Finance and economics

The Big Mac lndex

Food for thought

The world economy looks very different once countries’ output is adjusted for

differences in prices

OW fast is the world economy grow-

ing? How importantis China as an en-
gine of growth? How much richer is the av-
erage person in America than in China?
The answers to these huge questions de-
pend crucially on how you convert the
value of outputin different countriesintoa
common currency. Converting national
GDPs into dollars at market exchange rates
is misleading. Prices tend to be lower in
poor economies, so a dollar of spending in
China, say, is worth a lot more than a dol-
lar in America. A better method is to use
purchasing-power parities (ppP), which
take account of price differences.

The theory of purchasing-power panty
says that in the long run exchange rates
should move towards rates that would
equalise the prices of anidentical basket of
goods and services in any two countries.
Thisis the thinking behind The Economist’s
Big Mac index. Invented in 1986 as a light-
hearted guide to whether currencies are at
their “correct” level, our “basket” is a Mc-
Donalds’ Big Mac, which is produced lo-
cally in almost120 countries. :

The Big Mac PPP is the exchange rate
that would leave a burger in any country
costing the same as in America. The first
column of our table (on the next page) con-
verts the local price of a Big Mac into dol-
lars at current exchange rates. The average
price of a Big Mac in four American citiesis
$2.90 (including tax). The cheapest shown
in the table is in the Philippines ($1.23), the
most expensive in Switzerland ($4.90). In

other words, the Philippine peso is the
world’s most undervalued currency, the
Swiss franc its most overvalued.

The second column calculates Big Mac
pPPs by dividing the local currency price
by the American price. For instance, in Ja-
pan a Big Mac costs ¥262. Dividing this by
the American price of $2.90 produces a
dollar ppp against the yen of ¥90, com-
pared with its current rate of ¥113, suggest-
ing that the yen is 20% undervalued. In
contrast, the euro (based on a weighted av-
erage of Big Mac prices in the euro area) is
13% overvalued. But perhaps the most in-
teresting finding is that all emerging-mar-
ket currencies are undervalued against the
dollar. The Chinese yuan, on which much
ink has been spilled in recent months,
looks 57% too cheap.

The Big Mac index was never intended
as a precise forecasting tool. Burgers are
nottraded across borders as the ppp theory
demands; prices are distorted by differ-
ences in the cost of non-tradable goods
and services, such as rents.

Yetthese very failings make the Big Mac
index useful, since looked at another way
it can help to measure countries’ differing
costs of living. That a Big Mac is cheap in
China does not in fact prove that the yuan
is being held massively below its fair
value, as many American politicians
claim. It is quite natural for average prices
to be lower in poorer countries and there-
fore for their currencies to appear cheap.

The prices of traded goods will tend to
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be similar to those in developed econo-
mies. But the prices of non-tradable pro-
ducts, such as housing and labour-inten-
sive services, are generally much lower. A
hair-cut is, for instance, much cheaper in
Beijing than in New York: -

One big implication of lower prices is
that converting a poor country’s GDP into
dollars at market exchange rates will sig-
nificantly understate the)true size of its
economy and ‘its living standards. If
China’s GDP is converted into dollars us-
ing the Big Mac ppp, itis almost two-and-a-
half-times bigger than if converted at the
market exchange rate. Meatier and more
sophisticated estimates of ppp, such. as
those used by the 1MF, suggest that the re-
quired adjustment is even bigger.

Weight watchers

The global economic picture thus looks
hugely different when examined through
a ppp lens. Take the pace of global growth.
Anyone wanting to calculate this needs to
bundle together countries’ growth rates,
with each one weighted according to its

- share of world Gpp. Using weights based

on market exchange rates, the world has
grown by an -annual average of only 1.9%
over the past three years. Using ppp, as the
IMF does, global growth jumps to a far
more robust3.1% a year.

The main reason for this difference is
that using PpP conversion factors almost
doubles the weight of the emerging econo-
mies, which have been growing much
faster. Measured at market exchange rates,
emerging economies account for less than
a quarter of global output. But measured
using pPP they account for almost half.

Small wonder, then, that global econ-
omic rankings are dramatically trans-
formed when they are done on a ppP basis
rather than market exchange rates. Amer-
ica remains number one, but China leaps
from seventh place to second, accounting »




» for 13% of world output. India jumps into
fourth place ahead of Germany, and both
Brazil and Russia are bigger than Canada.
Similarly, market exchange rates also exag-
gerate inequality. Using market rates, the
average American is 33 times richer than
the average Chinese; on a pPp basis, he is
“only” seven times richer.

The way in which economies are mea-
sured also has a huge impact on which
country has contributed most to global
growth in recent years. Using GDP con-
verted at market rates China has ac-
counted for only 7% of the total increase in
the dollar value of global GDP over the
past three years, compared with America’s
25%. But on ppp figures, China has ac-
counted for almost one-third of global real
GDP growth and America only 13%.

This helps to explain why commodity
pricesin general and oil prices in particular
have been surging, even though growth
has been relatively subdued in the rich
world since 2000. Emerging economies
are not only growing much faster thanrich
economies and are more intensive in their
use of raw materials and energy, but they

also account for a bigger chunk of global
output if measured correctly. As Chatles
Dumas, an economist at Lombard Street
Research, neatly puts it, even if a Chinese
loaf is a quarter of the cost of a loaf in
America, it uses the same amount of flour.

All measures of ppp are admittedly im-
perfect. But most economists agree that
they give a more accurate measure of the
relative size of economies than market ex-
change rates—and a better understanding
of some of the dramatic movements in
world markets. The humble burger should
be part of every economist’s diet. @

Spitzer v Grasso

Greed is bad

NEW YORK
Richard Grasso, self-professed “CEO of
capitalism”, is sued for being too greedy

HE symbolism of a caseisrarely so per-

fect: Dick Grasso, who spent eightyears
atop the New York Stock Exchange (NYSE)
as a combined mascot and regulator of the
world’s biggest companies and invest-
ment banks, is being sued for the era’s
most egregious excess: executive com-
pensation. On May 24th, New York’s attor-
ney-general, Eliot Spitzer, filed civil
charges against Mr Grasso, demanding the
return of atleast $100m, slightly more than
half of what he may have been eligible to
receivein his final years on the job. Charac-
teristically, Mr Grasso said he was worth
every penny, demanded an apology and
offered vague threats of a counter-suit.

A trial now seems inevitable. Joining
Mr Grasso as a defendant is Ken Langone,
former chairman of the NYSE’s compensa-
tion committee. Mr Spitzer has already
reached settlements with Frank Ashen,
former head of the NYSE's human re-
sources team, and Mercer Human Re-
source Consulting, which had analysed
Mr Grasso’s pay for the board. Both have
admitted providing inaccurate informa-
tion. Mr Ashen will give $1.3m back to his
ex-employer; Mercer will return the fees it
charged the exchange in 2003.

Also spared from being the direct target
of litigation are the members of the NYSE’s
board (Mr Langone apart), a list that in-
cludes many a Wall Street big-hitter. A line
was drawn, Mr Spitzer said, between those
who misled and those who were misled,
though everyone in this grubby tale would
“live to regret” their involvement.

Although the board will not be at the
defendant’s table, their actions are likely to
be closely scrutinised in any trial. Mr
Grasso’s compensation reflected a “para-
digm for misbehaviour” by a board, and a
“fundamental breakdown of corporate

" governance”, says Mr Spitzer. The defen-

dants intend to provide voluminous in-
formation showing that the board was
fully aware of Mr Grasso’s pay and there-
fore, presumably, complicitin his actions.

The case against Mr Grasso rests largely
on the allegation that his pay package vio-
lated New York’s Not-for-Profit Corpora-
tion Law, which governs the exchange.
That law states that executive pay should
be “reasonable” and “commensurate with
services provided”. Mr Grasso’s was noth-
ing of the sort, says Mr Spitzer. His salary
and bonus for the four years from 1995
were $17.8m; in the following four years
they were $80.7m. Mr Grasso benefited
from a dizzyirig array of programmes, in-
cluding such delights as the Supplemental
Executive Retirement Plan and the Supple-
mental Executive Savings Plan.

Perhaps the most damaging allegations.
concern how Mr Grasso ran the exchange.
According to the complaint, he “had the
authority unilaterally to select those who
served on the Compensation Committee.
He also regulated most of them. This con-
flict allowed Grasso to influence directors
who might have wanted to pay him less,
and to reward directors who would pay
him more.” In other words, the bankers on
the committee, appointed by Mr Grasso,
paid him vast sums, in return for which he
helped smooth regulatory problems.

The NYSE describéd in the complaint is
controlled by a man willing to trade fa-
vours. The most disturbing anecdote con-
cerns a meeting of Wall Street leaders with
the then chairman of the Securities and Ex-
change Commission, Harvey Pitt, in 2001.
Questions were raised about tainted re-
search by stock analysts. A response, Mr
Pitt reportedly said, should be organised
by the exchange and the industry. Mr
Grasso, it is alleged, responded by giving
the heads of two of the firms that em-
ployed the analysts places on the NYSE
board, and then pushing through a lucra-
tive new contract for himself.

Spitzer: the barbarian at the gate




