
1  |  The currency market  |  3 & 14 February 2011 

Problem Set 4 · The currency market 
 
1. Consider the following tables taken from the web site http://www.x-rates.com/.  To interpret the data, 
the exchange rates on February 2, 2011, mean that 1 dollar can purchase 0’725837 euros and that 1 euro 
can purchase 1’37771 dollars. 
 
Table 1 

(i) Is the euro appreciating or 
depreciating with respect to the 
dollar from Table 2 to Table 3? 
 
(ii) Is there any currency with 
respect to which the euro 
appreciates from Table 1 to Table 2 
and also from Table 2 to Table 3? 

Table 2 
 
(iii) Identify a currency that, in the 
passage from Table 1 to Table 2 
appreciated with respect to the 
dollar but, in the passage from 
Table 2 to Table 3, depreciated 
with respect to the dollar.  
 

Table 3 
(iv) Identify a currency that 
depreciated with respect to the 
euro from Table 1 to Table 2 but 
appreciated with respect to the 
euro from Table 2 to Table 3. 
 
 
 

2. Let the dollar-euro exchange rate be e = 2 $/€. (i) Calculate the level of the exchange rate that makes the 
dollar appreciate a 50% with respect to the euro. (ii) Compute the level of the exchange rate needed to 
induce a 20% appreciation of the euro with respect to the dollar. 
 
3. (i) Is it possible for the yen to depreciate with respect to the euro and, simultaneously, to appreciate 
with respect to the dollar? (ii) If so, would the euro appreciate or depreciate with respect to the dollar? 
 
4. Figure 1 shows the peseta-dollar exchange rate from 1956 to 2000. The graph indicates how many 
pesetas could be purchased with one dollar. 
(i) Select an interval during which the peseta depreciated with respect to the dollar. 
(ii) Select any two years between which the peseta appreciated with respect to the dollar. 
(iii) Conjecture how the graph showing the dollar-peseta exchange rate should look like. 
 
5. In Figures 2-6, indicate a period in which the euro shows a tendency to appreciate (depreciate) with 
respect to the other displayed currency. 
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Figure 1. Peseta-dollar exchange rate, 1956-2000 

http://www.economicswebinstitute.org/data/worldexchangerates.zip 
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Figure 2. Dollar-euro exchange rate (USD/EUR), 4 January 1999 − 2 February 2011 

http://www.ecb.int/stats/eurofxref/eurofxref-hist.zip 
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Figure 3. Pound sterling-euro exchange rate (GBP/EUR), 4 January 1999 − 2 February 2011 

http://www.ecb.int/stats/eurofxref/eurofxref-hist.zip 
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Figure 4. Yuan-euro exchange rate (CNY/EUR), 1 April 2005 − 2 February 2011 

http://www.ecb.int/stats/eurofxref/eurofxref-hist.zip 
CNY = ISO 4217 Code of the Renminbi (RMB), official currency of the People’s Republic of China 

The yuán is the primary unit of renminbi · http://en.wikipedia.org/wiki/CNY 
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Figure 5. Ruble-euro exchange rate (RUB/EUR), 1 April 2005 − 2 February 2011 

http://www.ecb.int/stats/eurofxref/eurofxref-hist.zip 
http://en.wikipedia.org/wiki/Ruble 
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Figure 6. Yen-euro exchange rate (JPY/EUR), 4 January 1999 − 2 February 2011 

http://www.ecb.int/stats/eurofxref/eurofxref-hist.zip 
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6. (i) Suppose a currency is overvalued according to its PPP value. What can be said about the associated 
real exchange rate? [Hint: is greater, smaller, or equal to 1?] (ii) Assume that P* is twice P. What is the 
value of the nominal exchange rate consistent with (implied by) PPP? 

 
7. Fill out the following table, where P is the CPI in the Eurozone, P* is the CPI in the US, ePPP is the 
exchange rate $/€ ensuring purchasing power parity, e is the equilibrium exchange rate $/€ in the 
currency market, and the last column is the one where it must be specified in which percentage the euro 
is overvalued or undervalued with respect to the dollar according to ePPP. 
 

P P* ePPP e Overvalued/undervalued (%) 
100 200  1  
100 200  2  
100 200  ½  
150 150  2  

 
8. [Warning: slightly hard] Consider Figure 7. (i) Explain whether the Argentinean peso was overvalued 
or undervalued with respect to the dollar according to purchasing power parity. Specifically, explain 
what the numbers in each column mean and how they are obtained. (ii) Do the same for the euro. (iii) In 
the case of Sweden, ePPP = 10.29 crowns (Swedish kronor) per $ and e from the currency market is 7.90 
crowns per dollar. The percent deviation of e from ePPP turns out to be −27.52%. But Figure 7 contends 
that the crown is overvalued a 38%. Explain the discrepancy. 
 
9. Reus and Tarragona are independent countries with their own currency, the reuro and the tarragollar, 
respectively. The exchange rate between reuro and tarragollar is 2 reuros per tarragollar. The price of 
French bread is 3 reuros a piece in Reus and 1 tarragollar a piece in Tarragona. (i) Is the reuro 
overvalued or undervalued with respect to its PPP value? If so, by how much? (ii) Assuming that there 
is no significant transportation cost, what changes would cause the commercial arbitrage of French 
bread in the exchange rate and the prices in Reus and Tarragona? 
 
10. (i) Identify 5 events shifting the market supply function of euros to the right. (ii) Identify 5 events 
shifting the market demand function for euros to the right. 
 
11. (i) If the dollar-euro exchange rate is 20 $/€ and the yen-euro exchange rate is 10 ¥/€, what should 
presumably be the yen-dollar exchange rate? (ii) Let the dollar appreciate versus the euro and the yen 
depreciate versus the euro. Must the dollar appreciate or depreciate versus the yen? (iii) What is to be 
expected to happen to the real exchange rate between the dollar and the euro if the euro depreciates with 
respect to the dollar and the inflation rate in the US is higher than the inflation rate in the Eurozone? 
 
12. In the currency market model, determine the effect on the equilibrium exchange rate of these events. 
 

(1) The arrival of a significant number of immigrants from the US 
(2) The Federal Reserve buys government bonds 
(3) Both the Federal Reserve and the European Central Bank purchase government bonds 
(4) The Federal Reserve buys government bonds and the European Central Bank sells them 
(5) The reduction of the number of tourist coming from the US 
(6) An increase in the US GDP 
(7) An increase in the US GDP combined with a decrease in the Eurozone GDP 
(8) An increase in the Eurozone CPI 
(9) An increase in both the Eurozone CPI and US CPI 
(10) The belief that the risk associated with bonds from Eurozone governments has increased 
(11) A new American civil war breaks out 
(12) Germany leaves the Eurozone 
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Figure 7. Big Mac index, 13 July, 2009, 

http://www.economist.com/businessfinance/displaystory.cfm?story_id=E1_TQDPGJTR 
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12. In Figure 8, rank economies according to their competitiveness. Justify the ranking. Check that it is 
consistent with the information for Spain and Germany displayed in Figure 9. 
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Figure 8. Real (effective) exchange rate of the € (with respect to the set of countries EER-41), 1993−2010 

http://www.ecb.int/stats/exchange/hci/html/hci_2010-12.en.html 
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Figure 9. Current account balance, % GDP, China, Japan, Germany, Spain, UK, and USA, 1980−2015 

http://www.imf.org/external/pubs/ft/weo/2010/02/weodata/weoselgr.aspx 
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Multiple-choice questions 
 
1. Arbitrage and speculation differ from each 
other in that 
(a) arbitrage only takes place in the currency 

market, whereas speculation only takes 
place in the loan market. 

(b) there is absolutely no difference between 
them. 

(c) the outcome of speculation is always a sure 
event for the speculator, while the outcome 
of arbitrage is always uncertain for the 
arbitrageur. 

(d) None of the above 
 
2. Depreciation and devaluation differ from each 
other in 
(a) absolutely nothing. 
(b) that depreciation is a government decision, 

whereas devaluation is determined by the 
currency market. 

(c) that depreciation is a reduction of the 
exchange rate, while devaluation is an 
increase of the exchange rate. 

(d) None of the above 
 
3. In which case could triangular arbitrage be 
carried out? 
(a) 1 $/€    1 $/¥     1 €/¥ 
(b) 2 $/€    4 $/¥     2 €/¥ 
(c) 2 $/€    2 $/¥     1 €/¥ 
(d) 2 $/€    2 $/¥     2 €/¥ 
 
4. The open economy trilemma refers to 
(a) interest rates, monetary policy, and capital 

mobility. 
(b) exchange rates, monetary policy, and 

monetary base. 
(c) discount factors, open market operations, 

and speculation. 
(d) exchange rates, monetary policy, and capital 

mobility. 
 
5. The denial of which sentence is not true? 
(a) The real interest rate may be smaller than 

the real exchange rate. 
(b) The real interest rate is always higher than 

the real exchange rate. 
(c) The real interest rate is always equal to the 

real exchange rate. 
(d) The real interest rate is always smaller than 

the real exchange rate. 

6. Reus is an independent country with the 
reuro as home currency. What action by the 
Central Bank of Reus would cause an 
appreciation of the reuro versus the euro? 
(a) A contractive open market operation 
(b) An increase in the reserve ratio 
(c) The purchase of euros (paid with reuros) 
(d) The purchase of reuros (paid with euros) 
 
7. What is the foreseeable effect on the exchange 
rate $/€ of the purchase by the European Central 
Bank of financial assets? 
(a) Appreciation of the € with respect to the $ 
(b) Depreciation of the $ with respect to the € 
(c) There is absolutely no connection between 

the loan market and the currency market 
(d) None of the above 
 
8. From which value to which value the dollar 
depreciates with respect to the euro?  
(a) From 4 $/€ to 2 €/$       (b)  From 2 $/€ to 2 €/$ 
(c)   From 2 €/$ to 0’5 $/€   (d)  From 2 €/$ to 4 $/€ 
 
9. What could explain the depreciation of the 
euro with respect to the dollar? 
(a) A fall in the prices of the Eurozone 
(b) An increase in the Eurozone interest rate 
(c) A decrease in the US interest rate 
(d) A fall in the prices of the US 
 
8. What could not explain the depreciation of the 
euro with respect to the dollar? 
(a) A fall in the prices of the Eurozone 
(b) An increase in the Eurozone interest rate 
(c) A decrease in the US interest rate 
(d) None of the above 
 
10. Let the real exchange rate be expressed as 
foreign baskets/domestic basket. How does an 
increase in the foreign CPI affect the real 
exchange rate, with the rest of variables 
determining the real exchange rate held fixed? 
(a) Causes a rise in the real exchange rate  
(b) Causes a reduction in the real exchange rate 
(c) Does not affect the real exchange rate 
(d) None of the above 
 
11. If P = 100, P* = 50, and e = 1 $/€, then, 
according to PPP, the euro is  
(a) overvalued.         (b)   undervalued. 
(c)  at its parity level.         (d)  None of the above 


