 Interest Rate Spreads and Deviations from Purchasing Power Parity Across Countries 
Introduction 
The theory of Purchasing Power Parity (PPP) suggests that exchange rates between currencies should reflect purchasing power with respect to commonly traded commodities across economies. For instance, if there is little difference in wheat available for purchase in India, which costs maybe 220 Indian Rupees (INR) per bushel, and that available in the United States, which costs $5.00 a bushel, then the exchange rate should be approximately 220INR/$5.00 =44INR/$. If the exchange rate were instead 50 INR/$, then there is an arbitrage opportunity and a trader could buy wheat in India at 220INR per bushel, sell it in the U.S. at $5.00 per bushel, and then trade the dollars for INR, making a profit of 30 INR per bushel in the process. Eventually enough traders would realize the profits to be made from this scheme and the demand for rupees would rise in the currency markets, causing its value to rise against the dollar, so that it would take fewer rupees to buy a dollar. This would be a drop in the INR/$ exchange rate, which would continue until arbitrage opportunities are erased, at 44 INR/$ in this example. 

There have been a number of tests of PPP in economic literature, both formal and informal. A well known informal test is The Economist magazine's Big Mac Index. This tests whether the cost of McDonald's Big Macs, available in many countries, reflect exchange rates on a PPP basis. With this index, The Economist is able to give it rough measure of whether currencies are over-or under-valued, according to the theory. If there is over-or under-valuation of currencies, then there are potential arbitrage opportunities, as in the example given above. 
Like Purchasing Power Parity, there is a similar theory stating interest rates should equilibrate across countries over the long run due to arbitrage opportunities. For example, if long-term yields on government bonds in Japan stand at 6.5% and the same rates were 5.5% in the U.S., other things equal, this would give rise to an arbitrage opportunity; one could borrow at the lower interest rate in U.S., convert to the foreign currency and invest in Japan. The dollar would then depreciate against the yen, encourage more investment in the U.S. and theoretically interest rates would have to rise to make up for the devalued dollar. But whether or not someone invests abroad depends on a number of factors, including whether they expect exchange rates to change in the future or not. 
Past literature indicates that the ups and downs of interest rate differentials have coincided with the exchange rates between investments. In addition, a study by Lothian and Wu (2003) also shows that interest rate differentials have significant forecasting powers for currency movements.2 This brings us to the juncture where changes in interest rates might reflect changes in exchange rates, vice versa, and the relative over-or under-valuation of currencies in economies. 

Procedure 
I propose to use a formal test of Purchasing Power Parity to determine whether particular exchange rates indicate over-or under-valuation of currencies. This information will in turn be used to test the theory of Interest Rate Parity (IRP) as an explanatory variable in the determination of interest rate spreads across economies. 
Other independent variables including exchange rates, transaction costs, inflation rates, and GDP will be used to show the relationship to interest rate differentials. My analysis will include the major trading countries with the United States, and cover a time span from 1980 through 2004. Using econometric analysis I will regress the spread between interest rates (dependant variable) against PPP, exchange rates, transaction costs, inflation rates, and GDP (independent variables). 

The project will begin with an in-depth literature search that includes reviewing copyrighted research reports. Following this review will be data collection from business and government databases, data entry using econometric software, analyzing the findings, and interpreting the findings in a report. 

Timeline

Relation of project to research of faculty sponsor 
My advisor on this project has played a significant role in my academic career. I am currently a student in his Macroeconomic Analysis class and have assisted him in other research projects while being employed at the Bureau of Business and Economic Research as a research assistant. He specializes in macroeconomics, including open economy macroeconomics. I believe he will have a beneficial impact on my research by sharing his expertise in this area of economics. 
Educational Objectives 
Given my current level of academic performance and my experience as an undergraduate research assistant, I believe I am prepared to undertake this project. I am an economics major and am currently taking courses related to the project, including International Economics and Macroeconomic Analysis. I look forward to the experience of the research and expect the knowledge gained to benefit me in my educational career and beyond. 
January 1, 2006 �
Literature Search �
�
February, 2006 �
Collect data �
�
March 2006 �
Analyze data and write report �
�
April 2006 �
Expected project completion date �
�









