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PURCHASING Power PARITY (PPP) IS A FUNDAMENTAL CONCEPT IN INTERNATIONAL ECONOMICS THAT ATTEMPTS TO EXPLAIN
THE RELATIVE VALUE OF DIFFERENT CURRENCIES. |IT SUGGESTS THAT IN THE LONG RUN, EXCHANGE RATES SHOULD ADJUST TO
EQUALIZE THE PRICE OF IDENTICAL GOODS AND SERVICES ACROSS COUNTRIES, REFLECTING THEIR PURCHASING POWER. HOWEVER
IN THE SHORT RUN, THIS THEORY OFTEN FAILS TO HOLD TRUE DUE TO VARIOUS MARKET IMPERFECTIONS AND ECONOMIC
FACTORS. THE NOTABLE EXCEPTION TO THIS GENERAL RULE OCCURS WHEN CoNsUMER PrICE INDEx (CPI) LEVELS IN THE
ECONOMY ALIGN IN A PARTICULAR WAY, ALLOWING PPP TO TEMPORARILY HOLD. THIS ARTICLE EXPLORES WHY PPP DOES NOT
GENERALLY HOLD IN THE SHORT RUN, THE MECHANISMS BEHIND THIS DEVIATION, AND THE SPECIFIC CIRCUMSTANCES INVOLVING
CPI LEVELS THAT CAN LEAD TO ITS VALIDITY.

/

UNDERSTANDING PURCHASING Power ParITY (PPP)
WHAT 1s PPP?

PURCHASING Power PARITY (PPP) IS AN ECONOMIC THEORY THAT COMPARES DIFFERENT COUNTRIES’ CURRENCIES THROUGH A
"BASKET OF GOODS"” APPROACH. IT POSITS THAT:

- THE EXCHANGE RATE BETWEEN TWO CURRENCIES SHOULD EQUAL THE RATIO OF THEIR RESPECTIVE PRICE LEVELS.
- OVER TIME, EXCHANGE RATES SHOULD ADJUST TO ENSURE THAT IDENTICAL GOODS COST THE SAME ACROSS COUNTRIES WHEN
PRICED IN A COMMON CURRENCY.

Types oF PPP
THERE ARE TWO MAIN FORMS oF PPP:

- ABSOLUTE PPP: FOCUSES ON THE PRICE LEVELS OF A FIXED BASKET OF GOODS AND SERVICES, ASSERTING THAT THE
EXCHANGE RATE ADJUSTS TO EQUALIZE THESE PRICES.

- ReLAaTIVE PPP: CONSIDERS THE RATE OF CHANGE IN PRICE LEVELS (INFLATION RATES) AND PREDICTS THAT CHANGES IN
EXCHANGE RATES OVER TIME ARE PROPORTIONAL TO THE INFLATION DIFFERENTIAL BETWEEN COUNTRIES.

\WHy PPP Does NoT HoLD IN THE SHORT RUN

W/ HILE PPP PROVIDES A USEFUL LONG-TERM BENCHMARK, IT IS OFTEN UNRELIABLE IN THE SHORT TERM DUE TO FACTORS SUCH
AS MARKET FRICTIONS, SPECULATIVE ACTIVITIES, AND DIFFERING ECONOMIC POLICIES. BELOW ARE KEY REASONS WHY PPP
GENERALLY FAILS TO HOLD IN THE SHORT RUN.

1. MARKET IMPERFECTIONS AND PRICE RIGIDITIES

- TRANSPORTATION COSTS: HIGH COSTS ASSOCIATED WITH SHIPPING GOODS PREVENT PRICES FROM EQUALIZING QUICKLY.
- TARIFFS AND TRADE BARRIERS: IMPORT TAXES AND QUOTAS CAN DISTORT PRICES AND EXCHANGE RATES.

- NoN-TRADABLE GOODS AND SERVICES: MANY SERVICES (E.G., HAIRCUTS, REAL ESTATE) ARE NOT TRADABLE, CAUSING
DEVIATIONS FROM PPP.

2. EXCHANGE RATE VOLATILITY AND SPECULATION

- CURRENCY MARKETS ARE INFLUENCED BY SPECULATIVE ACTIVITIES THAT CAN CAUSE RAPID FLUCTUATIONS UNRELATED TO
PRICE LEVELS.

- SHORT-TERM CAPITAL FLOWS, POLITICAL EVENTS, AND MONETARY POLICY INTERVENTIONS CAN LEAD TO EXCHANGE RATE
MOVEMENTS THAT DIVERGE FROM PPP PREDICTIONS.



3. DIFFERING PRrICE LEVEL DYNAMICS AND INFLATION RATES

- COUNTRIES MAY EXPERIENCE DIFFERENT INFLATION RATES, BUT EXCHANGE RATES DO NOT ADJUST IMMEDIATELY TO REFLECT
THESE CHANGES.
- EXPECTATIONS AND MARKET PSYCHOLOGY CAN CAUSE SHORT-TERM DEVIATIONS FROM PPP.

4. MONETARY AND FiscAL PoLICIES

- CENTRAL BANKS' INTERVENTIONS AND DIFFERING POLICY STANCES CAN INFLUENCE EXCHANGE RATES INDEPENDENTLY OF PRICE
LEVELS.

- For EXAMPLE, INTEREST RATE DIFFERENTIALS OFTEN IMPACT CURRENCY VALUES MORE THAN RELATIVE PRICES IN THE SHORT
RUN.

5. DATA MEASUREMENT AND TIMING ISSUES

- Price INDICES LIKE CPl ARE SUBJECT TO MEASUREMENT ERRORS, BASKET COMPOSITION DIFFERENCES, AND TIMING MISMATCHES.
- THESE FACTORS CAN CAUSE DISCREPANCIES BETWEEN ACTUAL AND PERCEIVED PURCHASING POWER, AFFECTING PPP’s SHORT-
TERM APPLICABILITY.

THe ExcepTioN: WHeEN CPI LEVELS IN THE ECONOMY ARE SIMILAR

DESPITE THE GENERAL FAILURE OF PPP IN THE SHORT RUN, THERE EXISTS A SPECIFIC SCENARIO WHERE IT CAN HOLD
TEMPORARILY: WHEN CP| LEVELS—REFLECTING CONSUMER PRICES— ARE SIMILAR ACROSS COUNTRIES OR ARE MOVING IN TANDEM.
THIS PHENOMENON REDUCES THE TYPICAL DISTORTIONS AND MARKET FRICTIONS, MAKING PPP A MORE ACCURATE
APPROXIMATION.

How CPI LeveLs INFLUENCE PPP VaLDITY

- CPI As A ProxyY For PrICE LEVELS: THE CONSUMER PRICE INDEX MEASURES THE AVERAGE CHANGE OVER TIME IN PRICES PAID
BY CONSUMERS FOR A MARKET BASKET OF GOODS.

- \W/HeN CPI LEVELS ARE COMPARABLE OR ALIGNED ACROSS COUNTRIES, THE FOLLOWING CONDITIONS FAVOR PPP’s SHORT-
TERM VALIDITY:

- REDUCED PRICE DISPARITIES DIMINISH ARBITRAGE OPPORTUNITIES.
- LOWER INFLATION DIFFERENTIALS LESSEN THE LIKELIHOOD OF CURRENCY MISALIGNMENTS DUE TO INFLATION EXPECTATIONS.
- SIMILAR CPI LEVELS SUGGEST THAT OVERALL PRICE STRUCTURES ARE COMPARABLE, EASING THE ADJUSTMENT PROCESS.

ConbITIoNS FavorINGg CPI-Driven PPP VALDITY

- STABLE AND SIMILAR INFLATION RATES: W/HEN INFLATION RATES ARE LOW AND COMPARABLE, EXCHANGE RATES TEND TO BE
MORE ALIGNED WITH PPP.

- MARKET EQUILIBRIUM IN CONSUMER PRICES: ECONOMIES WITH SYNCHRONIZED CP| LEVELS OFTEN EXPERIENCE LESS CURRENCY

SPECULATION BASED ON PRICE DIVERGENCES.

- MINIMAL EXTERNAL SHOCKS: STABLE ECONOMIC ENVIRONMENTS WITH CONTROLLED INFLATION AND TRADE POLICIES SUPPORT
CPI-priven PPP vALIDITY.

EMPIRICAL EVIDENCE AND PRACTICAL IMPLICATIONS
EmpIriIcAL OBSERVATIONS

- STUDIES SHOW THAT PPP DEVIATIONS ARE MOST PRONOUNCED DURING PERIODS OF ECONOMIC TURMOIL OR RAPID INFLATION.
- CONVERSELY, DURING STABLE PERIODS WITH SIMILAR CP| LEVELS, EXCHANGE RATES TEND TO CLOSELY FOLLOW PPP
PREDICTIONS IN THE SHORT RUN.

- FOR EXAMPLE, NEIGHBORING COUNTRIES WITH SIMILAR INFLATION RATES AND CP| LEVELS OFTEN EXHIBIT EXCHANGE RATES
THAT ARE MORE ALIGNED WITH PPP IN THE SHORT TERM.



PRACTICAL IMPLICATIONS FOR ECONOMISTS AND INVESTORS

- EXCHANGE RATE FORECASTING: RECOGNIZING PERIODS WHEN CP| LEVELS ARE SIMILAR CAN IMPROVE SHORT-TERM EXCHANGE
RATE PREDICTIONS BASED ON PPP.

- PoLicy ForMULATION: CENTRAL BANKS CAN MONITOR CP| LEVELS TO GAUGE THE POTENTIAL FOR CURRENCY MISALIGNMENTS
AND INTERVENE ACCORDINGLY.

- INTERNATIONAL TRADE: BUSINESSES ENGAGED IN INTERNATIONAL TRADE CAN BETTER ANTICIPATE CURRENCY MOVEMENTS WHEN
CPI LEVELS ACROSS MARKETS ARE ALIGNED.

LIMITATIONS AND CONSIDERATIONS
W/HILE THE ALIGNMENT OF CP| LEVELS CAN FACILITATE THE TEMPORARY VALIDITY OF PPPI IT IS IMPORTANT TO NOTE:

- CPl'1s NOT PERFECT: IT MAY NOT FULLY CAPTURE ALL PRICE DIFFERENCES, ESPECIALLY FOR NON-CONSUMER GOODS.

- OTHER INFLUENTIAL FACTORS: EXCHANGE RATES ARE ALSO AFFECTED BY INTEREST RATES, POLITICAL STABILITY, AND
EXPECTATIONS THAT CP| LEVELS ALONE CANNOT EXPLAIN.

- LoNG-RUN vs. SHORT-RUN: EVEN WHEN CP| LEVELS ARE SIMILAR, PPP REMAINS A LONG-TERM EQUILIBRIUM CONDITION;
SHORT-TERM DEVIATIONS CAN STILL OCCUR DUE TO OTHER FACTORS.

CoNCLUSION

IN SUMMARY, PPP DOES NOT GENERALLY HOLD IN THE SHORT RUN BECAUSE OF MARKET FRICTIONS, SPECULATIVE ACTIVITIES,
POLICY INTERVENTIONS, AND MEASUREMENT ISSUES. HOWEVER, AN IMPORTANT EXCEPTION EXISTS WHEN CPl LEVELS IN THE
ECONOMY ARE SIMILAR, AS THIS ALIGNMENT TENDS TO REDUCE THE DISTORTIONS THAT TYPICALLY CAUSE DEVIATIONS FROM
PPP. RECOGNIZING THIS CONDITION HELPS ECONOMISTS, POLICYMAKERS, AND INVESTORS UNDERSTAND WHEN PPP-BASED
PREDICTIONS ARE MORE LIKELY TO BE ACCURATE IN THE SHORT TERM. ULTIMATELY, WHILE PPP REMAINS A VALUABLE LONG-
TERM BENCHMARK, ITS SHORT-TERM APPLICABILITY HINGES ON THE ECONOMIC ENVIRONMENT, PARTICULARLY THE ALIGNMENT OF
CONSUMER PRICE LEVELS ACROSS COUNTRIES.

FAQs

Q1: WHY DoES PPP FAIL IN THE SHORT RUN BUT OFTEN HOLDS IN THE LONG RUN?

AT: SHORT-TERM DEVIATIONS ARE CAUSED BY MARKET IMPERFECTIONS, SPECULATIVE ACTIVITIES, AND POLICY INTERVENTIONS,
WHICH TEND TO STABILIZE OVER TIME. IN THE LONG RUN, EXCHANGE RATES ADJUST TO REFLECT RELATIVE PRICES, MAKING PPP A
MORE RELIABLE INDICATOR.

Q2: How DOES INFLATION DIFFERENTIAL AFFECT PPP?
A2: DIFFERENCES IN INFLATION RATES INFLUENCE EXCHANGE RATE MOVEMENTS IN RELATIVE PPP. HIGH INFLATION IN ONE
COUNTRY RELATIVE TO ANOTHER TYPICALLY LEADS TO DEPRECIATION OF ITS CURRENCY OVER TIME.

Q3: CAN CPI LEVELS BE A RELIABLE INDICATOR FOR SHORT-TERM PPP vALIDITY?
A3: YEs, WHEN CPI LEVELS ARE SIMILAR OR MOVING IN TANDEM, IT INDICATES THAT PRICE LEVEL DIFFERENCES ARE MINIMAL,
INCREASING THE LIKELIHOOD THAT PPP WILL HOLD IN THE SHORT RUN.

Q4: WHAT IS THE PRACTICAL SIGNIFICANCE OF UNDERSTANDING WHEN PPP HoLDs?
A4 IT HELPS IN MAKING MORE ACCURATE CURRENCY FORECASTS, DESIGNING EFFECTIVE MONETARY POLICIES, AND MANAGING
INTERNATIONAL TRADE AND INVESTMENT RISKS.

BY UNDERSTANDING THE NUANCES OF PPP AND THE ROLE OF CPI LEVELS, STAKEHOLDERS CAN BETTER NAVIGATE THE
COMPLEXITIES OF EXCHANGE RATE DYNAMICS AND MAKE INFORMED ECONOMIC DECISIONS.



FREQUENTLY AskeD QUESTIONS

W/HAT IS THE MAIN REASON PPP DOES NOT GENERALLY HOLD IN THE SHORT RUN?P

BECAUSE OF FACTORS LIKE TRANSPORTATION COSTS, TARIFFS, AND MARKET IMPERFECTIONS, PRICES DO NOT ADJUST QUICKLY
ENOUGH ACROSS COUNTRIES, CAUSING DEVIATIONS FROM PPP IN THE SHORT RUN.

UNDER WHAT CONDITION DOES PPP TEND TO HOLD IN THE SHORT RUN ACCORDING TO
ECONOMIC THEORY?

PPP TENDS TO HOLD IN THE SHORT RUN WHEN CP| LEVELS IN THE ECONOMY ARE STABLE AND NOT EXPERIENCING SIGNIFICANT
FLUCTUATIONS.

How poes CPl STABILITY INFLUENCE THE VALIDITY OF PPP IN THE SHORT RUN?

STtABLE CPI LEVELS REDUCE INFLATION DIFFERENTIALS AND PRICE DISTORTIONS, MAKING EXCHANGE RATES MORE ALIGNED WITH
PURCHASING POWER, THEREBY SUPPORTING PPP IN THE SHORT RUN.

WHY I1s CPI LEVEL A KEY FACTOR FOR PPP TO HOLD IN THE SHORT RUN?

Because CPI LEVELS REFLECT INFLATION RATES; WHEN THEY ARE STABLE, RELATIVE PRICES ARE LESS LIKELY TO DIVERGE,
ALLOWING PPP TO HOLD MORE ACCURATELY.

CAN HIGH INFLATION OR DEFLATION IN THE ECONOMY AFFECT PPP’s VALIDITY IN THE
SHORT RUN?P

YES, HIGH INFLATION OR DEFLATION CAN CAUSE DEVIATIONS FROM PPP BECAUSE THEY LEAD TO RAPID CHANGES IN PRICE
LEVELS, DISRUPTING THE EQUILIBRIUM.

\YW/HAT ROLE DO TRANSPORTATION COSTS PLAY IN THE SHORT-RUN VALIDITY OF PPP?

HIGH TRANSPORTATION COSTS CREATE PRICE DIFFERENTIALS BETWEEN COUNTRIES, PREVENTING PRICES FROM EQUALIZING AND
THUS VIOLATING PPP IN THE SHORT RUN.

Is PPP MORE LIKELY TO HOLD IN THE LONG RUN OR SHORT RUN? WHY?

PPP IS MORE LIKELY TO HOLD IN THE LONG RUN BECAUSE OVER TIME, PRICES AND EXCHANGE RATES TEND TO ADJUST TO REFLECT
PURCHASING POWER PARITY DESPITE SHORT-TERM DISTORTIONS.

How DOES THE EXCEPTION RELATED TO CPI LEVELS IMPACT CURRENCY EXCHANGE RATE
PREDICTIONS?

WHeN CPIl LEVELS ARE STABLE, THE LIKELIHOOD THAT EXCHANGE RATES WILL MOVE IN LINE WITH RELATIVE PRICE LEVELS
INCREASES, MAKING PPP A MORE RELIABLE PREDICTOR IN THE SHORT RUN.

W/HAT ARE SOME REAL-WORLD FACTORS THAT CAN CAUSE DEVIATIONS FROM PPP
DESPITE STABLE CP| LEVELS?

FACTORS INCLUDE MONETARY POLICY DIFFERENCES, SPECULATIVE ACTIVITIES, CAPITAL FLOWS, AND MARKET EXPECTATIONS,
WHICH CAN ALL CAUSE EXCHANGE RATES TO DEVIATE TEMPORARILY.



IN SUMMARY, WHEN DOES PPP APPROXIMATELY HOLD IN THE SHORT RUN?

PPP APPROXIMATELY HOLDS IN THE SHORT RUN WHEN CP| LEVELS ARE STABLE, INDICATING LOW INFLATION DIFFERENTIALS AND
MINIMAL MARKET DISTURBANCES.

ADDITIONAL RESOURCES

PPP Does NoT HoLb IN GENERAL IN THE SHORT RUN. THE ExcepTIoN Is: WHEN CPI LEVELS IN THE ECONOMY ARE

INTRODUCTION TO PURCHASING Power PARITY (PPP)

PURCHASING Power PARITY (PPP) IS A FUNDAMENTAL CONCEPT IN INTERNATIONAL ECONOMICS THAT POSITS THAT IN THE
LONG RUN, EXCHANGE RATES SHOULD ADJUST SO THAT IDENTICAL GOODS AND SERVICES COST THE SAME ACROSS DIFFERENT
COUNTRIES WHEN PRICED IN A COMMON CURRENCY. AT ITS CORE, PPP PROVIDES A THEORETICAL FRAMEWORK FOR
UNDERSTANDING CURRENCY VALUATION BASED ON PRICE LEVELS AND SERVES AS A GUIDE FOR COMPARING LIVING STANDARDS,
ECONOMIC PRODUCTIVITY, AND INTERNATIONAL PRICE RELATIONSHIPS.

HO\X/EVER, DESPITE ITS THEORETICAL APPEAL, PPP DOES NOT RELIABLY HOLD IN THE SHORT RUN. V ARIOUS FACTORS—SUCH
AS MARKET FRICTIONS, DIFFERENCES IN INFLATION RATES, AND ECONOMIC POLICIES— CAUSE DEVIATIONS FROM PPP IN THE

IMMEDIATE OR NEAR-TERM PERIOD. NONETHELESS, UNDER SPECIFIC CIRCUMSTANCES, NOTABLY WHEN COoNSUMER PRICE INDEX
(CPD LEVELS ARE STABLE OR ALIGNED, THE VALIDITY OF PPP AS A SHORT-RUN APPROXIMATION IMPROVES SIGNIFICANTLY.

UNDERSTANDING WHY PPP FAILS IN THE SHORT RUN

1. MARKET IMPERFECTIONS AND FRICTIONS

- TRANSACTION COSTS: BUYING AND SELLING GOODS ACROSS BORDERS INVOLVES COSTS—SHIPPING, TARIFFS, TAXES, AND
ADMINISTRATIVE FEES—THAT ARE NOT ACCOUNTED FOR IN SIMPLE PPP MODELS. THESE COSTS CREATE DEVIATIONS FROM
PARITY IN THE SHORT RUN.

- MARKET SEGMENTATION: LOCAL MARKET PREFERENCES, REGULATIONS, AND CULTURAL DIFFERENCES PREVENT THE SEAMLESS
ADJUSTMENT OF PRICES INTERNATIONALLY.

- PRICE STICKINESS: MANY PRICES ARE STICKY DOWNWARD OR UPWARD DUE TO MENU COSTS OR CONTRACTUAL AGREEMENTS,
PREVENTING IMMEDIATE ADJUSTMENTS TO EXCHANGE RATE CHANGES.

2. DIFFERING INFLATION RATES AND PrICE LEVEL CHANGES

- SHORT-RUN INFLATION DIFFERENTIALS: FLUCTUATIONS IN INFLATION RATES ACROSS COUNTRIES CAUSE DEVIATIONS FROM
PPP SINCE PRICES DO NOT ADJUST INSTANTLY.

- TIME LAGS IN PRICE ADJUSTMENT: PRICES, ESPECIALLY FOR GOODS AND SERVICES, TEND TO ADJUST SLOWLY, MAKING
IMMEDIATE PARITY UNREALISTIC.



3. SPECULATIVE AND FINANCIAL MARKET DYNAMICS

- CAPITAL FLOWS: SHORT-TERM CAPITAL MOVEMENTS CAN INFLUENCE EXCHANGE RATES INDEPENDENTLY OF PRICE LEVEL
CHANGES, CAUSING DEVIATIONS FROM PPP.

- EXPECTATIONS AND SPECULATION: INVESTOR EXPECTATIONS ABOUT FUTURE INFLATION OR EXCHANGE RATE MOVEMENTS CAN
CAUSE SHORT-TERM DEVIATIONS THAT DO NOT REFLECT ACTUAL PRICE LEVEL DIFFERENCES.

4. PoLITICAL AND EconoMic PoLIcIEs

- MONETARY AND FIScAL PoLicies: CENTRAL BANK INTERVENTIONS, INTEREST RATE CHANGES, AND FISCAL MEASURES CAN CAUSE
EXCHANGE RATES TO DEVIATE TEMPORARILY FROM LEVELS PREDICTED BY PPP.

- CURRENCY PEGS AND CONTROLS: FIXED OR MANAGED EXCHANGE RATE REGIMES PREVENT IMMEDIATE ADJUSTMENTS TO
FUNDAMENTAL PPP LEVELS.

THe RoLe oF CPI IN BRIDGING THE GAP

UNDERSTANDING THE CoNsUMER Price INbex (CPI)

THe CPI MEASURES THE AVERAGE CHANGE OVER TIME IN THE PRICES PAID BY CONSUMERS FOR A MARKET BASKET OF GOODS AND
SERVICES. |T FUNCTIONS AS A KEY INDICATOR OF INFLATION AND COST OF LIVING CHANGES WITHIN A COUNTRY.

- CoMpoNENTS oF CPI: FOOD, HOUSING, TRANSPORTATION, MEDICAL CARE, EDUCATION, AND OTHER CONSUMER GOODS AND
SERVICES.

- SIGNIFICANCE IN PPP: Since PPP Focuses oN PRICE LEVELS, CPl BECOMES A CRITICAL TOOL IN COMPARING THE RELATIVE
COST OF LIVING AND INFLATION ACROSS COUNTRIES.

WHy CPIl Is CRuUcIAL IN THE SHORT-RUN PPP ANALYSIS

- RerLECTS DomMesTIC PriCE CHANGES: CPl CAPTURES THE CHANGES IN PRICES THAT DIRECTLY AFFECT CONSUMERS, MAKING IT A
GOOD PROXY FOR DOMESTIC INFLATION.

- ALIGNMENT WITH EXCHANGE RATES: WHEN CPIl LEVELS ARE STABLE AND INFLATION DIFFERENTIALS ARE MINIMAL, THE
EXCHANGE RATE TENDS TO ALIGN MORE CLOSELY WITH PPP PREDICTIONS.

- MITIGATES SHORT-TERM VOLATILITY: VARIATIONS IN CP| ARE OFTEN LESS VOLATILE THAN OTHER PRICE INDICES, PROVIDING
A MORE STABLE BASIS FOR ASSESSING PPP DEVIATIONS.

THe ExcepTioN: WHEN CPI LeveLs IN THE ECONOMY ARE STABLE AND



SIMILAR

ConNDITIONS FAVORING SHORT-RUN PPP VALIDITY

WHILE PPP GENERALLY DOES NOT HOLD IN THE SHORT RUN, CERTAIN CONDITIONS—PARTICULARLY WHEN CP| LEVELS ARE
STABLE AND COMPARABLE——SERVE AS EXCEPTIONS, MAKING PPP A MORE RELIABLE APPROXIMATION:

- Low AND STABLE INFLATION RATES: W/HEN COUNTRIES EXPERIENCE MINIMAL INFLATION AND DEFLATION, PRICE LEVEL
DISCREPANCIES ARE LESS PRONOUNCED, REDUCING DEVIATIONS FROM PPP.

- CompARABLE CPI LEVELS: SIMILAR CPI| LEVELS ACROSS COUNTRIES IMPLY THAT RELATIVE PURCHASING POWER IS ROUGHLY
ALIGNED, AND EXCHANGE RATES ARE LESS LIKELY TO DEVIATE SIGNIFICANTLY IN THE SHORT TERM.

- ABSENCE OF MARKET DISRUPTIONS: STABLE POLITICAL ENVIRONMENTS, ABSENCE OF TARIFFS OR TRADE BARRIERS, AND FREE
CAPITAL FLOWS SUPPORT THE CONVERGENCE OF PRICES AND EXCHANGE RATES.

How CPIl StABILIZATION FACILITATES PPP VALIDITY IN THE SHORT RUN

- Rebuces Price DIVERGENCE: STABLE CP| LEVELS MEAN THAT RELATIVE PRICE CHANGES ARE MINIMAL, MAKING EXCHANGE RATES
MORE RESPONSIVE TO ACTUAL DIFFERENCES IN PURCHASING POWER RATHER THAN TRANSIENT SHOCKS.

- ENHANCES PReDICTABILITY: WHEN CP| LEVELS ARE STEADY, INVESTORS AND POLICYMAKERS CAN BETTER ANTICIPATE
EXCHANGE RATE MOVEMENTS BASED ON RELATIVE PRICE LEVELS.

- SUPPORTS ARBITRAGE AND MARKET EFFICIENCY: SIMILAR CP| LEVELS REDUCE THE INCENTIVE FOR ARBITRAGE OPPORTUNITIES
THAT DISTORT EXCHANGE RATES TEMPORARILY.

EMPIRICAL EVIDENCE SUPPORTING THE EXCEPTION

- STUDIES HAVE SHOWN THAT IN PERIODS OF LOW INFLATION AND CPI STABILITY, DEVIATIONS FROM PPP TenD TO DIMINISH,
AND EXCHANGE RATES MOVE MORE CLOSELY IN LINE WITH RELATIVE PRICE LEVELS.

- COUNTRIES WITH STABLE CP| LEVELS OFTEN SEE THEIR SHORT-TERM EXCHANGE RATES ALIGNING MORE RAPIDLY WITH PPP
PREDICTIONS, ESPECIALLY WHEN OTHER MARKET FRICTIONS ARE MINIMAL.

IMPLICATIONS FOR ECONOMISTS AND POLICYMAKERS

UNDERSTANDING SHORT-RUN DEVIATIONS

- RECOGNIZING THAT PPP DOES NOT HOLD IN THE SHORT RUN DUE TO VARIOUS FRICTIONS IS CRUCIAL FOR ACCURATE ECONOMIC
MODELING AND POLICY FORMULATION.

- SHORT-TERM DEVIATIONS SHOULD NOT BE INTERPRETED AS STRUCTURAL MISALIGNMENTS BUT AS TRANSIENT PHENOMENA
INFLUENCED BY MARKET DYNAMICS.



LeVveERAGING CPl FOrR BETTER FORECASTING

- WHEN CP| LEVELS ARE STABLE AND SIMILAR ACROSS COUNTRIES, POLICYMAKERS AND INVESTORS CAN RELY MORE
CONFIDENTLY ON PPP-BASED FORECASTS.

- UsING CP| DATA HELPS IN ADJUSTING FOR INFLATION DIFFERENTIALS AND UNDERSTANDING WHETHER EXCHANGE RATE
DEVIATIONS ARE TEMPORARY OR INDICATIVE OF LONGER-TERM TRENDS.

DesIGNING EFFECTIVE PoLICIES

- POLICYMAKERS AIMING TO STABILIZE EXCHANGE RATES MAY FOCUS ON MAINTAINING LOW AND STABLE CPI LEVELS, THEREBY
SUPPORTING THE CONVERGENCE OF EXCHANGE RATES WITH PPP IN THE SHORT RUN.

- EFFORTS TO REDUCE INFLATION VOLATILITY, SUCH AS CREDIBLE MONETARY POLICY COMMITMENTS, CAN IMPROVE THE SHORT-
TERM PREDICTIVE POWER OF PPP.

LiMITATIONS AND CAUTIONS

\WHILE THE EXCEPTION RELATED TO CP| STABILITY OFFERS A MORE OPTIMISTIC VIEW OF PPP’S APPLICABILITY IN THE SHORT
RUN, SEVERAL CAUTIONS REMAIN:

- CPI As AN IMPERFECT PrOXY: CPI MAY NOT CAPTURE ALL RELEVANT PRICE DIFFERENCES, ESPECIALLY FOR NON-CONSUMER
GOODS OR SERVICES, OR FOR IMPORTED GOODS.

- DIFFERENCES IN BASKET COMPOSITION: V ARIATIONS IN CONSUMPTION PATTERNS ACROSS COUNTRIES CAN DISTORT CPI
COMPARISONS.

- EXCHANGE RATE EXPECTATIONS: EVEN WITH STABLE CPI LEVELS, SPECULATIVE BEHAVIORS OR MACROECONOMIC SHOCKS CAN
CAUSE SHORT-TERM DEVIATIONS.

- GLoBAL ECoNOMIC SHOCKS: EXTERNAL SHOCKS—SUCH AS OIL PRICE SWINGS OR GEOPOLITICAL TENSIONS——CAN DISRUPT
THE RELATIONSHIP REGARDLESS OF CP| STABILITY.

CoNcLUSION

IN SUMMARY, PPP DOES NOT GENERALLY HOLD IN THE SHORT RUN DUE TO THE MYRIAD OF MARKET IMPERFECTIONS, INFLATION
DIFFERENTIALS, AND POLICY INTERVENTIONS THAT CAUSE DEVIATIONS FROM PRICE-LEVEL PARITY. HO\X/EVER, THE KEY EXCEPTION
ARISES WHEN CPI| LEVELS IN THE ECONOMY ARE STABLE AND SIMILAR ACROSS COUNTRIES. UNDER THESE CONDITIONS, THE
ALIGNMENT OF PRICE LEVELS FACILITATES THE CONVERGENCE OF EXCHANGE RATES WITH PPP PREDICTIONS, MAKING IT A MORE
RELIABLE TOOL FOR SHORT-TERM ANALYSIS.

(UNDERSTANDING THIS NUANCED RELATIONSHIP HELPS ECONOMISTS, POLICYMAKERS, AND INVESTORS INTERPRET EXCHANGE RATE
MOVEMENTS MORE ACCURATELY. W/HILE LONG-TERM FUNDAMENTALS TEND TO RESTORE PPP, SHORT-TERM
DEVIATIONS—ESPECIALLY WHEN CP| LEVELS ARE STABLE—CAN BE MITIGATED, PROVIDING A CLEARER PICTURE OF CURRENCY
VALUATION RELATIVE TO DOMESTIC PRICE LEVELS.

THIS INSIGHT UNDERSCORES THE IMPORTANCE OF MONITORING CP|l AS A VITAL INDICATOR THAT CAN ENHANCE THE PREDICTIVE



POWER OF PPP IN THE SHORT RUN, GUIDING BETTER DECISION-MAKING AND FOSTERING A MORE NUANCED APPRECIATION OF
INTERNATIONAL PRICE AND CURRENCY DYNAMICS.
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