
Sample and Review Questions 

 

1) Define the concept of the real exchange rate and explain how it differs from the 
nominal exchange rate. 

Answer: In general, the real exchange rate between two countries’ currencies 
is the price of the second country’s commodity basket (in terms of the 
first country’s currency) relative to the price of the first country’s 
commodity basket. For example, in the case of U.S. and Europe, the 
real dollar/euro exchange rate is the dollar value of Europe’s price 
level divided by the U.S. price level. We can thus denote the real 
dollar/euro exchange rate 
(qe

$/€ ) as: 

qe
$/€ = (E$/€ × PE)/PUS 

where E$/€ is the nominal dollar/euro exchange rate, PE is Europe’s price 
level, and PUS is the U.S. price level. Unlike the real exchange rate, which is 
the relative price of two output baskets, the nominal exchange rate is the 
relative price of two currencies. However, as we can see from the equation 
above, real exchange rates are defined in terms of nominal exchange rates. 

 

2) What is the real interest rate parity condition? 

Answer: The nominal interest rates are rates of return measured in monetary 
terms. The real interest rates are rates of return measured in real 
terms. 

 

  Real Interest Parity Condition: (re
US – re

E) = (qe
$/€ – q $/€)/q$/€ 

 

3) Assume the U.S. interest rate is 10 percent, and the interest rate on euro deposits 
is 5 percent. For the following exchange rates, find the forward exchange rates. 

Answer: Using the covered interest rate parity will yield the second column in 
the table: 

$/E $ E $/E $/EF (R R ) E E= − +  

Today’s 
Dollar/Euro 
Exchange 

Rate 
E$/E 

 
Forward 

Exchange 
Rate 
F$/E 

1 1.05 
1.05 1.1025 
1.1 1.155 
1.2 1.26 
1.3 1.365 

 



 

4) Explain Purchasing Power Parity.  Does it hold?  Why or why not? 

Answer: PPP states that the exchange rate between two countries’ currencies 
equals the ratio of the countries’ price levels. 

 A fall in a currency’s domestic purchasing power (i.e. an increase in 
the domestic price level) will be associated with a proportional 
currency depreciation in the foreign exchange market and vice versa. 

 E$/€ = PUS/PE where P is the price of a reference commodity basket. 

 Rearrange: PUS = (E$/€) × (PE) 

 Thus, PPP asserts that all countries’ price levels are equal when 
measured in terms of the same currency. 

 PPP generally does not hold, for a range of reasons.  These include 
trade barriers and transport costs, non-traded goods, the Balassa-
Samuelson effect, restrictions on capital flows, and differences in risk 
across markets. 

 
5) Fill in the table below, then answer the questions that follow. 

Country currency 
Big Mac  
price 

official  
e-rate 
1 EUR = 

PPP  
e-rate 
1 EUR = 

over, under, or 
correctly valued 
relative to euro 

Euro area  euro 2.94 1.00 1.00 N/A 

Argentina  peso 8.25 4.16 2.81 under 

Australia  Aus$ 3.45 1.64 1.17 under 

Brazil  Real 6.40 2.64 2.18 under 

Britain  pound 1.99 0.68 0.68 correct 

Canada  CAN$ 3.63 1.47 1.23 under 

Mexico  peso 29.00 14.57 9.86 under 

New Zealand  NZ$ 4.60 1.85 1.56 under 

United States  dollar 3.50 1.35 1.19 under 

 

- Based on the table above, would you say the euro is over valued or under 
valued relative to other currencies?  OVERVALUED 

- Based on the table above, would you say the British pound is over or 
under valued relative to other currencies?  OVERVALUED, exc euro 

 

NOTE:  HERE YOU ARE CALCULATING  

PPP rate = Local Price / Price in Euros. 



 

6) The first table below lists short-term interest rates for borrowing in different 
currencies.  On the basis of this table, cross-rate arbitrage conditions, and the 
covered interest parity conditions, fill in the second table below: 

 

 

 

Forward exchange rates  

  16 March 2008 16 March 2009 

US$/euro 1.650 1.668 

Pound/euro 0.680 0.683 

Pound/US$ 0.412 0.414 

 

 

 

NOTE:  Here you are using covered parity conditions. This 
means 

For example that the euro is worth $1.65, but 12 month 
interest rates are roughly 4.1% in the EU and 5.2% in the 
U.S.  So the euro must gain 1.1% because 

 

% change currency = % difference in interest rates. 



 

7) Interest parity means that: 
b. purchasing power parity depends on interest rate differences. 
c. a rise in interest rates in Europe will cause the U.S. dollar to go up 

in value.  
d. forward exchange rates depend on expectations. 
e. deposits in all currencies are deemed equally desirable assets. 

 

8) depreciated currency:  
a. is less valuable (less expensive) and therefore can be exchanged for 
can buy) a smaller amount of foreign currency. 
b. is  more valuable (more expensive) and therefore can be exchanged 
for (can buy) a larger amount of foreign currency. 
c. Causes exports to fall because exports become more expensive. 
d. reflects deviations from purchasing power parity. 

 

9)  Options contracts:  
a. are contracts designed by third parties for a standard amount of 

foreign currency delivered/received on or before a standard 
date. 

b. are bilateral swaps of currency obligations between multinational 
enterprises. 

c. require that the owners of the options buy or sell currencies 
within a fixed amount of time at a fixed price. 

d. are contracts designed by third parties for a standard amount of 
foreign currency delivered/received on a standard date. 

 
10) The real exchange rate approach to exchange rates 

a.  is a special case of the monetary approach to exchange rates 
b. defines the real exchange rate as the difference between nominal 
exchange rates. 
c. assumes strict purchasing power parity (PPP). 
d. does not assume strict PPP. 

 

11) Futures contracts differ from forward contracts in that 
a. future contracts ensures you will receive a certain amount of 
foreign currency at a specified future date. 
b. future contracts bind you into your end of the deal. 
c. future contracts allow you to sell your contract to an organized 
futures exchange. 
d. future contracts are a disadvantage if your views about the future 
spot exchange rate are to change. 

 
 
 
 



 
12)  If people expect relative PPP to hold: 

a. the difference between the interest rates offered by dollar and euro 
deposits will equal the difference between the inflation rates expected, 
in the United States and Europe, over the relevant time horizon. 
b. the difference between the interest rates offered by dollar and euro 
deposits will equal the difference between the inflation rates expected  
c. in Europe and the United States. 
the difference between the interest rates offered by dollar and euro 
deposits will equal the difference between the inflation rates expected, 
over the relevant horizon, in the United States and Europe, in the short 
run. 
d. the difference between the interest rates offered by dollar and euro 
deposits will be above the difference between the inflation rates 
expected, over the relevant horizon, in the U.S. and Europe. 
 

13)  When the covered interest parity and the (uncovered) interest parity 
condition both hold, we find that:  

a. forward and spot rates are affected in different ways by unexpected 
events. 
b. forward rates reflect wages.  
c. forward and spot rates tend to move together 
d. none of the above 

 

14) Under strict purchasing power parity, 

a. Exchange rates immediately move to offset exactly national 
differences in inflation. 

b. Exchange rates eventually move to offset exactly national 
differences in inflation. 

c. Exchange rates eventually move to offset to some extent national 
differences in inflation. 

d. Exchange rates eventually move to offset exactly national 
differences in unemployment. 

e. None of the above. 



 
 
 
15) Based on the exchange rates above, what was the 16 March exchange 

rate between Russian ruble and Kuwait dinar?   
 
ANSWER:  €1=34.6468 roble and €1=0.3845 dinar.  This means we have 
 1 ruble = €(1/34.6468)=.3845/34.6468=0.01109771 dinar. 
 1 ruble is worth roughly 0.01 dinar. 
 


