
PRICES AND EXCHANGE RATES: PURCHASING POWER PARITYPRIVATE 

Can we arbitrage goods markets?

Gold, shoes, haircuts?

Absolute PPP
P/PF = E  or  

P = EPF  "the law of one price"

Deviations from PPP
different consumption tastes (price indexes not comparable)

shipping costs

tariffs, taxes, quotas or other barriers to trade

differentiated products

relative price changes (even with constant absolute price 
levels, exchange rates can change)

Relative PPP



where ^ denotes percentage change

this statement of PPP in percentage change form is a weaker version of PPP than absolute PPP

PPP holds better for:

*high inflation countries

*long time periods

PPP is no theory of exchange rates

*prices and exchange rates are endogenous variables

jointly determined by some exogenous variables

endogenous: variables whose values are dependent upon other factors

exogenous: variables whose values are free to change independently

Which changes quicker in response to new information: prices of goods and services or exchange rates?

*financial asset prices adjust quickly to new events while goods and services prices move slowly

*so periods with major news (surprises) will be periods with large deviations from PPP

Spurious deviations from PPP due to delivery lags
Contract prices set today are often for goods to be delivered in the future.

Comparing exchange rates today with prices today may be misleading if the prices were set consistent with PPP 3 months ago.

Ideally, we compare prices at time contracts are signed with exchange rates expected to exist at delivery time.

Example
Mr. Hagiwara in Japan agrees on July 1 to buy pineapples for ¥50 each when the current price of pineapples is $.50 in the United States and the current exchange rate is ¥100=$1.  At the time the contract is signed, PPP holds and no change is expected in the exchange rate of prices before the August 1 date when delivery is due.  So PPP holds for "expected values."  If the exchange rate equals ¥95=$1, then PPP will appear not to hold at the time of delivery.  But this will be a spurious deviation.

Deviations from PPP
* permanent - shipping costs, tariffs

* temporary - different speed of adjustment of prices and exchange rates

* spurious (none really exist) - comparing today's exchange 
rates with prices set in the past, using noncomparable 
price indexes, using nontraded goods

Overvalued and Undervalued Currencies
in a PPP sense, if a currency depreciates (appreciates) more than PPP calls for we say the currency is undervalued (overvalued)

Different rates of growth between developing and industrial countries may contribute to the appearance of overvalued currencies

*Suppose PPP only applies to internationally traded goods;

*nontraded goods like services have similar production 
methods worldwide

*but wages for services are affected by traded goods productivity in each country

*the greater the traded goods productivity differentials, the greater the wage differentials and the greater the apparent deviations from PPP 

Example
Suppose tradable goods prices rise at the same rate in Viet Nam and France.  Nontradable goods prices are rising at the same rate as tradable goods prices in Vietnam but are constant in France.  If we examine PPP between the countries using the CPIs, then the currency of Vietnam will appear overvalued relative to that of France:

let E = spot rate dong per euro
PV denote the price level in Vietnam

PF   "


"

"      France

Pt denote the price of tradable goods

Pn denote the price of nontradable goods

then PPP normally is written as:

E = PV/PF  , but this is equal to

  = (PVt+PVn)/(PFt+PFn)

if the exchange rate is determined by traded goods prices only and since PVt and PFt change at equal rates, we should not see any change in E.  

But PVn is rising while PFn is constant so PV will rise relative to PF and the dong should depreciate against the franc to appear that PPP holds using the price indexes.

So the dong will appear to be overvalued using the price indexes.
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