DISCUSSION 2

Prior to beginning work on this discussion forum, read Chapter 8 in your textbook, focusing particularly on theories of exchange rate determination in section 8.3. Select one theory and explain it in your own words, illustrating with an example. Your answer should be at least 200 words. 
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83 Theories of Exchange Rate Determinations 203
83.1 Purchasing Power Parity
Inits absolute form, the Purchasing Power Parity theory holds that exchange rates purchsing pover paty

reflect the price diferences of each and every product between countrics. The
idea is that exchange rates fluctuate to equalize the price differences of similar
products between countries, so that a set amount of currency purchases the same
Fo0ds in any country of the world.

However, purchasing power pariy is impossible to achieve (and measure),
siven the disparity of goods and services that are purchased worldvwide. Even for
a perfectly uniform good, there are wide price discrepancies from one country to
the next.

“This inconsistency is well ilustrated with the Big Mac Indes, published by
The Economist (see Table 8.5 on the facing page).> which shows the price of a
NeDonald's Big Mac sandwich can vary from 29 percent in Egypi) 0 125 percent
(in Switzerland) o the US. price. In effct,the price of a Big Mac is 43 times as
much in Switzerland as It i in Egypt

Practically speaking, purchasing power parity is determined by calculating
how much domestic currency an average person must spend to purchase a bas-
ket of goods. The World Bank uses this model of purchasing power parity to
determine the GDP per capita (PPP adjusted) of al the world's nations.

In it relative form, as used in international finance 1o determine changes in
exchange rates, Purchasing Power Parity is calculated using inflation rates, which,
is only a slightly different methodology, because in each country, inlation rates
are determined by taking the prices of a basket of goods. Therefore, the only
differences between the Purchasing Power Party determined by the World Bank
and Purchasing Power Pariy determined through inflation rates s that the World
Bank attempts (o use an identical basket of goods in each country, whereas the
inflation rate is calculated using different baskets of goods in different countries.
In addition, the basket of goods used for inflation determination tends to include
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@iferences between the Purchasing Power Pasity determined by the World Rank
and Purchasing Power Pariy determined through inflation rates i that the World
Bank attempts to use an identical basket of goods in each country, whereas the
inflation rate is calculated using different baskets of goods in different counties.
In addition, the basket of goods used for inflation determination tends to include
more items.

“The Purchasing Power Parity Theory holds that exchange rates reflct the dif-
ferences in inflation rates between countries. In other words, if the inflation rate
is higher in one country, then its currency should decrease in value relative to
other currencies.

“This relationship can be illustrated mathematically s

Spot value of currency F at time tin Country D _
Spot value of currency F at time 0 in Country D

(1.+ inflation rate in Country D)’
{1+ inflation rate in Country F)*
and symbolically as:

Stey) _ (1 +infg)*
Stey) ~ T+ mnty)
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national Fisher Effect theory posits that, if nominal interest rates are higher in
country F than in country D, then country F's currency should decrease in value
relative to country D's currency.
Conceptually, the expected spot rate reflcts the fact that an investor gets the
same yield on an investment, whether it is made in country D or country F.
Mathematically, this can be described as:

value of currency F at time (¢ + 1) in Country D
‘Spot value of currency F at time (1) in Country D

1 + nominal interest rate in Country D
T nominal Interest rate In Country F

and symbolically as:
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832 Fisher Effect

‘The Fisher Effect is the observation that a country's nominal interest rate (what
aborrower pays for a loan) comprises both the inflation rate in that country and
the real interest rate that borrowers pay.

“The real interest rate is the rate that borrowers pay to borrow money any-
where in the world and the real interest rate is expected to be uniform through-
‘out the world. This expectation is only partialy realistic; while large corporations.
have access to many financial markets, most businesses and indviduals are re-
stricted to one. However, the Fisher Effect theory asserts that people expect 1o
pay the same real interest rate in every couniy, at all polnts in time.

In consequence, individuals in countries with high inflation rates should ex-
pect to pay high nominal interest rates, and individuals in countries with low
inflation rates should expect low nominal inferest rates.

‘The mathematical representation of this phenomenon is:

(1+ real interest rate) x (1 + inflation rate) = 1 + nominal interest rate

and symbolically as:

(140 X (1 +0f) = 1+ nir o= nir = rir+ inf + (nir + in) = rir + inf.

833 International Fisher Effect

“The Internationa Fisher Effect is the observation that spot exchange rates reflect
the differences between nominal interest rates in different countries. The Inter-
national Fisher Effect theory posits that, if nominal interest rates are higher in
country F than in country D, then country F's currency should decrease in value
elative o country D's cmsvency.




