
Austrian economists have not ventured into the fi eld of interna-
tional economics very oft en and most of the exceptions wrote their 
work a long time ago. Th is is the case with the work on money 
and credit by Mises (1953 [1924], esp. pp. 170–86), Hayek’s dis-

cussion of monetary nationalism (1999 [1937], esp. pp. 61–73), Machlup’s 
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(1939, 1940) and Haberler’s (1950) contributions, and Rothbard’s brief dis-
cussion in Man, Economy, and State (2004 [1962], esp. pp. 828ff .). 

Of the few recent contributions made to this fi eld, two authored by 
Salerno (1994a; 1994b) highlight the subjectivist perspective that Mises 
(1953 [1924]) holds about the determinants of the purchasing power of 
money in geographically separate locations. Physically identical goods in 
diff erent locations are diff erent economic goods even if we assume away all 
transportation costs. Because people oft en value separate economic goods 
diff erently, prices of physically identical goods in diff erent locations might 
vary even in general equilibrium. 

Th e insight that there can be an equilibrium with diff erent prices 
between physically identical goods in diff erent locations is important from 
the perspective of the absolute purchasing power parity theory, which is 
one of the models that tries to explain foreign exchange rates. Th is theory 
assumes the law of one price and implies that equilibrium exchange rate 
must equalize prices of physically identical goods across diff erent currency 
areas when the prices of the goods are converted into same currency. Cur-
rently available data, however, bring this idea of absolute purchasing power 
parity into question: the general consensus is that in spite of high vari-
ability of foreign exchange rates, it takes a number of years at best before 
the exchange rate adjusts to a deviation from parity (Rogoff  1996; Tay-
lor and Taylor 2004). It is this “purchasing power parity puzzle” (Rogoff  
1996) that Mises’s subjectivist view on purchasing power of money can 
explain: if physically identical goods in diff erent locations are diff erent eco-
nomic goods, it is not surprising that they have diff erent price tags when 
the prices are expressed in the same currency and that absolute purchas-
ing power parity does not hold. Yet, at the same time, there can still be a 
tendency toward equilibrium in the exchange rate between two curren-
cies. Th e equilibrium exchange rate, however, does not refl ect the purchas-
ing power parity condition but rather the subjective valuations of goods 
in each currency area, given the prices of those goods in their respective 
domestic currencies.

 In what follows, I develop the argument from the previous paragraph. 
I fi rst review the insights of Mises and Salerno on the subjectivist theory of 
the purchasing power of money and then look at how these insights apply 
in the setting of two currency areas with a fl oating foreign exchange rate. 
In conclusion, I formulate the underlying subjectivist theory of foreign 
exchange rates. 
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In the section on “Alleged Local Diff erences in the Cost of Living,” Mises 
(1953, pp. 175–78) stresses the importance of the position of goods in space 
when considering the valuation of those goods and their relative prices. He 
illustrates how important the location of goods is by comparing the prices 
in Karlsbad, a desired spa destination, and prices in other cities. While the 
same type of good costs more in Karlsbad than in other cities, the price 
diff erence is justifi ed because goods in Karlsbad are perceived as diff erent 
types of goods. In other words, “[i]f [person] has to pay more in Karlsbad 
for the same quantity of satisfactions, this is due to the fact that by paying 
for them he is also paying the price of being able to enjoy them in the imme-
diate neighborhood of the medicinal springs” (Mises 1953, pp. 176–77). 

To generalize the previous example, one can say that the position of a 
good in space matters — geographic location is an important character-
istic of an economic good that can change one’s perception of this good, 
and consequently its value and price. Physically identical goods in diff erent 
locations can then be priced diff erently even in equilibrium (Mises 1953, 
pp. 177–78; Salerno 1994b, pp. 251–52). 

A  D  N  E  P  P   M  
A  S

One can object that while the demand for goods might diff er by location, 
the diff erence at least does not apply in the case of tradable goods, which 
can be easily transported from one place to another. Th e demand for apples 
in the city of Meadville in Northwestern Pennsylvania, for example, might 
be lower than the demand for apples in Manhattan, incentivizing suppli-
ers to distribute apples accordingly and eventually equalize the prices of 
apples in both places. If the existing relative supply of apples in these two 
places results in lower relative price of apples in Meadville, this incentiv-
izes entrepreneurs to ship apples from Meadville to Manhattan to equalize 
the profi ts from selling apples in the two diff erent places. Assuming per-
fect competition and zero transportation costs, one might say that profi ts 
equalize when the price of apples in Meadville is the same as the price of 
apples in Manhattan.

However, since tradable goods are usually bundled with non-tradable 
complements as Rogoff  (1996, pp. 649–50) and Taylor and Taylor (2004, 
pp. 136–37) briefl y note, location also aff ects the prices of tradable goods. 
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Shelf-space, for example, is one such non-tradable complement: return-
ing to the apple parable, a suffi  cient lack of shelf-space in Manhattan may 
fail to incentivize shop-keepers to supply enough apples to equalize prices 
between Meadville and Manhattan. In this case, the opportunity cost of 
supplying so many apples is too high; Manhattan shop-keepers would 
rather use the scarce shelf-space to off er other products while keeping the 
price of apples relatively high. 

To generalize the example, one can say that tradable goods oft en need 
to be bundled with non-tradable complements when sold in specifi c geo-
graphic locations. Since these complements might be subjectively valued 
and priced diff erently across locations, opportunities to arbitrage price 
diff erentials across space are limited. Th is limitation might then lead to 
price diff erentials between physically identical goods sold in diff erent geo-
graphic locations. 

S  V  D  P  P   
M   A  C  A

Th e conclusion that physically identical goods can vary in equilibrium 
prices between diff erent locations also applies to the case of two separate 
currency areas. Th is application suggests that foreign exchange rates do 
not necessarily correspond to the absolute purchasing power parity of the 
respective currencies. To illustrate this point, I will use a modifi ed version 
of the previous section’s apple parable. 

Assume that there are only two places in the world: Manhattan and 
London. Each city has its own independent fi at currency so that people in 
Manhattan use the dollar ($) and people in London use the pound (₤). Let’s 
assume an equilibrium where an apple in Manhattan costs $6 and where 
a physically identical apple located in London sells for ₤2. Assuming away 
transportation costs, the absolute purchasing power parity theory says that 
the equilibrium exchange rate between dollars and pounds is $6 per ₤2, 
i.e., $3/₤1. If the foreign exchange rate was diff erent, the purchasing power 
parity theory suggests that this would create a state of disequilibrium with 
associated arbitrage opportunities that buyers and sellers will exploit until 
the exchange rate $/₤ is equal to the ratio of the price of apple expressed in 
dollars over the price of apple expressed in pounds. 

However, the subjectivist insight proposed by Mises (1953) and empha-
sized by Salerno (1994a; 1994b) suggests a very diff erent conclusion about 
the equilibrium exchange rate. Following the example, even if $6 and ₤2 
are the equilibrium prices of apple in Manhattan and London respectively, 
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the two prices tell us little about the equilibrium foreign exchange rate 
between dollars and pounds. Th e diff erence in geographic location means 
that apple in Manhattan and apple in London represent two diff erent eco-
nomic goods. Th e diff erence means that while $6 is the price of an apple 
in Manhattan, we cannot necessarily infer from this that in equilibrium 
people are willing to pay the pound equivalent of $6 for an apple in Lon-
don. People might be paying more or less for an apple in London than its 
dollar equivalent, depending both on the demand for apples in London 
and on the prices and subjective values of complementary non-tradable 
goods necessary to sell apples in London. Assuming that the equilibrium 
price of an apple in London is ₤2, this implies the exchange rate $/₤ can be 
below or above the absolute purchasing power parity of $3/₤1. 

Purchasing power of money is therefore unequal across currency areas 
in the same way it is unequal across diff erent geographic locations within 
the same currency area. Goods with identical physical characteristics but 
diff erent locations are diff erent economic goods (Salerno 1994a, p. 107). 
In equilibrium, such goods can have diff erent prices when their respective 
prices are converted into the same currency unit. As a result, equilibrium 
foreign exchange rate does not have to equalize the prices of goods across 
currency areas and therefore does not have to adhere to the absolute pur-
chasing power parity condition. 

F  C   V  S    M  T  
G   I  C  A

If absolute purchasing power parity is not the equilibrium condition for the 
foreign exchange rate between two currencies, what are the equilibrium con-
ditions? It is important to realize in this regard that people demand money 
because it is medium of exchange (Mises 1953, pp. 30ff .) — a medium of 
directly purchasing goods in its corresponding currency area. Assuming 
that money does not have non-monetary uses, people value diff erent cur-
rencies against each other depending on the economic goods they can pro-
cure with those respective currencies (Mises 1953, pp. 180–81). 

Th e foreign exchange rate of a currency thus depends on the prices 
that people expect to pay for goods using the currency. If expected prices 
increase in one currency, demand for that currency drops at the foreign 
exchange market and its exchange rate becomes less favorable; if the 
expected prices decrease, the demand for the currency increases and its 
exchange rate becomes more favorable. In contrast to the absolute pur-
chasing power parity theory, however, the relationship between the foreign 
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exchange rate between two currencies and the prices of goods that people 
using each currency can buy is qualitative and does not follow a pre-deter-
mined mechanical formula. Th e numerical imprecision of the law explain-
ing determinants of foreign exchange rates is a necessary consequence of 
the fact that most of the goods that people buy with each currency are 
diff erent economic goods that people value subjectively. People’s subjec-
tive valuations therefore act as a fi lter for every price change of a good 
expressed in that currency: people ultimately decide to what extent the 
price change has an eff ect on their demand for the currency in question. 

C : S   I  E

In his 1994a and 1994b articles, Salerno restored attention regarding Mis-
es’s subjectivist approach to monetary theory and international economics. 
Th is approach helps us to understand why economists have been strug-
gling to empirically confi rm the absolute version of the purchasing power 
parity theory. Th ey have been unsuccessful because the theory assumes 
the law of one price for goods that have identical physical characteristics 
but which diff er in location. Because the diff erence in location means that 
these goods are in reality diff erent economic goods, the law of one price 
does not have to hold and the absolute purchasing power parity can be 
violated even in equilibrium. Th e subjectivist approach to international 
economics thereby gives us yet another illustration of the importance of 
subjectivism in economics that was emphasized by Hayek (1952, p. 31).
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