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Macroeconomic Equilibrium and Predictions

More on Purchasing Power Parity

Does the Current Account deficit portend a 
financial crisis?

Intertemporal Considerations
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CASE STUDY:
The Reagan deficits revisited



Big Mac Index (2/1/2007)

Big Mac Prices

Country in local 
currency in dollars Implied PPP 

FX rate
Actual 

Dollar FX 
Under/Over 
valuation %

US $3.22 3.22

Argentina Peso 8.25 2.65 2.56 3.11 -18

Britain Pound 1.99 3.90 1.62 1.96 21

Canada C$ 3.63 3.08 1.13 1.18 -4

Euro Area Euro 2.94 3.82 1.10 1.30 19

Japan Yen 280 2.31 87.0 121 -28



Big Mac Index (2/1/2007)

Big Mac Prices

Country in local 
currency in dollars Implied PPP 

FX rate
Actual 

Dollar FX 
Under/Over 
valuation %

US $3.22 3.22

Mexico Peso 29.0 2.66 9.01 10.9 -17

Norway Kroner 41.5 6.63 12.9 6.26 106

Sri Lanka Rupee 190 1.75 59.0 109 -46

Switzerland SFr 6.30 5.05 1.96 1.25 57

Turkey Lire 4.55 3.22 1.41 1.41 nil



Forecasting

The Economist claims that the Big Mac Index 
does a better job forecasting exchange rates 
than PPP measures based on relative CPIs

Over what time frame do you expect PPP to 
hold for US$ exchange rate with the Euro, 
Swiss Franc, Sri Lankan Rupee, Canadian dollar?



Estimated Half-Lives of Exchange 
Rate Deviations from PPP

Country Half-Life in Years

Canada 13

Japan 4

UK 2



PPP Persistence Puzzle

Exchange rates too volatile to be driven just by 
real shocks

Exchange rates too persistent to be driven by 
monetary shocks and sticky prices



Estimated Half-Lives of Price 
Level Deviations from PPP

Country Half-Life in Years

Canada <1

Japan <1

UK <1
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Fig. 2 - Price Components and Exchange Rates for the Seven-Country Model 



Dollar Crisis?

In 2006, the U.S. Trade Deficit is was over 
6% of GDP (it was only 4.8% of GDP in 
2007)

What does this imply about national saving 
and investment?



Figure 5.6  The Trade Balance, Saving, and Investment: The U.S. Experience
Mankiw: Macroeconomics, Sixth Edition
Copyright © 2007 by Worth Publishers



Who is lending to the US?

What would need to happen to NX and the 
dollar if they stop lending? 

How might the change in NX come about?



Suppose the government wants to avoid the 
decrease in investment, but it wants to 
maintain the same level of spending.

What would it need to do to allow NX=0 
without investment falling?

What would happen to consumption?



Modern macroeconomics assumes 
intertemporal considerations are important

Extend consumption function (Ch. 16)

Two-period model

Intertemporal 
Considerations



Two-Period Model

Private Saving in period 1 = Y1 - C1 - T1

=> C2 = (1+r)(Y1-C1-T1) + Y2 - T2

That is, C=C(Y-T, Wealth)



Net foreign assets, broad country groupsNet foreign assets, broad country groups
(pct of GDP)(pct of GDP)
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09/27/2006 11:54 AMReal Net Household Wealth Hits a New High

Page 2 of 9http://www.businessweek.com/the_thread/economicsunbound/archives/2005/09/real_net_househ.html
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And it's not just housing either. Real household net worth would have

risen by 3% over the past year, even taking out the value of real

estate. 

07:04 AM

Macro
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Comments

Michael,

That chart seems to map the DJIA rather closely.

It also does appear that REAL wealth creation grows at a solid 4%

CAGR, which is higher than GDP growth.

Plus, the curve seems rather smooth over the long term, so if the

Real-Estate bubble crashes, the rise in wealth growth to the trendline

might necessitate a big rise in the stock market. Do you agree?

Lastly, if this 4% real growth rate persists, but, as we know, most of

the wealth gains gravitate to the top 20% of households. THis will

 

R E C E N T  C O M M E N T S

Healthcare's share of recent

job growth is rising (6)

Healthcare jobs versus the

rest of the private sector

(5)

Immigrants have lower

unemployment than native-

born (7)

Healthcare Economy (9)

Statistical trickery? No. (1)

Is 300 million people a good

thing? (9)

New Knees for Old (11)

Rising Real Net Worth per

capita (26)



Open Question

It is an open question whether capital flows 
or the stock of wealth matters more

Historically, both have mattered



Next time: Unemployment (Chapter 6 of 
Mankiw)


