INTEREST RATE PARITY THEORY (IRPT)

According to the IRPT if interest rate of a currency is higher than the other then the currency with a higher rate will be at Discount in future. Because the gain of higher rate will be set off by loss on account of discount in currency value & vice versa.

Assume, 1$= 50 Rupees

Forward of $                1 + r of Rupees 

______________  =   _______________    
Spot of Rupees             1 + r of Dollar
(INDIRECT QUOTE)    

(r= Interest rates of the respective currency)

Forward of $                1 + r of Rupees 

______________  =   _______________    

Spot of $                     1 + r of Dollar

(DIRECT QUOTE)    

Above formula is derived from the following formula,

$1 (1+r of $) = Rs.50 (1+r of Rs.)

NOTE:-
IF, Period of Forward Rate = Interest Rate Compounding Period
Then, IRPT will be applied. 

If Period of Forward NOT EQUAL TO Interest Rate Compounding Period
Then, IRPT will not be applied. 
Rate of premium/discount of a currency can be calculated with the help of interest rates instead of using the following formula.

                                          FR – SR
Premium/discount on $ =   __________
                                             SR
(FR= Forward rate, SR= Spot rate)

Premium/discount of a currency can be calculated with the help of interest rates as follows. 
Rate of discount/premium                  (r of Rs.) - (r of $) 

of currency $ (in comparison       =    _______________

with currency Rs.)                                   1 + r of $  

Suppose, 

Spot price 1 $    = 50 Rs. 

Interest Rate ($) = 8% p.a. 
Interest Rate (Rs) = 12% P.a.
Now, Forward for 1 year 

1 $ (1+0.08) = 50 Rs. (1.12) 

                          1.12
1 $ Forward    = ______ *50 pr

                          1.08 

                                         FR - SR
Premium/Discount on $ = __________

                                            SR  

                                       1.12/1.08 (50) – 50 

                                   = ___________________
                                                   50
                                         (1.12)50 – (1.08)50 

                                   = ___________________

                                                  (1.08)50
                                         1.12 – 1.08 

                                   = _____________

                                              1.08
                                         1 + 0.12 – 1 - 0.08 

                                   = __________________

                                                   1.08
                                         0.12 – 0.08 

                                   = ____________

                                             1.08
                                         (r of Rs.) – (r of $) 

                                   = ___________________

                                             1+ r of $
We have to select such a formula so that we have to use least approximation.                                                                                      
