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Multiple-Choice Questions

Each question is worth 2.5 points.  Explanation is not required.
1.
The reduction or covering of a foreign exchange risk is called 
(a)
hedging
(b)
speculation 
(c)
intervention.
(d)
arbitrage.
2.
An important feature of a            is that the holder has the right, but not the obligation, to buy or sell currency.

(a)
swap

(b)
foreign exchange arbitrage

(c)
foreign exchange option

(d)
futures market contract

3.
A European option differs from an American option in that it may be exercised

(a)
only on the spot date.

(b)
only on the expiration date.

(c)
only on the future date.

(d)
on any date.

4.    For which of the following will the law of one price hold best?
       (a) shirt 

       (b) butter 

       (c) gold 

       (d) milk 

5.
We can expect deviations from PPP because of

(a)
quotas and tariffs.

(b)
transportation costs.

(c)
differentiated goods.

(d)
All of the above.

6.
If the dollar appreciates against the Canadian dollar at a faster rate than the Canadian inflation rate exceeds the U.S. rate, then the U.S. dollar appears

(a)
depreciated.

(b)
overvalued in the PPP sense.

(c)
undervalued in the PPP sense.

(d)
None of the above.

7.
If absolute PPP held, then the real exchange rate must be equal to

(a)
a constant.

(b)
one.

(c)
zero.

(d)
a positive number.

8.     We expect PPP to hold better  
       (a) for annual data than monthly data. 

       (b) for high-inflation countries. 

       (c) in the long run. 

       (d) All of the above. 

9.    Relative PPP indicates that 

       (a) the exchange rate between any two currencies is equal to the ratio of their price indexes. 

       (b) the same good sells for the same price internationally. 

       (c) the percentage change in the exchange rate is equal to the inflation differential between the domestic and   foreign country. 

(d) relative prices determine exchange rates. 

10.  If a foreign exchange speculator expects the spot rate of the dollar nine months from today to be lower than  today’s forward rate on the dollar for delivery in nine months, he will 

(a)
buy dollars in the spot market nine months from today.

(b)
sell dollars in the spot market nine months from today.

(c)
sell dollars forward today and buy them in the spot market nine months from today.

(d)
buy dollar forward today and resell them in the spot market nine months from today.

11.
The domestic currency value of the return on a foreign investment when the foreign currency proceeds are sold in the forward market, is defined to be the

(a)
covered return.

(b)
uncovered return.

(c)
forward return.

(d)
Both (b) and (c).

12.
The interest parity condition indicates that the interest differential is (approximately) equal to the

(a)
risk premium.

(b)
forward premium.

(c)
futures premium.

(d)
arbitrage premium.
13.  The effective return from a foreign investment is 

       (a) the domestic interest rate plus the forward premium (discount). 

       (b) the foreign interest rate plus the forward premium (discount). 

       (c) the nominal interest rate minus inflation. 

       (d) the real interest rate. 

14.  Suppose that in the United States and the United Kingdom the real rate of interest is 1 percent and constant.  In this case, the nominal interest rates in both countries
       (a) are equal. 

       (b) differ solely by the expected future spot rate differential. 

       (c) differ solely by the expected inflation differential. 

       (d) differ solely by the forward rate differential. 

15.  The interest parity condition indicates that the interest differential is equal to the
       (a) risk premium. 

       (b) forward premium. 

       (c) futures premium. 

       (d) arbitrage premium. 

16.  Risk aversion implies that
       (a) people must be paid to take risk. 

       (b) individuals with bad credit must pay a higher interest rate than those with good credit. 

       (c) investors prefer less risk to more. 

       (d) All of the above. 

17.  By diversifying and selecting different assets for a portfolio, we can 

       (a) increase the variability of the portfolio. 

       (b) increase the possibility of making direct foreign investments. 

       (c) reduce the variability of the portfolio. 

       (d) reduce the systematic risk arising from the investments we make. 

18.  The systematic risk
       (a) is specific to some investments. 

       (b) can be eliminated with portfolio diversification. 

       (c) is common to all investments and cannot, therefore, be eliminated through portfolio diversification. 

       (d) is equal to the difference between the forward rate and the expected future spot rate. 

19.   ________ is the spending of domestic firms for establishing foreign operating units.   

(a)  direct portfolio investment   

(b)  foreign indirect investment   

(c)  foreign direct investment   

(d)  taking a long position 

20.  International capital flows may be due to   

(a)  tax increases.   

(b)  capital controls.   

(c)  political or financial crisis.   

(d)  All of the above.
The Foreign-Exchange Market
21. (6) Suppose you are the treasurer of a firm importing calculators from Japan.  You have a ¥62,500,000 payable due in 90 days.  The current spot rate is 0.005$/¥, but you expect the yen to appreciate against the dollar over the next 90 days and you buy a call option on the yen.  The strike price is $0.0055.  

b) (3) If the spot rate in 90 days is .0052, do you exercise the option or let it expire?  
c) (3) If the spot rate in 90 days is .0057, do you exercise the option or let it expire? 
Exchange Rates, Prices, and Interest Rates
22. (6) In 1960, a U.S. dollar sold for 6.2 Swedish Kronas.  If absolute PPP held in 1960 and 1987, what would the PPP value of the exchange rate be in 1987 if Swedish prices rose 12 times and U.S. prices rose 4 times between 1960 and 1987?

23.  (10) Suppose the US dollar price of a Big Mac is $3.57. The price in China is 12.5 yuan. 
(a) (5) What’s the exchange rate (yuan per dollar) if absolute PPP holds.

(b) (5) Suppose the current exchange rate is 6.83 yuan per dollar. Calculate the real exchange rate of dollar against yuan. Is yuan over- or undervalued against dollar?
24. (8) Suppose we observe the following 1-year interest rates:



i$ = 15%



iSF = 12%

The exchange rate is quoted as the dollar price of Swiss francs ($/SF) and is currently E = 0.40.

(a) (4) Given the information above, use the approximated interest parity relationship to calculate the 12-month forward rate?

(b) (4) Suppose the actual 12-month forward rate is not what you found from (a), but instead is $0.42.  What would profit-seeking arbitrageurs do?
25. (10) Answer the following questions.
a) (5) Write and explain the Fisher Equation. 

b) (5) Suppose the actual rate of inflation turned out to be greater than the expected inflation. State whether the following quote is true or false, and then explain your answer. 
“Lenders benefited from unexpected inflation but borrowers were hurt by it.”
26.  (10) Read Paul Krugman’s article on NY Times about a tax on international financial transactions (a.k.a. Tobin Tax) and NYU Finance Professor Aswath Damodaran’s response to it on his blog. (Links are given below.)
Describe the tax policy that is being discussed. Discuss the benefits and shortcomings of such a financial transactions tax.
http://www.nytimes.com/2009/11/27/opinion/27krugman.html?ref=opinion
http://aswathdamodaran.blogspot.com/2009/11/tax-on-financial-transactions-good-or.html



