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						Thischapterprovidesabriefintroductiontointernationalﬁnanceasviewedfromtheperspec-
					
				

				
					
						tiveofadomesticCFO,whoisdealing(atrelativearms-length)withsubsidiaries,sales,or
					
				

				
					
						capitalrequisitioninothercountries.WhenaU.S.ﬁrmgoesmultinational,manyissues,and
					
				

				
					
						especiallyoperationalones,canbecomemorecomplex.Forexample,marketingtocustomers,
					
				

				
					
						hiringemployees,anddealingwithsuppliers,orjusttheaccountingrules,canallbedierentin
					
				

				
					
						othercountries.Fortunately,theseissuesarenotprincipallythedomainofcorporateﬁnance,
					
				

				
					
						andthusweshallignoretheminthischapter.Similarly,foreignmanagersofforeigncorpora-
					
				

				
					
						tionscanhaveawholeslewofotherissuesthatwecanalsoignorefromourperspective—for
					
				

				
					
						example,insomeEuropeancountries,managersarelegallyobligedtomaximizeabroader
					
				

				
					
						stakeholdervalue.
					
				

			

			
				
					
						Ultimately,foraU.S.ﬁnanciersexpandingabroad,thereisoneprimarycomplication:curren-
					
				

				
					
						cies.Otherwise,youcantreatforeignsubsidiariesprettysimilarlyasyoucantreatdomestic
					
				

				
					
						operations.Theproblemsandsolutionslookverymuchalike.Ofcourse,currencyissues
					
				

				
					
						canpervademultipleareasofﬁnance—exchangeratesfortrading,foreigninvestment,capital
					
				

				
					
						budgeting,andhedging.Thesearethesubjectofourchapter.
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						1
					
					
						·
					
					
						1.Currencies
					
				

			

			
				
					
						Relativesizeofglobal
					
				

				
					
						markets.
					
					
						stockmarketcapitalizationandbondmarketcapitalizationisintheUnitedStates.Europe
					
				

				
					
						accountsforaboutonequarterandJapanforaboutone-eighth.(ItislikelythatSouthEast
					
				

				
					
						Asia,includingChina,willsoonplayamoreprominentrole.)Corporateborrowingiseven
					
				

				
					
						morelopsided:U.S.corporationsaccountforabout75%oftheworld’scorporatebondissues.
					
				

				
					
						Themostimportantconceptualdierencebetweentransactingwithinone’sowncountryand
					
				

			

			
				
					
						TheﬁnancialmarketsoftheUnitedStatesarethelargestintheworld.Abouthalfoftheworld’s
					
				

			

			
				
					
						Currencies!
					
				

			

			
				
					
						transactingwithotherOECDcountriesisthatofexchangeratesbetweencurrencies.
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.A.ExchangeRatesandCurrency-DependentRatesofReturn
					
				

			

			
				
					
						Allpricesarereally
					
				

				
					
						exchangerates.
					
					
						reallynodierentthanthepriceofagood.Agrocerystoremaypostan“exchangerate”of
					
				

				
					
						0.25$/appleoranexchangerateof4apples/$.
					
				

				
					
						Therearestandardizedcurrencyquotingconventions.Forexample,oneconventionistoquote
					
				

			

			
				
					
						Anexchangerateisthepriceofonecountry’scurrencyinunitsofanothercurrency. Itis
					
				

			

			
				
					
						Yen/Dollarbut
					
				

				
					
						Dollar/Euro. 
					
					
						theyen-dollarexchangerate(e.g.,120¥/$)ratherthanthedollar-yenexchangerate;andan-
					
				

				
					
						otherconventionistoquotethedollar-euroexchangerate(e.g.,1.08$/€)andthedollar-pound
					
				

				
					
						exchangerate(e.g.,1.5$/£).Becareful:thedollardepreciateseitherwhenthe¥/$ratede-
					
				

				
					
						creases(feweryenperdollar),orwhenthe$/€rateincreases(moredollarspereuro).
					
				

			

			
				
					
						Financialexchangerates
					
				

				
					
						arealmostfrictionless.
					
					
						oranairportexchangebooth,isusuallyratherunfavorable.Butthe
						ﬁnancial
						currencymarkets,
					
				

				
					
						whoseexchangeratesapplytolargeﬁnancialtransactions,arethemostliquidandcompetitive
					
				

				
					
						marketsintheworld,withverysmalltransactioncostsandbid-askspreads.Althoughthere
					
				

				
					
						arenoﬁrmstatistics,thetypicalcurrencytrading,includingforwardandfuturestrading,is
					
				

				
					
						around$1.5trillionaday.Toputthisintoperspective,thisismorethantentimesthetypical
					
				

				
					
						dailytradingvolumeinequitiesandmorethan10%ofthe
						annual
						U.S.grossdomesticproduct
					
				

				
					
						(GDP).Insuchliquidandactiveﬁnancialmarkets,weshouldbeinclinedtobelievethatfew,if
					
				

				
					
						any,peoplehaveanabilitytooutpredictthemarket’sforecastofexchangerates.
					
				

			

			
				
					
						Theexchangeratethatyoupaywhenyoutravelandneedphysicalcash,e.g.,fromyourhotel
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.B.CurrencyFuturesandInterestRateParity
					
				

			

			
				
					
						Currentcurrency
					
				

				
					
						forwardquotes. 
					
					
						twoprincipaltypes.Theﬁrstisbasedonthespotcurrencyrateandisforanexchangeofa
					
				

				
					
						ﬁxedamountofcurrencyimmediately.Thesecondisbasedontheforwardcurrencyrateand
					
				

				
					
						isforanexchangeofaﬁxedamountofcurrencyonaﬁxeddateinthefuture.Thecontracts
					
				

				
					
						areusuallystructuredsothattheyareafairexchangebetweenparties,sotheycostnothingat
					
				

				
					
						theoutset.
					
				

			

			
				
					
						Corporationscanhedgeagainstexchangerateriskbytradingcurrencycontracts.Thereare
					
				

			

			
				
					
						TableI.1.SpotandForwardRates($/€),onFriday,August22,2003.
					
				

			

			
				
					
						Contract Last Contract Last Contract Last
					
				

				
					
						CashSpot 1.0886 December03 1.0850 June04 1.0803
					
				

				
					
						September03 1.0878 March04 1.0825 September04 1.0783
					
				

			

			
				
					
						Around-triptransaction
					
				

				
					
						ﬁxescurrencyforward
					
				

			

			
				
					
						Table
						I.1
						givesanexampleofthespotandforwardcurrencyratesonAugust22,2003.You
					
				

			

			
				
					
						quotes.
					
					
						couldreceive1.0886dollarsforeacheuro“onthespot.”Oryoucouldcommittoadollar-euro
					
				

				
					
						exchangeinSeptember2004(alittlemorethan12monthslater),whichwouldonlygetyou
					
				

				
					
						1.0783dollarsforeacheuro.Why?Doesthismeanthattheeurowilldepreciateagainstthe
					
				

				
					
						dollar?Nothingsocomplex:asyouwilllearnnow,interestrateparity(IRP)isanarbitrage
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						103
					
				

			

			
				
					
						conditionthattiesthecurrencyspotrate,thecurrencyforwardrate,andthecountryTreasury
					
				

				
					
						interestratestogether.
					
				

			

			
				
					
						FigureI.1.InterestRateParity:TwoWaystoEarnA1.2%DollarInterestRate
					
				

			

			
				
					
						Start
					
				

				
					
						H
					
					
						H
					
					
						Hj
					
					
						$1,000
					
				

			

			
				
					
						SpotExchangeRate
					
				

				
					
						(knownattime
						t
						)
					
				

				
					
						x
					
					
						t,t
					
					
						=
					
					
						1
						.
						0886$
						/
						€
					
				

			

			
				
					
						-
					
					
						€918.61
					
				

			

			
				
					
						T
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						t
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						t
					
					
						,
					
					
						t
					
					
						+
					
					
						1
					
				

			

			
				
					
						U
					
					
						.
					
					
						S
					
					
						.
					
				

			

			
				
					
						E
					
					
						u
					
					
						r
					
					
						o
					
				

			

			
				
					
						U
					
					
						S
					
				

			

			
				
					
						E
					
					
						U
					
				

			

			
				
					
						(
					
					
						r
					
				

			

			
				
					
						(
					
					
						r
					
				

			

			
				
					
						r
					
				

			

			
				
					
						r
					
				

			

			
				
					
						?
					
				

			

			
				
					
						?
					
				

			

			
				
					
						ForwardExchangeRate
					
				

				
					
						(lockedinattime
						t
						)
					
				

			

			
				
					
						$1,011.
						2
					
					
						· 
					
					
						€937.81
					
				

			

			
				
					
						
					
					
						x
					
					
						t,t
					
					
						+
					
					
						1
					
					
						=
					
					
						1
						.
						0783$
						/
						€
					
				

			

			
				
					
						Result:
					
				

			

			
				
					
						ratewas1.12%.The1-YeareuroTreasuryinterestratewas2.09%.(Eachcurrencyhasitsown
					
				

				
					
						yieldcurve.YoucanﬁndmanysuchyieldcurvesontheWWW,e.g.,at
						www.bloomberg.com
						.
						)
					
				

				
					
						Therefore,youcouldsave$1,000at1.0112%toreceive$1,011.
						20
						in1year.Or,youcould
					
				

				
					
						exchange$1,000into€918.61atthespotrate,investtheeurosat2.09%toreceive€918
						.
						61
					
					
						·
					
				

				
					
						(
						1
					
					
						+
					
					
						2
						.
						09%
						)
					
					
						
					
					
						€937
						.
						81in1year,andtodaylockinaforwardexchangeattherateof1
						.
						0783$
						/
						€
					
				

				
					
						totranslatethe€937.81backinto$1,011.
						24
						.The4cents(0.004%)dierencebetween$1,011.
						20
					
				

				
					
						and$1,011.
						24
						iseitherroundingerrororaviolationofIRPthatistoosmalltobeexploited
					
				

				
					
						becauseoftransactioncosts.
					
				

			

			
				
					
						example,whatifitwasthecurrentspotrate(1.0886$/€)insteadoftheactual1.0783$/€?If
					
				

				
					
						therewerenoarbitragetransactioncosts,youcouldearnahigherinterestrateineuros,and
					
				

				
					
						lockintoexchangetheresultingeurosbackintodollarsafteroneyearisover.Youwould
					
				

				
					
						convertyour$1,000into€918.61,earnthe2.09%interesttoendupwith€937.81,andlock
					
				

				
					
						inthereversecurrencyexchangeforanetof€937
						.
						81
					
					
						·
					
					
						1
						.
						0886$
						/
						€
					
					
						=
					
					
						$1
						,
						020
						.
						90
						.Thisis70
					
				

				
					
						centsmorethanthe$1,011.
						20
						thatyouwouldreceiveifyouinvestedinU.S.Treasurybonds.
					
				

				
					
						TheU.S.interestratewouldbeinferior—anarbitrageopportunity,whichweconsidertobean
					
				

				
					
						impossibility.
					
				

				
					
						WecanwriteIRPasaformula.Callthe$/€exchangeratetoday
						x
					
					
						t,t
					
					
						andtheforwardexchange
					
					
						Theround-tripin
					
				

				
					
						formula.
					
				

			

			
				
					
						ratethatyoucanlockintoday
						x
					
					
						t,t
					
					
						+
					
					
						1
					
					
						.Ourarbitragerelationshipis
					
				

			

			
				
					
						$1
						,
						000
					
					
						·
					
					
						(
						1
					
					
						+
					
					
						1
						.
						12%
						)
					
					
						
					
					
						
					
					
						$1
						,
						000
						/(
						1
						.
						0886$
						/
						€
						)
					
					
						
					
					
						·
					
					
						(
						1
					
					
						+
					
					
						2
						.
						09%
						)
					
					
						·
					
					
						(
						1
						.
						0783$
						/
						€
						)
					
				

			

			
				
					
						(I.1)
					
				

			

			
				
					
						I
					
					
						t 
					
					
						·
					
					
						(
						1
					
					
						+
					
					
						r
					
					
						US
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
					
						= 
					
					
						I
					
					
						t
					
					
						·
					
					
						1
						/x
					
					
						t,t 
					
					
						·
					
					
						(
						1
					
					
						+
					
					
						r
					
					
						EU
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
					
						· 
					
					
						x
					
					
						t,t
					
					
						+
					
					
						1 
					
					
						.
					
				

			

			
				
					
						Anecdote:CurrencyArbitrageintheMiddleAges
					
				

				
					
						Currencyarbitrageisnothingnew.Inthe13thcentury,Venetianbankersheavilyspeculatedincurrencieson
					
				

				
					
						agrandscale.Twiceayear,20-30shipssailedfromVenicetothemid-East,carryingsilverandreturningwith
					
				

				
					
						gold.Thegold/silverexchangeratesweredierentinEuropethantheywereinEgypt.(Goldwasexportedfrom
					
				

				
					
						ChinabylootingMongols.)Bythe14thcentury,theVenetianshaddefactoreplacedtheEasterngoldstandard
					
				

				
					
						withasilverstandardandtheWesternsilverstandardwithagoldstandard.Theirlargecurrencyreservesalso
					
				

				
					
						allowedthemtointroducecashlessbanktransfersamongmerchants’accounts,withcreditlinesandoverdrafts.
					
				

				
					
						Bythe15thcentury,Mongols,theBlackDeath,andlarge-scalecreditordefaultshadendedthedominanceof
					
				

				
					
						Italianbanks,beginningthereignoftheGermanbankingfamilyoftheFuggers,themostdominantcommercial
					
				

				
					
						companyinhistory.(
						PartialSource
						:
						AmericanAlmanac
						.
						)
					
				

			

			
				
					
						Figure
						I.1
						illustratesinterestrateparity.OnAugust22,the1-yearU.S.dollarTreasuryinterest
					
					
						Theparticular
					
				

				
					
						round-triparbitrage
					
				

				
					
						condition.
					
				

			

			
				
					
						Whatif,instead,the1-yearforward$/€rate(thatyoucouldlockintoday)wasdierent?For
					
					
						IfIRPfails,wecan
					
				

				
					
						arbitrage.
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						NowsimplifyandrearrangeFormula
						I.1
						intothemorestandardwaytowritetheinterestrate
					
				

				
					
						parityequation,andyougetthefollowing:
					
				

			

			
				
					
						Important: 
						InterestRateParityisanarbitrageconditionthatimpliesthat
					
				

				
					
						currencyspotandforwardexchangeratesarelinkedtothecountryinterestrates
					
				

				
					
						via
					
				

			

			
				
					
						x
					
					
						t,t 
					
					
						=
					
					
						(
						1
					
					
						+
					
					
						r
					
					
						US
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
					
						=
					
					
						f
					
					
						t,t
					
					
						+
					
					
						1
					
				

			

			
				
					
						s
					
					
						t 
					
					
						. 
						(I.2)
					
				

				
					
						Theexchangeratexisdeﬁnedin$/€.(Easytoremember:countriesmustbein
					
				

				
					
						thesameorderonbothsides;here,dollarontop,euroonthebottom.Forextra
					
				

				
					
						clarity,weaddedftonametheforwardandstonamethespotrate.)
					
				

			

			
				
					
						SideNote: Currenciestradebothasfuturesandforwardcontracts.Theydierfromoneanotherinthat
					
				

				
					
						futuressettlechangesinvalueeveryday.Forexample,assumeyouhavepurchasedafuturescontractthat
					
				

				
					
						todaycommitstoexchangeyour$200inexchangeforthereceiptof£100nextyear.Tomorrow,thedollar
					
				

				
					
						depreciatesandthefuturesexchangepricechangesfrom2$/£to3$/£.Your£100committedreceiptisnow
					
				

				
					
						worth$300.Insteadofwaiting,thefuturescontractimmediatelyexecutesthissettlement:thesellerofyour
					
				

				
					
						futurescontractmustpayyouthe$100attheendoftheday.
					
				

				
					
						Thecurrencyfuturesmarketisanexchangemarket.Prevailingspotandfuturesexchangeratesaretherefore
					
				

				
					
						publiclyavailable,e.g.,on
						www2.barchart.com
						. 
						(Thisistraditional:Financialfuturescontractshavealong
					
				

				
					
						history.TheyweretradedontheAmsterdamsecuritiesexchangeasearlyasthe17thcentury.) Incontrast,
					
				

				
					
						forwardcontractsaretypicallyboughtandsoldinanover-the-counter(OTC)market.AsinmostOTCmarkets,
					
				

				
					
						thereisnosuchthingasoneuniqueforwardrate.Corporationsandotherinterestedpartiescalluptheirlocal
					
				

				
					
						banks,whichwillquotethemforwardratesfortheirdesiredhorizon.Therefore,forwardratesaresimilar,but
					
				

				
					
						notidentical,frombanktobankandfromcorporationtocorporation.Theforwardmarketismuchlargerthan
					
				

				
					
						thefuturesmarket.
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.C.PurchasingPowerParity
					
				

			

			
				
					
						Whyareinterestrates
					
				

				
					
						differentacross
					
				

			

			
				
					
						Forwardexchangeratesareexactlydeterminedbyinterestratesthroughanarbitragecondition.
					
				

			

			
				
					
						countries?
					
					
						Butthereisadeeperquestionhere:whyistheinterestrateineuroshigherthantheinterest
					
				

				
					
						rateinU.S.dollars?
					
				

			

			
				
					
						Therealquestionis
					
				

				
					
						whethergoodscostthe
					
				

			

			
				
					
						Economistsarenotsure,andhereiswhy.Themostimportantquestioniswhetherpurchasing
					
				

			

			
				
					
						same(PPP).
					
					
						powerparity(PPP)holds.ThePPPtheoryofexchangeratespositsthatpricesofidentical
					
				

				
					
						goodsshouldbethesameinallcountries,dieringonlyinthecostsoftransportandduties.
					
				

				
					
						ButdoesPPPhold?Do$108.
						86
						dollarsbuythesameamountofgoods—sayapples—that€100
					
				

				
					
						buy?Ifanapplecosts$1.
						0886
						intheUnitedStates,and€1.00inEurope,thenPPPholds.
					
				

				
					
						Whatifitdoesnothold?Whatif,forexample,anapplecosts$1.
						00
						intheUnitedStatesand
					
				

				
					
						€1.00inEurope?ThenweshouldexportcheaperU.S.applestoEurope,sellthemfor€1,and
					
				

				
					
						earnaproﬁtof$0.
						08
						/apple.Transportcostsandimport/exportbarriers(suchastaris)are
					
				

				
					
						probablytoohightopermitanapplearbitrage,butthereareother,moreeasilytransportable
					
				

				
					
						commodities,rangingfromdiamonds,togold,togasoline.Aseconomists,weexpectprices
					
				

				
					
						foreasilyexportableandtradeablecommoditiestoobeyPPP.Butothergoodsneednotobey
					
				

				
					
						PPP:LandinFranceisnotthesameaslandinManhattananditcannotbeexported.Concrete
					
				

				
					
						istoocostlytotransport,becauseshippingcostsaretoohigh.Raspberriesspoiltooeasilyto
					
				

				
					
						transportlongdistances.MaplesyruphaslittledemandinEurope,andisnoteasytoresell.A
					
				

				
					
						workhourbyaCzechhairstylistisnotsameasaworkhourbyanAmericanhairstylist.And
					
				

				
					
						soon.Indeed,PPPdoesnotevenholdinsideonecountry:apartmentsandplumberscostmore
					
				

				
					
						inManhattanthaninNewJersey.GascostsmoreinSanFrancisco(CA)thaninSanAntonio
					
				

				
					
						(TX).ThereasonswhyPPPdoesnothold
						inside
						acountryarethesameaswhyPPPdoesnot
					
				

				
					
						hold
						across
						countries.But,ifaftertakingtransportcostsintoaccount,gasistooexpensivein
					
				

				
					
						SanFranciscorelativetoSanAntonio,someonewillstartshippingitfromSanAntoniotoSan
					
				

				
					
						Franciscosoonerratherthanlater.
					
				

			

			
				
					
						x
					
					
						t,t
					
					
						+
					
					
						1
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
				

				
					
						(
						1
					
					
						+
					
					
						r
					
					
						EU
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						105
					
				

			

			
				
					
						intheUnitedStatesareworththesame—andthatPPPwillalsoholdinthefuture.Thiswill
					
				

				
					
						allowustodeterminerelativeinﬂationrates.Forexample,anapplethatcosts$1.
						0886
						inthe
					
				

				
					
						UnitedStatestodaycosts€1inEuropetoday.IftheU.S.dollarinﬂationrateis2%,thenthe
					
				

				
					
						applewillcost$1
						.
						0886
					
					
						·
					
					
						1
						.
						02
					
					
						=
					
					
						$1
						.
						1104
						nextyear.Wecanlockinafutureexchangerateof
					
				

				
					
						1.0783$/€,whichmeansthatnextyear’sU.S.applewillbeworth$1
						.
						1104
						/
						1
						.
						0783
					
					
						=
					
					
						€1
						.
						0297.
					
				

				
					
						Insum,aEuro-apple,costing€1todaywillcost€1.0297nextyear,whichmeansthattheeuro
					
				

				
					
						inﬂationrateis2.97%.
					
				

				
					
						Anotherwaytostatethisisthatpurchasingpowerparityimpliesthat
						real
						interestratesmustbe
					
					
						TheFisherHypothesis
					
				

				
					
						saysthatexpectedreal
					
				

				
					
						interestratesarethe
					
				

				
					
						sameacrosscountries.
					
				

			

			
				
					
						equal.Afterall,arealinterestrateisjustaninﬂation-adjustednominalinterestrate.(Youcan
					
				

				
					
						thinkofmoneyhereasagoodlikeapples,butonewhichincreasesnotonlythroughinﬂation,
					
				

				
					
						butalsothroughinterestearnings.)Therefore,inourcontext,thePPPclaimisthat
					
				

			

			
				
					
						1
						.
						0307 
					
					
						 
					
					
						1
						.
						012
					
				

			

			
				
					
						1
						.
						02
					
				

			

			
				
					
						(I.3)
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
					
						=
					
					
						(
						1
					
					
						+
					
					
						r
					
					
						US
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
				

				
					
						(
						1
					
					
						+
					
					
						
					
					
						US
					
				

			

			
				
					
						t,t
					
					
						+
					
					
						1
					
					
						)
					
					
						,
					
				

			

			
				
					
						where
						r
						isthenominalinterestrateand
						
						istheinﬂationrate.Clearly,purchasingpowerparity
					
				

				
					
						isastrongassumption.ThereisaweakerformofFormula
						I.3
						,whichreplaces
						actual
						inﬂation
					
				

				
					
						rateswith
						expected
						inﬂationrates.TheFisherhypothesisstatesthatexpectedrealratesof
					
				

				
					
						returnareequalacrosscountries—anditneednothold.Asidefromthebasicquestionofwhich
					
				

				
					
						goodstheinﬂationraterefersto,itcouldalsobethatinvestorsononeofthetwosidesearn
					
				

				
					
						extracompensationforsharingtheriskcurrencymovements.
					
				

			

			
				
					
						Important:
					
				

			

			
				
					
						•IfPPPholds,theninterestratedierentialsacrosscountriesareexplainedby
					
				

				
					
						theirinﬂationratedierentials.
					
				

			

			
				
					
						•TheFisherhypothesisisthatexpectedrealratesofreturnareidenticalacross
					
				

				
					
						countries.
					
				

			

			
				
					
						whichthereisnoimportdutybetweentheEuropeanUnionandtheUnitedStates,theansweris
					
				

				
					
						probablyyes.Formostothergoods,theanswerisprobablyno.AsexplainedinChapter??,the
					
				

				
					
						reportedinﬂationrateisitselfbasedonanarbitrarybundleofgoods,usuallytheConsumer
					
				

				
					
						PriceIndex(CPI).So,docountrieswithhigher“average”inﬂationratesexperiencedepreciating
					
				

				
					
						currencies?Theansweris“onlyveryweakly”overhorizonsofonetoﬁveyears.But,inthe
					
				

				
					
						longrun,therearemanyarbitrageurs(called“import/exportﬁrms”)thatarehardatworkto
					
				

				
					
						helpmakePPPcometrue—oratleasttolimitdeviationsfromPPP.So,thesameevidencethat
					
				

				
					
						suggestsalmostnoPPPovershorterhorizonssuggeststhatPPPholdsverywelloverten-to
					
				

				
					
						twenty-yearhorizons.MarketforcesareonthesideofPPP!
					
				

			

			
				
					
						Anecdote:Yale’sMostFamousEconomist
					
				

				
					
						IrvingFisher,inventoroftheFisherhypothesis,easilyranksamongthebesteconomistsever.Buthewasalso
					
				

				
					
						aneccentricandcolorfulﬁgure.WhenIrvingFisherwrotehis1892dissertation,heconstructedamechanical
					
				

				
					
						machineequippedwithpumps,wheels,leversandpipesinordertoillustratehispricetheory.(Youcanﬁnd
					
				

				
					
						imagesofhisﬁrstandsecondprototypesonanumberofwebsites.)Socially,hewasanavidadvocateof
					
				

				
					
						eugenicsandhealthfooddiets.Hemadeafortunewithhisvisibleindexcardsystem—knowntodayasthe
					
				

				
					
						rolodex—andadvocatedtheestablishmentofa100%reserverequirementbankingsystem.Hisfortunewaslost
					
				

				
					
						andhisreputationwasseverelymarredbythe1929WallStreetCrash,whenjustdaysbeforethecrash,hewas
					
				

				
					
						reassuringinvestorsthatstockpriceswerenotoverinﬂatedbut,rather,hadachievedanew,permanentplateau.
					
				

				
					
						Evenﬁnancialgeniusescanbehumbledbythemarkets.
					
				

			

			
				
					
						Source:
						cepa.newschool.edu/het/proﬁles/ﬁsher.htm
						:
					
				

			

			
				
					
						Still,letusassumeforamomentthatPPPdoeshold—thatis,thatgoodsinEuropeandgoods
					
					
						IfPPPalwaysholds,
					
				

				
					
						differentialinterest
					
				

				
					
						ratesaredeterminedby
					
				

				
					
						differentialinﬂation
					
				

				
					
						rates.
					
				

			

			
				
					
						1
						.
						0218
					
				

			

			
				
					
						(
						1
					
					
						+
					
					
						r
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