

Four Way Equivalence theory and its constituent theories

Purchasing Power Parity Theory (PPPT) 
PPPT claims that the rate of exchange between two currencies depends on the relative inflation rates within the respective countries. PPPT is based on 'the law of one price', which states that in equilibrium, identical goods must cost the same, regardless of the currency in which they are sold.
PPPT predicts that the country with the higher inflation will be subject to a depreciation of its currency. 
 If you need to estimate the expected future spot rates, simply apply the following formula:
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Where:
· S0 = Current spot 
· S1 = Expected future spot 
· hb = Inflation rate in country for which the spot is quoted (base currency) 
· hc = Inflation rate in the other country. (counter currency) 
PPPT can be used as our best predictor of future spot rates; however it suffers from the following major limitations:
· the future inflation rates are only estimates 
· the market is dominated by speculative transactions (98%) as opposed to trade transactions; therefore purchasing power theory breaks down 
· government intervention: governments may manage exchange rates, thus defying the forces pressing towards PPPT. 
It is likely that the purchasing power parity model may be more useful for predicting long-run changes in exchange rates since these are more likely to be determined by the underlying competitiveness of economies, as measured by the model


Interest Rate Parity Theory (IRPT) 
The IRPT claims that the difference between the spot and the forward exchange rates is equal to the differential between interest rates available in the two currencies. (Note: The forward rate is a future exchange rate, agreed now, for buying or selling an amount of currency on an agreed future date.)
IRPT predicts that the country with the higher interest rate will see the forward rate for its currency subject to a depreciation. 
If you need to calculate the forward rate in one year's time:
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Where:
· F0 = Forward rate 
· ib = interest rate for base currency 
· ic = interest rate for counter currency 
You are provided with this formula in the exam.
The IRPT generally holds true in practice. There are no bargain interest rates to be had on loans/deposits in one currency rather than another.
However it suffers from the following limitations:
· government controls on capital markets 
· controls on currency trading 
· intervention in foreign exchange markets. 
The Fisher Effect 
The Fisher Effect looks at the relationship between interest rates and expected rates of inflation. It is expressed by the formula:
(1 + i) = (1 + r)(1 + h)
Where 
· i = the money rate of interest 
·  r = the real rate of interest and 
· h = general level of inflation in the economy 
This states that the money or nominal rate of interest is made up of two parts, the underlying required rate of return (real interest rate) and a premium to allow for inflation.
Countries with high rates of inflation will be expected to have nominal rates of interest in order to ensure investors can obtain a high enough real return.
The International Fisher Effect
The International Fisher Effect claims that the interest rate differentials between two countries provide an unbiased predictor of future changes in the spot rate of exchange.
· The International Fisher Effect assumes that all countries will have the same real interest rate, although nominal or money rates may differ due to expected inflation rates. 
· Thus the interest rate differential between two countries should be equal to the expected inflation differential. 
· Therefore, countries with higher expected inflation rates will have higher nominal interest rates, and vice versa. 
In practice interest rate differentials are a poor unbiased predictor of future exchange rates.
Factors other than interest differentials influence exchange rates such as government intervention in foreign exchange markets.
Expectations theory 
The expectations theory claims that the current forward rate is an unbiased predictor of the spot rate at that point in the future.
If a trader takes the view that the forward rate is lower than the expected future spot price, there is an incentive to buy forward. The buying pressure on the forward raises the price, until the forward price equals the market consensus view on the expected future spot price.
In practice, it is a poor unbiased predictor - sometimes it is wide of the mark in one direction and sometimes wide of the mark in the other.
Four-way equivalence 
The four theories can be pulled together to show the overall relationship between spot rates, interest rates, inflation rates and the forward and expected future spot rates. As shown above, these relationships can be used to forecast exchange rates.
 Four-way equivalence
The four theories can be pulled together to show the overall relationship between spot rates, interest rates, inflation rates and the forward and expected future spot rates. As shown above, these relationships can be used to forecast exchange rates.
The four-way equivalence model suggests that the difference between interest rates, the difference between inflation rates, the difference between the spot exchange rate and the forward exchange rate, and the difference between the spot exchange rate and the future (expected) spot rate should be equal and in equilibrium.
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