity between tWo counties is de1eTTH d ¥1s internationally tgregeml b
levels. But the price level may be made up of inte.mally tra‘de lP tlated  erms of ¢ ; ed goods,
¥ or of the internationally traded goods. If the pnceble:hd (l)su;irci::s oven allowing foret;?etema“y
; . Auality in bO C ’ ) Cost
traded goods, then the prices tend to equality ined to internationally traded COr:):

) ) " nf
transportation, tariffs, etc. Thus, according 0 Keynes, "COMET=

/ ’ / L n the Oth 1
modities, the purchasing power parity pecomes an empty truiSm 0 er hand, if p,

price level includes both internally and intematioqally traded ggogsroté‘s: ftflt: (t)f internal]y
traded goods may move in the opposite directionr} of mter;\haellg;rfiaﬁei gooas, stin the shop
eriod. Thus the real exchange rate may not conform 0 lues. o
gurther, if the price level includes both types of g(?ods, there is techx'ucfal d;fIiC%ltty of people
spending their money differently in the two countries, so that the basis for complete and acg,
rate comparisons of price Jevels is lacking. _ .
3. Not Applicable to Capital Account. Another weakness of the ptllrchasmg powezt;:arlty theory
is that it applies to countries whose balance of paymentsiS determined by the m(;:ﬂ andise trage
account. Itis, therefore, not applicable to such countries whose exchange rate is influenced morg
by capital account. . N
4, Difficult to Find Base Year. The theory assumes the balance of payments to be in equilibriyy,
in the base period for the determination of the new equilibrium exchange rate. ‘T‘hls IS a serioy
defect, because itis difficult to find the base year when the exchange rate was initially in equilj,
rSl‘ugltructural Changes in Factors. The theory is also based on 'thg assn.lmption that there hay
been no structural changes in the factors underlying the equilibrium in the base period. Sug
technology, resources, tastes, etc. This assumption is highly unrealis

factors are changes in . b )
because changes are bound to take place In these factors which, in turn, are likely to affect e\

change rate. _ -
6. Capital is Mobile. The theory is based on the assumption of zero-capital movements. Ther

are many items in the balance of payments such as insurance, shipping, and banking transic
tions, capital movements, etc. which are not affected by changes in the general price level B
these items affect the exchange rate by influencing the demand for and supply of foreign curre:
cies. The theory is thus weak for it neglects the influence of these factors in determining i
exchange rate.

7. Changes in Exchange Rates affects Price Level. The theory further assumes that changes:
the price level bring about changes in exchange rates. But changes in exchange rates do affect®
price level. For instance, if the external value of rupee falls, imports will become dearer. &
result, the costs and prices of goods using imported materials will rise. On the other hand ¢ 3. T
ports will become cheaper with fall in the external value of the rupee. Consequently, the’- V- 1H
mand will increase which will raise the demand for factors used for producing exports, and’ ‘

prices will also rise. Thus changes in exchange rate do influence the price level. , r
8. Barter Terms of Trade Change. The theory assumes that the barter terms of trad? g’ ct
change between the two trading countries. This assumption is unrealistic becausé the b* th
terms of trade constantly change due to changes in the demand for foreign goods, In the " ex
of external loans, in the supply of exported goods, in transport costs, etc TH
T

4 GN i

- G. Hal
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CRITICISMS

The balance of paymen(s theory has been criticise

i Paymen'tg Independent of Exchdnge Rate. The main de

balance of payments is indepe dent an de

) pendent of the exchange rate. In other words, the theors <tatos

the balance of payments delErmineg the exch o8 - the theory states that

“hanges in the exch ) ; change rate. This is not wholly true because it s
. N © aoange rate thay bring about equilibrium in the balance of payments

21'1 Nbeglleds ﬂf]e Role of Price Level. The theory neglects the role of the price lovel in ix.ﬁluvncing
the balance o ayments of a ¢ ) e ‘ . ‘

do 1f}ec( e bF:lin e acountry and hence:tat\ahangv rate. But the fact is that price changes
; N . d ; Ld;, ;fnyments anfi.the exchange rates between countries

> V0 Tree fade an ﬁr.est CO“‘Pe_tlhOl\- The theory is based on assumptions of free trade and
pertec t_tompt‘“tmn - (US 15 Ulll'L"ﬂll.Sth because free trade is no practised these days. Govern-
ments tmpose a number of restrictions to reduce imports and adopt measures to encourage
exports. This is how they try to correct disequilibrium in the balance of payments.

4. Truism. The theory prestupposes that there is an equilibrium exchange rate where balance of
payments balances. This is 1 truism, But the equilibrium exchange rate may not be one of bal-
ance of payments equilibrium. In fact, exchange rates between countries continue to prevail
under conditions of surplus or deficit in the balance of payments and there is no tendency for the
balance of payments Lo be in equilibrium over the long run.

5. Demand for Imported Raw Materials not Inelastic. The theory has been criticised for the
assumption that the demand for imported raw materials is inelastic. There is no raw materials in
the world the demand for which is perfectly inelastic.

Its Superiority. Despite these criticisme, the balance of payments theory is the most Sdl!if..lch‘l’\'
explanation of the determination of exchange rate. It studies the problem of determination of
exchange rate under the framework of the general equilibrium analysis in terms of de mand and
supply. It studies the actual forces which lie behind the demand and supply of toreign exc hange.,
SUPPY- ¢ apital account of the balance of payments An important
such as the current account and the capital account ¢ ¢ bal .
implication of the theory is that adjustments in balance of pavments can be made thr gh o=
P (f ' io e currency in case of deficit and surplus in balance of pavments
valuation and revaluation of some currency in -and purchasing power parity
respectively. That is why, it is regarded superior to the mint par and purchasin
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