ADM4354M, Fall 2019, Quiz #2 solutions

Name:___________________________________________

Student i.d.:______________________________________

Please, write your answers in the space provided.

Only the final answer will be graded!!!

Notes/textbooks are not allowed. Calculators are allowed.

1) You have obtained the following information on risks and returns:

	Country Funds
	Risk (Standard Deviation)
	Return (mean)

	France
	4.14%
	5.18%

	Canada
	3.17%
	3.11%

	USA
	5.17%
	4.48%

	Ukraine
	7.34%
	8.99%


The correlation coefficient between the two markets is 0.33. Risk free interest rate in Canada is 1.1%. If you are able to invest only in one country fund, please rank these four funds from the best to the worst. 

Note: All risks and returns are calculated using information in Canadian Dollars and you can freely invest or borrow at the Canadian risk free interest rate of 1.1%

1(best).__Ukraine______________

2. __France__________________

3. __USA__________________

4 (worst).___Canada___________

Solution:

	SD
	Return
	Ret - Rf
	SHR

	4.14%
	5.18%
	4.08%
	0.99

	3.17%
	3.11%
	2.01%
	0.63

	5.17%
	4.48%
	3.38%
	0.65

	7.34%
	8.99%
	7.89%
	1.07


2) If £/USD bid-ask exchange rates are 1.2-1.3 £/USD, what is USD/£ ask rate?

Answer: 1/1.2 =0.8333
3) What is the maximum amount of £ you can get for 1000 CAD if USD/CAD bid-ask rates are 1.24-1.27 USD/CAD and USD/£ bid-ask rates are 1.65-1.68 USD/£.

Answer: 1000*1.24/1.68=738.095
4) Find the maximum amount of CAD you can get for 1000 USD given the following exchange rate quotes from three different banks:

Bank AAA: 0.91 – 0.93 USD/CAD

Bank BBB: 0.915-0.935 USD/CAD

Bank CCC: 1.07-1.08 CAD/USD

Answer: $1,075.27

(=1000/0.93) 
5) Find the €/£ exchange rate if $/£ exchange rate is 1.67 £/$ and $/€ exchange rate is 1.27$/€.

Ans: 1/(1.67*1.27)=0.4715€/£

6) On Sept 7, 2018 you’ve bought 200 shares of Microsoft at $65 US dollars per share.  For this transaction you had to exchange Canadian dollars at the quoted bid-ask rates of 1.31CAD/USD – 1.32CAD/USD.  On Sept 7, 2018 you sold your shares for $70 USD per share. Calculate the return on your shares in Canadian dollars as of Sept 7, 2018 if at that date you have transferred all of your USD into CAD and the CAD/USD bid-ask rates are 1.33CAD/USD – 1.34CAD/USD

Solution: (70*1.33)/(65*1.32)-1=8.508% need to check
7) Gains from portfolio diversification are largest when

a) The securities are perfectly positively correlated


b) The securities are perfectly negatively correlated

c) The securities are not correlated

d) Need more information
Ans: B
8) Blue Goose, a Canadian firm, sold 50 tons of meat to the UK for $1000/ton. As a result of this transaction Canadian Balance of Payments will change in the following way:

A) $50.000 credit will be recorded to Current account and $50,000 credit will be recorded to Capital account

B) $50.000 credit will be recorded to Current account and $50,000 debit will be recorded to Capital account

C) $50.000 debit will be recorded to Current account and $50,000 credit will be recorded to Capital account

D) $50.000 debit will be recorded to Current account and $50,000 debit will be recorded to Capital account

Ans: B

9) Under the floating exchange rate regime any current account deficit must be financed by

A) RA surplus

B) RA deficit

C) KA surplus

D) KA deficit

E) TB surplus

Ans: C

10) For a British resident an exchange rate quotation of 1.20-1.21 £/$ is an example of __________

a) Direct American term quotation.

b) Direct European term quotation.

c) Indirect American term quotation.

d) Indirect European term quotation.

e) None of the above

Ans: B
11) Which of the following statements must be correct about Optimal Domestic Portfolio (ODP) and Optimal International Portfolio (OIP)

(i) The expected return on OIP is greater or equal to the expected return on ODP

(ii) The standard deviation of the return on ODP is greater or equal to the standard deviation of the return of the return on OIP

a) (i) only

b) (ii) only

c) Both (i) and (ii)

d) None of the above

Ans: D

12) If Canadian dollar depreciates relative to the currency of its major trade partners, then the Canadian trade balance (TB) will

a) Increase in the short run and decrease in the long run

b) Decrease in the short run and increase in the long run 

c) Decrease in both the short run and the long run 

d) Increase in both the short run and the long run 

e) Increase in the short run but does not change in the long run

f) Decrease in the short run but does not change in the long run

Ans: B
13) Assume the following bid-ask exchange rates between $, £, and € currently exist on the market: 1.60-1.70 $/£; 1.30-1.40 $/€; 1.20-1.25€/£. Which of the following is true?

a) Arbitrage is not possible

b) If you start with dollars, the only way to make an arbitrage is to exchange currency in the following direction: $ ( £(  €(  $.
c) If you start with dollars, the only way to make an arbitrage is to exchange currency in the following direction: $ ( €(  £(  $.
d) If you start with dollars, you can make arbitrage going in both directions: $ ( £(  €(  $ or $ ( €(  £(  $.
Ans: A
14) If Alpha Bank quotes £/CAD bid-ask rates at 25-26 £/CAD, while a synthetic contract that involves USD allows you to obtain a synthetic £/CAD bid-ask rates of 26.2-27.2, which of the following is true:

a) Arbitrage is not possible

b) Arbitrage is possible and arbitrage strategy involves buying CAD at Alpha Bank

c) Arbitrage is possible and arbitrage strategy involves buying £ at Alpha Bank

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

Ans: B 
15) Ideal exchange rate system involves everything except:

a) Convertibility

b) Fixed exchange rate

c) Independent fiscal policy

d) Independent monetary policy

e) None of the above 

Ans C

