ADM 4354 Fall 2018, Quiz #2 (15 points total) - solutions
Time allowed: 75 minutes

Name:___________________________________________

Student i.d.:______________________________________

General Rules:

Pen/pencils, rulers and calculators are allowed.

 Write you solution and answers on separate answer sheet. Please, show your work.
1) 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)

2) Find $/£ exchange rate if £/€ exchange rate is 0.9 and $/€ exchange rate is 0.7
Ans: 0.7/0.9=0.78$/£

3) Find €/£ bid exchange rate if $/£ bid-ask exchange rates are 1.34-1.36 and $/€ bid-ask exchange rates are 1.21-1.23

Ans: 1.34/1.23=1.0894

4) Find €/£ ask exchange rate if $/£ bid-ask exchange rates are 1.34-1.36 and $/€ bid-ask exchange rates are 1.21-1.23

Ans: 1.36/1.21=1.124

5) What is the maximum amount of £ you can buy with $1000 if $/£ bid-ask exchange rates are 1.57-1.59; $/€ bid-ask exchange rates are 1.17-1.19, and €/£ bid-ask exchange rates are 1.30-1.33. 
Ans: Directly get 1000/1.59=$628.93

Indirectly get (1000/1.19)/1.33=$631.83
6) What was the $/£ exchange rate last year if current exchange rate is 1.4 $/£, and over the last year the inflation rate in the U.S. was 5% while it was 7% in the U.K. Assume RPPP is satisfied. Keep at least 6 decimal digits and do not use the approximation formula
Ans: (1.4-S)/S=(0.05-0.07)/1.07=-0.01869

Hence, S=1.4/(1-0.01869)=1.426667
(note: with approximation formula it will be 1.4/0.98=1.42857)

7) Using RPPP, find USD/CAD exchange rate in 2017, if it was 0.74 USD/CAD in 2016; Consumer price index (CPI) in the U.S. in 2016 and 2017 was 128 and 131 respectively; and CPI in Canada in 2016 and 2017 was 145 and 149 respectively. Keep at least 6 decimal digits
Ans: S*149/131=0.74*145/128. Hence, S=0.74*(145/128)*(131/149)=0.7370

8) Find the U.K. interest rate if 1-year forward $/£ exchange rate is 1.85$/£, spot exchange rate is 1.81$/£, and interest rate in the U.S. is 5%.

Solution: i*=1.81/1.85*1.05-1=2.73%
9) If the U.K. interest rate is higher than the one you were supposed to find in the previous question, then you can make an arbitrage and your arbitrage strategy will include

a) Exchanging $ for £ today and buying forward contracts on £

b) Exchanging $ for £ today and selling forward contracts on £

c) Exchanging £ for $ today and buying forward contracts on £

d) Exchanging £ for $ today and selling forward contracts on £

Ans: B

10) If $/£ bid-ask exchange rates are 1.45-1.47; $/€ bid-ask exchange rates are 1.17-1.19; and €/£ bid-ask exchange rates are 1.25-1.27, then

a) You cannot make an arbitrage

b) You can make an arbitrage and your arbitrage strategy will include exchanging $ for £ directly

c) You can make an arbitrage and your arbitrage strategy will include exchanging £ for $ directly

d) You can make an arbitrage, however, the provided information is not sufficient to choose either (b) or (c) above

Ans: A
11) The NASA’s (a U.S. government agency) payment to Russian space agency for transporting U.S. astronauts to the space station will be recorded in U.S. ____

a) Current Account

b) Capital Account

c) Reserves account

d) The answer depends on whether the Russian space agency is an official government agency or a for-profit organization

Ans: A

12) An appreciation of Canadian currency relative to U.S. dollar will most likely lead to

a) An increase in Canadian trading balance (TB) in both short run and long run

b) A decrease in Canadian trading balance (TB) in both short run and long run

c) An increase in Canadian trading balance (TB) in short run and a decrease in TB in long run

d) A decrease in Canadian trading balance (TB) in short run and an increase in TB in long run

Ans: C

13) Two Canadian citizens, Alex and Bob, have invested in U.S. stock market. Alex has bought $100,000 worth of Apple stock while Bob, who took ADM 2350 class, has diversified his $100,000 investment by buying shares of all companies included in Dow Jones Industrial Average index. In the Canadian Balance of Payments account, Alex’s investment will be a part of  __________ and Bob’s investment will be a part of _______________

a) Direct Investment; Direct Investment

b) Portfolio Investment; Portfolio Investment

c) Direct Investment; Portfolio Investment

d) Portfolio Investment; Direct Investment

e) None of the above

Ans: B

14) For currency exchange between CAD and USD, Scotiabank offers 1.31-1.32 CAD/USD bid-ask exchange rates while CapitalOne offers 0.77-0.78 USD/CAD bid-ask rates. Given this information

a) You cannot make an arbitrage

b) You can make an arbitrage and your arbitrage strategy will include buying USD at Scotiabank

c) You can make an arbitrage and your arbitrage strategy will include selling USD at Scotiabank
d) You can make an arbitrage, however, the provided information is not sufficient to choose either (b) or (c) above

Ans: C
15) For currency exchange between CAD and RUB, Scotiabank offers 0.018-0.019 CAD/RUB bid-ask exchange rates while Sberbank offers 53.00-54.00 RUB/CAD bid-ask rates. Given this information

a) You cannot make an arbitrage

b) You can make an arbitrage and your arbitrage strategy will include buying RUB at Scotiabank

c) You can make an arbitrage and your arbitrage strategy will include selling RUB at Scotiabank

d) You can make an arbitrage, however, the provided information is not sufficient to choose either (b) or (c) above

Ans: A
