THE FISHER EFFECT

What Is the Fisher Effect? 
The Fisher Effect is an economic theory created by economist Irving Fisher that describes the relationship between inflation and both real and nominal interest rates. The Fisher Effect states that the real interest rate equals the nominal interest rate minus the expected inflation rate. Therefore, real interest rates fall as inflation increases, unless nominal rates increase at the same rate as inflation.
The Basics Of the Fisher Effect 
Fisher's equation reflects that the real interest rate can be taken by subtracting the expected inflation rate from the nominal interest rate. In this equation, all the provided rates are compounded.
The Fisher Effect can be seen each time you go to the bank; the interest rate an investor has on a savings account is really the nominal interest rate. For example, if the nominal interest rate on a savings account is 4% and the expected rate of inflation is 3%, then the money in the savings account is really growing at 1%. The smaller the real interest rate, the longer it will take for savings deposits to grow substantially when observed from a purchasing power perspective.
What Is Interest Rate Parity (IRP)? 
Interest rate parity (IRP) is a theory in which the interest rate differential between two countries is equal to the differential between the forward exchange rate and the spot exchange rate. Interest rate parity plays an essential role in foreign exchange markets, connecting interest rates, spot exchange rates and foreign exchange rates
​
How to Calculate Interest Rate Parity (IRP) 
Forward exchange rates for currencies are exchange rates at a future point in time, as opposed to spot exchange rates, which are current rates. An understanding of forward rates is fundamental to interest rate parity.
Forward rates are available from banks and currency dealers for periods ranging from less than a week to as far out as five years and beyond. As with spot currency quotations, forwards are quoted with a bid-ask spread.
The difference between the forward rate and spot rate is known as swap points. If this difference (forward rate minus spot rate) is positive, it is known as a forward premium; a negative difference is termed a forward discount.
A currency with lower interest rates will trade at a forward premium in relation to a currency with a higher interest rate. For example, the U.S. dollar typically trades at a forward premium against the Canadian dollar; conversely, the Canadian dollar trades at a forward discount versus the U.S. dollar.
What Does Interest Rate Parity (IRP) Tell You? 
Interest rate parity is the fundamental equation that governs the relationship between interest rates and currency exchange rates. The basic premise of interest rate parity is that hedged returns from investing in different currencies should be the same, regardless of the level of their interest rates.
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Example
Suppose mid-market USD/CAD spot exchange rate is 1.2500 CAD and one year forward rate is 1.2380 CAD. Also the risk-free interest rate is 4% for USD and 3% for CAD. Check whether interest rate parity exist between USD and CAD?
Solution:
Ratio of Forward to Spot
= 1.2380 ÷ 1.2500
= 0.9904
Ratio of Returns
= [(1+3%) ÷ (1+4%)]^1
≈ 0.9904
Since the two values are approximately equal, therefore interest rate parity exist

