Purchasing Power Parity


A product is produced in the U.S. and has a price of $1. 

The exchange rate is $1 = B 33.

We might expect the same product, produced in Thailand, to have a price of B 33.  

But it doesn’t. It sells for B 11. 

Why? Prices are higher in the U.S.

-----------------------------------------------------------------------------------------------

Say each country produces 1 billion units of this product.

The value of U.S. output would be $ 1 billion and the value of Thailand’s output would be B 11 billion. 

If we convert Thailand’s output into $ at the nominal exchange rate, it would be 
11 billion/33, which is about $0.33 billion ($333 million)

The two countries produced the same quantity of the same product, but U.S. output is recorded at $1 billion and Thailand’s output is recorded at $333 million.

Purchasing power parity (PPP) corrects this by increasing the value of Thai output in $ terms. In this case, it would put the value of Thailand’s output at $1 (B 33) per unit or $1 billion for the total output. The value of the output of the two countries is now equal (which is what it should be because they produced the same quantity of the same good).  

The idea that prices for the same goods are generally about one-third their price in $ terms in Thailand compared to the U.S. is approximately correct in reality (i.e. this example is realistic).

-----------------------------------------------------

Now let us consider the whole economy. 

Thailand’s GDP per capita in 2017 was $6,593, based on the nominal exchange rate. 

However, using PPP, the GDP per capita was $17,870. 

This figure was calculated by economists who compared prices of the same goods in the two countries and made adjustments so that similar goods would be valued the same way in $ terms.  


	
	Thailand
	U.S.
	Thailand/U.S.

	GDP per capita, $

	6,593
	59,532
	0.11

	GDP per capita, PPP $

	17,870
	59,532
	0.30



Thus, if we compare the two countries, Thailand’s income per capita is 11% of the US level when we use the nominal exchange rate but is 30% of the US level when we use PPP.  Therefore, Thailand’s per capita income is much higher when we use PPP and indicates that the gap between Thailand and the US is not as great as suggested by nominal (non PPP) figures. 



The above provides a clear and simple way to understand PPP.  Here is another way.  I add it because it more directly gets at the sense of purchasing power.

Let us say you are in the U.S. and that you have $1 and you buy one unit of the product (noted above).

[bookmark: _GoBack]Then you move to Thailand and still have $1.  You exchange the dollar for baht and get B 33. Then you want to buy the same product. The product costs B 11.  So you could buy it and still have B 22 left over. You have more purchasing power with a $ in Thailand than you do in the U.S.  

The purchasing power of $1 in the U.S. is $1. 
The purchasing power of B 11 in Thailand is equal to the purchasing power of $1 in the U.S. 
Because that B11 can be exchanged for $ 0.33, the purchasing power of $1 in the U.S. is equal to the purchasing power of $ 0.33 in Thailand. 

Furthermore the purchasing power of $1 in Thailand (B 33) is much more than it is in the U.S.  You can buy more with $1 in Thailand than you can in the U.S. 

Therefore, if my income in Thailand is say equal to $6,593, I can buy a lot more with that money in Thailand than I could with the same amount of $ in U.S. 

If we express GDP p.c. in $ then, we need to account for this.  As shown above, that $6,593 in Thailand has the purchasing power equal to $17,800 in the U.S.  
End
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