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Exchange rates and volatility 
linked to political events 
Jon Guest 

This resource provides answers to the questions posed in the article on exchange rates, 
featured in the April 2020 issue of ECONOMIC REVIEW. 

Question 1 
Discuss some of the advantages and disadvantages of (a) fixed exchange rates and (b) floating 
exchange rates. 

Advantages of fixed exchange rates 
• It provides businesses and investors with greater certainty as profits/returns cannot be 

affected by movements in the exchange rate. This lower risk/less volatile environment 
encourages investment. 

• Fixed exchange rates deter governments from pursuing short-term policies for electoral gain 
that could damage the economy’s long-run prospects. For example, policymakers cannot 
allow their domestic economy to have persistently higher inflation rates than its competitor 
countries. 

• If people believe the exchange rate will remain fixed, then there is little incentive for them to 
engage in currency speculation. 

Disadvantages of fixed exchange rates 
• Exchange rate policy may become inconsistent with the interests of the economy as a whole. 

For example, a balance of payments deficit may occur because of an external negative shock 
and/or increased foreign competition. The only short-term policy to maintain the fixed 
exchange rate is to increase interest rates. However, this may have a negative impact on 
business investment and consumer spending, leading to a recession. 

• If countries with a balance of payments deficit pursue a contractionary policy while those 
running a surplus do not follow an expansionary policy, then it could result in a world 
recession.  

• If speculators begin to believe that the government cannot maintain the fixed exchange rate, 
then currency speculation may become significant. 

• For trade to expand there must be adequate international liquidity. However, the supply of 
currencies such as the dollar may depend on the situation in the domestic US economy rather 
than the wellbeing of the international community. 
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Advantages of a floating exchange rate 
• Floating exchange rates give a government greater freedom to choose their own domestic 

policy, as they are no longer constrained by balance of payments concerns. For example, 
policymakers can implement either expansionary or contractionary fiscal policy and allow 
exchange rate movements to correct for any balance of payments effect. 

• They can make it easier for economies to adjust to external shocks without suffering large falls 
in national output and employment. 

• They reduce the requirement for international liquidity and large currency reserves, as the 
central bank does not intervene in the exchange market. 

Disadvantages of floating exchange rates 
• It reduces the discipline on governments to follow economic policies that are in the long-run 

interests of the country rather than those that maximise short-term electoral gain. 

• Currency fluctuations can make the economic environment more volatile and so deter 
investment. Businesses may be able to reduce this uncertainty by using the futures market, 
i.e. agreeing the exchange rate for a transaction that takes place in the future. 
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Question 2 
Using a demand and supply diagram, explain how traders’ expectations influence the 
exchange rate of a currency.  

See Figure 1 below. Assume both buyers and sellers of currency believe that the exchange rate of 
sterling against the dollar will rise in the future above its current exchange rate of $1.20. Currency 
dealers will want to buy more pounds in the current time-period in the belief the exchange rate will be 
higher in the future. Therefore, the demand for pounds increases in the current time-period and the 
market demand curve shifts to the right - from D1 to D2. Currency dealers will want to sell more pounds 
in the future time-period when they expect the exchange rate to be higher. Therefore, supply 
decreases in the current time-period and the market supply curve shifts to the left — from S1 to S2. 
The exchange increases from $1.20 to $1.50 and the quantity of sterling traded increases from Q1 to 
Q2. Therefore, if currency dealers expect the exchange rate of a currency to rise, their expectations 
will become self-fulfilling. 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 1 The determination of exchange rates 
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