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Foreign Exchange Market: What Is It?
To buy foreign goods or services, or to invest in other countries, companies and individuals may need to first buy the currency of the country with which they are doing business. Generally, exporters prefer to be paid in their country’s currency or in U.S. dollars, which are accepted all over the world.

When Canadians buy oil from Saudi Arabia they may pay in U.S. dollars and not in Canadian dollars or Saudi riyals, even though the United States is not involved in the transaction.

Taken from: Federal Reserve Bank of New York
When in France, a French café will expect you to pay in Euros. The menu you will create must reflect this fact.

 How will you decide on prices?

You will use a:
Currency Converter
What is that?

To facilitate trade between currency zones, there are exchange rates i.e. prices at which currencies can be exchanged against each other. The currency converter will help you to compare the value of the US dollar with the Euro.

In other words, what is the US dollar worth in the European Union?

How is this value determined? Who decides?

Taken from: Federal Reserve Bank of New York
The foreign exchange market, or the "FX" market, is where the buying and selling of different currencies takes place. The price of one currency in terms of another is called an exchange rate.

The market itself is actually a worldwide network of traders, connected by telephone lines and computer screens—there is no central headquarters. 
Foreign Exchange Rates
Most common contact with foreign exchange occurs when we travel or buy things in other countries.

	Suppose a U.S. tourist traveling in London wants to buy a sweater. Price tag is 100 pounds.

	Current exchange rate
	 
	Price of sweater in dollars

	$1.45 to £1
$1.30 to £1
$1.60 to £1
	
Pound falls
Pound rises 
	100 x 1.45 = $145.00
100 x 1.30 = $130.00 
100 x 1.60 = $160.00 

	Thus, small changes in exchange rates may not seem significant. But when billions of dollars are traded, even a hundredth of a percentage point change in exchange rates becomes important.



	 

Stronger US 
dollar implies 
	1. U.S. can buy foreign goods more cheaply 
	
	Cost of purchasing foreign goods falls

	
	2. Foreigners find U.S. goods more expensive and demand falls 
	
	Does not help firms that produce for exports

	Weaker U.S.
dollar implies 
	1. Foreigners buy more U.S. goods 
	
	Helps firms that rely on exports

	
	2. Foreign goods become more expensive 


	
	Demand for imports falls


Historical facts: Taken from: Federal Reserve Bank of New York
Gold-Exchange Standard
Under this system, the value of all currencies was fixed in terms of how much gold for which they could be exchanged.

For example, if one ounce of gold was worth 12 British pounds or 35 U.S. dollars, the exchange rate between dollars and pounds would remain constant at just under three to one.

There were many advantages of the gold-exchange system:

· It served as a common measure of value 

· It helped keep inflation in check by keeping money supply in the gold-exchange standard economies fairly stable 

· Long-term planning was easier as rate changes were infrequent 

This system was put in place in 1944, when the leaders of allied nations met at Bretton Woods, New Hampshire, to set up a stable economic structure out of the chaos of World War II. The U.S. dollar was fixed at $35 per ounce of gold and all other currencies were expressed in terms of dollars.

The Bretton Woods system began to weaken in the 1960s, when foreigners accumulated large amounts of U.S. dollars from post World War II aid and sales of their exports in the United States. There were concerns as to whether the U.S. had enough gold to redeem all the dollars. 

With reserves of gold falling steadily, the situation could not be sustained and the U.S. decided to abandon this system. In 1971, President Nixon announced that U.S. dollars would no longer be convertible into gold. By 1973, this action led to the system of floating exchange rates that exist today. Currently, currencies rise and fall in value according to the forces of demand and supply.

After the abandonment of the gold-exchange standard, the foreign exchange market went from a relatively unimportant financial specialty to the forefront of international economics.

