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Purchasing Power Parity

          Exchange rate is always an important factor for multinational countries. It generally represents the national currency quotation in respect to foreign currency. As we know the exchange is exposed to the demand and supply of currency, so for Honeywell Inc it’s very important to understand the nature of exchange rate in the countries (India and Brazil) before its expansion in theses countries.

         India shows has its currency called INR (Indian Rupees). Convertibility in its current account, coupled with liberal trading measures has increased the competitiveness in India’s domestic market

          The rupee convertibility process was started and implemented in July 1991 because of the following factors:

· The country set relaxation of Quantitative Restrictions Regime that involves the import quotas and licensing.

· Reduced levels and implementation of import tariff rates

· Elimination of several export subsidization strategies
· Liberalization of exchange restrictions on capital inflows. This also includes the inflow of the foreign direct and portfolio investments
· The country introduced the market driven exchange rates of the rupee, instead of administered system through the basket peg mechanism.

          The bid and ask spread is mainly derived by the negotiations between the buyer and the seller of the particular currency. The Indian currency has a bid ask spread of almost Rs 1/dollar. 

Value of Real Exchange Rate

          In the case of India, real exchange targeting has more than a transition effect. India has not experienced accelerated inflation when nominal devaluations are used as a policy tool to enhance competitiveness (competition) of domestic exporters within the country. The overall impact of real exchange targeting in India, unlike in many Latin American countries, RER targeting has been relatively successful without substantial costs in terms of higher inflation cost. In India, the economy has had to endure higher real interest rates at least partly as a consequence of RER targeting. 

          The purchase power parity exists in India due to a due to a fluctuating inflation rate in the country. The country has a range of a highly fluctuating inflation rate in long run. This fluctuation creates a ground for the purchase power parity in the country. India had a % world PPP GDP of 7.5% in the year 2005 and the country has seen increasing its PPP to surpass Japan. 

For Brazil, it tried convertibility of its exchange rate many times during nineties, but it failed to give any positive result for the country and this is the reason the convertibility of exchange rate in this country is seen as a risk. At present the country doesn’t have currency convertibility and it is using the fixed exchange rate.

                     The real exchange rate in Brazil has been extremely volatile in the past. The country has seen extreme high and low of its real exchange but after 1994 the real exchange rate has been less volatile and the it’s new currency real has been performing well in the economy.

           For Brazil % world PPP GDP is just 2.5% this because of fixed exchange rate regime. The country has lower PPP as compared to the other developing countries among the developing countries. Due to this low PPP the country has high inflationary risk for investment.  However, looking at the $ equivalent per capita GDP of Brazil shows a higher $ equivalent per capita GDP for Brazil as compared to India. Therefore, despite inflationary risk the country is good for investment purposes. 

Bid-ask Spread and Calculations

The ‘bid’ is the highest price the buyer is willing to pay for the goods or services. The ‘ask’ is the lowest price the seller is willing to sell their goods or services. The bid-ask spread is the difference between the bid and the ask price. Below is a chart showing the bid-ask spread in India and Brazil, which calculated from the previous table on the real exchange rates.
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Foreign Exchange Market

The absence or presence of a forward exchange market will have significant implications. “The forward exchange market coordinates the trade of forward contracts on currencies. The forward contract itself is an agreement between a corporation and a commercial bank to exchange specific amounts of money on a specified date” (Madura, 2006). Forward contracts are typically for large sums of money, an average investor or small business does not operate in the forward exchange market. However, MNC’s will use the forward exchange market to lock in rates when doing business with two or more different currencies. In other words, the MNC will use the market to hedge against the possibility of one currency or another depreciating over time when a contract matures.  

Presence of a Forward Exchange Market

The largest advantage of the forward exchange market is for a large corporation to have ability to enter into an agreement for a specific amount of currency for a specific amount time (Madura, 2006). Similar to a spot rate, the forward rates will have a bid/ask spread. The spread between the bid and ask price will be larger for forward rates of currencies of developing countries because the amount of activity is limited. For India and Brazil the bid/ask prices also vary largely. For India the bid/ask spread is 0.0079, although Brazil’s is 1.478. The size of the spread is determines the supply and demand for the country’s currency. The more buyers and sellers that compete for the same currency brings the bid/ask price lower (Fxwords.com, 2007). Without the forward exchange market, a large corporation would not have the confident to carry out business when working with more than one currency. The market allows the corporation to perform transactions and minimize financial risks associated with conducting international business.

Interest Rate Parity and Significance



According to Investopedia.com (2009), Interest Rate Parity (IRP) is “a theory that 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, para. 1). 

If domestic interest rates are less than foreign interest rates, foreign currency must trade at a forward discount to offset any benefit of higher interest rates in foreign country to prevent arbitrage. If currency does not trade at a forward discount or if the forward discount is not large enough to offset the interest rate advantage of foreign country, arbitrage opportunity exists for domestic investors. Domestic investors can benefit by investing in the foreign market.  (Unknown, Interest Rate Parity, 2009, slide 7)
If domestic interest rates are more than foreign interest rates, foreign currency must trade at a forward premium to offset any benefit of higher interest rates in domestic country to prevent arbitrage. If foreign currency does not trade at a forward premium or if the forward premium is not large enough to offset the interest rate advantage of domestic country arbitrage opportunity exists for foreign investors. Foreign investors can benefit by investing in the domestic market.

Since exchange rates constantly fluctuate and differ, there will always be slight discrepancies between various countries exchange rates and currencies. Multinational companies have noticed this over the years and have determined various ways to profit from the discrepancies produced by varying exchange rates.  The process of capitalizing on these discrepancies in various countries is often called international arbitrage. There are various methods that MNCs have developed for profiting from international arbitrage. The three most common forms are location arbitrage, triangular arbitrage, and covered interest arbitrage. Each form varies from one another but all capitalizes by the basic discrepancies of foreign exchange rates.

International Arbitrage Opps (Mike)
Conclusion (Melissa)
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