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Automated Market Makers (AMMSs) are a crucial innovation in decentralized
finance (DeFi), enabling users to trade cryptocurrencies without the need for
traditional order books or intermediaries. Unlike centralized exchanges, which
match buy and sell orders directly, AMMs use smart contracts to create and
manage liquidity pools that automatically determine prices based on supply and
demand.

In an AMM system, liquidity providers deposit pairs of tokens into pools,
such as ETH and USDT. These pools allow traders to swap between tokens at
any time. The most common pricing algorithm is the constant-product formula (x*y
= k), popularized by Uniswap, where x and y are the quantities of the two tokens
in the pool and k is a constant. As users trade against the pool, the ratio of tokens
adjusts, which in turn alters the price. This mechanism ensures that the pool
always remains balanced and liquid, but large trades can result in 'slippage,’
where the price changes significantly due to low liquidity.

Liquidity providers earn a portion of the trading fees collected from every
swap in the pool, incentivizing them to maintain or add liquidity. However, they
are also exposed to 'impermanent loss,' a temporary loss in value that can occur
when the price of deposited tokens diverges.

AMMs are non-custodial, meaning users retain control of their assets, and
trades are executed directly on the blockchain for transparency and security.
They have democratized market-making, allowing anyone to participate and earn
rewards, as opposed to the restricted access typical in traditional financial
systems.

Overall, AMMs like Uniswap, SushiSwap, and Balancer have transformed
crypto trading by making liquidity provision and exchange more accessible,
efficient, and decentralized. They continue to evolve, with new designs
experimenting with improved capital efficiency and reduced slippage.

Read more articles: bip39-phrase.com/blog/
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