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Frequently quoted by international economists as a means of assessing the value of currencies against one another, the
basic notion of purchasing power parity (PPP) states that if currencies are in equilibrium (or fairly priced), then converting
one currency into another should buy the equivalent amount of goods in another country. Taking a real world example, a
Big Mac in the United States should cost the same as in Poland after converting your dollars to zloty. Indeed, the
Economist newspaper popularized this way of thinking through their “Big Mac Index,” in which they use the menu of the
world’s largest fast food chain to compare the relative purchasing power of foreign currencies against the U.S. dollar. But
with global growth being revised down around the world and concerns about rising interest rates in the U.S., most
foreign currencies have depreciated against the dollar in the last few months. As this has occurred, discounts in many
emerging market currencies have actually increased versus their long-term target of appreciation. So what role does PPP
play in how investors should think about currency risk in their portfolios?

 Sources: International
Monetary Fund, Bloomberg, WisdomTree As shown in the chart above, for many investors, an attractive element of
emerging market currencies versus their developed market counterparts is the fact that they are trading at (sometimes
significant) discounts to their long-term purchasing power. The thinking goes that as their economies develop and
become more efficient, the prices of similar goods will eventually converge via the exchange rate. However, there is no
market guarantee that these discounts can’t increase in the short term, should these currencies depreciate, as we’ve seen
in recent risk-off periods. Essentially, PPP represents a basic valuation of comparative exchange rates. In many ways, PPP
is similar to the notion of the price/earnings ratio in the equity market. While their valuations appear “cheap” relative to
other assets, there is no guarantee that the price will increase, which would lead to investment gains. However, just as in
equities, “cheap” valuations can become even “cheaper” during periods of market stress. Indeed, the most recent
period has been particularly difficult, as many investors have shunned nearly all emerging market assets in 2013. Absent
investment flows, increases in economic growth or a general change in sentiment, foreign currencies and asset prices
have remained weak against a domestic equity market that has recently touched all-time highs. So what will ultimately
reverse the recent period of weakness in foreign currencies? While no silver bullet exists, it is interesting that the vast
majority of emerging market countries with “undervalued” currencies are predominantly export-based economies.
Therefore, as their currencies depreciate, their goods actually become cheaper to foreign buyers. On the other hand, the
price of imported goods increases, which leads to the potential for an increase in inflation. It has long been said that it is
important for a larger economy such as China to move up the value chain and transition to a more domestic-
consumption-focused economy. While an appreciating currency may make China’s exports comparatively more
expensive, it will gradually increase the foreign purchasing power of Chinese consumers. If appreciation occurs in a
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gradual way, a strengthening currency can be a positive factor for foreign investors and local consumers at the same
time. Although the recent period of volatility has proven difficult for many investors, we believe there is potential for
long-term value in diversifying the currency risk of their portfolios. At current levels, investors might consider learning
more about different ways of altering the currency risk profile of their portfolios through foreign-currency exchange-
traded funds.

Important Risks Re lated to th is Art ic le   

Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations. Foreign investing
involves special risks, such as risk of loss from currency fluctuation or political or economic uncertainty. Investments in
emerging, offshore or frontier markets are generally less liquid and less efficient than investments in developed markets
and are subject to additional risks, such as risks of adverse governmental regulation and intervention or political
developments.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)
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 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Purchasing power parity  : Academic concept stating that exchange rates should adjust so that equivalent goods and
services cost the same across countries, after accounting for exchange-rate differences.
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