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The exchange rate between two countries is the price at which residents of those countries trade with 

each other. 

The Nominal Exchange Rate  

The nominal exchange rate is the relative price of the currencies of two countries. For example, if the 

exchange rate between the U.S. dollar and the Japanese yen is 120 yen per dollar, then we can exchange 

one dollar for 120 yen in world markets for foreign currency. A Japanese who wants to obtain dollars 

would pay 120 yen for each dollar he bought. An American who wants to obtain yen would get 120 yen 

for each dollar he paid. When people refer to “the exchange rate’’ between two countries, they usually 

mean the nominal exchange rate. 

Notice that an exchange rate can be reported in two ways. If one dollar buys 120 yen, then one yen buys 

0.00833 dollar. We can say the exchange rate is 120 yen per dollar, or we can say the exchange rate is 

0.00833 dollar per yen. Because 0.00833 equals 1/120, these two ways of expressing the exchange rate 

are equivalent. 

Therefore, a rise in the exchange rate, say, from 120 to 125 yen per dollar—is called an appreciation of 

the dollar; a fall in the exchange rate is called a depreciation. When the domestic currency appreciates, 

it buys more of the foreign currency; when it depreciates, it buys less. An appreciation is sometimes 

called a strengthening of the currency, and depreciation is sometimes called a weakening of the 

currency. 

The Real Exchange Rate  

The real exchange rate is the relative price of the goods of two countries. That is, the real exchange rate 

tells us the rate at which we can trade the goods of one country for the goods of another. The real 

exchange rate is sometimes called the terms of trade. 

To see the relation between the real and nominal exchange rates, consider a single good produced in 

many countries: cars. Suppose an American car costs $10,000 and a similar Japanese car costs 2,400,000 

yen. To compare the prices of the two cars, we must convert them into a common currency. If a dollar is 

worth 120 yen, then the American car costs 1,200,000 yen. Comparing the price of the American car 

(1,200,000 yen) and the price of the Japanese car (2,400,000 yen), we conclude that the American car 

costs one-half of what the Japanese car costs. In other words, at current prices, we can exchange 2 

American cars for 1 Japanese car. 

The rate at which we exchange foreign and domestic goods depends on the prices of the goods in the 

local currencies and on the rate at which the currencies are exchanged. In other words, the real 



exchange rate between two countries is computed from the nominal exchange rate and the price levels 

in the two countries. If the real exchange rate is high, foreign goods are relatively cheap, and domestic 

goods are relatively expensive. If the real exchange rate is low, foreign goods are relatively expensive, 

and domestic goods are relatively cheap. 

Real exchange rate and net exports  

What is the link between the real exchange rate and net exports? A basic determinant of the demand 

for any good or service say, coffee or taxi rides is the price of that good or service relative to 

alternatives. If the price of coffee is too high, some people will switch to tea; if taxi fares rise, more 

people will take the bus. Similarly, the real exchange rate, i.e., the price of domestic goods relative to 

foreign goods helps determine the demand for domestic goods both in home and foreign markets. 

Suppose that the real exchange rate is high, so that a unit of the domestic good can buy relatively many 

units of the foreign good. For example, let's say that a domestically produced car costs twice as much as 

a comparable foreign car (both prices are measured in terms of the same currency). Domestic residents 

will then find that foreign cars are less expensive than domestic cars, so (all else being equal) their 

demand for imported autos will be high. Foreign residents, in contrast, will find that the domestic 

country's cars are more expensive than their own, so they will want to purchase relatively few of the 

domestic country's exports. With few cars being sold abroad and many cars being imported, the 

country's net exports of cars will be low, probably even negative. 

Conversely, suppose that the real exchange rate is low; for example, imagine that a domestically 

produced automobile costs only half what a comparable foreign car costs. Then, all else being equal, the 

domestic country will be able to export relatively large quantities of cars and will import relatively few, 

so that its net exports of cars will be high. 

The general conclusion, then, is that the higher the real exchange rate is, the lower a country's net 

exports will be, holding constant other factors affecting export and import demand. The reason for this 

result is the same reason that higher prices reduce the amount of coffee people drink or the number of 

taxi rides they take. Because the real exchange rate is the relative price of a country's goods and 

services, an increase in the real exchange rate induces both foreigners and domestic residents to 

consume less domestic production and more goods and services produced abroad, which lowers net 

exports. 

The J Curve 

Although the conclusion that (holding other factors constant) a higher real exchange rate depresses net 

exports is generally valid, there is one important qualification: Depending on how quickly importers and 

exporters respond to changes in relative prices, the effect of a change in the real exchange rate on net 

exports may be weak in the short run and may even go the "wrong" way. 

To understand why, consider a country that imports most of its oil and suddenly faces a sharp increase 

in world oil prices. Because the country's domestic goods now can buy less of the foreign good (oil), the 

country's real exchange rate has fallen. In the long run, this decline in the real exchange rate may 

increase the country's net exports because high oil prices will lead domestic residents to reduce oil 

imports and the relative cheapness of domestic goods will stimulate exports (to oil-producing countries, 

for example). In the short run, however, switching to other fuels and increasing domestic oil production 



are difficult, so the number of barrels of oil imported may drop only slightly. For this reason, and 

because the real cost of each barrel of oil (in terms of the domestic good) has risen, for some period of 

time after the oil price increase the country's total real cost of imports (measured in terms of the 

domestic good) may rise. Thus, in the short run, a decline in the real exchange rate might be associated 

with a drop rather than a rise in net exports, contrary to our earlier conclusion. 

 

 

 

Figure 1 shows the typical response pattern of a country's net exports to a drop in the real exchange 

rate (a real depreciation). The economy initially has negative net exports when the real exchange rate 

depreciates. In the short run, the real depreciation reduces rather than increases net exports because 

the drop in the real exchange rate forces the country to pay more for its imports. Over time, however, as 

the lower real exchange rate leads to larger export quantities and smaller import quantities, net exports 

begin to rise (even taking into account the higher relative cost of imports). Eventually, the country's net 

exports rise relative to the initial situation. This typical response pattern of net exports to a real 

depreciation is called the J curve because the graph of net exports against time looks like the letter J 

lying on its back. 


