Currency Markets & Capital Flows

Lesson Explainer

The Concept

A currency's exchange rate is a relative price that moves as global capital flows toward whichever
country offers the best risk-adjusted return. The biggest single driver is the interest rate
differential - capital flows toward the higher-yielding currency to capture the difference.

A country's trade balance also matters. A trade surplus generates steady foreign demand for the
currency; a persistent deficit creates steady selling pressure over time.

Currency moves reshape corporate earnings. A stronger home currency shrinks reported overseas
earnings on translation, and the reverse when it weakens - why multinationals routinely flag
currency effects in earnings reports.

lllustrative Example: Interest Rate Differentials and Currency Direction

Wide Gap Favoring A 5.5% 1.0% +4.5 pts Tends to Strengthen
Narrow Gap 3.0% 2.5% +0.5 pts Modest or Mixed
Gap Reverses 2.0% 4.5% -2.5 pts Tends to Weaken

All else equal, a widening rate advantage for Country A has historically tended to attract capital
toward Country A's currency; a reversal tends to reverse the flow - though real currency moves
reflect many factors at once.

Currency Markets & Capital Flows — Lesson Explainer Growth Capital Group growthcapitalgroup.co Page 1



R m————————————————
CURRENCY MARKETS & CAPITAL FLOWS — LESSON EXPLAINER

1. Interest rate differentials are a major driver, not the only one - trade and sentiment matter
too.

2. Currencies affect multinational earnings both ways - stronger home currency can hurt
translation.

3. 'Risk-on/risk-off' sentiment moves currencies - safe havens are sought during market stress.

4. Central bank divergence is a direct currency driver - one cutting while another hikes widens
the gap.

5. Currency markets are enormous and trade nearly 24 hours a day - among the most liquid markets.

4 Things to Check When Reading Currency Moves

» Compare the two central banks - check both current rates and expected future paths.
 Check the trade balance trend - a persistent, widening deficit or surplus is a real driver.
« Consider risk sentiment - in a sell-off, safe-haven flows can override rate logic.

» Check a multinational's currency exposure - how much revenue comes from overseas.

Worth knowing:

this explains currency market mechanics using illustrative numbers - it isn't personalized financial
advice, and no direction or level here is a recommendation to trade. Currency markets are influenced
by many simultaneous factors and are never fully predictable.
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Quiz — Answer the questions, then check the key on the next page

. What is the biggest single driver of currency direction described in this lesson?

. The number of tourists visiting a country

1

A

B. The country's stock market index level

C. The interest rate differential between two countries
D

. The price of gold

. What does a large, persistent trade surplus tend to do to a country's currency?

. Nothing - trade balances have no effect on currencies
. Generate steady foreign demand for the currency, supporting its value

. Automatically cause hyperinflation

o 0O w > N

. Force the central bank to cut interest rates to zero

3. In the illustrative example, what happened as the interest rate differential favoring Country A
widened?

A. Country A's currency was guaranteed to collapse
. The two countries' currencies became identical
. Nothing changed at all

O 0O

. Country A's currency tended to strengthen, all else equal

Why does a stronger home currency tend to hurt a multinational's reported overseas earnings?

. Foreign revenue translates into fewer home-currency units when the home currency strengthens
. A stronger currency always increases foreign sales volume

. Currency moves have no effect on reported earnings

U0 w> A

. Overseas earnings are never reported in the home currency

. What is "risk-off" safe-haven currency demand, according to this lesson?

. A rule that currencies never move during a crisis
A tax on foreign currency trading

. Demand for certain currencies during market stress, which can override interest rate logic

O 0w > o

. A type of central bank interest rate

Currency Markets & Capital Flows — Lesson Explainer Growth Capital Group growthcapitalgroup.co Page 3



R m————————————————
CURRENCY MARKETS & CAPITAL FLOWS — LESSON EXPLAINER

Answer Key

1. What is the biggest single driver of currency direction described in this lesson?

Correct answer: C. The interest rate differential between two countries

The interest rate differential is described as the single biggest driver of currency direction.

2. What does a large, persistent trade surplus tend to do to a country's currency?

Correct answer: B. Generate steady foreign demand for the currency, supporting its value

A trade surplus generates steady foreign demand for the currency to pay for exports.

3. In the illustrative example, what happened as the interest rate differential favoring Country A
widened?

Correct answer: D. Country A's currency tended to strengthen, all else equal

A wider rate advantage has historically tended to attract capital toward that currency.

4. Why does a stronger home currency tend to hurt a multinational's reported overseas earnings?

Correct answer: A. Foreign revenue translates into fewer home-currency units when the home

currency strengthens

When the home currency strengthens, foreign revenue converts back into fewer home-currency units.

5. What is "risk-off" safe-haven currency demand, according to this lesson?

Correct answer: C. Demand for certain currencies during market stress, which can override interest

rate logic

Certain currencies are often sought as havens during market stress, overriding normal rate-driven

flows.
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