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Stable Economic 

Growth

High Inflation?

Interest rates raised to reduce 

demand and lower prices

Interest rates lowered to 
increase demand

Low 
Growth/Recession?

High Interest Low Interest

Increased costs 
reduces profits due to high 
debts; 
reduced consumer 
borrowing/increases saving; 
leads to exch. Appreciation

reduces costs and increase 
profits; 
businesses borrow more for 
expansion (employment?); 
increases demand and 
revenue; 
Exch. depreciation

Interest rate 

increases

Exchange rate 

appreciates
SPICED

Why?

• International investors will leave their capital in UK 

banks to gain interest

• They have to convert their foreign currency first, 
therefore increasing demand for the domestic currency

• This leads to appreciation in the domestic currency
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Governments have three choices…

1. Allow their exchange rate to ‘float’ – rate 

varies with demand for the currency

2. ‘Fix’ their exchange rate – rate stays fixed at 

a specific value

3. Join a common currency, like the Euro


