The Big Mac Test of Purchasing Power Parity
As a light -hearted test of purchasing power parity, The Economist began publishing the Big Mac Index. Big Macs are a relatively homogeneous product in that the recipe is roughly the same throughout the 118 countries in which McDonalds conducts business. Comparing a country's PPP rate with the market determined exchange rate is a test of whether a country's currency  overvalued or undervalued. Using the values given in the table below, fill in the missing values after appropriate calculations and provide your justifications for the overvaluation or undervaluation: Below is an excerpt showing the price of Big Macs in dollars for select countries from The Economist. If PPP holds , the burgernomics test should show the cost of a Big Mac is the same worldwide. 

You are required to determine how much a currency of a country is overvalued or undervalued after necessary calculations and provide the justifications whether PPP holds good for Big Mac.

	Big Mac Prices
	
	Actual Dollar exchange rates as on April 1, 2010
	Undervaluation/Overvaluation against the Dollar in %

	
	In local Currency
	In US Dollars
	Implied PPP of the Dollar
	
	

	United States
	$2.71
	2.71
	
	
	


	Australia
	A$3.00
	1.86
	1.11
	1.61
	

	Brazil
	Real 4.55
	1.48
	1.68
	
	-45

	China
	Yuan 9.9
	
	3.65
	8.28
	-56

	Denmark
	Kr. 27.75
	4.10
	
	6.78
	+51

	Egypt
	Pound 8
	1.35
	2.95
	
	-50

	Hong Kong
	HK$11.5
	
	4.24
	7.8
	-46

	Malaysia
	Rgt5.04
	1.33
	
	3.8
	-51

	Russia
	Ruble 41
	1.32
	15.1
	31.1
	

	South Korea
	Won 3300
	2.71
	
	1.220
	Nil

	Switzerland
	SFr6.3
	4.59
	2.32
	
	


Source :The Economist Big Mac Index - July 2010








Solution:
	Big Mac Prices
	
	Actual Dollar exchange rates as on April 1, 2010
	Undervaluation/Overvaluation against the Dollar in %

	
	In local Currency
	In US Dollars
	Implied PPP of the Dollar
	
	

	United States
	$2.71
	2.71
	
	
	

	Australia
	A$3.00
	1.86
	1.11
	1.61
	31.055

	Brazil
	Real 4.55
	1.48
	1.68
	3.07
	-45

	China
	Yuan 9.9
	1.195
	3.65
	8.28
	-56

	Denmark
	Kr. 27.75
	4.10
	10.239
	6.78
	-51

	Egypt
	Pound 8
	1.35
	2.95
	5.925
	-50

	Hong Kong
	HK$11.5
	1.47
	4.24
	7.8
	-46

	Malaysia
	Rgt5.04
	1.33
	1.85
	3.8
	-51

	Russia
	Ruble 41
	1.32
	15.1
	31.1
	-51

	South Korea
	Won 3300
	2.71
	1217
	1.220
	Nil

	Switzerland
	SFr6.3
	4.59
	2.32
	1.37
	69



Taking Australia as an example, the tale is read as follows: In the US a Big Mac costs $2.71. The price of a Big Mac in Australia is A$3.00. In Dollars, the cost is $1.86, using the actual dollar exchange rate (3/1.61)=1.86.

Since Big Mac in Australia has a price of A$3.00, the implied PPP of the Dollar is (3/2.71)= 1.11. This implied PPP is the exchange rate that would give the Big Mac the equivalent price in both currencies. 

Comparing the implied PPP exchange rate and the actual exchange rate for the A$ to the US $ suggests that the A$ is overvalued by 31.055% relative to the US $, calculated from the actual exchange rate and the implied PPP exchange rate (1.61-1.11)/1.61=31.055%.

The theory assumes products can be traded easily across borders in the case of perishable Big Macs, this does not seem likely. 
Furthermore, price variations among countries in the real world are distorted by taxes, tariffs, difference in profit margins and differences in the cost of not tradable items such as rent. 
Finally, in the long term, there are a number of other factors influencing exchange rates such as relative price levels interest rates, preference for foreign versus domestic goods and a country's productivity. 

Please complete all the other blank spaces followed by the justification as provided in the above example 
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