In this document we will discuss the mechanics of market trends. A graphic analysis follows the principals stated by the formulas in the beinning of each page
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Interest rate Forward rate Interest rate ~ The forward rate of one currency with respect to
parity (IRP) premium differential another will contain a premium (or discount) that
(or discount) is determined by the differential in interest rates

between the two countries. As a result, covered
interest arbitrage will provide a return that is no
higher than a domestic return.

Purchasing Percentage Inflation rate  The spot rate of one currency with respect to

power parity change in spot differential another will change in reaction to the differential

(PPP) exchange rate in inflation rates between the two countries.

International
Fisher effect
(IFE)

Percentage Interest rate
change in spot differential
exchange rate

Consequently, the purchasing power for consumers
when purchasing goods in their own country will
be similar to their purchasing power when
importing goods from the foreign country.

The spot rate of one currency with respect to
another will change in accordance with the
differential in interest rates between the two
countries. Consequently, the return on uncovered
foreign money market securities will on average be
no higher than the return on domestic money
market securities from the perspective of investors
in the home country.




Forward premium=((1+ih)/(1+if))-1≈ih-if
[image: image2.png]Vew Insert Fomat Ioos Data Window StudentTools Help

- ~

Type a question for help

-8 x

C|DIE|F|G|H JIKILIMNIOIPIQIRIS TIUVW XY Z Ak AB AC AD A_:'
Fnle(%) IRP line
Zone of potential
covered interest
arbitrage by foreign
investors
forward forward
discount(%) premium(%)
Zone of potential
covered interest
arbitrage by local
investors
87 v
W« » W\ Shestl / Sheet2 ), Sheet3. 1< | @i
o s ucshpess N NOIOBI A @M@ O-L-A-===adl]

Readh





Assume that the annualized rate for the foreign currency is 5%, as compared to 7% for the home country .The interest rate differential expressed on the graph is Ih -If=2%. However, assume that the forward premium of the foreign currency is 4%(point Y). Thus what the investor loses on the lower interest rate from the foreign investment is more than made up by the high forward premium. 

Reminder covered interest arbitrage is done in the following steps:

Use home currency to buy foreign currency in the spot market

Get foreign interest rate

Buy back home currency in the forward market

Shift to the left of the IRP line. Take point Z for example. This represents a foreign interest rate that exceeds the home interest rate by 1 percent, while the forward rate exhibits a 3% discount.This point, like all points to the left of the IRP line ,represents a situation in which local investors would achieve a lower return on a foreign investment than they would in a domestic one.The reason for this lower return is normally either 
· the advantage of the foreign interest rate  relative to home interest rate is more than offset by the forward rate discount(point Z)

· the degree by which the home interest rate exceeds the foreign rate more than offsets the forward rate premium

However, for points such as these, covered interest arbitrage is feasible from the perspective of foreign investors. Consider foreign investors in the foreign country whose interest rate is 1% higher than “home”(our) rate , and the forward rate contains a 3%discount (point Z). Foreign investors would sell their foreign currency in exchange for our(“home”) currency, invest this currency in our(“home”) denominated securities and engage in a forward contract to purchase “foreign”( their)  currency forward. While they earn 1 percent less on investments, they are able to purchase their currency for 3% less than what they initially sold it for.
This type of activity will place downward pressure on the spot rate of their currency and upward pressure on the their currency’s forward rate, until covered arbitrage is no longer feasible.

%change in the foreign currency spot rate=((1+Ih)/(1+If))-1≈Ih-If
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Point B reflects an example in which home and foreign inflation were assumed to be 1% and 6% respectively, so that Ih-If =-5%.This would lead to anticipated depreciation of foreign currency by 5% , as illustrated by Point B.If the exchange rate does respond to inflation differentials according to Purchasing Power Parity Line. the actual points should lie on or close to the PPP line

Point C represents home inflation(Ih) in excess of foreign inflation (If) by 4%.Yet the foreign currency appreciated by only 1% in response to this inflation deferential. Consequently, purchasing power disparity exists. The home consumer’s purchasing power on foreign goods has become more favorable relative to the purchasing power on the home country’s goods. The PPP theory would suggest that such a disparity in PP should exist only in the short-run. Over time, as the home country consumers take advantage of the disparity by purchasing more foreign goods, upward pressure on the foreign currency’s value will cause point C to move toward the PPP line. All points to the left of (or above) the PPP line represent more favorable purchasing power on foreign goods than on home goods
Point D represents home inflation below foreign inflation by 3%.Yet the foreign currency has depreciated by only 2%.Again Purchase Power Disparity exists. The purchasing power on foreign goods has become less favorable relative to the PP on the home country’s goods. The PPP theory would suggest that the foreign currency in this example should have depreciated by 3% to offset the 3% inflation differential. Since the foreign currency did not weaken to the extent anticipated by PPP theory. If so, Point D would move toward the PPP line. All points to right(or below) the PPP line represent more favorable PP on home country goods than foreign goods.
%change in the foreign currency spot rate=((1+ih)/(1+if))-1≈ih-if
[image: image4.png]inie(%) IFE line

lower returns from
[~ investing on foreign

| deposits
%4 in the

| .
M- R foreign
currency's
spot rate

higher returns from
investing on foreign
deposits





Point F represents a home interest rate 2% above the foreign interest rate. If investors from the home country establish a foreign deposit, they are at disadvantage regarding the foreign interest rate. However, IFE theory suggests that the currency should appreciate by 2 % to offset the interest rate disadvantage

Point F illustrates the IFE from a foreign investor’s perspective. The home interest rate would appear attractive to the foreign investor. However, IFE theory suggests that the currency will appreciate by 2%,which, from the investors perspective, implies the home country’s currency denominating the investment instruments would depreciate to offset the interest rate advantage
Point G suggests that the foreign interest rate exceeds the home interest rate by 3%. In addition, the foreign currency has appreciated by 2%.The combination of the higher interest rate plus the appreciation of the foreign currency will cause the foreign yield to be higher than what is possible domestically.

Point H reflects a foreign interest rate that is 3% above the home interest rate. Yet, point H suggests that the exchange rate of foreign currency has depreciated by 5% to more than offset its interest rate advantage
Investing, unlike arbitrage (for which there is a link in the business aid, involve taking positions in the market. If you plot the differentials then you can trace opportunities around the parity 45 degree lines.
Remember that 

· forward rate is a predictor of the spot rate

· interest rate differential is a predictor for change in forward rate (IRP)

· inflation rate differential is a predictor for change in exchange rate (PPP)

· interest rate differential is a predictor for change in exchange rate ( IFE)

Follow the link to navigate to a spreadsheet that provides a numeric calculation of the above parities:

http://www.spreadsheetml.com/finance/internationalfishereffect_purchasingpowerparity_interestrateparity.shtml
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