CHAPTER 6  INTERNATIONAL PARITY RELATIONSHIPS

End-of-Chapter Problems
3.  Currently, the spot exchange rate is $1.50/£ and the three-month forward exchange rate is $1.52/£. The three-month interest rate is 8.0% per annum in the U.S. and 5.8% per annum in the U.K. Assume that you can borrow as much as $1,500,000 or £1,000,000. 
a. Determine whether the interest rate parity is currently holding.

b. If the IRP is not holding, how would you carry out covered interest arbitrage? Show all the steps and determine the arbitrage profit.

c. Explain how the IRP will be restored as a result of covered arbitrage activities.

4.  Suppose that the current spot exchange rate is €0.80/$ and the three-month forward exchange rate is €0.7813/$. The three-month interest rate is 5.6 percent per annum in the United States and 5.40 percent per annum in France. Assume that you can borrow up to $1,000,000 or €800,000. 
a. Show how to realize a certain profit via covered interest arbitrage, assuming that you want to realize profit in terms of U.S. dollars. Also determine the size of your arbitrage profit.

b. Assume that you want to realize profit in terms of euros. Show the covered arbitrage process and determine the arbitrage profit in euros.

6. As of November 1, 1999, the exchange rate between the Brazilian real and U.S. dollar is R$1.95/$. The consensus forecast for the U.S. and Brazil inflation rates for the next 1-year period is 2.6% and 20.0%, respectively. How would you forecast the exchange rate to be at around November 1, 2000?

7. Omni Advisors, an international pension fund manager, uses the concepts of purchasing power parity (PPP) and the International Fisher Effect (IFE) to forecast spot exchange rates. Omni gathers the financial information as follows:
         Base price level                                                      100

         Current U.S. price level                                         105

         Current South African price level                          111

         Base rand spot exchange rate                                 $0.175

         Current rand spot exchange rate                            $0.158    

         Expected annual U.S. inflation                               7%

         Expected annual South African inflation               5%

         Expected U.S. one-year interest rate                      10%

         Expected South African one-year interest rate        8% 

Calculate the following exchange rates (ZAR and USD refer to the South African and U.S. dollar, respectively).

a. The current ZAR spot rate in USD that would have been forecast by PPP.

b. Using the IFE, the expected ZAR spot rate in USD one year from now.

c. Using PPP, the expected ZAR spot rate in USD four years from now.

9. Due to the integrated nature of their capital markets, investors in both the U.S. and U.K. require the same real interest rate, 2.5%, on their lending. There is a consensus in capital markets that the annual inflation rate is likely to be 3.5% in the U.S. and 1.5% in the U.K. for the next three years. The spot exchange rate is currently $1.50/£. 

a. Compute the nominal interest rate per annum in both the U.S. and U.K., assuming that the Fisher effect holds.  

b. What is your expected future spot dollar-pound exchange rate in three years from now?

c. Can you infer the forward dollar-pound exchange rate for one-year maturity?
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