ADM 4354 Winter 2017 Quiz 3 Version 1

1) Assuming there is no arbitrage opportunities, no transaction costs, people are able to borrow and invest at the same interest rate and PPP is satisfied, then you can say that:
a) RPPP must be satisfied but IRP does not have to be satisfied
b) IRP must be satisfied but RPPP does not have to be satisfied
c) Both RPPP and IRP must be satisfied
d) Neither RPPP nor IRP have to be satisfied

Ans: C

2) If RPPP is satisfied, then you can say that:

a) PPP must be satisfied but the law of one price does not have to be satisfied
b) The law of one price must be satisfied but PPP does not have to be satisfied

c) Both PPP and the law of one price must be satisfied

d) Neither PPP nor the law of one price have to be satisfied

Ans: D
3) Find spot $/£ exchange rate if 1-year forward $/£ exchange rate is 1.3$/£, interest rate in the U.S. is 12% and interest rate in the UK is 5%

Answer:_______________
Sol: S=1.3*1.05/1.12=1.219$/£

4) Find the minimum possible interest rate in the U.K., if spot bid-ask $/£ exchange rates are 1.34-1.36$/£, 1-year forward bid-ask $/£ exchange rates are 1.37-1.39, and the U.S. interest rate is 9%
Answer:_______________
Sol: 1.09*1.34/1.39-1=5.08%

5) What is the maximum possible $/£ spot exchange rate (assume bid=ask for spot rates), if forward bid-ask rates are 1.37-1.39$/£; you can freely borrow $s at 7% and invest at 6%; and you can freely borrow £’s at 12% and invest at 10%.
Answer:_______________
S=1.39*1.12/1.06=1.469$/£

6) If the spot exchange rate is higher than the one you were supposed to find in question #5, you can make an arbitrage and you, in order to do so, today you need to 

A) Buy £ on a spot market, sell £ forward, borrow $ and invest £

B) Buy £ on a spot market, sell £ forward, borrow £ and invest $

C) Sell £ on a spot market, buy £ forward, borrow $ and invest £

D) Sell £ on a spot market, buy £ forward, borrow £ and invest $

Ans: D
7) Find the price of 1-year European call option with strike price of 1.4$/£ if 1-year European put option with strike price of 1.4$/£ is selling for $0.30; the domestic ($) interest rate is 8%, and 1-year forward exchange rate is $1.58$/£. 

Answer:_______________

C=0.3+(1.58-1.4)/1.08=$0.467
8) Find the time value of 1-year European put option with strike price of 1.5$/£ if the spot exchange rate is 1.45$/£, the current option value is $0.21 
Ans: 0.21-(1.5-1.45)=$0.16
9) Ignoring time value of money, what is your maximum possible loss if you bought a put option on £1 with strike price of 1.4$/£ for $0.19 and, at the same time, bought a call option on £1 with strike price of 1.6$/£ for $0.27?
Ans: 0.27+0.19=$0.46

10) Ignoring time value of money, what is your maximum possible gain if you bought a put option on £1 with strike price of 1.4$/£ for $0.19 and, at the same time, sold a call option on £1 with strike price of 1.3$/£ for $0.22?
Ans: 1.4-0.19+0.22=$1.43
11) Find the value of a 1-year European call option on British Pounds (with contract size = £1) with strike price 1.5$/£ if today the spot exchange rate is 1.4$/£ and one year from now it can be either 1.6$/£ or 1.2$/£. The risk-free interest rate in $s is 8% and the risk-free interest rate in pounds is 5%. You must keep at least 6 decimal digits while performing the calculations and reporting your answer

Ans: (1.4/1.05-1.2/1.08)*0.1/0.4=$0.0556

12) Find the value of a 1-year European put option on British Pounds (with contract size = £1) with strike price 1.3$/£ if today the spot exchange rate is 1.3$/£ and one year from now it can be either 1.4$/£ or 1.1$/£. The risk-free interest rate in $s is 8% and the risk-free interest rate in pounds is 5%. You must keep at least 6 decimal digits while performing the calculations and reporting your answer
Ans: (1.3/1.05-1.4/1.08)*0.2/(-0.3)=$0.0388
13) How the value of a European put option for £1 will change if the current exchange rate will instantly increase from 1.3$/£ to 1.4 $/£?

a) Increase by $0.1

b) Increase by an amount that cannot be determined based on the available information

c) Decrease by $0.1

d) Decrease by an amount that cannot be determined based on the available information

Ans: D
Questions 14-15 are based on the following information:

AAA needs to borrow £1M while BBB needs to borrow $1.4M. Today's spot exchange rate is 1.4$/£. The firms face the following exchange rates:

	
	$
	£

	AAA
	7%
	9%

	BBB
	10%
	11%


Question 14: Find the QSD

Answer: _________1%___________

Question 15: Provide an example of a currency swap in which QSD is equally divided among all three parties involved (i.e., the swap bank, AAA, and BBB each get 1/3 of the QSD). For each arrow, specify the interest rate and the currency in which interest payments are made. The arrows pointing to “outside” are payments to outside creditors.


8.67%, £








11%, £








Note: may add (or subtract) the same number to both arrows between AAA and Swap Bank as well as they can add (or subtract) another number to both arrows between BBB and Swap Bank (but same for both arrows). The resulting examples are also correct and should be given full mark
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