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FIGURE 3
Equilibrium in the Foreign
Exchange Market
Equilibrium in the foreign
exchange market occurs at
point B, the intersection of
the demand curve D and
the supply curve S. The
equilibrium exchange rate
is E* = 1 euro per dollar.
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FIGURE 4

Response to an Increase
in the Domestic Interest
Rate, i®

When the domestic interest
rate /° increases, the relative
expected return on domestic
(dollar) assets increases and
the demand curve shifts to
the right. The equilibrium
exchange rate rises from E,
to E,.
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FIGURE 5

Response to an Increase
in the Foreign Interest
Rate, i

When the foreign interest
rate i* increases, the relative
expected return on domestic
(dollar) assets falls and the
demand curve shifts to the
left. The equilibrium
exchange rate falls from E,
to E,.
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FIGURE 6

Response to an Increase
in the Expected Future
Exchange Rate, ES_,

When the expected future
exchange rate increases, the
relative expected return on
domestic (dollar) assets rises
and the demand curve shifts
to the right. The equilibrium
exchange rate rises from E,
to E,.
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SUMMARY TABLE 2 Factors That Shift the Demand Curve for Domestic Assets

and Affect the Exchange Rate

Change in
Quantity Demanded
of Domestic Assets Response of
Change at Each Exchange
Factor in Factor Exchange Rate Rate, E,
Domestic interest rate, i’ ) ) ) E &
Ep | —
EiF——— R
D, D,
Dollar Assets
Foreign interest rate, i" i { { E, S
E, |-
Epb———
D2 D1
Dollar Assets
Expected domestic price level* T \ 2 E Sa
Eyb—
Eyfb———
D2 D1
Dollar Assets
Expected trade barriers* l T 1 = Sa
Ep |-
Ei - ——— R
D1 D2
Dollar Assets
(continued)
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SUMMARY TABLE 2 Factors That Shift the Demand Curve for Domestic Assets

and Affect the Exchange Rate (continued)

Change in
Quantity Demanded
of Domestic Assets Response of
Change at Each Exchange
Factor in Factor Exchange Rate Rate, E,
Expected import demand ) J \J =t Sa
E |-
Eb-———
D2 D1
Dollar Assets
Expected export demand ) ) 0 E, 5
Ez ——
3 ——-
D‘I D2
Dollar Assets
Expected productivity* 1 1 T = Ss
E, |-—
E b——-
D, D
*Relative to other countries. M
Dollar Assets
Note: Only increases (1) in the factors are shown; the effects of decreases in the variables
on the exchange rate are the opposite of those indicated in the “Response” column.
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SUMMARY TABLE 2 Factors That Shift the Demand Curve for Domestic Assets

and Affect the Exchange Rate

Change in
Quantity Demanded
of Domestic Assets Response of
Change at Each Exchange
Factor in Factor Exchange Rate Rate, E,
Domestic interest rate, i t t T E 54
Dollar Assets
Foreign interest rate, i" t 1 1
Expected domestic price level* T I !
Expected trade barriers® t T T
Dollar Assets
Expected import demand t 1 1
Expected export demand T T i
Expected productivity* t T T
*Relative to other countries.

Dollar Assets

Note: Only increases (1) in the factors are shown; the effects of decreases in the variables
on the exchange rate are the opposite of those indicated in the “Response” column.
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FIGURE 7

Effect of a Rise in the
Domestic Interest Rate

as a Result of an Increase
in Expected Inflation
Because a rise in domestic
expected inflation leads to
a decline in expected dollar
appreciation that is larger
than the increase in the
domestic interest rate, the
relative expected return on
domestic (dollar) assets falls.
The demand curve shifts to
the left, and the equilibrium
exchange rate falls from E,
to E,.
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