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Purchasing Power Parity (PPP) is an economic theory and a method used to compare the relative value of currencies between different countries. It is based on the idea that in the absence of transportation costs and other frictions, identical goods should have the same price when expressed in a common currency.
The concept of PPP arises from the observation that exchange rates do not always accurately reflect the true value of a currency. This is because exchange rates are influenced by a variety of factors, including interest rates, inflation, and speculative trading. PPP attempts to account for these factors by considering the relative price levels and cost of living between countries.
There are two main forms of PPP:
Absolute PPP: This theory suggests that in the absence of transportation costs and other frictions, a unit of currency should have the same purchasing power across different countries. In other words, a basket of goods and services should cost the same when expressed in a common currency.
Relative PPP: This theory asserts that changes in exchange rates over time should reflect changes in price levels (inflation rates) between countries. For example, if inflation is higher in one country compared to another, the exchange rate should adjust to reflect this difference.
PPP is often used to estimate the "real" exchange rate between two currencies. The real exchange rate is the nominal exchange rate adjusted for differences in price levels between countries. It is a useful tool for comparing the relative cost of living and economic well-being between different nations.
However, it's important to note that PPP is a theoretical construct and there are many practical challenges in implementing it accurately. Factors such as trade barriers, transportation costs, and differences in product quality can all affect the actual prices of goods and services in different countries.
Overall, PPP is a valuable concept in economics for understanding and comparing the relative value of currencies and the standard of living across different countries. It provides a framework for assessing the true value of a currency beyond its nominal exchange rate




