
Open Economy Macroeconomics

Unit 4
Purchasing Power Parity



The PPP is based on the “law of one price”

Law of one price: Arbitrage forces will lead to the equalization of goods
prices internationally when the price of goods are measured in the same
currency

The idea is that, in the long run, exchange rates should equalise prices
across countries

For this to happen, three assumptions need to be fulfilled:

- No barriers to trade
- No transport costs
- Perfect competition

-The law of one price applies not only to individual goods but also to
identical bundles of goods. Thus, the PPP is the generalisation of the law
of one price to a basket of identical goods between two countries.



Absolute version

Relative version



Generalized version



1. Big Max Index

Testing the PPP theory



2. Plots: The actual exchange rate and the PPP 
exchange rate for different currency pairs















A more recent study (Source: Vicente Esteve blog)

Evolution of the market exchange rate of the dollar to the Swiss franc (green 
line, Swiss francs per 1 dollar) and of relative prices between the two countries 
(blue line) for the period 1971 (May)-2022 (September).

Source: Vicente Esteve, "¿Se cumple la teoría de la Paridad del Poder Adquisitivo entre dos monedas?: el caso del dólar norteamericano y 
del franco suizo, 1971-2022", Universidad de Valencia, Blog Viaje al Fondo de las Finanzas Internacionales, 21/10/2022



Conclusions:
PPP is one of the fundamental propositions when determining the exchange rate. Monetary 
models of exchange rate determination rest on this proposition and hence the importance of 
adhering to it. When prices have had time to adjust there seems to be a consensus that the 
nominal exchange rate and relative prices move proportionally, so that the real exchange rate 
reverts to equilibrium. 

However, there is also a consensus that this is not true in the short run: the exchange rate is much 
more volatile than the average price level. In short, there may be deviations from PPP in the short 
run, but these should be temporary and disappear over time, allowing PPP to be fulfilled in the 
long run. And why do short-term deviations of market exchange rates from the PPP equilibrium 
exchange rate occur? There are several reasons for this.

On the one hand, many of the goods and services produced in an economy are not "exportable" 
and are therefore not exposed to foreign competition. There are also sectors considered strategic 
that may be protected by national governments. 

On the other hand, there are other factors: geopolitical risks (favoring stronger currencies), 
shocks in the financial or commodity markets, and the reserve management policy of central 
banks, among others. 

In short, the PPP equilibrium exchange rate should be seen as a long-term benchmark for the 
market rate (not in the short term), which will oscillate around it in cycles that can be very long 
in time.



3. Econometric approach.
Relative PPP tests



π*>π

SPN*>PN

The Balassa-Samuelson model
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