
Purchasing Power Parity 

Section 1 

1a. 12 peso/$ 
  b. 12 peso/$ 
  c. market basket 
  d. absolute PPP 
  e. the law of one price 
 

2. Here you can simply apply the purchasing power parity formula using the Economist price 
from each country, 

In Canada: EC$/$ = PC$ / P$ = C$4.95 / $3.95 = 1.25 C$/$ 
In Japan: E¥/$ = P¥ / P$ = ¥ 920 / $3.95 = 233 ¥/$ 
 

Section 2 

1a. 10*3 + 15*2 + 3*4 + 2*4 = $80 
1b. 10*2 + 15*3 + 3*5 + 2*5 = $90 
1c.  In the initial base year CPI = $80/$80 * 100 = 100 
      In the second year CPI = $90/$80 * 100 = 112.5 
1d.  inflation rate = (112.5 – 100) / 100 = .125 * 100 = +12.5% 

Section 3 

1a. increase 
  b. increase 
  c. decrease 
  d. decrease 

  e. increase 

Section 4 

1a. relative PPP 
  b. transportation costs, or trade taxes or subsidies such as tariffs, export subsidies, etc.  
  c. non-tradable 
 d. prices 

 Section 5 

1a. long-run 
  b. short-run  
  c. trend 



 d. long-run theory 

Section 6  

1. One way to answer this is to calculate the dollar price of the Economist in Canada and Japan 
using current exchange rates. If the dollar price is less than the price of the Economist in the US 
then the country’s currency is undervalued. If otherwise, then the currency is overvalued. 
 
In Canada: C$ 4.95 / 1.47 C$/$ = $3.37 This is less than $3.95, the US price, therefore the US 
dollar is overvalued because from their perspective US magazines are cheaper in Canada. 
 
In Japan: ¥920 / 102 ¥/$ = $9.02. This is greater than $3.95 therefore the US dollar is 
undervalued because from their perspective US magazines are very expensive in Japan at current 
exchange rates. 
 
2. 

a) One way to answer this is to calculate the dollar price of a Big Mac in South Korea, Israel  
and Poland using current exchange rates. If the dollar price is less than the price of a Big 
Mac in the US then the country’s currency is undervalued. If otherwise, then the currency 
is overvalued.  
 
In South Korea: W2600 / 1475W/$ = $1.76. This is less than $2.53, the US price, 
therefore the South Korean won is undervalued. 
In Israel: sh12.50 / 3.7 sh/$ = $3.38. This greater than $2.53 therefore the Israeli shekel is 
overvalued. 
 
In Poland: zl5.30 / 3.46 zl/$ = $1.53 This is less than $2.53 therefore the Polish zloty is 
undervalued. 
 

b) What would the exchange rates have to be in order equalize big Mac prices between 
South Korea and the US, Israel and the US and Poland and the US? 
 
Here you can simply apply the purchasing power parity formula using the Big Mac price 
from each country,  
 
In South Korea: eW/$ = PW / P$ = R2600 / $2.53 = 1028 W/$ 
 
In Israel: esh/$ = Psh / P$ = sh12.50 / $2.53 = 4.94 sh/$ 
 
In Poland: ezl/$ = Pzl / P$ = zl 5.30 / $2.53 = 2.09 zl/$ 
 
These are the PPP exchange rates based on Big Mac prices. 
 

c) In order to reach the PPP exchange rate the won would have to change from 1475 W/$ to 
1028 W/$ . Since this exchange rate is the value of the $ ($s in the denominator) the 



dollar would need to depreciate, therefore the won would appreciate. This means also that 
if the won is undervalued the won would need to appreciate to reach its PPP value.  
 
Similarly, the shekel exchange rate would have to change from 3.70 sh/$ to 4.94 sh/$, 
representing a $ appreciation, or a shekel depreciation.  
 
For the zloty, the exchange would need to change from 3.46 zl/$ to 2.09 zl/$, meaning the 
$ would have to depreciate or the zloty appreciate. 

 
3. 

a) Calculate the hourly wage rate in dollars in Mexico and Japan using the actual exchange 
rates 

wM = 220/10.9  =  $20.18 

wJ  =  3000/110  =  $27.28 

b) Calculate the hourly wage rate in dollars in Mexico and Japan using the PPP exchange 
rates 

wM = 220/7.5  =  $29.33 

wJ  =  3000/132  =  $22.73 

c) Based on the info above, in which country is it best to be a high school principal? … 
which second-best?   …. which third best?  

Mexico then US then Japan 

d) In terms of PPP, is the US dollar overvalued or undervalued with respect to the 
peso?   …. with respect to the yen?   

$ is overvalued to the peso 

$ is undervalued to the yen 

e) According to the PPP theory, given the conditions above, would the dollar be expected to 
appreciate or depreciate with respect to the peso?  …  with respect to the yen?   

$ depreciate to the peso 

$ appreciates to the yen 

 



Section 7 
 
1.  

a) Calculate the price of the Mexican hotel room in US dollars. 
 
      Convert the peso price of a Mexican hotel room by dividing by the p/$ exchange rate. 

      


b) Calculate the price of the US hotel room in Mexican pesos. 
 
      Convert the dollar price of the US hotel room to pesos by multiplying by the p/$ 

            exchange rate. 
             PHotelRoom = $200 x 11pesos/$ = 2200 pesos 
 

c) What does the exchange rate change indicate has happened to the value of the US 
dollar? ... to the value of the Mexican peso? 
 
The exchange rate in the format P/$ is the value of the $. Since it has increased the dollar 
value has risen, i.e., the dollar has appreciated. Since the dollar value rises with respect to 
the peso, the peso value falls relative to the $, i.e., the peso has depreciated. 
 

d) Does the currency change benefit the US tourist traveling to Mexico City or the Mexican 
tourist traveling to New York City? Explain why. 
 
The price of a Mexican hotel room in terms of dollars is now 

 

Since this is lower than before, it has become cheaper for a US tourist traveling in 
Mexico. 
 
The price of a NYC hotel room in pesos has now become, 
PHotelRoom  $200 x 12 pesos/$ 2400 pesos 
Since this is higher, a Mexican tourist will find it more expensive to stay in a hotel room 
in the US. 

 
 
 
2. Because Brazil’s PPP per capita GDP is larger than its nominal per capita GDP we can 
conclude that the US dollar is overvalued with respect to the Brazilian real.  With an overvalued 
currency, a US tourist would find goods and services less expensive on average in Brazil. 
 
3.  Because Germany’s PPP per capita GDP is smaller than its nominal per capita GDP we can 
conclude that the US dollar is undervalued with respect to the euro.  Since the dollar is 
undervalued, the euro is overvalued with respect to the US dollar.  With an overvalued currency, 
a German tourist would find goods and services less expensive on average in the US. 
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