Practice questions for quiz #3 (ch 5 and 11)

Ch 5 questions: 

1) Over the last year £/$ exchange rate decreased from 1.2 to 1.1£/$. During the same period US inflation was 12%. Estimate UK inflation during this period by using Relative Purchasing Power Parity it its exact form. Please round your answer to 1/10,000 (i.e., report your answer up to 4 decimal points)
Answer: π=2.67%        π = (-0.1)(1.12)/1.2+0.12=0.0267

2) According to the Relative Purchasing Power Parity:
a) Currencies with high inflation rates depreciate
b) Currencies with high inflation rates appreciate
c) Currencies of countries with large foreign exchange reserves are expected to appreciate
d) Currencies of countries with large foreign exchange reserves are expected to depreciate
Answer: A

3) Which of the following is true if spot $/£ bid-ask exchange rates are 1.68-1.70 $/£, 1-year forward/futures bid-ask exchange rates are 1.62-1.64$/£, the borrowing rate in the U.S. is 4%, the investment rate in the U.S. is 3%, the borrowing rate in U.K. is 5%, and the investment rate in the U.K. is 4%
a) Arbitrage is not possible
b) Arbitrage is possible and arbitrage strategy involves investing in £s. 
c) Arbitrage is possible and arbitrage strategy involves borrowing in £s. 
d) Arbitrage is possible; however, there is not enough information to pick one of the answers above. 
Answer: C
Solution:
a) Clockwise:	t=0	- borrow £1 at 5% (your debt will be £1(1+0.05) = £1.05)
- convert this £1 into =$1.68
- invest $1.68 at 3%
-sell $1.62(1.03) forward (using forward contract)
t=1	-collect $1.68(1.03)/ =£1.06 from forward contract, 
- debt is £1.05
				- profit £1.06-£1.05=£0.01>0 
So, no need to check counterclockwise strategy.

4) If U.S. nominal interest rate is higher than U.K. interest rate, you can say that
a) USD is expected to depreciate
b) USD is expected to appreciate
c) PPP is violated but RPPP may be satisfied
d) RPPP is violated
e) International Fisher Effect is wrong
Answer: A

5) Find U.S. interest rate if 1-year forward $/£ exchange rate is 1.4$/£, spot exchange rate is 1.43$/£, and interest rate in the U.K. is 8%.
Solution: 
 5.73%

6) What is the maximum possible $/£ forward exchange rate (assume bid=ask for forward rates), if spot bid-ask rates are 1.62-1.64$/£; you can freely borrow $s at 6% and invest at 4%; and you can freely borrow £’s at 7% and invest at 5%?
Answer: 1.6556$/£ (accept any number between 1.65 and 1.66)
(1.64*1.06/1.05)

Long approach: 
clockwise:	
t=0	- borrow £1 at 7% (your debt will be £1(1+0.07) = £1.07)
- convert this £1 into =$1.62
- invest $1.62 at 4%
-sell $1.62(1.04) forward
t=1	-collect $1.62(1.04)/ =£1.06 from forward contract, 
- debt is £1.07
				- profit has to be negative in the absence of arbitrage 
So, profit 1.62(1.04) /- 1.07<0 →F > = 1.5746
counterclockwise strategy: 
t=0	- borrow $1 at 6% (your debt will be $1(1+0.06) = $1.06)
- convert this $1 into =£0.61
- invest £0.61 at 5%
-sell £0.61(1.05) forward
t=1	-collect £(1.05) × F  from forward contract, 
- debt is $1.06
				- profit has to be negative in the absence of arbitrage. So, 	
				(1.05) ×F - 1.06 <0 →F < = 1.6715
So max F = = 1.6715

Short approach: Even though we can not use IRP formula in the presence of bid/ask spread and differences in the borrowing and landing rate, lets find max F from it:
×S, so ×maxS=    - same answer as from counterclockwise strategy!!!

7) What is the minimum possible $/£ forward exchange rate (assume bid=ask for forward rates), if spot bid-ask rates are 1.62-1.64$/£; you can freely borrow $s at 6% and invest at 4%; and you can freely borrow £’s at 7% and invest at 5%?
Answer: 1.5746$/£ 

Short approach: 

Lets find min F from IRP:
×S, so ×minS= 1.5746 
 - same answer as from clockwise strategy!!!


Ch 11 questions: 

1) Gains from portfolio diversification are largest when
a) The securities are perfectly positively correlated	
b) The securities are not correlated
c) The securities are perfectly negatively correlated
d) Need more information
Ans: C

2) Find the Sharp ratio for the portfolio with the expected return of 12%, the standard deviation of the return of 10% and beta of 1.7 if the risk-free interest rate is 3% and the standard deviation of the market portfolio return is 6%. If the provided information is not sufficient to find the Sharp ratio, please, state which additional information you need.
Ans: (12-3)/10=0.9

3) 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

