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International Parity Conditions

Some fundamental questions managers of MNEs,
International portfolio investors, importers, exporters and
government officials must deal with every day are:

What are the determinants of exchange rates?
Are changes in exchange rates predictable?

The economic theories that link exchange rates, price levels,
and interest rates together are called international parity
conditions.

These international parity conditions form the core of the
financial theory that is unigue to international finance.
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Prices and Exchange Rates

If the 1dentical product or service can be sold In
two different markets, and no restrictions exist
on the sale or transportation costs of moving the
product between markets, the products price
should be the same In both markets.

This 1s called the law of one price.
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The Law of One Price
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Purchasing Power Parity —PPP
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Absolute form of PPP
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Relative form of PPP
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Relative form of PPP
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Relative form of PPP
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Relative form of PPP
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Relative form of PPP

Empirical testing of PPP and the law of one price
has been done, but has not proved PPP to be
accurate In predicting future exchange rates.

Two general conclusions can be made from these
tests:

PPP holds up well over the very long run but
poorly for shorter time periods

The theory holds better for countries with relatively
high rates of inflation and underdeveloped capital
markets
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Interest Rate and Exchange Rate

The Fisher Effect states that nominal interest rates in each
country are equal to the required real rate of return plus
compensation for expected inflation.

This equation reduces to (in approximate form):
i=r+ P
Where 1| = nominal interest rate, r = real interest rate and
P = expected inflation.

The Fisher Effect (FE) : i—i*=P — P’
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Interest Rate and Exchange Rate

The relationship between the percentage change
In the spot exchange rate over time and the
differential between comparable interest rates in
different national capital markets is known as
the international Fisher effect.
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International Fisher Effect
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Forward Rate as an Unbiased
Predictor of the Future Spot Rate
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Forward Rate as an Unbiased Predictor
of the Future Spot Rate

Some forecasters believe that forward exchange
rates are unbiased predictors of future spot
exchange rates.

Intuitively this means that the distribution of
possible actual spot rates In the future is centered
on the forward rate.

Unbiased prediction simply means that the
forward rate will, on average, overestimate and
underestimate the actual future spot rate in equal
frequency and degree.
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Exhibit 1 Forward Rate as an Unbiased Predictor
for Future Spot Rate

Exchange rate
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The forward rate available today (F,,1), time t, for delivery at future time t+1, is used as a “predictor” of the
spot rate that will exist at that day in the future. Therefore, the forecast spot rate for time S, is F; the actual spot
rate turns out to be S,. The vertical distance between the prediction and the actual spot rate is the forecast error.
When the forward rate is termed an “unbiased predictor of the future spot rate,” it means that the forward rate
over or underestimates the future spot rate with relatively equal frequency and amount. It therefore “misses the

mark” in a regular and orderly manner. The sum of the errors equals zero. Gz 19:‘3'2::?? 5414



Exhibit 2 International Parity Conditions in
Equilibrium (Approximate Form)
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Exhibit 3 The Determinants of Foreign
Exchange Rates

Parity Conditions

1. Relative inflation rates
2. Relative interest rates

3. Forward exchange rates
4. Interest rate parity

Is there a well-developed
and liguid money and capital
market in that currency?

Is there a sound and secure
banking system in-place to support
currency trading activities?

Spot
Exchange
Rate

Asset Approach

Relative real interest rates
Prospects for economic growth
Supply & demand for assets
Outlook for political stability
Speculation & liquidity
Political risks & controls

Balance of Payments
Current account balances
Portfolio investment
Foreign direct investment
Exchange rate regimes
Official monetary reserves
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Exchange Rate Forecasting

Fundamental Analysis
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Exhibit 3 Differentiating Short-Term Noise
from Long-Term Trends

Foreign currency per
unit of domestic currency
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