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Economics 464        Menzie D. Chinn 
Spring 2005         Social Sciences 7418 
University of Wisconsin-Madison 
 
 Problem Set 5 (revised 4/29/05) 

 
Due in Lecture on Wednesday, May 4th. " "Box in−  your answers to the algebraic questions. 
 
1. Using real data to evaluate (relative) PPP and UIP. Consider the tables drawn from the 
Economist, April 23rd edition, on the attached pages. Answer these questions using equations. 
 

1.1 Using the 3 month interest rates, and assuming UIP holds, calculate the expected change 
in the dollar/euro exchange rate over the next three months. Be sure to state what the rate will 
be, in annualized terms, and what will be the actual percentage change in the US dollar/euro 
exchange rate. 
 
1.2  Given the empirical evidence on the relationship between exchange rate changes and 
interest differentials provided in the table in the handout on CIP and UIP, what do you expect 
to happen to the dollar/euro rate? Explain. 
 
1.3  Using 10 year bonds, calculate what the implied change in the dollar/euro exchange rate 
is, over the next ten years. 
 
1.4  Given the inflation rates over the past year, what should have been the rate of change in 
the US dollar/euro exchange rate if relative purchasing power parity (in growth rates) held? 
 
1.5  Interpret the Economist poll of expected inflation rate for 2005 as the expected change 
from December 2004 to December 2005. What is the expected change in the US dollar/euro 
over this period? 
 
1.6 Calculate the euro/pound exchange rate on April 20th (expressed as the number of euros 
required to purchase a single pound). 
 
1.7 Find the implied exchange rate for the euro/pound 3 months from April 20th. 
 
 

2. Using Big Mac data to calculate PPP exchange rates.  Consider the data in the (revised) 
Figure below.  
 

2.1 Calculate Indicate the exchange rate that would be consistent for absolute PPP (for 
BigMacs), for the dollar/euro rate. 
 
2.2 Assuming that prices of Big Macs had not changed from Dec. 13 May, 2004 to April 20, 
2005, can you say whether the euro is overvalued relative to the dollar? 
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2.3 Repeat 2.1 using the Chinese price of the Big Mac. Making the same assumptions as in 
2.2, can you say whether the Chinese currency (the “Renminbi”) is undervalued or 
overvalued according to this criterion? (The exchange rate is 8.28 RMB/USD).  
 
3. The exchange risk premium. Consider a world in which there are only two types of 
government bonds: US Treasury bills, and all other developed country (e.g., Germany, 
France, the UK) government debt.  
 
3.1 What would you expect to happen as US government debt becomes an ever larger 
proportion of the total stock of debt outstanding?  
 
3.2 What happens if US debt increases by 3% but foreign debt also increases by 3%? 

 
3.3 Suppose that US debt and foreign debt stayed constant, but “global investors” (firms, 
individual savers) suddenly became more risk averse. What would be the impact (assuming a 
risk premium was originally being paid on US debt)? 
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Revised figure for Problem 2 
 

 


