Intern Finance, Fall 2010, Quiz #2 sol
Name:___________________________________________

Student i.d.:______________________________________

Please, write your answers in the space provided.

Only the final answer will be graded!!!

Important:

Always keep at least 4 decimal points while performing your calculations

1) Which of the following is NOT a MAIN participant in the ForEx market:
a) Retail customers 
b) Commercial banks 
c) Foreign exchange brokers
d) Central banks
e) None of the above (i.e., all of the above are main participants in the FoRex
2) Ideal Exchange Rate System involves everything below EXEPT:

a) Fixed exchange rates
b) Convertibility (no impediments to currency conversions)
c) Fractional reserve banking
d) Independent monetary policies
3) The biggest problem economists have with inflation is that:

a) the law of one price stops working

b) inflationary expectations lead to an acceleration of inflation

c) monetary policy stops working

d) floating exchange rate regime becomes difficult to sustain

e) currency becomes undervalued

4) What can you say about $/£ spot exchange rate if the same basket of goods costs $1500 in the U.S. and £500 in the U.K. and the RPPP holds?

a) It must be exactly equal to 3$/£

b) It must be exactly equal to 0.3333$/£

c) It must be approximately equal to 3$/£

d) It must be approximately equal to 0.3333$/£

e) None of the above
5) While deriving International Fisher Effect formula from the original Fisher effect in each country, you must make two assumptions. One assumption is that RPPP must be satisfied. What is the other assumption?

Answer: real interest rate must be the same in both countries

6) Using Fisher effect in its EXACT form, find the expected inflation if the real interest rate is 4% and nominal interest rate is 7%. (You MUST keep at least 4 decimal digits while performing your calculations)

Solution: (0.07-0.04)/1.04=2.89%

7) RPPP states that:

a) the relative change in prices between two countries over a period of time determines the change in the exchange rate over that period.
b) the exchange rate between two currencies should equal the ratio of the countries’ price levels

c) the exchange rate could be found from any individual set of prices
d) if both investments have known (risk-free) returns, those returns must be identical
8) Find the U.K. interest rate if 1-year forward $/£ exchange rate is 1.68$/£, the spot exchange rate is 1.65$/£, and interest rate in the U.S. is 5%.
Answer:__1-1.05*1.65/1.68=3.125%_____________

9) If U.S. inflation rate is 6% and U.K. inflation rate is 8% then U.S. dollar is expected to appreciate/depreciate (circle one) by exactly _1.852%____% (assume the parity condition that is required to provide the exact answer to this question holds)
10) 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. 

11) Yesterday the spot exchange rate was 2.1 $/£ and May futures price was 2.2$/£. Today the spot rate increased to 2.2$/£ while May futures price increased to 2.4$/£. If yesterday you bought one futures contract for £10,000 each, did you win or lost money and how much.

Important: You must specify whether you won or lost and provide the specific dollar amount to receive credit. 

Answer:_____ Won $2,000
12) If ₤/€ bid-ask spread is 0.63-0.68 ₤/€, what is €/₤ bid rate?

a) 0.428 €/₤

b) 1.471 €/₤

c) 1.587 €/₤

d) 1.080 €/₤

13) If RUB/₤ rate is 44 RUB/₤ and RUB/UAH rate is 0.8 RUB/UAH, what is the implied UAH/₤ rate?

a) 35.20 UAH/₤

b) 55.00 UAH/₤

c) 0.018 UAH/₤

d) 0.028 UAH/₤

14) If CIBC posts 1.10CAD/USD -  1.14 CAD/USD bid-ask exchange rates, Scotiabank posts 1.12CAD/USD – 1.15 CAD/USD, and Bank of America posts 0.88USD/CAD - 0.9 USD/CAD exchange rates, what is the maximum amount of USD can you get for 1 CAD?

a) 0.869

b) 0.877

c) 0.880

d) 0.900

e) 0.909

Questions 15-17 are based on the following information:

Current $/£ bid-ask exchange rates are 2.05$/£ - 2.07$/£

One-year forward bid-ask exchange rates are 2.10$/£ - 2.12$/£

You can borrow $s at 7% and can invest $s at 5%

15) If you can freely borrow or invest £s at 3%, which of the following strategies allows you to make arbitrage?

a) Borrow £1, buy forward contract for £1.035, exchange £1 for $2.07, invest $2.07 at 5% to receive $2.1735 next year, exercise your forward contract to receive 2.1735/2.1=£1.035. Repay £1.03 debt. Net profit: £0.005

b) Borrow $2.05, sell forward contract for £1.03, exchange $2.05 for £1, invest £1 at 3% to receive £1.03 next year, exercise your forward contract to receive 1.03*2.12=$2.1835. Repay $2.05*1.05=$2.1525 debt. Net profit: $0.031

c) You can make arbitrage but none of the above strategies allows you to make the arbitrage

d) Arbitrage is not possible

16) If you can freely borrow or invest £s at 6%, which of the following strategies allows you to make arbitrage?

a) Borrow $2.05, sell forward contract for £1.06, exchange $2.05 for £1, invest £1 at 6% to receive £1.06 next year, exercise your forward contract to receive 1.06*2.12=$2.2472. Repay $2.05*1.05=$2.1525 debt. Net profit: $0.0947

b) Borrow $2.07, sell forward contract for £1.06, exchange $2.07 for £1, invest £1 at 6% to receive £1.06 next year, exercise your forward contract to receive 1.06*2.12=$2.2472. Repay $2.07*1.07=$2.2149 debt. Net profit: $0.0323

c) You can make arbitrage but none of the above strategies allows you to make the arbitrage

d) Arbitrage is not possible

17) If you can freely borrow or invest £s at 8%, which of the following strategies allows you to make arbitrage?

a) Borrow $2.07, sell forward contract for £1.08, exchange $2.07 for £1, invest £1 at 8% to receive £1.08 next year, exercise your forward contract to receive 1.08*2.12=$2.2896. Repay $2.07*1.07=$2.2149 debt. Net profit: $0.0749

b) Borrow $2.07, sell forward contract for £1.08, exchange $2.07 for £1, invest £1 at 8% to receive £1.08 next year, exercise your forward contract to receive 1.08*2.10=$2.268. Repay $2.07*1.07=$2.2149 debt. Net profit: $0.0531

c) You can make arbitrage but none of the above strategies allows you to make the arbitrage

d) Arbitrage is not possible
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