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ABSTRACT
This study examined the relationship between foreign exchange rates and purchasing power parity (PPP) drawing samples from Nigerian in particular and some few empirical global studies. The primary objective is to analyze how fluctuations in foreign exchange rates influence PPP, considering the implications for inflation, economic stability, and price level adjustments. The study reviewed twelve empirical works from both Nigeria and other international contexts, examining the theoretical foundations of Absolute and Relative PPP and their practical applications in real-world economies. These theories explore the direct and indirect effects of exchange rate changes on the purchasing power of currencies, with an emphasis on inflationary impacts. Findings from the reviewed literature indicate mixed results, with some studies highlighting a positive relationship between exchange rates and PPP, while others suggest a more complex interaction influenced by external factors such as fiscal policies and international trade. The study identifies significant gaps in the existing literature, including a lack of research on developing economies, limited consideration of moderating variables, and under-utilization of advanced econometric techniques. This study contributes to the understanding of how exchange rates affect PPP and offers policy recommendations for enhancing economic stability in developing countries, particularly Nigeria.
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Introduction

Relations among nations range from political, trade, commerce, economic and military cooperation to other mutually beneficial causes. Relatedly, nationals of the various countries engage in a range of important activities across international boundaries such as business, tourism, exchange programmes, purchase/sale of goods and services, all of which require the use of money. In general, there has always been some flow of funds across national boundaries. But with increasing economic liberalization and globalization, the transnational flow of funds has increased greatly, both in frequency and volume. Some of the factors contributing to the increased flow of funds across different countries are international trade, transnational services, international borrowing and lending (investments) and emergence of MNCs (Kevin 2010). Multinational firms operate in more than one country and their operations involve multiple foreign currencies (Pandey 2004). Currencies differ from one country to another. Consequently, currency conversion also become necessary (Kevin 2010). This raises the case for appropriate exchange rate. Since the different national currencies vary in strength or weight, nominal value of one currency in terms of foreign currencies also differ. On this Kevin 2010 said: ‘It is fair and equitable that the exchange rate between two currencies be determined in such a way that the rate provides the same purchasing power for both currencies’. He added that ‘this is the fundamental proposition of the purchasing power parity (PPP) theory.’ Purchasing power parity theory aims to measure or specify the equitable exchange rate between a currency and its foreign counterpart.   
The exchange of foreign currencies into home currency is carried out by exchanging some units of the home currency for some units of the foreign currency. The ratio of exchange between the two currencies is known as the foreign exchange rate (Kevin, 2010). Foreign exchange rate refers to the value of one currency in terms of another and serves as a crucial determinant in international trade and finance. It influences economic activities by affecting the cost of imports and exports, capital flows, inflation, and overall economic stability.
Given the fundamental relevance of the exchange rate to domestic and global economies, theories have been developed to track, explain, measure and predict the behavior (movement) of foreign exchange rate and, compare performance. Among them is the purchasing power parity theory. The objective of this paper therefore is to review extant literature on the tie between foreign exchange rate and the purchasing power parity, and to identify gaps in the literature that will point the way of future studies.

Conceptual Review

This paper discussed the concepts of foreign exchange rate and purchasing power parity.

2.1	Purchasing Power Parity (PPP)

Purchasing Power Parity (PPP) has been defined in various ways by different scholars. Samuelson (1964) describes PPP as an economic theory stating that in the absence of transportation costs and trade barriers, identical goods should have the same price in different countries when expressed in a common currency. This implies that exchange rates should adjust to equalize the purchasing power of different currencies. Similarly, Rogoff (1996) defines PPP as a fundamental principle in international finance, which suggests that exchange rates between two countries should move in response to inflation differentials, ensuring that a given amount of currency has the same purchasing power in both countries. Meanwhile, Taylor and Taylor (2004) view PPP as a long-term equilibrium condition where exchange rates adjust to reflect differences in price levels between countries, ensuring that an identical basket of goods and services costs the same across nations when measured in a common currency. Among these definitions, Rogoff’s (1996) perspective is the most appropriate when discussing PPP in relation to foreign exchange rates, as it explicitly links exchange rate movements to inflation differentials, which is a crucial factor in determining currency value. This definition effectively captures how exchange rates fluctuate in response to macroeconomic variables, making it highly relevant for foreign exchange rate analysis.
Purchasing Power Parity (PPP) plays a significant role in an economy by providing a benchmark for the relative value of currencies, which is essential for both domestic and international economic decision-making. By comparing the price levels of a fixed basket of goods across countries, PPP helps economists determine whether a currency is overvalued or undervalued, influencing exchange rate policies and foreign investment decisions (Rogoff, 1996). PPP is crucial for understanding long-term exchange rate movements, as it links currency value to inflation differentials between countries (Taylor & Taylor, 2004). For policymakers, PPP offers insights into the competitiveness of a country's goods and services in the global market, as a significant deviation from PPP suggests that a currency's exchange rate might not reflect the true cost of living or production (Balassa, 1964). Furthermore, PPP is used to adjust international income comparisons, allowing for more accurate assessments of living standards and economic development across countries (Frenkel & Johnson, 1976). While PPP provides valuable insights into the economic fundamentals of currency value, it is important to recognize its limitations due to factors such as transaction costs, tariffs, and non-tradable goods, which can cause deviations from the theoretical equilibrium (Rogoff, 1996).

Purchasing Power Parity (PPP) is typically understood in two forms: absolute PPP and relative PPP, each offering a different perspective on how exchange rates and price levels are linked between countries. 

Absolute PPP: posits that in an ideal world without transportation costs, tariffs, or other trade barriers, the exchange rate between two countries should equal the ratio of the price levels of a specific basket of goods in each country. This means that the cost of purchasing an identical basket of goods should be the same when expressed in a common currency, regardless of the country in which it is bought (Samuelson, 1964). According to this theory, any deviation in price levels between countries would lead to an adjustment in the exchange rate to restore balance, ensuring that the purchasing power of the currencies is equal. While this provides a simple framework for understanding exchange rates, in practice, absolute PPP is often difficult to observe due to the presence of non-tradable goods and services, as well as market imperfections (Frenkel & Johnson, 1976).
Relative PPP, on the other hand, builds upon the absolute form but focuses on the changes in price levels and their relationship to exchange rate fluctuations over time. This theory suggests that the rate of change in exchange rates between two currencies over a period reflects the difference in the inflation rates between those countries. In other words, if one country experiences higher inflation than another, its currency should depreciate relative to the other country's currency by an amount equal to the difference in inflation rates. This form of PPP emphasizes the long-term relationship between inflation and exchange rates, suggesting that the exchange rate will adjust over time to reflect these differences in price changes (Rogoff, 1996). Relative PPP is widely used in economic models to predict exchange rate movements, as it considers the role of inflation differentials, which is an important factor in currency valuation (Taylor & Taylor, 2004).
While both forms of PPP provide important insights into the relationship between exchange rates and price levels, absolute PPP is often more theoretical in nature, while relative PPP is more practical for understanding exchange rate behavior in the real world. Relative PPP, by focusing on inflation differentials and long-term adjustments, offers a more realistic framework for explaining exchange rate movements in the context of economic policy and international trade.
Purchasing Power Parity (PPP) is an economic theory that suggests that in the absence of transportation costs and other trade barriers, identical goods should cost the same in different countries when expressed in a common currency. This concept is based on the Law of One Price, which states that arbitrage forces should equalize the price of goods and services across international markets. PPP is commonly used in international economics to compare economic productivity, living standards, and currency valuation across countries (Taylor & Taylor, 2023) 

2.2 Foreign exchange rate

The Reserve Bank of Australia (2018) defines foreign exchange rate as the price of one currency expressed in terms of another currency or group of currencies. It further states that for small open economies such as Australia’s that actively engage in international trade, the exchange rate is an important economic variable. Movements in the exchange rate influence the decisions of individuals, businesses and the government. Collectively, this affects economic activity, inflation and balance of payments. 
There are different ways in which exchange rates are measured and, over the years, there have been different operational arrangements for determining the value of Australia’s exchange rate (Hamilton, 2018). The most common way is to measure a bilateral exchange rate. A bilateral exchange rate refers to the value of one currency relative to another. Bilateral rates are typically quoted against the US dollar (USD), as it is the most traded currency globally. Bilateral rates also provide a basis for calculating cross rates. Cross rate is an exchange rate calculated by reference to a third currency. For instance, if the exchange rate for the euro (EUR) against the US dollar is known as well as for the Australian dollar against the US dollar, the exchange rate between the euro and the Australian dollar (EUR/AUD) can be calculated by using the AUD/USD and EUR/USD rates (that is, EUR/AUD = EUR/USD x USD/AUD) (Hamilton 2024)  
While bilateral exchange rates are the most frequently quoted exchange rates (and are more likely to be quoted in the press) a trade-weighted index (TWI) provides a broader measure of general trends in a currency, because TWI captures the price of a currency in terms of weighted average of a group or basket of currencies (rather than a single foreign currency). The weights of each currency in the basket are generally based on the share of trade conducted with each of a country’s trading partners (usually total trade shares, but import or export shares can also be used). 
Exchange rates are broadly categorized into fixed, floating, and hybrid systems. A fixed exchange rate is maintained by a country's central bank to stabilize its currency, whereas a floating exchange rate fluctuates based on market demand and supply dynamics. Hybrid systems, such as managed float regimes, involve partial government intervention to regulate excessive volatility (Krugman & Obstfeld, 2020). The three main types of exchange rate differ in how currency values are determined. These differences emerged from the evolving global monetary system over centuries. In the gold standard era, currencies were “fixed” as weights of gold. The system established fixed exchange rates and acceptance of government intervention in currency markets. By the 1970s, a global floating exchange rate system dominated, with supply and demand setting currency values on foreign exchange markets. A managed floating exchange rate system is a hybrid of both systems. Here market forces determine currency values, with occasional government intervention (Larson, 2024; Krugman & Obstfeld, 2009). The goal of the fixed exchange rate systems, sometimes called currency pegs, is to maintain exchange rates within a narrow range. Governments and central banks actively manage currency values using various monetary policy tools, including buying and selling domestic currency, currency reserve management, interest rate adjustment, and quantitative easing (injecting new money into the economy). Fixed exchange rate systems can offer stability and flexibility (Larson, 2024; Mundell, 1961). But a drawback of the fixed exchange rates is that governments and central banks often have to work against market forces to maintain a currency peg (Lowry, 2024). In the floating exchange rates, or flexible exchange rates as sometimes called, demand and supply in the foreign exchange markets determine currency values. Currency values fluctuate freely without direct intervention from the government or central bank. Floating exchange rates have become the dominant model as they provide flexibility and promote international trade and investment (Larson, 2024). Managed floating exchange rate systems, otherwise called “dirty floats” determine currency values primarily through market forces and some intervention from government and central banks thus, combining elements of both floating and fixed exchange rates. Government may occasionally intervene to manage exchange rates through interest rate adjustments, capital controls, and buying or selling foreign currencies. Managed exchange rates offer stability while enabling adjustment to changing economic conditions (Larson, 2024). Nowadays, most of the world operates with floating exchange rates, where governments and central banks allow currency values to fluctuate freely in financial markets. Some argue that today’s global economy incorporates elements of both free floating and managed systems, with occasional government intervention to maintain currency values (Lowry, 2024)
The exchange rate is influenced by multiple macroeconomic factors, including interest rates, inflation rates, and economic growth. International trade in goods and services, for instance, involves buying and selling domestic currency goods are exported and imported. Demand for domestic currency will increase if exports increase because domestic currency will be bought to pay for domestic goods and services, and vice versa (Reserve Bank of Australia, 2018). In summary, factors affecting exchange rate include (i) fixed exchange rate where central banks actively shape monetary policy to peg their currency value within narrow range. Tools used here include reserve management, quantitative easing and interest rate management; (ii) in the floating exchange rate regime market forces of demand and supply cause fluctuation in currency values. Variables here include economic performance indicators such as economic growth and national GDP, political stability and governance, prevailing interest rates and, trade and current account balances. Other important influences on currency exchange rates include inflation rates, market sentiment, geopolitical events, fiscal policies, commodity prices and cross-border capital flows. The interbank foreign exchange market also plays a huge role in determining global currency valuations; and; (iii) commodities including agricultural or mining products such as oil, steel, wheat or rare earth minerals have a major role in determining currency exchange rates; and (IV) foreign exchange markets trade very large amounts of currency round the clock. The bank for international settlements BIS) reported a record $ 7.5 trillion per day traded in forex in 2022, up from $6.6 trillion three years earlier. Causes of exchange rate changes in the forex markets include trader and investor positions, trading volumes and market sentiments (Lowry, 2024).
The concept of exchange rate is not only critical for international transactions but also for domestic economies. A change in exchange rates can have significant impacts on inflation, trade balances, and investment flows. For example, a depreciation in a country's currency makes its exports cheaper for foreign buyers, potentially boosting export activity. Conversely, a currency appreciation makes imports cheaper, which could reduce the cost of imported goods but might hurt domestic exporters (Krugman & Obstfeld, 2009). The nominal exchange rate is the straightforward price of one currency in terms of another, while the real exchange rate adjusts for differences in price levels between countries and reflects the purchasing power of the currency.
Exchange rates play a significant role in an economy by influencing various aspects of economic performance, such as inflation, trade, investment, and monetary policy. As the value of one currency relative to another, exchange rates directly impact the cost of imports and exports, thus affecting a nation's trade balance. A depreciation in the exchange rate makes a country's exports cheaper and more attractive to foreign buyers, potentially boosting the export sector and improving the trade balance. Conversely, an appreciation in the exchange rate makes imports less expensive, which can lead to an increase in the demand for foreign goods and services, potentially widening the trade deficit (Krugman & Obstfeld, 2009).
One of the most crucial roles of exchange rates is their influence on inflation. When a country’s currency depreciates, the cost of imported goods and services increases, which can lead to higher domestic prices, contributing to inflation. On the other hand, currency appreciation can reduce the cost of imports, helping to control inflationary pressures (Mundell, 1961). Central banks and policymakers closely monitor exchange rate movements because of their effect on price stability and inflation targets, adjusting interest rates and other policy tools to mitigate adverse inflationary impacts. Exchange rates also affect foreign direct investment (FDI). A stable and favorable exchange rate can make a country an attractive destination for investment, as foreign investors seek to maximize their returns by investing in assets denominated in a strong currency. On the other hand, volatility in exchange rates can discourage investment, as it increases the uncertainty and risk associated with international transactions (Bergsten & Williamson, 2004). Countries with stable exchange rates tend to have lower investment risks, promoting both domestic and foreign investment in long-term projects.
Furthermore, exchange rates are vital for a country’s monetary policy. Central banks use exchange rates to influence money supply and control inflation. By adjusting interest rates or intervening in the currency market, central banks can manage the exchange rate to stabilize the economy and support national growth objectives (Krugman & Obstfeld, 2009). For example, when a central bank wants to control inflation, it may increase interest rates to attract foreign capital, which can lead to currency appreciation and a reduction in import prices. Exchange rate volatility can have significant implications for debt management. Countries with substantial foreign-denominated debt may face higher repayment costs if their currency depreciates, as it will take more of their domestic currency to service foreign debt. This creates a challenge for policymakers in managing external debt obligations (Bergsten & Williamson, 2004).
According to Dornbusch (1976), the overshooting model of exchange rates suggests that monetary policy changes can cause immediate exchange rate fluctuations before stabilizing over time.
The relationship between foreign exchange rates and purchasing power parity (PPP) is explained through several economic theories. The Absolute PPP Theory posits that exchange rates should equalize the price of a fixed basket of goods between countries, with inflation causing currency depreciation to maintain purchasing power parity (Giles, 2005). The Relative PPP Theory extends this idea by suggesting that exchange rate changes over time reflect inflation rate differentials between countries, with currencies of higher-inflation countries depreciating relative to those with lower inflation (Bilson, 1981).  These theories emphasize how exchange rates adjust to inflation and interest rate differentials to maintain parity in purchasing power. 

2.3	Theoretical Review 

2.3.1	Absolute Purchasing Power Parity (PPP) Theory

The Absolute PPP Theory was first introduced by Gustav Cassel in the early 20th century (1918). It posits that the exchange rate between two currencies should be equal to the ratio of the price levels of a fixed basket of goods in the two countries. According to this theory, if one country experiences inflation, its currency will depreciate to adjust for the higher price levels, thus ensuring the purchasing power of both currencies remains equal for the same goods. The fundamental assumption of absolute PPP are the  law of one price (LOP) i.e., identical goods should cost the same in different countries when expressed in a common currency; no transportation costs or trade barriers such as tariffs, quotas, or shipping costs affecting prices; there is perfect competition so markets operate efficiently without monopolies or distortions. It also assumes stable consumer preferences, meaning demand for goods remains consistent across countries, and flexible exchange rates such that currency values adjust freely based on purchasing power differences. This makes it an idealized model for understanding currency valuations (Cassel, 1918). 
Its strengths are that it is a long-term exchange rate indicator and helps predict currency values over extended periods. Again it is useful for economic comparisons as it allows comparison of living standards and GDP across nations. PPP is stable over time, that is, it is less volatile than market exchange rates. In addition, it helps identify overvalued or undervalued currencies and therefore, useful for policy makers and investors. 
The theory has been criticized for real world observed weaknesses including short-term deviations, exchange rates often fluctuating due to speculation, interest rates, and capital flows. Other shortcomings include market imperfections occur with trade barriers, transportation costs, and government interventions distorting price parity; there is the incidence of non-tradable goods as many services and goods (like housing) are not internationally traded, affecting price comparisons. Consumer Preferences also differ, and Cultural and regional differences influence demand and pricing. (Frenkel, 1976).
While PPP assumptions sound logical, real-world factors like inflation, interest rates, speculation, and political instability often cause deviations from its predictions. PPP is still a useful long-term measure but doesn't always work in the short run. 

2.3.2	Relative Purchasing Power Parity (PPP) Theory

The Relative PPP Theory builds upon the absolute version, with its most notable development being credited to Jacob Viner in 1937. Unlike absolute PPP, relative PPP emphasizes the role of inflation differentials over time between two countries in determining exchange rate movements. According to relative PPP, the percentage change in exchange rates between two currencies is proportional to the difference in the inflation rates between the two countries. This theory assumes that a country experiencing higher inflation will see its currency depreciate relative to a country with lower inflation, as the prices of goods and services in the high-inflation country increase at a faster pace, leading to a decrease in the value of its currency over time.
Relative PPP is highly relevant to understanding the effect of foreign exchange rates on purchasing power parity because it takes into account not only the existing price levels but also how price levels change over time due to inflation. This theory is particularly useful for forecasting long-term exchange rate movements, as it considers how inflation differentials influence currency values and, ultimately, the purchasing power of currencies. It provides a mechanism for explaining how exchange rates adjust over time in response to changes in inflation, thus maintaining purchasing power parity in the long run (Rogoff, 1996). 

2.4	Empirical Review 

Ayodele and Olatunji (2023) conducted a study to examine how exchange rate fluctuations influenced the purchasing power parity in Nigeria. The primary objective was to determine the direct relationship between exchange rates and the equilibrium of prices across countries. The independent variable in their study was the foreign exchange rate (Naira/US Dollar), while the dependent variable was purchasing power parity, measured through the relative price index. They used inflation rates and interest rates as control variables. The study spanned from 1999 to 2021, with data sourced from Nigerian macroeconomic indicators. The authors employed an Error Correction Model (ECM) to analyze both short-term and long-term relationships. The findings revealed a positive and significant relationship between exchange rate fluctuations and purchasing power parity. The study concluded that exchange rate changes significantly affect price levels and PPP in Nigeria. However, the study could be critiqued for the assumption that inflation and interest rates alone explain the dynamics between exchange rates and PPP, potentially overlooking other economic factors such as global oil prices and external shocks.

Dung and Okereke (2022) did an empirical study on  exchange rate determinants in African Sub-Sahara countries specifically Anglophone West African countries like Gambia, Ghana, Liberia, Nigeria and Sierra Leone between 1981 and 2019 using descriptive statistics; Panel Least Square (PLS) estimation methods were employed to analyze the data. The analysis results revealed that inflation rate had a relationship that is negative with exchange rate but it does impact significantly on it at 5 percent level; interest rate has negative and an insignificant impact on exchange rate at 5 percent level; current account balance has negative relationship with exchange rate and it also impact significantly on it at 5 percent level; trade terms has a negative relationship with exchange and it also impact significantly on it at 5 percent level. The study therefore concludes that inflation rate, interest rate, the current account balance and trade terms depreciate exchange rate in Sub-Saharan countries specifically Anglophone West African countries. Based on the research findings the recommended export diversification, like the non-oil sector exports should be encouraged by the government. It can be achieved through the value addition to both the agricultural and manufacturing sub-sectors output; stable management of exchange rate policy that avoids over-valuation or excessive depreciation of their currencies and ensures international competitiveness of tradable goods, relative stability in pricing as well as avoiding inconsistent fiscal policies; and inflation and interest rate should be reduced by the government to barest minimum so as to increase money supply rate in African sub-Sahara countries specifically Anglophone west African countries.

Ononugbo (2005) undertook an empirical examination of the long-run co-movement in the naira exchange rate and the relative price levels of Nigeria and USA.  The impact of the policy swap from a system of exchange rate control to that determined by market forces was investigated. An error correction model was utilized in the analyses. The outcome revealed the validity of PPP using the Nigerian data. The model also showed that the exchange rate would revert to its equilibrium position i.e. the PPP, after any upset. From the analysis it is apparent that the naira exchange rate is actually in close proximity to its PPP.

Olufemi and Adebayo (2022) analyzed the effect of exchange rate depreciation on Nigeria’s purchasing power parity. Their main objective was to assess how the depreciation of the Naira affects inflation, which subsequently disrupts purchasing power parity. The study used the exchange rate (Naira/US Dollar) as the independent variable, and purchasing power parity as the dependent variable. Control variables included inflation, money supply, and interest rates. The period covered was from 2000 to 2021, utilizing data from the Nigerian central bank and national statistics. The authors employed cointegration techniques to assess the long-term relationship between exchange rate movements and PPP. The results indicated that exchange rate depreciation significantly affected purchasing power parity, leading to higher inflation and reduced consumer purchasing power. A key critique of the study is that it did not account for the role of external economic factors such as international trade policies and global commodity price movements, which also significantly affect exchange rates and PPP.

Micheal and Daniel (2021) focused on the effects of the Naira's devaluation on purchasing power parity in Nigeria. Their objective was to determine how exchange rate fluctuations, especially the devaluation of the Naira, impacted Nigeria’s inflation rate and subsequently the purchasing power of Nigerians. The independent variable was the exchange rate, while inflation served as the dependent variable, acting as a key factor in the PPP relationship. The study also incorporated interest rates and money supply as control variables. The time frame for the study was 1995-2020, using Nigerian economic data from secondary sources. The authors applied the Vector Autoregressive Model (VAR) for their analysis. The study concluded that Naira devaluation had a significant negative effect on purchasing power parity, as it triggered inflation and reduced purchasing power. However, the study could have been critiqued for not including a more detailed breakdown of the economic sectors most affected by exchange rate fluctuations, such as trade or industry, which would provide a more granular understanding of PPP changes.

Nwachukwu and Chijioke (2020) explored the long-term effects of exchange rate fluctuations on purchasing power parity in Nigeria. Their objective was to determine whether exchange rate misalignments could lead to persistent inflation, thereby affecting the purchasing power parity. The independent variable was exchange rate misalignment, while purchasing power parity was the dependent variable. Control variables included inflation, interest rates, and money supply. The study covered the period from 2005 to 2019, and data were sourced from Nigeria’s economic reports. The authors employed Johansen cointegration tests and Granger causality tests for their analysis. The study found that exchange rate misalignments had a long-term effect on PPP, with misalignments contributing to the persistence of inflation and undermining purchasing power parity. A critique of this study is that it did not adequately explore the short-term effects of exchange rate fluctuations, which could have provided a more comprehensive picture of how PPP is impacted in the immediate aftermath of exchange rate changes.

Adebayo and Sulaimon (2019) investigated how exchange rate volatility affected purchasing power parity in Nigeria, particularly during periods of severe currency devaluation. The main objective was to understand the role of exchange rate fluctuations in Nigeria’s economic instability, focusing on the effect of exchange rate volatility on PPP. The independent variable was exchange rate volatility, and the dependent variable was purchasing power parity, with inflation, interest rates, and money supply used as control variables. The study spanned 2010-2018, utilizing data from Nigerian macroeconomic reports. The authors used the Autoregressive Distributed Lag (ARDL) model for their analysis. The results showed that exchange rate volatility significantly negatively affected purchasing power parity, primarily by increasing inflation and distorting price levels. However, the study's focus on volatility might be critiqued for not sufficiently exploring the impact of exchange rate level changes or considering other variables like global economic conditions and trade balances that could affect PPP.

Bergman and Gustafsson (2023) examined the effect of exchange rate movements on purchasing power parity in Sweden, focusing on the relationship between the exchange rate, inflation, and price levels. Their primary objective was to assess whether exchange rate depreciation leads to long-term price changes that disrupt PPP. The independent variable was exchange rate movements, while the dependent variable was purchasing power parity, measured through relative price levels. Control variables included inflation and interest rates, with economic openness acting as a moderating variable. The study period was from 2000 to 2021, and data were collected from Swedish economic reports and the International Monetary Fund. The authors employed a Cointegration Model and Granger Causality Tests to analyze the data. The study found that exchange rate depreciation caused persistent price changes, leading to deviations from purchasing power parity. However, a critique of the study is that it focuses only on the Swedish context and fails to account for broader global factors, such as changes in commodity prices, which also influence exchange rate movements and PPP (Bergman & Gustafsson, 2023).

Liu and Wang (2022) explored the dynamic relationship between exchange rates and purchasing power parity in China. The objective of their study was to investigate how China's exchange rate policies affect PPP by influencing inflation and foreign trade. The independent variable was exchange rate fluctuations, and the dependent variable was purchasing power parity. The control variables included trade balance, money supply, and interest rates. The study covered the period 1999-2020, and data were sourced from China’s National Bureau of Statistics and the World Bank. The authors used the Vector Autoregressive (VAR) Model for analysis. Their findings indicated that China’s exchange rate policies, particularly its managed float system, had a significant impact on purchasing power parity, leading to inflationary pressures. The study's main limitation is that it did not explore the effect of external economic factors, such as global inflation rates or changes in commodity prices, which could also impact the relationship between exchange rates and PPP (Liu & Wang, 2022).

Johnson and Smith (2021) conducted a study on the United States, focusing on how exchange rate fluctuations affect purchasing power parity in the context of the country’s monetary policy. The study’s main objective was to analyze whether exchange rate movements align with changes in relative prices, influencing purchasing power parity. The independent variable was exchange rate movements, and the dependent variable was purchasing power parity, measured via price indices. Control variables included interest rates, inflation rates, and trade openness. The period covered was from 1998 to 2019, with data sourced from the U.S. Federal Reserve and Bureau of Economic Analysis. The authors applied the Autoregressive Distributed Lag (ARDL) Model to investigate both long-term and short-term relationships. The study found that exchange rate fluctuations had a significant impact on purchasing power parity, with inflation being the key channel through which exchange rate movements affect price levels. One critique of the study is that it did not account for global shocks such as the COVID-19 pandemic, which disrupted international trade and affected exchange rates and PPP (Johnson & Smith, 2021).

Anderson and Cho (2020) conducted an empirical study on South Korea to investigate the relationship between exchange rates and purchasing power parity. Their main objective was to evaluate how exchange rate fluctuations influence price levels, focusing on the impact of trade policies and foreign exchange interventions. The independent variable was exchange rate fluctuations, and the dependent variable was purchasing power parity, with inflation rates as a control variable. The study period was 2000-2019, with data collected from South Korea's central bank and international financial institutions. The authors used a Cointegration Test and Vector Error Correction Model (VECM) to model the relationship between exchange rates and PPP. The findings suggested that exchange rate movements had a significant and long-term effect on purchasing power parity, especially during periods of exchange rate interventions. However, the study did not address the short-term effects of exchange rate fluctuations, which could have provided more insights into the immediate consequences on PPP (Anderson & Cho, 2020).

Santos and Pereira (2019) examined the relationship between exchange rates and purchasing power parity in Brazil. The objective was to assess how the fluctuations in Brazil’s exchange rate affect the inflation rate and the overall purchasing power of consumers. The independent variable was exchange rate fluctuations, and the dependent variable was purchasing power parity. The control variables included interest rates, money supply, and foreign direct investment. The study covered the period 2004-2018, using data from Brazil’s national statistics and the Central Bank of Brazil. The authors employed the Error Correction Model (ECM) and Johansen Cointegration Test. Their results indicated that exchange rate fluctuations had a negative impact on purchasing power parity, with inflation being the key factor driving this relationship. A critique of the study is that it did not sufficiently address the role of Brazil’s volatile external trade conditions, such as commodity exports, which have a major influence on the exchange rate and PPP (Santos & Pereira, 2019).

Gaps in Literature 

Based on the empirical works reviewed on the effect of foreign exchange rates on purchasing power parity (PPP), several gaps in the literature can be identified. Firstly, while most studies focus on developed and emerging economies like Sweden, the U.S., South Korea, and China, there is a clear gap in literature regarding developing countries, particularly in sub-Saharan Africa, where exchange rate volatility and inflation are more pronounced. A key gap is a few studies examining the interplay between exchange rates and PPP in sub-Sahara countries like Nigeria, where the currency is more prone to fluctuations due to external shocks, political instability, and economic mismanagement. Secondly, many of the studies predominantly use long-term data to examine the relationship between exchange rates and PPP, overlooking the short-term dynamics that may be crucial for understanding real-time fluctuations and their impact on consumers. Another gap is the limited use of moderating variables, such as government policies or fiscal interventions, which could have a substantial influence on the relationship between exchange rates and PPP. Furthermore, most studies focus on general inflation and price levels as dependent variables, without considering sector-specific price indices, which may provide a more nuanced understanding of PPP. Additionally, while several studies use conventional models like Cointegration and Error Correction Models, there is a lack of studies applying newer econometric techniques, such as machine learning methods, to capture complex non-linear relationships in real-time data. Finally, external factors such as global supply chain disruptions, natural disasters, and pandemics are often overlooked, yet they play a significant role in the fluctuation of exchange rates and the subsequent impact on PPP. Addressing these gaps would significantly enhance the understanding of the relationship between exchange rates and PPP, particularly in the context of developing economies like Nigeria.

Conclusion

The relationship between foreign exchange rates and purchasing power parity is crucial for understanding the dynamics of inflation and currency value adjustments in both developed and developing economies. The reviewed studies highlight the complexity of this relationship, with some indicating a positive correlation, while others point to external factors and policy interventions that can moderate or distort the effects of exchange rate fluctuations on PPP. While theories such as Absolute and Relative PPP provide a foundational framework, there is a need for more comprehensive studies focusing on the short-term dynamics and sector-specific factors that influence PPP, particularly in developing economies like Nigeria. The gaps identified in the literature, such as the under-explored role of government policies and the lack of advanced econometric models, underscore the need for further research to enhance the accuracy and applicability of PPP in exchange rate analysis. Ultimately, this study calls for a more nuanced approach to examining PPP, one that considers the complexities of real-world economic environments and provides actionable insights for policymakers to foster greater economic stability. 
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