ADM 4354, Winter 2010, Final Exam
3 parts, 52 points total

Part 1: multiple-choice questions (25 questions, 1 point each, 25 points total)
1) According to the comparative advantage international trade model with two countries (C1 and C2) and two products (X1 and X2) if country C1 has comparative advantage in X1, it also must have 

a) Absolute advantage in X1
b) Absolute disadvantage in X1
c) Comparative advantage in X2
d) Comparative disadvantage in X2
e) both (a) and (c)
f) both (a) and (d)
g) both (b) and (c)
h) both (b) and (d)
i) None of the above
Ans: D

2) According to the comparative advantage international trade model with two countries (C1 and C2) and two products (X1 and X2) if, in equilibrium, country C1 produces both products, then 

a) C1 has comparative advantage in both X1 and X2

b) C1 has comparative disadvantage in both X1 and X2

c) C1 has absolute advantage in both X1 and X2

d) C1 has absolute disadvantage in both X1 and X2
e) both (a) and (c)

f) both (a) and (d)

g) both (b) and (c)

h) both (b) and (d)

i) None of the above

Ans: i

3) For which of the following parts of the transaction exposure option hedge provides better risk reduction relative to the forward hedge? 

a) Quotation

b) Backlog

c) Billing

d) Both (a) and (b)

e) Both (a) and (c)

f) both (b) and (c)

g) All of the above

h) None of the above
Ans: A

4) Consider comparative advantage international trade model with two countries (C1 and C2) and two products (X1 and X2) where country C1 has comparative and absolute advantage in producing X1 while country C2 has comparative and absolute advantage in producing X2. Assume that, without trade, product X1 costs $1 in both courtiers while product X2 costs $2 in country C1 and $3 in country C2. Assume also that in the equilibrium with free trade product X1 still costs $1. Which of the following statements must be true about the equilibrium price of X2?
a) X2<$2

b) X2=$2

c) X2≤$2

d) $2<X2<$3

e) $2≤X2<$3

f) $2<X2≤$3

g) $2≤X2≤$3

h) X2>$3

i) X2=$3

j) X2≥$3

k) none of the above

Ans: g

Questions 5 and 6 are based on the following information:

Consider comparative advantage international trade model with two countries (C1 and C2) and two products (X1 and X2) where country C1 has comparative and absolute advantage in producing X1 while country C2 has comparative and absolute advantage in producing X2. The people's consumption preferences in both countries are identical and for each unit of consumption of X1 they must consume µ units of X2. Assume that initially the economy is in free-trade equilibrium in which both countries benefit from trade. At some future day the price of product X2 will increase and the economy will move to a new equilibrium in which both countries still benefit from trade.

5) What will happen the production of X1 and X2 in C1?
a) production of both X1 and X2 will increase

b) production of X1 will increase while production of X2 will not change

c) production of X1 will increase while production of X2 will decrease

d) production of X1 will not change while production of X2 will increase

e) production of X1 and X2 will not change

f) production of X1 will not change while production of X2 will decrease

g) production of X1 will decrease while production of X2 will increase

h) production of X1 will decrease while production of X2 will not change

i) production of both X1 and X2 will decrease

j) None of the above

Ans:E

6) What will happen to the consumption of X1 and X2 in C1?

a) consumption of both X1 and X2 will increase

b) consumption of X1 will increase while consumption of X2 will not change

c) consumption of X1 will increase while consumption of X2 will decrease

d consumption of X1 will not change while consumption of X2 will increase

e) consumption of X1 and X2 will not change

f) consumption of X1 will not change while consumption of X2 will decrease

g) consumption of X1 will decrease while consumption of X2 will increase

h) consumption of X1 will decrease while consumption of X2 will not change

i) consumption of both X1 and X2 will decrease

j) None of the above

Ans: i
7) Which of the following is true given the following quotes for foreign exchange: 1.66-1.68$/£; 1.57-1.59$/€; 1.04-1.06€/£
a) Triangular arbitrage is not possible

b) Triangular arbitrage is possible and it involves exchanging $ for £

c) Triangular arbitrage is possible and it involves exchanging £ for $

d) None of the above

Ans: A

8) Which of the following is true if one year forward rate is F=1.75$/£; current spot rate is S=1.77$/£; and interest rates are i=3%, and i*=5% (where exchange rates are quoted in $/£, i is the interest rate in the U.S. and i* is the interest rate in the U.K.)?
a) Arbitrage is not possible

b) Arbitrage is possible and arbitrage strategy involves buying futures contracts for pounds 

c) Arbitrage is possible and arbitrage strategy involves selling futures contracts for pounds 

d) Arbitrage is possible; however, there is not enough information to pick one of the answers above. 

Ans: C
9) Violation of which of the following parities does NOT violate the no-arbitrage condition:
a) Purchasing Power Parity

b) Relative Purchasing Power Parity

c) Interest Rate Parity

d) Both (a) and (b)

e) Both (a) and (c)

f) Both (b) and (c)

g) All of the above

h) None of the above

Answer: D

10) International Fisher Effect connects the expected depreciation or appreciation of the currency with which of the following:
a) Nominal interest rates

b) Real interest rates

c) Inflation levels

d) Forward exchange rate

e) Futures exchange rate

Ans: A

11) Which of the following is true about fundamental approach to exchange rate forecasting?
a) It is based on no-arbitrage condition

b) It uses econometric models

c) It violates the efficient market hypothesis

d) Both (a) and (b)

e) Both (a) and (c)

f) Both (b) and (c)

g) All of the above

h) None of the above

Answer: B

12) You have one short position in foreign exchange futures contracts on £s. The contract size is £100,000. During the day the futures exchange rate (measured in $/£) increased by 0.01$/£ while the spot exchange rate decreased by 0.01. As a result, you have

a) Won $10,000

b) Won £10,000

c) Neither win nor lost any money
d) Lost $10,000

e) Lost £10,000

Answer: D

13) You have one short position in foreign exchange futures contracts on £s. The contract size is £100,000. During the day the futures exchange rate (measured in $/£) increased by 0.02$/£ while the spot exchange rate increased by 0.01. As a result, you have

a) Won $30,000

b) Won £30,000

c) Won $20,000

d) Won £20,000

e) Won $10,000

f) Won £10,000

g) Lost $30,000

h) Lost £30,000

i) Lost $20,000

j) Lost £20,000

k) Lost $10,000

l) Lost £10,000

Answer: i
14) Which of the following is TRUE given the current exchange rate quotes: 1.58-1.60 $/£; 1.45-1.47 $/€; 1.12-1.14€/£?

a) Arbitrage is not possible

b) If you start with dollars, the only way to make arbitrage is to exchange currencies in the following direction: $ ( £(  €(  $.
c) If you start with dollars, the only way to make arbitrage is to exchange currencies in the following direction: $ ( €(  £(  $.
d) If you start with dollars, you can make arbitrage by exchanging currencies in any of the following directions: $ ( £(  €(  $ or $ ( €(  £(  $.
Answer: B

15) If U.S. interest rate is lower than U.K. interest rate, you can say that

a) USD is expected to depreciate

b) USD is expected to appreciate

c) PPP is violated but RPPP may be satisfied

d) RPPP is violated

e) International Fisher Effect is wrong

f) None of the above

Answer: B
16) If F/S<(1+i)/(1+i*) (where exchange rates are quoted in $/£, i is the interest rate in the U.S. and i* is the interest rate in the U.K.), which of the following is true?

a) Arbitrage is not possible

b) Arbitrage is possible and arbitrage strategy involves selling forward contracts on £s. 

c) Arbitrage is possible and arbitrage strategy involves buying forward contracts on £s. 

d) Arbitrage is possible; however, there is not enough information to pick one of the answers above. 

Answer: C
17) If c0 is the price of an American call option with strike X and p0 is the price of an American put option with strike X, then an increase in foreign interest rate will lead to:

a) Higher c0 and higher p0
b) Higher c0 and lower p0
c) Lower c0 and higher p0
d) Lower c0 and lower p0
e) No change in p0
Answer: C

18) Assume company AAAA can borrow either at 7% or at LIBOR+1 while company BBB can borrow either at 8% or at LIBOR+1.5. Assume AAA wants to borrow at floating rate while company B wants to borrow at fixes rate. Find the QSD of a potential swap

a) zero

b) 0.5%

c) 1%

d) 1.5%

e) 2%

f) LIBOR

g) LIBOR+0.5%

h) LIBOR +1%

i) LIBOR+1.5%

j) LIBOR +2%

Ans: B

19) Find the one-year forward exchange rate if 1-year European call option for £1 with strike price of 2$/£ is selling for $0.15 while 1-year European put option with strike price of 1.9 is selling for the same price of $0.15. Current spot rate is 2$/£ and the U.S. interest rate is 10%.

a) 1.8$/£

b) 1.9$/£

c) 1.909$/£

d) 2$/£

e) 2.091$/£

f) 2.1$/£

g) 2.2$/£

h) Unable to determine given the available information

Ans: H

20) If the value of your foreign assets located in the U.K. and measured in £s positively depends on the exchange rate measured in $/£, then in order to hedge your foreign asset exposure, you will need to

a) buy forward contracts on £s

b) sell forward contracts on £s

c) neither buy nor sell forward contracts on £s since forward hedge will not allow you to reduce the foreign asset exposure

d) The provided information is not sufficient to answer this question

Ans: B
21) If the value of your foreign assets located in the U.K. and measured in £s negatively depends on the exchange rate measured in $/£, then in order to hedge your foreign asset exposure, you will need to

a) buy forward contracts on £s

b) sell forward contracts on £s

c) neither buy nor sell forward contracts on £s since forward hedge will not allow you to reduce the foreign asset exposure

d) The provided information is not sufficient to answer this question

Ans: D

22) Which of the following firms are subject to the operating exposure (assume the home country is the U.S.)? 

(a) U.S. Domestic firms that exports its product abroad

(b) U.S. Domestic firms that uses only domestic inputs and sells its product in the U.S. only

(c) Both (a) and (b)

(d) None of the above

Ans: C

23) You paid $0.1 for a one-year European call option for £1 with the strike price of 1.7 $/£. At which exchange rates on the maturity date will you exercise your option?

a) Less than 1.6 $/£

b) Less than 1.7 $/£

c) Less than 1.8 $/£

d) More than 1.6 $/£

e) More than 1.7 $/£

f) More than 1.8 $/£

Ans: E

22) Four U.S. firms (A, B, C, D) export their products to Germany. They have different degrees of market power and face different competition (as depicted in the table). Which of them face the highest operating exchange rate exposure?

	
	Market Power

	Competitors
	
	Price-takers
	Have some market power

	
	U.S. producers
	A
	B

	
	German producers
	C
	D


Answer:_________C_______

Part 2: Answer-only questions (12 questions, 1.5 point each, 18 points total)
Note: Only the final answer will be graded

Important: Please, keep at least 6 decimal points for all your computations!!!

1) You would like to exchange £1000 for dollars. What is the maximum amount of dollars you can get if you are faced with the following bid-ask exchange rates (please, round your answer to the nearest cent):

$/€: 1.35-1.37

$/£: 1.48-1.49

€/£: 1.09-1.11
Answer:_________$1480________________

2) Find the minimum possible 1-year forward $/£ exchange rate using the following information (please, keep at least 4 decimal points for your calculations):

Current bid-ask exchange rate is 1.8$/£

Borrowing and investment rates in US are 6.5% and 4.5%

Borrowing and investment interest rates in UK are 5% and 3%

Forward bid and ask rates are equal to each other

Answer:_________ 1.7914________________

3) Find 1-year forward rate on £s if 1-year call option for 1£ with the strike price of 1.9$/£ is selling for $0.30; 1-year put option for 1£ with the same strike price is selling for $0.12 and 1-year U.S. interest rate is 7%
Answer:______ 2.0926$/£___________________

4) Find the price of 1-year call option for 1£ with the strike price of 1.77$/£ if today's spot rate is 1.7$/£, next year it can either go up to 1.9$/£ (with 67% probability) or go down to 1.6$/£ (with 33% probability). The interest rates in U.S. and U.K. are 4% and 7%  respectively. 

Answer:______ $0.0218___________________

5) The table below depicts the three possible values of future exchange rate and your foreign assets. You used the simple regression model to estimate of the affect of the exchange rate on the assets' value and estimated the slope b=£1630. If you use the forward hedge, find the value of your hedged position if the exchange rate in the future will be 1.6$/£? 
State

 Prob.

P*

S($/ £)

P(=SP*)
1

0.25

£990

1.4

$1,386
2

0.5

£1,000

1.5

$1,500
3

0.25

£1,070

1.6

$1,712
Answer: _________$1549____________
6) In class, four reasons for home bias effect in portfolio holding were stated. Three of them are: institutional and legal restrictions on foreign investment; extra taxes and transactions/information costs for foreign securities; and recognition effect (investors do not invest in firms they never heard about).What is the fourth reason?

Answer: _______inflation hedge___________
7) Ignoring time value of money, what is your maximum possible loss if you bought a put option on £1 with strike price of 1.8$/£ for $0.11 and, at the same time, bought a call option on £1 with strike price of 1.7$/£ for $0.16?

Answer:_______$0.17____________

8) Ignoring time value of money, what is your maximum possible gain if you sold a call option for £1 with strike price of 1.6$/£ for $0.22 and, at the same time, sold a put option  on £1 with strike price of 1.5$/£ for $0.16

Answer:_____$0.38______________

9) Find the price of 1-year European call option for £1 with strike price of 1.65$/£ if current spot rate is 1.7$/£ and next year spot rate can be either 1.8$/£ or 1.6$/£. The U.S. interest rate is 9% and the U.K interest rate is 10%

Answer:_____$0.0582______________

10) Two companies need to borrow $1M and they face the following interest rates:

	
	fixed
	floating

	AAA
	7%
	LIBOR+1%

	BBB
	5.5%
	LIBOR+0.5%


AAA wants to borrow at fixed rate while BBB wants to borrow at floating rate. The swap bank that helps to arrange the swap demands 0.2% for its services and the rest of the QSD is divided between the two firms equally. Assume that, as a part of the swap agreement, AAA borrows $1M from the SWAP bank at 6.1%. At which rate AAA lends to the swap bank?

Answer: ______LIBOR+0.5%_______________

11) ABC inc. has £20M account receivables that will be paid next year and it wants to hedge it using money market hedge. ABC has $40M debt at 7%, can borrow £s at 4% and can invest $s at 5%. If today's spot rate is 1.8$/£, into how much dollars the money market hedge will effectively transfer £20M account receivables?

Answer: 20/1.04*1.8*1.07=$37.038M 
12) ABC inc. has £20M account receivables that will be paid next year and it wants to hedge it using money market hedge. ABC has $20M debt at 7%, can borrow £s at 4% and can invest $s at 5%. If today's spot rate is 1.8$/£, indo how much dollars the money market hedge will effectively transfer £20M account receivables?

Answer: 20*1.07+(20/1.04*1.8-20)*1.05=$36.746M

Part 3: Short questions (3 questions, 3 points each, 9 points total)
Note: you must provide final answer AND solution to receive full credit.

Your solution MUST BE written in an eligible and understandable manner!!!
Question 1:
Find the price of a 1-year European call option for £1 with strike price of 1.6$/£ if current spot rate is 1.9$/£ and next year spot rate can be either 2.1$/£ or 1.7$/£. The U.S. interest rate is 10% and the U.K interest rate is 7%.
Answer:_______$0.321155_________

Answer: 0.1/1.1+(1.9/1.07-1.7/1.1)=$0.3211
Question 2:
Find the price of a 2-year European call option for £1 with strike price of 1.95$/£ if current spot rate is 1.9$/£ and each year the spot exchange rate can either go up or down by 0.1$/£. The U.S. interest rate is 10% and the U.K interest rate is 7%.
Answer:_______$0.0731_________

bottom tree = 0

upper tree: 0.15/0.2*(2/1.07-1.9/1.1)=$0.106415

main tree: 0.106415/0.2*(1.9/1.07-1.8/1.1)=$0.073148

Question 3:

Assume that you have the following info: 

Spot $/£ (bid-ask): 2.08 - 2.10

Forward $/£ (bid-ask): 2.13 - 2.16

Inflation in the UK is 6%, real interest rate is 4%

US real interest rate is 5%.

What is the maximum possible rate of inflation in the US that is consistent with the above information?

Answer: _____9.03%_____

Solution: 1 + i = (F/S)( 1 + i*)

i*=1.06*1.04-1=10.24%

1.1024*2.13/2.1≤1 + i≤1.1024*2.16/2.08, where min (F/S)=2.13/2.1 and max(F/S)=2.16/2.08

11.815% ≤ i ≤14.48%% for the US nominal interest rate. Since 1 + i = (1 + real)( 1 + infl)
7.5%≤ inflation rate ≤9.03%

The maximum possible inflation rate is 9.03%
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