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Today’s Menu
• Introduction to FX Markets

– Fixed, floating, managed
• China today

– Background 
– Terminology
– Conventions
– Facts and Figures
– Purchasing Power Parity
– HW1 Assigned (Web)
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What are the types of currency 
systems?

• Fixed
– Pegged

• Freely Floating

• Hybrid
– Managed Floating
– Examples? 
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Introduction to FX Markets

• Why do we need foreign currency?
– Import/Export demand and supply
– Foreign Direct Investments (physical capital)
– Portfolio Investments (financial securities)
– “Speculation”

• How are foreign currencies quoted?
• See 

http://www.bloomberg.com/markets/currencies/fxc.html
or http://pacific.commerce.ubc.ca/xr/today.html )

– European Terms (units of currency per US$)
– American Terms (£, EURO)
– Cross Rates Page: 9
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Introduction to FX Markets

• At what price does one really buy/sell?
– Bid: market maker buys the currency in the 

denominator
– Ask: market maker sells the currency in the 

denominator
– Spread (pips): market maker’s profit
See http://www.oanda.com/
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Currency Arbitrage / Spreads
• Arbitrage through rate inconsistencies in different 

money centers
– Buy currency in one market for immediate sale in 

another.

• What factors affect the spread? 
– 1) Depth of market.
– 2) Uncertainty.
– 3) Adverse Selection--Informed trading.

•
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US dollars

Triangular Arbitrage

• Arbitrage through discrepancies in the cross-rates. 

Euro Yen
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Introduction to FX Markets
• Some Terminology and Notation

– Base Currency: currency in which “financial 
results” are reported

– Direct Terms Quotes: Base currency is in the 
numerator 

– Indirect Terms Quotes: Base currency is in the 
denominator 

Example:  German firm

85 ¥/Euro indirect terms
0.00117 (=1/85) Euro/¥ direct terms
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Introduction to FX Markets
• Changes in currency values

– In general, a rise in any FX quote is an appreciation 
of the currency in the denominator

– Appreciation/Depreciation is not equal to 
Revaluation/Devaluation (see 
http://www.ozforex.com.au/ and 
http://pacific.commerce.ubc.ca/xr/plot.html )

Example:   1.06 $ / Euro    1.10 $ / Euro
Euro appreciates vs. $
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Introduction to FX Markets

Example continued:

What is the percentage change in the value of the 
$ vs. the ITL?

%DX$/ITL=  (1837-1580)/1580  =  16.26%

$ appreciated by 16.26% vs. ITL



6

Page: 26

Notes 2

Page: 27

Notes 2

Introduction to FX Markets
• Inter-dealer Market 
• Over The Counter market (OTC)
• Distribution networks (Reuter, Bridge)
• Open 24/5 (6?)
• Typical trade > US$ 1 mil.
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Currency Valuation: 
Links with Goods Markets

• International Law of One Price  (ILOP) or   “Goods 
Markets Arbitrage”
Example:   Price of a Bushel of Wheat

US p$=$2.00
UK p£=£1.00

FX$/£=$2.00/£1.00=2$/£

What if  FX$/£=1.5?

Exchange $ 2.00 vs. £,   get 2.00/1.5=1.33 £

Buy 1.33 bushels in UK (instead of 1 bushel in US)
Doing this will lower the value of $ in terms of £
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Currency Valuation: 
Links with Goods Markets

• ILOP Formula:

– ILOP cannot hold with pegged ER’s  (Fig. 2.3)
– Floating ER’s should fix problems through 

Purchasing Power Parity (PPP) 

FX$/C=p$/pC or FXC/$=pC/p$
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Purchasing Power Parity
• Assume ILOP holds at any point in time

Prices: p0
$,…….., p0

C FX0
$/C=p0

$/p0
C

Inflation Rates:   i$ , iC p1
$=p0

$(1+i$)
p1

C=p0
C(1+iC)

PPP Formula: FX1
$/C=p1

$/p1
C=FX0

$/C(1+i$)/(1+iC)          
(relative PPP)

Example:   FX0
$/£=1.75 i£=20% per year

i$=0%   per year 

FX1
$/£= 1.75$/£*1/(1.2)= 1.458 $/£

ie., currency of higher inflation country depreciates for ILOP 
(somewhere defined as Absolute PPP)  to hold
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PPP
• What are the limitations?

– Where might it break down? 

• Does it hold in practice?

• What is it useful for?


