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CURRENCY EXCHANGE RATES
Reading time ~ 2 min.

Which currency exchange rates should we use when comparing wealth or incomes
across countries with different currencies? Although current (or actual) currency
exchange rates can be volatile, PPP (Purchasing Power Parity) exchange rates can
be completely misleading.
As shown in Table 1, PPP exchange rates in emerging markets (EM) are always
undervalued, on average by more than 100%! When something is consistently
“undervalued” for decades, by more than 100%, the obvious conclusion must be
that the valuation model is wrong.
Table 1: The Difference Between PPP and Current Exchange Rates: EM

Source: IMF

As shown in Table 2, for developed economies PPP exchange rates are not far from
actual exchange rates. Ironically, PPP exchange rates are rarely used for developed
economies. Most frequently current exchange rates are used for developed
countries and PPP rates for EM economies.
Table 2: The Difference Between PPP and Current Exchange Rates: DM
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The fact that almost all EM currencies are constantly undervalued, and by huge amounts,
should mean – at least in theory – that EM economies have galloping inflation rates. As
shown in Chart 1, inflation has been constantly falling across almost all EM economies,
despite “undervalued” exchange rates.
Chart 1: CPI Inflation

Source: World Bank

Conclusion
Be careful with PPP exchange rates in emerging economies. They are often meaningless
and are used by those who are trying to artificially inflate the $US value of certain EM
economies. Make it simple and use current exchange rates.

David Tavadian
Founding Partner
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the report.
You may not modify, edit, copy, reproduce, publish, create derivative works of the
report. All unauthorized reproduction or other use of material from the Foundation shall
be deemed violation of the Foundation intellectual property rights. The Foundation may
pursue remedies for the violation of its rights.
The Foundation is not responsible for the accuracy or completeness of the information
contained in this report. The report is current only for the date stated on the report.
The report is provided for informational purposes and does not contain advice on any
matter. The Foundation does not warrant the accuracy of information/analysis contained
in the report. The Foundation or inaccuracies shall not be liable what is written in this
report and/or for the use of any information/analysis contained in this report and/or for
any errors or omissions or inaccuracies in the report and/or or for any actions taken or not
taken based on the report. Your use of this report is at your own risk.
When you open or download the report from the Foundation web page, the Foundation
does not guarantee against any virus or malware of your computer.
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