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Foreign Exchange Markets and 
Exchange Rates.

The Law of One Price and 
Purchasing Power Parity.

"Long run is a misleading guide to current affairs. In the long 
run we are all dead."

John Maynard Keynes (1883–1946)

Foreign Exchange Markets

The foreign exchange market (FOREX)

• undoubtedly the world’s largest financial market (about 2 trillion USD 
worth of currency changes hands every day)

• the market where one country’s currency is traded for another’s. Most of 
the trading takes place in a few currencies: the U.S. dollar ($), British 
pound sterling (£), Euro (€), Japanese yen (¥) and Swiss franc (SF).

FOREX
• an over-the-counter (OTC) market (there is no single location where 
traders get together)

...traders are located in the major commercial and investment banks
around the world. They communicate using computer terminals, 
telephones, and other telecommunication devices. 

One element in the communications network for foreign transactions is 
the a Belgian not-for-profit cooperative Society for Worldwide Interbank 
Financial Telecommunications (SWIFT). A bank in Bratislava can send 
messages to a bank in London via SWIFT’s regional processing 
centers. 

Participants in the foreign exchange market include the following:

• Importers who convert their domestic currency to foreign currency to 
pay for goods from foreign countries.

• Exporters who receive foreign currency and may want to convert to 
the domestic currency.

• Portfolio managers who buy and sell foreign stocks and bonds.
• Foreign exchange brokers who match buy and sell orders.
• Traders who make the market in foreign exchange.
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Exchange Rates

Three types of trades take place in the foreign exchange market:

• Spot trades involve an agreement on the exchange rate today for 
settlement in two days. The rate is called the spot exchange rate. 

• Forward trades involve an agreement on exchange rates today for 
settlement in the future. The rate is called the forward exchange rate. 
The maturities for forward trades are usually 1 to 52 weeks. 

• A swap is the sale (purchase) of a foreign currency with an agreement 
to repurchase (resell) it sometime in the future. The difference between 
the sale price and the repurchase price is called the swap rate.
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Spot rate vs. forward rate

The spot exchange rate refers to the current exchange rate. 

The forward exchange rate refers to an exchange rate that is quoted and 
traded today but for delivery and payment on a specific future date.

QUOTATIONS

Quotes using a country’s home currency as the price currency (e.g., EUR 
1.00 = $1.45 in the US) - direct quotation or price quotation (from that 
country's perspective), used by most countries.
Quotes using a country’s home currency as the unit currency (e.g., 
£0.4762 = $1.00 in the US) are known as indirect quotation or quantity 
quotation.

• direct quotation: 1 home currency unit = x foreign currency units
• indirect quotation: 1 foreign currency unit = x home currency units

Nominal and Real Exchange Rates

The nominal exchange rate e is the price in domestic currency of one unit 
of a foreign currency.

The real exchange rate (RER) is defined as

where P is the domestic price level and P* the foreign price level. 
P and P* must have the same arbitrary value in some chosen base year. 
Hence in the base year, RER = e.

The RER is only a theoretical ideal. In practice, there are many foreign 
currencies and price level values to take into consideration.
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The Law of One Price

What determines the level of the spot exchange rate? 

One answer is...the law of one price (LOP)

The law of one price says that a commodity will cost the same regardless 
of the country in which it is purchased. 

More formally, let S£(t) be the spot exchange rate, that is a number of 
dollars needed to purchase a British pound at time t. Let PUS(t) and PUK(t) 
be the current U.S. and British prices of a particular commodity, say, 
wheat. The law of one price says that

PUS(t) = S£(t) PUK(t)

for wheat.

For the LOP to be strictly true, three assumptions are needed:
• The transactions cost of trading wheat – shipping, insurance and so 

on – must be zero.
• No barriers to trading wheat, such as tariffs or taxes, can exist.
• Finally, wheat in New York must be identical to wheat in London.

Purchasing Power Parity

Given the fact that the transactions costs are not zero and that the other 
conditions are rarely exactly met, the LOP is really applicable only to 
traded goods, and then only to very uniform ones. 

Because consumers purchase many goods, economists speak of 
purchasing power parity (PPP), the idea that the exchange rate adjusts 
so that a market basket of goods costs the same, regardless of the 
country in which it is purchased. In addition, a relative version of 
purchasing power parity has evolved. 

Relative purchasing power parity (RPPP) says that the rate of change 
in the price level of commodities in one country relative to the rate of 
change in the price level in another determines the rate of change of the 
exchange rate between the two countries. 

Formally,

)(
)1(

)(
)1(

)(
)1(

£

£

tP
tP

tS
tS

tP
tP

UK

UK

US

US +
×

+
=

+

1 + U.S. inflation rate = 1 + Change in foreign exchange rate X 1 + 
British inflation rate

This states that the rate of inflation in the United States relative to that 
in Great Britain determines the rate of change in the value of the dollar 
relative to that of the pound during the interval t to t + 1. 
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Interest Rates and Exchange Rates: Interest Rate Parity

The forward exchange rate and the spot exchange rate are tied together 
by the same sort of arbitrage that underlies the law of one price...

If forward exchange rates are greater than the spot exchange rate in a 
particular currency, the forward foreign currency is said to be at a 
premium (this implies the domestic currency is at a discount). 

If the values of forward exchange rates are less than the spot exchange
rate, the forward rate on foreign currency is at a discount.

Whether forward rates are at a premium or at a discount when compared 
to a domestic currency depends on the relative interest rates in the 
foreign and domestic currency markets. The interest rate parity theorem 
implies that, if interest rates are higher domestically than in a particular 
foreign country, the foreign country’s currency will be selling at 
a premium in the forward market, and if the interest rates are lower 
domestically, the foreign currency will be selling at a discount in the 
forward market.

Exchange Rate Risk

• the natural consequence of international operations in a world where 
foreign currency values move up and down. International firms usually 
enter into some contracts that require payments in different currencies. 

Example

Suppose that the treasurer of an international firm knows that one month 
from today the firm must pay GBP 2 million for goods it will receive in 
England. The current exchange rate is USD 2.00/GBP, and if that rate 
prevails in one month, the dollar cost of the goods to the firm will be USD 
2.00/GBP  GBP 2 million = USD 4 million. The treasurer in this case is 
obligated to pay pounds in one month. (Alternately, we say that he is 
short in pounds). A net short or long position of this type can be very 
risky. If the pound rises in the month to USD 2.5/GBP, the treasurer must 
pay USD 2.5/GBP  GBP 2 million = USD 5 million, an extra USD 1 
million.

This is the essence of foreign exchange risk. The treasurer may want to 
hedge his position. When forward markets exist, the most convenient 
means of hedging is the purchase or sale of forward contracts.

Thank you for your attention.
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