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Purchasing Power Parity (PPP) is a fundamental concept in international economics, offering insights

into how exchange rates are determined and how they reflect the relative purchasing power of different

currencies. Interestingly, there are two distinct interpretations or concepts of PPP—Absolute PPP and

Relative PPP—that serve different analytical purposes. Understanding these concepts not only clarifies

how currencies are valued across borders but also reveals their connection to the Law of One, a

principle originating from the idea that, in an ideal scenario, exchange rates should equalize the

purchasing power of different currencies.

In this article, we will explore these two concepts of PPP in detail, examine their theoretical

foundations, and analyze how they relate to the Law of One. By gaining a comprehensive

understanding of PPP, policymakers, economists, and investors can better interpret currency

movements, inflation trends, and economic stability across nations.

Understanding Purchasing Power Parity (PPP)

Purchasing Power Parity is based on the premise that in the absence of transaction costs, tariffs, and

other barriers, identical goods should have the same price when expressed in a common currency

across different countries. This idea stems from the law of one price, which states that in efficient

markets, identical products should sell for the same price globally.



However, due to various factors such as transportation costs, tariffs, taxes, and differences in market

conditions, prices often vary. PPP provides a way to adjust for these differences and assess whether

currencies are overvalued or undervalued relative to each other. The two main forms of PPP—Absolute

and Relative—approach this idea from different angles.

Absolute Purchasing Power Parity

Definition and Core Principles

Absolute PPP posits that the exchange rate between two currencies should be equal to the ratio of the

price levels of a standard basket of goods and services in each country. In simple terms, it suggests

that the currency exchange rate should reflect the relative purchasing power of the two currencies.

Mathematically, it can be expressed as:

\[ E_{PPP} = \frac{P_{domestic}}{P_{foreign}} \]

where:

- \( E_{PPP} \) is the exchange rate (domestic currency per unit of foreign currency),

- \( P_{domestic} \) is the price level in the domestic country,

- \( P_{foreign} \) is the price level in the foreign country.

If absolute PPP holds, then a unit of foreign currency should buy the same basket of goods in both

countries after adjusting for the exchange rate.

Implications of Absolute PPP



- Currency Valuation: It provides a benchmark to determine whether a currency is overvalued or

undervalued.

- Exchange Rate Prediction: In the long run, it predicts that exchange rates will move toward the level

dictated by relative price levels.

- Limitations: Absolute PPP often fails in the short term due to market frictions, differences in

consumer preferences, and non-tradable goods.

Example of Absolute PPP

Suppose the cost of a basket of goods is $100 in the US and €80 in Europe. According to absolute

PPP,

\[ E_{PPP} = \frac{100}{80} = 1.25 \]

This suggests that 1 euro should equal 1.25 dollars for the purchasing power to be equivalent.

Relative Purchasing Power Parity

Definition and Core Principles

While absolute PPP focuses on the levels of prices and exchange rates at a point in time, Relative

PPP considers how these relationships change over time, emphasizing the role of inflation. It states

that the rate of change of the exchange rate over time should equal the difference in inflation rates

between two countries.

The core formula is:



\[ \frac{E_{t+1} - E_t}{E_t} \approx \pi_{domestic} - \pi_{foreign} \]

where:

- \( E_{t} \) and \( E_{t+1} \) are the current and future exchange rates,

- \( \pi_{domestic} \) and \( \pi_{foreign} \) are the inflation rates in the respective countries.

In essence, if one country experiences higher inflation than another, its currency should depreciate

proportionally to maintain PPP.

Implications of Relative PPP

- Exchange Rate Adjustments: It explains short to medium-term deviations from absolute PPP due to

inflation differentials.

- Forecasting: Useful for predicting future exchange rate movements based on inflation forecasts.

- Limitations: Like absolute PPP, it assumes perfect markets and ignores factors like interest rates,

government interventions, and productivity differences.

Example of Relative PPP

If the US inflation rate is 3% and the European inflation rate is 1%, then the dollar should depreciate

against the euro by approximately 2%,

\[ \frac{E_{t+1} - E_t}{E_t} \approx 3\% - 1\% = 2\% \]

meaning the dollar's value should decline relative to the euro to offset inflation differences.



Connecting PPP Concepts to the Law of One

The Law of One, often associated with the idea that all currencies and goods are ultimately equalized

in value, aligns closely with the principles embedded within PPP. This law suggests that, in an ideal

and frictionless market, exchange rates should reflect the relative purchasing power of currencies,

leading to a state where goods and services are priced equally across borders when measured in a

common currency.

The Law of One in Economic Context

- Economic Equilibrium: The law posits that market forces will drive exchange rates toward a level

where the purchasing power of different currencies becomes equalized.

- Market Efficiency: It assumes no barriers, transaction costs, or distortions, leading to a convergence

of prices globally.

- Long-term Perspective: While short-term deviations are common, over the long run, exchange rates

should align with PPP principles, fulfilling the Law of One.

How PPP Reflects the Law of One

- Absolute PPP as the Ultimate Goal: It embodies the idea that in the perfect scenario, currencies

should have the same purchasing power, fulfilling the Law of One.

- Relative PPP as the Dynamic Adjustment: It acknowledges that inflation and other factors cause

deviations but predicts convergence over time consistent with the law's principle.

- Implications for Global Trade: When currencies reflect PPP, trade becomes more balanced, and

prices for goods and services tend to equalize, supporting the Law of One.



Real-World Applications and Limitations

While the concepts of PPP and the Law of One provide a theoretical foundation for understanding

currency valuation, real-world conditions often cause deviations.

Applications

- International Price Comparisons: PPP helps compare living standards across countries.

- Exchange Rate Forecasting: Relative PPP is used to predict future currency movements.

- Economic Policy: Governments and central banks monitor PPP to assess currency undervaluation or

overvaluation.

Limitations

- Market Frictions: Transaction costs, tariffs, and non-tradable goods prevent perfect parity.

- Short-term Deviations: Market speculation, interest rate differentials, and capital flows can cause

significant divergence.

- Data Challenges: Accurate measurement of price levels and inflation rates is complex.

Conclusion

The two concepts of Purchasing Power Parity—Absolute and Relative—offer complementary

perspectives on how currencies relate to the goods and services they can buy. Absolute PPP provides

a static view, suggesting that exchange rates should align with price levels at a point in time,

embodying the ideal of the Law of One where all currencies have equal purchasing power. Relative

PPP extends this idea into a dynamic framework, focusing on how inflation differentials drive changes



in exchange rates over time.

Together, these concepts underpin the theoretical foundation of currency valuation and international

economic equilibrium. While real-world complexities prevent perfect parity, understanding these

principles helps policymakers, investors, and economists interpret currency movements, inflation

trends, and global trade dynamics. Ultimately, PPP and the Law of One highlight the fundamental

economic idea that, in an ideal world, all markets would align, and currencies would reflect true

value—an aspiration that continues to guide economic thought and policy.

---
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Frequently Asked Questions

What are the two main concepts of Purchasing Power Parity (PPP)

and how do they differ?

The two main concepts of PPP are Absolute PPP and Relative PPP. Absolute PPP suggests that

exchange rates should equalize the price levels of identical goods in different countries, implying a

direct parity based on the price index. Relative PPP, on the other hand, focuses on the rate of change

of price levels over time, indicating that exchange rate changes are proportional to inflation differentials

between countries.



How does Absolute PPP relate to the Law of One Price?

Absolute PPP is closely related to the Law of One Price, which states that identical goods should have

the same price in different markets when prices are expressed in a common currency. If the Law of

One Price holds, then the exchange rate should adjust to equalize prices across countries, aligning

with Absolute PPP's principle.

In what way does Relative PPP extend or modify the Law of One

Price?

Relative PPP extends the Law of One Price by accounting for inflation and price changes over time.

While the Law of One Price considers static price equality at a point in time, Relative PPP recognizes

that exchange rates will adjust proportionally to inflation rate differences, leading to changes in

purchasing power over periods.

Why is the Law of One Price often considered a fundamental

assumption behind PPP theories?

The Law of One Price is fundamental to PPP theories because it provides the theoretical foundation

that identical goods should cost the same internationally once exchange rates are considered. This

assumption underpins Absolute PPP, enabling the idea that exchange rates reflect relative price levels

across countries.

What are some practical limitations of PPP and the Law of One Price

in real-world applications?

In practice, factors such as transportation costs, tariffs, product differentiation, and market

imperfections prevent the Law of One Price from holding perfectly. Consequently, PPP may not

accurately predict exchange rates in the short term, and deviations can persist due to these frictions

and market dynamics.



Additional Resources

Purchasing Power Parity (PPP) is a fundamental concept in international economics that seeks to

compare the relative value of different currencies and the purchasing power they hold across

countries. It provides a theoretical framework for understanding how exchange rates should adjust to

ensure that identical goods and services cost the same in different nations when priced in a common

currency. Despite its theoretical simplicity, PPP encompasses various interpretations and applications,

notably through two distinct concepts: the Absolute PPP and the Relative PPP. Understanding these

two frameworks is crucial for economists, policymakers, and investors as they analyze currency

valuations, inflation rates, and economic health on a global scale. Moreover, these concepts are

closely related to the Law of One Price, which underpins the logic of PPP, establishing a foundational

principle that underlies much of international price and currency analysis.

---

Understanding the Law of One Price

Definition and Significance

The Law of One Price states that identical goods should sell for the same price in different markets

when prices are expressed in a common currency, assuming no transportation costs, tariffs, or other

trade barriers. This principle is the cornerstone of the PPP theories because it suggests that, in an

idealized scenario, exchange rates should adjust to equalize the prices of identical goods across

borders.

For example, if a specific brand of laptop costs $1,000 in the United States and the equivalent of €900

in the Eurozone, then the exchange rate should adjust such that $1 equals €0.90. If the actual

exchange rate diverges from this implied rate, arbitrage opportunities arise, prompting market forces to

restore equilibrium over time.



Limitations of the Law of One Price

While foundational, the Law of One Price assumes perfect competition, no transaction costs, and

identical goods across markets—conditions rarely met in reality. Variations in product quality,

transportation costs, tariffs, taxes, and market segmentation often cause deviations from the Law,

which in turn influence the applicability of PPP theories.

---

Two Concepts of Purchasing Power Parity (PPP)

The two main conceptualizations of PPP—Absolute PPP and Relative PPP—offer different perspectives

on how currencies relate to each other based on the prices of goods and services. Both are rooted in

the Law of One Price but differ in their assumptions, applications, and implications.

---

1. Absolute Purchasing Power Parity

Definition and Theoretical Framework

Absolute PPP posits that the exchange rate between two currencies should be equal to the ratio of the

price levels in the two countries. In essence, it suggests that the exchange rate is directly determined

by the relative price of a standardized basket of goods and services.

Mathematically, it can be expressed as:

\[ E_{AB} = \frac{P_A}{P_B} \]



Where:

- \( E_{AB} \) is the exchange rate (domestic currency per unit of foreign currency),

- \( P_A \) is the price level in country A,

- \( P_B \) is the price level in country B.

Implication: If a basket of goods costs $200 in the U.S. and €150 in Europe, then the PPP exchange

rate should be:

\[ E_{US/EU} = \frac{200}{150} = 1.33 \]

meaning $1 should be equivalent to €0.75.

Application and Limitations

Absolute PPP serves as a benchmark for assessing whether currencies are overvalued or

undervalued. If the actual exchange rate differs significantly from the PPP rate, it indicates potential

misalignments.

However, in practice, absolute PPP rarely holds perfectly due to:

- Transaction costs,

- Differing consumption patterns,

- Non-tradable goods and services,

- Market frictions,

- Differences in product quality.

Thus, while useful as a long-term equilibrium concept, absolute PPP is often too restrictive for short-

term currency analyses.

---



2. Relative Purchasing Power Parity

Definition and Theoretical Framework

Relative PPP extends the basic idea by focusing on the rate of change in price levels rather than their

absolute levels. It posits that the change in exchange rates over time is proportional to the difference

in inflation rates between two countries.

Expressed mathematically as:

\[ \frac{E_{t}}{E_{t-1}} = \frac{(1 + \pi_A)}{(1 + \pi_B)} \]

or in percentage terms:

\[ \% \Delta E = \pi_A - \pi_B \]

where:

- \( E_{t} \) and \( E_{t-1} \) are the exchange rates at time t and t-1,

- \( \pi_A \) and \( \pi_B \) are the inflation rates in countries A and B, respectively.

Implication: If country A has an inflation rate of 5% and country B's inflation rate is 2%, then the

domestic currency of A should depreciate by approximately 3% relative to B over the period.

Application and Limitations

Relative PPP is more flexible and often more applicable in the short to medium term because it

accounts for inflation differentials, which are significant drivers of exchange rate movements.

However, it assumes that inflation differentials are the sole factor influencing exchange rates, ignoring

other elements such as:

- Interest rates,

- Political stability,



- Speculative activities,

- Market expectations.

Therefore, while relative PPP provides a useful approximation, it may not always precisely predict

short-term currency fluctuations.

---

Comparison of Absolute and Relative PPP

| Aspect | Absolute PPP | Relative PPP |

|---|---|---|

| Focus | Price levels | Rate of change in prices and exchange rates |

| Equation | \( E = P_{domestic} / P_{foreign} \) | \( \% \Delta E \approx \pi_{domestic} - \pi_{foreign} \) |

| Time Horizon | Long-term | Short to medium-term |

| Assumptions | Perfect markets, identical baskets | Inflation differentials drive exchange rates |

| Practicality | Rarely holds exactly | More realistic for forecasting |

Summary: Absolute PPP provides a static, long-term benchmark, while Relative PPP offers a dynamic

framework to understand how inflation differentials influence currency movements over time.

---

Relationship Between PPP Concepts and the Law of One

The Law of One Price underpins both the Absolute and Relative PPP theories, serving as the

foundational logic that suggests identical goods should command the same price across borders when

expressed in a common currency.



- Absolute PPP directly derives from the Law of One Price, asserting that the exchange rate should

equal the ratio of domestic to foreign price levels, thereby ensuring price equality for a basket of goods

in different countries.

- Relative PPP builds on this by acknowledging that short-term deviations from the Law of One Price

are common due to various market frictions. It emphasizes how inflation rates influence these

deviations over time, leading to expected changes in exchange rates rather than immediate

equalization.

Interconnection: Both concepts rely on the principle that arbitrage, driven by price differentials, tends to

eliminate disparities over time. When prices of identical goods diverge due to exchange rate

misalignments, traders and consumers respond by shifting purchasing behaviors, eventually restoring

equilibrium—aligning with the Law of One Price.

---

Implications and Practical Significance

Understanding the two concepts of PPP and their relation to the Law of One Price has several

practical implications:

- Currency Valuation: Policymakers and investors use PPP-based models to assess whether a

currency is overvalued or undervalued, informing decisions on currency interventions and investment

strategies.

- Inflation and Economic Health: Since Relative PPP ties exchange rate movements to inflation rates, it

serves as a tool to analyze the relative economic stability of countries.

- Long-term vs. Short-term Analysis: Absolute PPP provides a benchmark for long-term equilibrium,

while Relative PPP is more suited for short-term forecasting and understanding currency trends driven



by inflation differentials.

- Limitations in Application: Real-world factors such as market imperfections, non-tradable goods,

tariffs, and political risks often cause deviations from PPP predictions, underscoring the importance of

considering other economic indicators.

---

Conclusion

The concepts of Purchasing Power Parity—Absolute and Relative—offer vital insights into how

currencies are valued relative to the price levels in different countries and how these valuations evolve

over time. Both are grounded in the Law of One Price, which asserts that in ideal conditions, identical

goods should have the same price everywhere. While absolute PPP provides a static framework

assuming perfect markets, relative PPP introduces a dynamic perspective by linking currency

movements to inflation differentials.

In practice, these theories serve as useful tools for long-term economic analysis and currency

valuation, but they are not foolproof. Market imperfections, transaction costs, and other

macroeconomic factors often cause deviations. Nevertheless, understanding these concepts enhances

our comprehension of the interconnectedness of inflation, exchange rates, and global economic

stability.

As the global economy continues to evolve, the interplay between PPP theories and the Law of One

Price remains central to debates on currency policies, inflation management, and international trade

dynamics. Recognizing their strengths and limitations enables policymakers and market participants to

better interpret currency movements and economic health across nations.
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