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1.O INTRODUCTION
Parity Conditions 
 Parity Conditions provide an intuitive explanation of the movement of prices and interest rates in different markets in relation to exchange rates. 
The derivation of these conditions requires the assumption of the following key Perfect Capital Markets (PCM). 
· no transaction costs.
· no taxes.
· complete certainty.
NOTE – Parity Conditions are expected to hold in the long run, but not always in the short term.
2.O OBECTIVES
At the end of this topic, you should be able to-
1.State the parity conditions
2. Explain Purchasing Power Parity
3.Discuss Fisher’s Parity
4.Evaluate Interest rate Parity
5.Discuss the following forecasting methods
· Market based models.
· The fundamental approach
3.0 PURCHASING POWER PARITY
If home inflation is lower than that of the foreign country, the home currency should be strong in value. The PPP is the key theory that explains the relationship between currencies; in essence it claims that a change in relative inflation must result in a change in exchange rates to keep prices of goods in two countries similar. The PPP is useful in explaining the relationship between exchange rates but is not perfect. We need to make assumption about equilibrium exchange rates at some starting point and recognize that currencies are rarely related accurately in two-country world. When several currencies are involved, it is difficult to use prices to determine an equilibrium rate. Exchange rates are essentially the functioning of traded goods, whereas inflation relates to all goods whether traded or not.
The implication is that the exchange will be determined in some way by the relationship between prices. This arises from the law of one price. The law of one-price states, that “in a free market with no barriers to trade no transport or transaction cost, the competitive process will ensure that there will only be one price for any given good”. It follows that if inflation rates can be predicted, so can movements in exchange rates. In practice, the purchasing power parity model has shown some weakness-
· It is a poor predictor of short-term changes in exchange rates.
· It ignores the effects of capital movement on the exchange rate.
· Trade and therefore exchange rates will only reflect the prices of goods which enter international trade and not the general price level since this includes non-tradables.
The government may manage exchange rates e.g., by interest rate policy. 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. If price differences occurred, they would be removed by arbitrage, entrepreneurs would buy in the market and resell in the high market. This would eradicate the price difference.
If this law is applied to international transactions, it suggests that exchange rates will always adjust to
ensure that only one price exists between countries where there is relatively free trade. Thus, if a typical set cost £500 in the UK, free trade would produce an exchange rate of 1 £to $2. How does this result come about? Let us suppose that the rate of exchange was $1.5 to £1, the sequence of events would be: 
· US purchasers could buy UK goods more cheaply.
· There would be a flow of UK exports to US this would represent demand for sterling.
· The sterling exchange rate would rise.
· When the exchange rate reached $2 to 1£, there would be no extra US demand for UK exports since prices would have been equalized. Purchasing power parity would have been established.
The clear prediction of the purchasing power parity model of exchange rate determination is that, if a country experiences a faster rate of inflation than its trading partners, it will experience depreciation.
Forms of Purchasing Power Parity
There are two forms of PPP-
(i) Absolute form of PPP
(ii) Relative form
They are discussed as follows: -
(i) The Absolute Form
The absolute form also is called the “law of one price” it suggests that prices of similar products of two different countries should be equal when measured in a common currency. If a discrepancy in [prices as measured by a common currency exists, the demand should shift so that these prices should converge.
Illustration
Let PURT = the price of commodity in Tanzania
PK = the price of similar commodity in Kenya
Expected exchange rate Tshs against Kshs is expressed as E (Tshs/Kshs)
The law of one price is given as:-
PURT = E (Tshs/Kshs) x PK. ....................................(1)
Rearranging the equation above
E (Tshs/Kshs) = PURT / PK.....................(2) That is the ratio of relative inflation rates.
[bookmark: _Hlk132229839]If inflation falls in Kenya the right-hand side of equation (2) above will become smaller, thus the
exchange rate of Kenya shillings against Tanzania shillings will fall by a proportional amount (lower inflation increases the value of the Kshs in terms of the exchange rate).
The theory can be used to explain the changes in the international levels of prices and for determining the changes in the exchange rate. For example, let Pao and Pbo represent the price levels in countries A and B, respectively, in base (0) year and Ro be the exchange rate between their respective currencies.

 The rate of exchange (R1) between the two currencies in some future year may be calculated as follows:
R1 = Ro [ Pa1/ Pao ]/Pb1/ Pbo  
and Ro [Pa1/Pbo]/Pao / Pb1
Where Pa1 and Pb1 denote price levels (price index number) for countries A and B in the reference year, respectively.
Example:  Suppose the current U.S price level is at 112 while the German price level is at 107, relative 
to base price levels of 100. If the initial of the Deutsche mark was $ 0.48, then according to PPP, the 
dollar value of the DM should have risen to approximately $0.5024 (0.48 x 112/107), an appreciation of 
4.67%. On the other hand, if the German price level now equals 119, then the DM should have 
depreciated by about 5.88%, to $0.4518 (0.48 x 112/119).

(ii) The Relative Form of PPP 
 The relative form of PPP is an alternative version that accounts for the possibility of market imperfections such as transportation costs, tariffs, and quotas. This version acknowledges that, because of these market imperfections, prices of similar products of different countries will not necessarily be the same when measured in a common currency. 
However, it states that the rate of change in the prices of products should be somewhat similar when measured in a common currency if the transportation costs and trade barriers are unchanged. 
To illustrate the relative form of PPP, assume that two countries may experience inflation, for PPP to hold, the exchange rate should adjust to offset the differential in the inflation rates of the two countries. If this occurs, the pieces of goods in either country should appear similar to consumers. That is, consumers should note the little difference in their purchasing power in the two countries. 
The parity states that the exchange rate between the domestic currency and any foreign currency will adjust to reflect changes in the price levels (inflation) in the two countries. There are two key elements: the Exchange rate (e) and the Inflation rate (i).
It is presented by the following formula- 
et/eo = (i + ih)/ (i + if)

Where, et =domestic currency value of the foreign currency at time t 
 eo = domestic currency value of the foreign currency value at time o (spot rate)
 ih =periodic inflation in the domestic country
 if = the periodic inflation in the foreign country
One period version t=1 
 et/eo = (i + ih)/ (i + if) 
The one period version is often represented by the following approximation- 
 et – eo/eo = ih - if 
Therefore, the exchange rate changes = inflation differential. 
According to PPP the exchange rate change during the given period should be equal to the inflation differential in that same period. In addition, currencies with high rates of inflation should devalue relative to currencies with low rates of inflation. In practice the PPP model has shown some weakness and is a poor predictor of short-term changes in exchange rates.
Illustration 
The United States and German are running annual inflation rates of 5% and 3% respectively. The initial exchange rate is DM= $0.75 
Calculate the value of DM in three years (assume PPP holds). 
Solution 
If PPP holds, et/eo = (i + ih)/ (i + if) 
 e3 =0.75 (1+ 0.75) 3 / (1+ 0.03) 3= = 0.7945

DRAWBACKS OF PURCHASING POWER PARITY THEORY:
1)   Ignores government intervention: the PPP theory does not consider government or central bank intervention in exchange rate determination. If domestic currency depreciates too much, the central bank intervenes as it can have adverse effects on the economy.
2)   Ignores specialization: PPP theory ignores the specialization effect in international trade. Countries specialize in those items in which they enjoy superior cost advantage and accordingly produce such items.
3)   Ignores the effect of change in exchange rate on price level:   PPP theory ignores specialization effect in international trade. Countries specialize in those items in which they enjoy superior cost advantage and accordingly produce a power of currencies for a similar basket of goods and services.
4)   Ignores quality of goods: - PPP ignores quality of goods. While determining prices, the quality of goods in two different countries may be different. This prevents the equalization of prices thus it is difficult to arrive at an equilibrium exchange rate.
5)   Faulty assumption; - the theory is based on a faulty assumption such as lack of transport cost, lack of trade   barriers such as custom duties and  quotas etc.  International trade involves higher transportation costs and is also affected by trade barriers.
6)   Ignores speculation in foreign   exchange market: - the forex market is characterized by high speculation which affects the exchange rate.  PPP theory does not consider speculation in foreign exchange market.
7)   Limited application to large   countries:  for large   countries like India, China, USA etc., the application of this theory is limited. The PPP theory may have applicability to small countries where a large part of national income comes from international trade.
8)   Neglects capital transfer: The PPP theory considers only trade in merchandise. It excludes trade in services and capital transfers. These items create demand for and supply or foreign exchange. By excluding such factors, the theory has limited relevance.
9)  Overemphasis on purchasing power:  PPP theory places too much emphasis on purchasing power   as a determining factor of rate   exchange.  It ignores factors such as reciprocal demand of trading countries which can influence the rate of exchange even with no change in price levels.

4.0 THE FISHERS EFFECT
The interest rates that are quoted in the financial press are nominal rates. That is, they are expressed as the rate of exchange between current and future dollars (home currency). For example, a nominal interest rate of 8% on a one-year loan means that $1.08 must be repaid in one year for $1.00 loaned today. But what really matters to both parties to a loan agreement is the Real Interest rate, the rate at which current goods are being converted into future goods. 
Alternatively- the real rate of interest 
-is the net increase in wealth that people expect to achieve when they save and invest their current income. 
-it can be viewed as the added future consumption promised by a corporate borrower to lender in return for the latter’s differing current consumption. 
However, all financial contracts are stated in nominal terms, the real interest rate must be adjusted to reflect inflation. The Fisher effect states that, the nominal interest rate r is made up of two components: 
• A real required rate of return “a” 
• An inflation premium equal to the expected amount of inflation “i” 

Hence, Fisher Effect is-
 1+ Nominal interest rate = (1+real required rate of return) (1+expected inflation rate),
 i.e.   1 + r = (1 + a) (1+ i) 
Where, r = nominal rate 
 a= real rate 
 i = inflation rate  
 	Or r = a + i + ai 
This formula is often approximated by the equation-
 r= a + i or a = r – I 
The Fisher equation states that, for example, that if the required real return is 3% and expected inflation is 10%, then the nominal interest rate will be about 13% (13.3% to be exact). The logic behind this result is that $1 next year will have the purchasing power of $0.9 in terms of today’s dollar. Thus, the borrower must pay the lender $ 0.103 to compensate for the erosion in the purchasing power of the $ 1.03 in principal and interest payments, in addition to the $ 0.03 necessary to provide a 35 real return.

Capital market integration and segmentation. 
Capital market integration means that real interest rates are determined by the global supply and global demand for funds. This contrasts with capital market segmentation, where real interest rates are determined by local credit conditions. 
Capital market integration has homogeneous markets around the world, eroding much although apparently not all the real interest rate differentials between comparable domestic and offshore securities and strengthening the link between assets that are denominated in different currencies but carry similar credit risks. To the extent that real interest differentials do exist, they must be due to either currency risk or some form of political risk.

4.1 THE INTERNATIONAL FISHER EFFECT (IFE) 
The key to understanding the impact of relative changes in nominal interest rates among countries on the foreign exchange value of a nation’s currency is to recall the implication of PPP and the Generalized Fisher Effect. PPP implies that exchange rates will move to offset changes in inflation rate differential. Thus, a rise in the US inflation rate relative to those of other countries will be associated with a fall in the dollar’s value. It will also be associated with a rise in the US interest rate relative to foreign interest rates combining these two conditions and the result is the International Fisher Effect 
e t/eo = ( 1 + rh)t/ ( 1+ rf )t 
Where, e t = the expected exchange rate in period t 
The single period to the equation is-
e t/eo = ( 1 + rh) / ( 1+ rf )
Note: the relation here to interest rate parity equation. 
If the forward rate is an unbiased predictor of the future spot rate, that is ft = et then the equation becomes the interest rate parity. 
Example 
In July 2005, the one year interest rate is 4% on Swiss francs and 13% on US.
a. If the current exchange rate is sfr1=$0.63. What is the expected future exchange rate in one year? 
b. If a change in expectations regarding future US inflation causes the expected future spot rate to rise to 
$0.70, what should happen to US interest rate? 
Solution
(a) Using the IFE to forecast U$ and Sfr rates-
IFE = e t/eo = (1 + rh) / ( 1+ rf ) 
= 0.63 (1 + 0.13)/ (1 + 0.04) 
 = $0.6845
(b) If r US is the unknown US interest rate and the Swiss interest rate stayed at 4% (because there has 
been no change in expectation of Swiss inflation) then, 
e t/eo = 1+ rh/ 1+ rf 
 0.70/0.63 = 1+ rh/ 0.04
rh= 15.6%
If rf is relatively small, the approximation becomes-
rh - rf = e1 - eo / eo 
In effect, the IFE says that currencies with low interest rates are expected to appreciate relative to currencies with high interest rates. Essentially what the IFE says is that arbitrage between financial markets in the form of international capital flows should ensure that the interest differential between any two countries is an Unbiased Predictor of the future change in the spot rate of exchange. 
This condition does not mean, however, that the interest differential is an especially accurate predictor; it just means that prediction errors tend to cancel out over time.

5.0 INTEREST RATE PARITY 
Interest rate parity theory postulates that the currency of the country with a lower interest rate should be at a forward premium in terms of the currency of the country with the higher rate. More specifically, in an efficient market with no transaction costs, the interest differential should be approximately equal to the forward differential. When this condition is met, the forward rate is said to be at interest parity, and equilibrium prevails in the money markets. 
Interest parity ensures that the return on a hedged (or covered) foreign investment will adjust equal the domestic interest rate on investments of identical risk, thereby eliminating the possibility of having a 
money machine. When this condition holds, the covered interest differential- the difference between the domestic interest rate and the hedged foreign rate is zero. If the covered interest differential between two money markets is nonzero, there is an arbitrage incentive to move money from one market to the other.
According to interest rate parity the difference between the (risk free) interest rates paid on two 
currencies should be equal to the differences between the spot and forward rates. 
 F-S = ih -if 
In fact, the forward discount or premium is closely related to the interest differential between the two currencies.
5.1 INTEREST RATE ARBITRAGE
The objective of interest arbitrage is to allocate funds between financial centers in response to interest rate differentials and so realize the highest possible rate of return. If for example 90-day interest rates are higher in New York than in London, it may be worthwhile to transfer short term funds from London to New York. To do so they will have to convert pounds into dollars at the spot rate and at the same time they can avoid the foreign exchange risk by arranging to convert the proceeds of the investment back into pounds at the forward rate. It follows that whether this transaction is worthwhile depends on the interest rate differentials between the two financial centers and the difference between the 90-day forward rate and the spot rate. 
If interest rate parity is violated, then an arbitrage opportunity exists. The simplest example of this is what would happen if the forward rate was the same as the spot rate, but the interest rates were different, and then investors would: 
(a) Borrow in the currency at the lower rate. 
(b) Convert the cash at spot rates. 
(c) Enter into a forward contract to convert the cash plus the expected interest at the same rate. 
(d) Invest the money at a higher rate. 
(e) Convert back through the forward contract.
(f) Repay the principal and the interest; knowing the latter will be less than the interest received. 
Therefore, we can expect interest rate parity to apply. However, there is evidence of forward rate bias.
5.1.1Covered interest rate arbitrage 
The covered interest arbitrage relationship can be stated formally. 
Let eo be the current spot rate (home currency value of one unit of foreign currency) and
 f1 the end of period forward rate.
If rh and rf are the prevailing interest rates in New York (home) and say, London (foreign) respectively, then one dollar (home currency unit) invested in home (New York) will yield 1 + rh at the end of period; the same dollar (home currency) invested in London (foreign) will be worth ( 1+ rf) f1 /eo dollars (home currencies) at maturity. This latter result can be seen as follows: 
One dollar (HC) will convert into 1/ eo pounds (FC) that, when invested at rf will yield (1 + rf )/ eo pounds at the end of the period. 
By selling the proceeds forward today, this amount will be worth (1 + rf) / eo dollars (HC) when the investment matures. 
Funds will flow from New York to London if and only if 1 + rh < (1+ rf) f1 /eo.
Conversely, funds will flow from London to New York if and only if 1 + rh > (1+ rf) f1 /eo. 
Unless interest rates are very high or the period considered is long, this is a very good approximation.
r£ = r$ + f 
Where f is the forward premium: 
The above relationship is derived from assuming that covered interest rate parity opportunities should not last and is therefore called covered interest rate parity. Interest rate parity holds when there are no covered interest arbitrage opportunities. 
Based on the previous discussion, this no-arbitrage condition can be stated as follows: 
1 + rh / (1+ rf) = f1 /eo 
Illustration
Using IRP to calculate the $/Yen Forward rate: The interest rate in the United States is 10%, in Japan the comparable rate is 7%. The spot rate for the yen is $0.003800. If interest rate parity holds, what is the 90-day forward rate? 
Solution:
F90 = $0.003800 [(1 + 0.10/4)/ ( 1+0.07/4) ]  = $0.003828
in other words, the 90-day forward Japanese yen should be selling at an annualized premium of about 2.95% (4 x 0.0000/0.0038). 
Interest rate parity is often approximated by equation: rh - rf = (f1 - eo)/ eo
In effect interest rate parity says that high interest rates on a currency are offset by forward discounts and that low interest rates are offset by forward premiums.
Example on covered arbitrage 
Suppose the interest rate on pounds sterling is 12% in London, and the interest rate on a comparable dollar investment in New York is 7%. The pound spot rate is $1.75 and the one – year forward rate is $1.68. These rates imply a forward discount on sterling of 4% [(1.68-1.75)/1.75)] and a covered yield on sterling approximately equal to 8% (12%- 4%). Since there is a covered interest differential in favor of London, funds will flow from New York to London. This movement of money to take advantage of covered interest differential is known as covered interest arbitrage.
To illustrate the profits associated with covered interest arbitrage, let us assume that the borrowing and lending rates are identical, and the bid-ask spread in the spot and forward markets is zero. Here are the steps the arbitrageur can take to profit from the discrepancy in rates based on a $1 million transaction.
Specifically, the arbitrageur will-
 -Borrow $1,000,000 in New York at an interest of 7%. This means that at the end of one year, the 
   The arbitrageur must repay principal plus interest of $1,070,000.
 -Immediately convert $1,000,000 to pounds at the spot rate of £1 = $1.75. These yields 
   £571,428.57 available for investment. 
- Invest the principal of £571,428.57 in London at 12% for one year. at the end of the year, the 
   The arbitrageur will have £640,000.
-Simultaneously with the other transactions, sell the £640,000 in principle plus interest forward at a rate of £1=$1.68 for delivery in one year. This transaction will yield $1,075,200 next year. 
 At the end of the year, collect the £640,000, deliver it to the bank’s foreign exchange department in return for $1,075,200 and use $1,070,000 to repay the loan. The arbitrageur will earn $5,200.
on this set of transactions. The transactions associated with covered interest arbitrage will affect prices in both the money and foreign exchange markets. As pounds are bought spot and sold forward, boosting the spot rate and lowering the forward rate, the forward discount will tend to widen. Simultaneously, as money flows from New York, interest rates will tend to increase, at the same time, inflow of funds to London will depress interest rates there. The process of covered interest arbitrage will continue until interest parity is achieved unless there is government interference. If this process is interfered with, covered interest differentials between national money markets will not be arbitraged away. Interference always occurs since many governments regulate and restrict flows of capital across their borders. Moreover, just the risk of controls will be sufficient to yield prolonged deviations from interest rate parity. 
5.1.2 Uncovered interest arbitrage
 Uncovered interest arbitrage is a similar strategy to covered interest rate parity. The difference is that the currency risk is not hedged, so it is not a true arbitrage strategy. 
The usual strategy is simple: Suppose the risk-free rate for currency B is higher than that for currency A, and that the difference in interest rates is greater than the expected depreciation of currency B against currency A (both over the same period). 
The strategy is-
• Sell currency A and buy B. 
• Invest the amount of B bought in risk free securities. 
• When the securities mature convert the holding of B back to A.
If currency A is borrowed, then this is called a carry trade (because the interest on the borrowed amount is a carrying cost). Although this is not true arbitrage, it is a strategy that should usually make a profit over the risk-free rate, provided the average error in the forecasts is small. Conversely, given that such profits should not so easily be come by it can be used to derive an interest rate parity relationship. 
If an uncovered interest arbitrage trade makes a profit it implies either: 
 Covered interest arbitrage will also make a profit. The market should rapidly correct to eliminate an arbitrage opportunity, or the trader using the uncovered interest arbitrage strategy has better forecasts than the market.
While the latter may appear to be almost as unlikely as the former, it is not in fact unlikely given the evidence for forward rate bias. 
Uncovered interest rate parity.
This is the interest rate parity relationship that can be derived by assuming that uncovered interest rate arbitrage opportunities will be corrected by the market. 
Assuming uncovered interest rate arbitrage leads us to a slightly different relationship: 
r = r2 + E dS]
Where E [dS] is the expected change in exchange rates. 
This is called uncovered interest rate parity. 
In the forward rate, there will be the market expectation of the change in rates, this is equivalent to covered interest rate parity - unless one is speculating on market expectations being wrong. The evidence on uncovered interest rate parity is mixed, but this paper finds evidence that it applies in the long-term, although there is short-term deviation from it. 
Inwards interest rate arbitrage 
This form of arbitrage involves rearranging a bank's cash by borrowing from the interbank market and re-depositing the borrowed money locally at a higher interest rate. The bank will make money on the spread between the interest rate on the local currency, and the interest rate on the borrowed currency. Inward arbitrage works because it allows the bank to borrow at a cheaper rate than it could in the local currency market. For example, assume an American bank goes to the interbank market to borrow at the lower Eurodollar rate, and then deposits those Eurodollars at a bank within the US. The larger the spread, the more money that can be made.
Outward interest rate arbitrage 
A form of arbitrage involving the rearrangement of a bank's cash by taking its local currency and depositing it into euro banks. The interest rate will be higher in the interbank market, which will enable the bank to earn more on the interest it receives for the use of its cash. 
Outward arbitrage works because it allows the bank to lend for more abroad than it could in the local market. For example, assume an American bank goes to the interbank market to lend at the higher Eurodollar rate. Money will be shifted from an American bank's branch within the U.S. to a branch located outside of the U.S. The bank will earn revenues on the spread between the two interest rates. The larger the spread, the more money will be made.

6.0 FORCASTING EXCHANGE RATES:
MNCs’ decisions require an assessment of the future.  Future exchange rates will affect all critical characteristics of the firm such as costs and revenues.
Exchange rate   forecasts play a fundamental role in nearly all aspects of international    financial management. Exchange rate forecasts are necessary to evaluate the foreign denominated cash flows involved in international transactions.
6.1 METHODS OF FORECASTING EXCHANGE RATES:
The numerous methods available for forecasting exchange rates can be categorized into four general groups:
· Technical,
· Fundamental,
· Market-based, and
· Mixed.
Technical Forecasting
Technical forecasting involves the use of historical data to predict future values. It includes statistical analysis and time series models.
It is done through Charting (Bar graphs, pie charts, curves) and Trend Analysis (Econometric). Speculators may find the models useful for predicting day- to-day movements. However, since they typically focus on the near future, they are of limited use to MNCs.
2. Fundamental forecasting
· Fundamental	forecasting is based on	the fundamental relationships between   economic variables and exchange rates.			
· A forecast may arise simply from a subjective assessment of the factors that affect exchange rates.
· A   forecast   may   be   based   on   quantitative measurements (with the aid of regression models and sensitivity analysis) too.
· In general, fundamental forecasting is limited by:

· The uncertain timing of the impact of the factors.
· The   need   for   forecasts   for   factors   with instantaneous impact.
· The possibility that other relevant factors may be omitted from the model, and
· changes    in    the    sensitivity    of    currency movements to each factor over time.

Fundamental forecasting is based on underlying relationships that are believed to exist between one or more variables and a currency’s value.  Given these relationships, a change in one or more of these variables will lead to a forecast of the currency value.
Even if a fundamental relationship exists, it is difficult to accurately quantify that relationship in a form applicable to forecasting. Even if the relationships could be quantified, there is no guarantee that the historical relationships will persist in the future.  It is difficult to determine the lagged impact of some variables. It is also called difficult to incorporate some qualitative factors into the model.
3. Market Based approach
Market-based   forecasting   involves   developing forecasts from market indicators – Forward Rate and Interest Rate. In the markets, either the spot rate or the forward rate is used, since speculation should push the rates to the level that reflects the market expectation of the future exchange rate.
Since forward contracts have low trading volumes and are not widely quoted, the interest rates on risk-free instruments can be used to determine what the forward rates should be according to IRP for long-term forecasting.
Financial markets are said to be efficient if the current asset prices fully reflect all the available and relevant information. The efficient market hypothesis (EMH) is largely attributable to Professor Eugene Fama of the University of Chicago.
The advantages of market-based models are-
1)   Easy to use data are readily observable.
2)   Costless to use, data are “free.”

The disadvantage of market-based models is-
1)   Conceptual:   models don’t force us to think about forces which may account for future moves in exchange rates.
2)  Forecasting errors:  if we assume these models provided long term unbiased predictors there are times, especially over the short run, when they may produce large single period forecasting errors.
3)   Implications for global firms and global investors: use with caution, given the potential for large, short-term forecasting errors. 
4. Mixed forecasting
Mixed   forecasting   refers   to   the   use   of   a combination of forecasting techniques. The actual forecast is a weighted average of the various forecasts developed.
7.0 SELF ASSESMENT EXERCISE
1. State the parity conditions.
2. With the aid of an example explain the purchasing power parity
3. Discuss the various forms of purchasing power parity.
4. Using the equation, illustrate Fisher's effect.
5. Define capital market integration.
6. Explain the drawback of the purchasing power parity theory.
7. Illustrate the International Fisher Effect using the equation.
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