ADM4354 Fall 2020 Quis#3

1) What can you say about $/£ spot exchange rate if the same basket of goods costs $500 in the U.S. and £250 in the U.K. and the PPP holds?
a) It must be exactly equal to 0.5$/£
b) It must be exactly equal to 2$/£
c) It must be approximately equal to 0.5$/£
d) It must be approximately equal to 2$/£
e) None of the above

Answer: B
Solution: PPP states that real exchange rate is equal to 1 or where  and   are prices consumer price indices (prices of consumer baskets).  Plugging in given numbers we’ll get  and, thus, 

(Note: Remember that real exchange rate does not have units! Check:   - has no units. If exchange rate is quoted in European terms  than the formula of PPP will look like that: )

2) What can you say about $/£ spot exchange rate if the same basket of goods costs $500 in the U.S. and £250 in the U.K. and the RPPP holds?
a) It must be exactly equal to 0.5$/£
b) It must be exactly equal to 2$/£
c) It must be approximately equal to 0.5$/£
d) It must be approximately equal to 2$/£
e) None of the above

Answer: E (I was accepting D his time but it is wrong. Yes, real exchange rate is often close to 1 but it does not have to be. I will not accept this answer in the future if this question appears again) 

Solution: RPPP states that real exchange rate is equal to const or where  and   are prices consumer price indices (prices of consumer baskets).  Plugging in given numbers we’ll get  and since the constant is unknown, exchange rate can not be found from RPPP equation.

3) Assume you know the following five parameters: expected return on your portfolio; standard deviation of the portfolio return; beta of the portfolio; risk-free interest rate, and standard deviation of the market portfolio return. Which of these parameters are not needed to compute the Sharp ratio for your portfolio:

a) Standard deviation of the portfolio return and standard deviation of the market portfolio return
b) Beta of the portfolio and standard deviation of the market portfolio return
c) Standard deviation of the market portfolio return only
d) Beta of the portfolio only
e) None of the above: you need all these parameters to find Sharp ratio

Answer: B
Solution: 

4) If both IRP and RPPP are satisfied and the real interest rate is the same in all countries, then which of the following conditions MUST be satisfied?

A) The law of one price
B) PPP
C) International Fisher effect
D) Exactly two of the answers (A)-(D)
E) All three answers (A)-(D)
F) None of the above

Answer: C
Solution: Please see Ch.5 PowerPoint slides. International Fisher Effect was derived from RPPP under the assumption that real interest rates are the same across countries.

5) Your USD investment in U.S. stock market last year lead to a loss of 10% in USD but, because of the depreciation of the Canadian dollar, your realized annual return expressed in CAD was only 5%. By how many percent did CAD depreciate over the last year? 

 (Ch.11 formula):  , so 0.9 =(1+)×1.05 (remember that to talk about CAD it has to be the “commodity” or, in other words, be in the denominator of the quote USD/CAD), 
=-14.3% (depreciation of CAD)
 
Note that if you were to find appreciation of USD you would be talking about exchange rate measured in  (CAD/USD) and the formula to use would be: , 1.05 =(1+)×0.9 giving =16.6% (appreciation of USD)

6) Find the $/£ expected exchange rate next year if RPPP is satisfied, the current exchange rate is 2$/£, the inflation in U.S. is 7% and inflation in U.K. is 4%. You must use the exact form of the RPPP and keep at least 6 decimal digits while performing the calculations and reporting your answer


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

	Country Funds
	Risk (Standard Deviation)
	Return (mean)
	Risk free rate

	France
	4.14%
	5.18%
	2%

	USA
	5.17%
	4.48%
	1%

	Ukraine
	7.34%
	8.99%
	3%



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(worst) ___USA

Solution:
	SD
	Return
	Ret - Rf
	SHR

	4.14%
	5.18%
	4.08%
	0.99

	5.17%
	4.48%
	3.38%
	0.65

	7.34%
	8.99%
	7.89%
	1.07



8) Using the Interest Rate Parity, find the U.S. interest rate if U.K. interest rate is 5%, spot exchange rate is 2$/£ and 1-year forward exchange rate is 2.1$/£. You must keep at least 6 decimal digits while performing the calculations and reporting your answer

Ans: 10.25% US interest rate

9) If the U.S. interest rate is lower than the one you were supposed to find in the previous question, you can make an arbitrage and your arbitrage strategy today should involve 

A) Buying £ on a spot market, selling £ forward, borrowing $ and investing £
B) Buying £ on a spot market, selling £ forward, borrowing £ and investing $
C) Selling £ on a spot market, buying £ forward, borrowing $ and investing £
D) Selling £ on a spot market, buying £ forward, borrowing £ and investing $

Ans: A

10) Find the maximum possible US interest rate (assume borrowing and lending rates are the same) that makes arbitrage impossible if the spot bid ask spread 1.5$/£-1.55$/£, forward bid ask spread 1.85$/£-1.9$/£, you can borrow and invest £s 2%. You must keep at least 6 decimal digits while performing the calculations and reporting your answer.

Using IRP -1, so -1=0.292 or 29.2%

11) Find the minimum possible US interest rate (assume borrowing and lending rates are the same) if the spot bid ask spread 1.5$/£-2$/£, forward bid ask spread 1.6$/£-1.9$/£, you can borrow and invest £s 2%. You must keep at least 6 decimal digits while performing the calculations and reporting your answer.

Using IRP -1, so -1=-0.184 or -18.4% 
Interest rates that we use in this course can not be negative. So 0% is the min rate.

6) Using Fisher effect in its EXACT form, find the expected inflation if the real interest rate is 6% and nominal interest rate is 9%. (You MUST keep at least 4 decimal digits while performing your calculations)

Solution: (0.09-0.06)/1.06=2.83%

