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Currency	Exchange	

o  How	would	people	from	one	island	trade	with	others?	

Currency	1	 Currency	2	



Currency	Exchange	

o  Common	World	Currency	can	be	implemented.		
o  Keynes	conceptualized	‘Bancor’	but	eventually	‘USD’	acted	as	the	

common	currency.	

Currency	1	 Currency	2	



Bre1on	Woods	

o  ARer	the	World	War	II,	globally	it	was	decided	that	US	Dollar	would	
be	interchangeable	with	Gold	

$	35	 1	ounce	Gold	



Bre1on	Woods	

o  Rest	of	the	currencies	were	fixed	with	respect	to	US	Dollar.	



Pegged	Currency:	Issues	

High	Cost	Country	

Importer	

Low	Cost	Country	

Exporter	

o  Trade	would	happen	from	low	cost	to	high	cost	countries.	



o  Demand	of	Japanese	Good	increases,	US	goods	decreases.		
o  Demand	for	Yen	increases,	Dollar	decreases.	

Japanese	Prices	should	↑	

Yen	should	↑	
US	Prices	should	↓	

Dollar	should	↓	

Pegged	Currency:	Issues	



o  As	currency	rates	are	fixed,	Yen	would	not	rise	keeping	Japanese	
goods	s;ll	cheap	to	foreign	country.	

o  Yen	rise	could	have	stopped	Price	increase	in	Japan.	
o  It	would	result	in	high	infla;on	in	Japan	and	recession	in	US.	

Infla;on	Recession	

USD	and	JPY	
pegged	

Pegged	Currency:	Issues	



o  As	pegged	system	does	not	allow	Dollar	to	depreciate.	
o  It	would	be	considered	over-valued.	
o  People	would	start	hoarding	Gold	instead	of	Dollars		

1	ounce	Gold	

I feel that Dollar is 
going to bust one day, 
can you please convert 
my dollars into Gold! 

Pegged	Currency:	Issues	



Nixon	Shock	

o  Pegged	System	broke	in	1971.	

Nixon	Shock	



o  Currency	Market	reverted	back	to	Barter	System!	

Currency	1	 Currency	2	

Nixon	Shock	



13 

Outline	
History	of	FX	Markets	

	Bre1on	Woods	

	Nixon	Shock	

Characteris;cs	of	FX	Markets	

	Nomenclature	

									G10	

	FX	Markets	



14 

Currency	Nomenclature	
o  Every	currency	has	a	three	le1er	code	
o  Typically,	first	2	le1ers	refer	to	the	country,	final	le1er	to	the	currency	

14 

USD	

CAD	 GBP	
EUR	

AUD	

CNY	

INR	

JPY	

BRL	

CHF	

RUB	

ZAR	
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G	10	Currencies	
o  Represent	block	of	countries	perceived	to	have	had	a	history	of:	

o  Poli;cal	stability,	Strong	regulatory	frameworks,	Economic	stability	

USD	

CAD	 GBP	
EUR	

AUD	

JPY	 CHF	

NZD	

NOK	
SEK	



o  At	any	point	of	;me,	there	is	Sun	in	some	region	of	Earth!	

Characteris;cs:	Geographical	Dispersion	
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Characteris;cs:	Geographical	Dispersion	
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o  In	GMT	terms,	trading	happens	all	through	the	day	though	peaking	at	
certain	hours.	
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Characteris;cs:	Huge	Volume	
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o  Any	interna;onal	trade	would	be	accompanied	by	currency	exchange.	
o  Either	an	Indian	buys	US	Bonds	or	US	Stocks,	she	would	have	to	buy	

US	Dollar	along	with	it.	
o  Traded	Volume	of	FX	is	much	more	than	any	asset	class.	
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Characteris;c:	Difficult	to	Manipulate	

19 

o  Due	to	sheer	size,	normal	traders	cannot	manipulate	the	market.		
o  Only	interven;on	from	Central	Bank	can	(and	does)		manipulate	the	

market.	
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Characteris;cs:	Low	Spreads	
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Equity	Spread	≈	15	bps	 Bond	Spread	≈	1-5	bps	 FX	Spread	≈	0.7	bps	

o  Spread		(difference	between	buying	price	and	selling	price)	is	very	
low	in	FX	Market,	making	it	a1rac;ve.	
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Characteris;c:	Over	the	Counter	
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o  FX	markets	is	not	an	organized	exchange:	trade	is	conducted	“over	the	
counter.”	

o  Trade	happens	through	the	use	of	electronic	trading	plarorms,	or	by	
telephone	through	trading	desks		

	


