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Hamburgers should be an essential part of every economist's diet

THE past year has been one to relish for fans of burgernomics. Last April Th

Economist's Big Mac index flashed a strong sell sign for the dollar: it was mo
overvalued than at any time in the index's history (see article). The dollar h

flipped, falling by 12% in trade-weighted terms.

Invented in 1986 as a light-hearted guide to whether currencies are at their
level, burgernomics. is based on the theory of purchasing-power parity (PPP)
that, in the long run, exchange rates should move toward rates that would e
prices of an identical basket of goods and services in any two countries. To

simply: a dollar should buy the same everywhere. Our basket is a McDonald'
produced locally to roughly the same recipe in 118 countries. The Big Mac P
exchange rate that would leave burgers costing the same as in America, Co
PPP with the actual rate is one test of whether a currency is undervalued or
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encyclapedia The first column of the table shows local-

currency prices of a Big Mac. The second
converts them into dollars. The average price
of a Big Mac in four American cities is $2.71.
The cheapest burgers are in China ($1.20};
the dearest are in Switzerland ($4.52). In
other words, the yuan is the most
undervalued currency, the Swiss franc the
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most overvalued. The third column calculates
Big Mac PPPs. Dividing the local Chinese price
by the American price gives a dollar PPP of
3.65 yuan. The actual exchange rate is 8.28
yuan, implying that the Chinese currency is
undervalued by 56% against the dollar. The
average price of a Big Mac in the euro area is
now exactly the same as in America. This
implies that the euro's PPP is exactly $1, so at
its current rate of $1.10 the euro is 10%
overvalued. The British, Swedish and Danish
currencies are still significantly overvalued
against the euro.

http://economist comy/markets/bigmac/displayStory cfin?story_id=1730909
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Click to buy from Amazon.com: "The,
Index: Applications of Purchasing Po
by Li Lian Ong (Amazon.co.uk). See

Palgrave Macmillan's information abo
sample chapter of) Li Lian Ong's boo
McBanald's company site.

See plse. ..
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Among rich economles, the most undervalued
currency is the Australian dollar. The Aussie
dollar is still 31% below PPP against its
American counterpart: its rise over the past
year has been largely offset by a fall in the
relative price of burgers in Australia. Many
emerging-market currencies are undervalued
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against the dollar by 30-50%. One exception S ¥ S depend
is the South Korean won, which is exactly at B N S S C R ettt
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hard to swallow. We admit it is flawed: Big
Macs are not traded across borders as the PPP
theory demands, and prices are distorted by
taxes, tariffs, different profit margins and
differences in the cost of non-tradables, such
as rents. It was never intended as a precise predictor of currency movement
tool to make exchange-rate theory more digestible. Yet in the early 1990s, j
the crisis in Europe's exchange-rate mechanism, it signalled that several cur
including sterling, were markedly overvalued against the D-mark. It also pre
fall in the euro after its launch in 1999.

Many readers complain that burgernomics is -

Academic economists are taking burgernomics more seriously, chewing over
Mac index in almost a dozen studies. Now a whole book has been written ab
index* by Li Lian Ong, of the International Monetary Fund. She says it has b
surprisingly accurate in tracking exchange rates in the long term. But there

persistent deviations from PPP. In particular, emerging-market currencies ar
consistently undervalued.

Differences in productivity are one explanation of this. Rich countries have h
productivity than poor countries, but their advantage tends to be smaller in
tradable goods and services than in tradables. Because wages are the same
sectors, non-tradables are cheaper in poorer countries. Therefore, if currenci
determined by the relative prices of tradables, but PPP is calculated from a b
includes non-tradables, such as the Big Mac, the currencies of poor countrie
always look undervalued. Ms Ong finds that currency deviations from PPP ar
related to productivity differences relative to America. After adjusting for thi
that the Big Mac index performs better in tracking exchange rates.

The Big Mac index suggests that the dollar is no longer overvalued against t
But having overshot PPP, the dollar may weil now undershoot, because Ame
current-account deficit is becoming harder to finance. Without stronger dom
demand in Japan and Europe to help trim the deficit, the dollar will have to t
of the strain. What are this year's other hot tips? The Australian dollar is like
the biggest gain. The pound will fall further against the euro, And China will
under increasing pressure to revalue the yuan.
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The kamburger standard
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