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 Exam information:  
 
 There are 9 pages to this exam. 
 There will be 48 hours to complete this exam. We anticipate that this exam 

should take students approximately 2 hours to complete. 
 This exam consists of four questions in total.  
 Answer two questions only. 
 All questions are worth equal marks. 
 The word limit for each question is 1000 words  
 You should allow a minimum of 30 minutes to upload/submit your work. 
 
 
The deadline date for this assessment is 09:00:00 on Wednesday 24th August 2022 
(UK time). 

An electronic copy of your completed answers must be submitted to the exam submission 
area within the module resource on the Blackboard MINERVA website no later than the date 
and time stated above.  

Faxed, emailed or hard copies of your exam answers will not be accepted. 

Late submissions will not be accepted.  

Failure to meet this deadline will result in you being marked as absent from this 
assessment. 
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Producing your assessment 
We would prefer your examination answers to be typed up and submitted using Microsoft Word. 

If in any answer, it is not possible to complete it electronically (eg calculations, graphs, formulae) these 
can be handwritten. Please take a photograph of your workings and save the image. The image should 
then be inserted into your examination paper at the correct point within your answer. It is your 
responsibility to ensure that any image that is inserted is readable. High quality images can impact the 
size of the file and causes issues with uploading. 

Further information on how to insert images can be found on this page  

Submission 
Please ensure that you leave sufficient time to complete the online submission process, as upload times 
can vary. Accessing the submission link before the deadline does NOT constitute completion of 
submission.  You MUST click the ‘CONFIRM’ button before the date and time stated above for your 
answers to be classed as submitted on time. 

It is important that any file submitted follows the conventions stated below:  

File name 
The name of the file that you upload must be your student ID only. 

Submission title 
During the submission process the system will ask you to enter the title of your submission. This should 
also be your student ID only. 

Front cover 
The first page of your submission should always be the Online Exam Coversheet, which is provided in the 
same Minerva area as this exam paper. 

Student name 
You should NOT include your name anywhere on your submission. 

Word limit 
You are required to adhere to the word limit specified and state an accurate word count on the cover page 
of your assignment.  Your declared word count must be accurate, and should not mislead. Making a 
fraudulent statement concerning the work submitted for assessment could be considered academic 
malpractice and investigated as such.  If the amount of work submitted is higher than that specified by the 
word limit or that declared on your word count, this may be reflected in the mark awarded and noted 
through individual feedback given to you 

Questions during your exam 
If you have a question about this examination paper during the exam, please direct all queries to the 
assessment team on LUBSassessment@leeds.ac.uk between the hours of 9am – 5pm (UK Time), 
Monday to Friday.  All questions should go through this route.  Do not contact your module leader 
directly. 
 
 
 

https://support.office.com/en-gb/article/insert-pictures-3c51edf4-22e1-460a-b372-9329a8724344
mailto:LUBSassessment@leeds.ac.uk
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Answer two questions only. 
The word limit for each question is 1000 words 

 
Question 1 

 
(A) 
Assume that you are a currency trader with $10m at your disposal and you have received the 
following exchange rate quotations: 
 

Bank A is quoting ¥107-110/$ 
Bank B is quoting CHF1.50-57/$ 
Bank C is quoting ¥75-79/CHF 

 
 
Required: 
 

(i) Give a definition of ‘arbitrage’. 
(5 marks) 

 
(ii) Without doing any calculations, explain why you can profit from the three quotations 

above. 
 (5 marks) 

 
(iii) Calculate the $ profit that can be produced with $10 million through triangular arbitrage. 

You need to show all your workings. Ignore the time value of money. 
(10 marks) 

 
(iv) Now assume that you have ¥1,200m instead of $10m. Calculate the ¥ profit that can now 

be made through triangular arbitrage. You need to show all your workings. Ignore the 
time value of money. 

(10 marks) 
 

(v) In the real world where there are transaction costs, there is always a positive bid-ask 
spread. Without doing any calculations, how the bid- price of Currency X in terms of 
Currency Y is the ask-price of Currency Y in terms of Currency X. 

(5 marks) 
 

(vi) Briefly discuss whether triangular arbitrage should be considered as a mechanism to 
make profits or as a mechanism to restore competitive market equilibrium (or a 
combination or both). 

(10 marks) 
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(B) 
 
Baloon Plc is a UK company that has the following expected transactions: 
 

One month:   Expected receipt of $330,000 
One month:   Expected payment of $250,000 
Three months:  Expected receipt of $410,000 

 
The company’s finance director has collected the following information: 
 

Spot rate:   $1.6840 – 1.6842/£ 
One month forward:  0.0019 – 0.0020 discount 
Three months forward: 0.0036 – 0.0038 discount 

 
 
Money market rates for the company at the present time are: 
 

Borrowing  Deposit 
One year £ interest rate:  2.9%   2.6% 
One year $ interest rate:  3.4%   3.1% 

 
Note: Assume there are 360 days in a year. 

 

Required: 
 

(i) Calculate the expected sterling receipts in one month and in three months if the company 
chooses to hedge its transaction exposure using the forward market. 

(15 marks) 
 

(ii) Calculate the expected sterling receipts in three months if the company chooses to 
hedge its transaction exposure using a money market hedge and comment on your 
findings in (i) and (ii). 

(20 marks) 
 

(iii) Briefly explain how each of the following can be used to forecast future foreign exchange 
rates: 

 
(a) interest rates; 
(b) inflation rates.  

(20 marks) 
 

(Total 100 marks) 
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Question 2 

(A)  

A currency trader sees the following information on his computer screen: 

 

Spot Rate:      NKr6.2280/$ 

3-month forward rate:    NKr6.2640/$ 

US 3-month Treasury Bill rate:   1.4% 

Norwegian 3-month Treasury Bill rate:  1.8% 

The currency trader can borrow up to Nkr6.228m (or the equivalent of $1m). 

Required: 

(i) As implied by market prices, state how the value of the $ is expected to change over the 
next three months. 

(5 marks) 

(ii) Calculate the annualised forward premium/discount at which the NKr is trading against 
the $. 

(5 marks) 

(iii) Explain why theory suggests that Interest Rate Parity (IRP) should hold between 
countries and demonstrate (with calculations) whether or not IRP is currently holding 
between Norway and the US. 

(15 marks) 

(iv) Demonstrate (with calculations) how a covered interest arbitrage profit can be achieved 
in this situation, stating clearly the amount of the profit that can be achieved. 

(15 marks) 

 

(v) Explain precisely how IRP will be restored as a result of such covered interest arbitrage 
activities, stating clearly the impact on interest rates in the two countries and the spot and 
forward exchange rates between the two currencies. 

(10 marks) 
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(B) 

Oakley Inc is a US company that has recently agreed to buy a small marketing business based 
in Belgium for €13.4m, with the purchase price due to be paid in three months’ time, subject to 

the satisfactory outcome of a due diligence exercise by an accounting firm.  

In order to deal with the foreign exchange risk associated with the purchase of the Belgian 
business, the company is considering the following choices: 

1. The use of euro futures contracts that are currently priced at €0.7750/$. The contract size 
is €75,000 (and should be rounded to the nearest whole number of contracts).  

 

2. The purchase of an over-the-counter option contract at an exercise price of €0.8000/$ 
with a premium cost of $2.4 per €100. 

 
The current spot rate is €0.7812/$. 

Note: Assume there are 360 days in a year. 

Required: 

Assuming that in three months’ time the spot rate is €0.7998/$ and the futures price is 

€0.7860/$: 

(i) Calculate the cost of the Belgian purchase if the company uses the futures contract.  
(20 marks) 

(ii) Calculate the cost of the Belgian purchase if the company uses the option contract. 

(20 marks) 

(iii) Comment on the appropriateness of the futures contract and the option contract as 
hedging instruments for Oakley Inc in this particular situation.  

(10 marks) 

 

       (Total 100 marks) 
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Question 3 
 
Goro Inc (Goro), a US firm, has an outstanding contractual obligation with its French supplier for 
a total amount of €6 million to be paid in nine months.  The firm is thinking of hedging its 
position by buying option contracts (contract size is €250,000) at a strike price of €0.769/$ in 
order to protect against the risk of the rising euro.  The option premium is 1.7 dollar cents per 
euro.   
Alternatively, Goro can sign nine-months futures contracts (contract size €0.6 million) at a 

futures price of €0.762/$.  The current sport rate is € 0.769/$.  The financial director has been 

advised by one forex expert that the most likely value for the euro in 270 days is € 0.771/$, but 

she also believes that the euro could go as high as €0.754 or as low as €0.775 against the $.   

Note: Assume there are 360 days in a year. 

Required: 

(i) Indicate which type of option contract Goro should buy.  Prepare a profit/loss diagram on 
the option position and the futures position within the range of expected future spot 
prices.  

(30 marks) 

(ii) Calculate what Goro would gain or lose on the option and futures position if the euro 
settled at its most likely value. What is Goro’s break-even future spot price on the option 
contract? 

(30 marks) 

(iii) Prepare a diagram of the corresponding profit and loss and break-even positions on the 
futures and option contracts for the sellers of these contracts. 

(15 marks) 

(iv) Briefly discuss the advantages and disadvantages of using currency futures versus 
currency options to hedge exchange rate risk. 

(25 marks) 

 

(Total 100 marks) 
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Question 4 

The finance director of Flatpack plc, a rapidly expanding company based in the UK, is 
considering how to hedge sales revenues of €45m, which are due to be received in 270 days. 

The company has been quoted the following exchange and interest rates by one of its banks: 

Spot rate (€/£) 1.2655 – 1.2682 

270 day forward rate (€/£) 1.2821 – 1.2843 

Euro interest rate  2.0 % per annum 

Sterling interest rate  1.25 % per annum 

A foreign currency dealer at the bank has also privately provided the finance director with her 
own estimate of the €/£ spot rate in 270 days.  Her estimate is 1.2725 – 1.2732. 

Note: Assume there are 360 days in a year. 

Required: 

(i) Calculate the hedged value of the company’s euro receivables if Flatpack plc decides to:  
 (a)  use a forward market hedge to manage its foreign currency exposure; 
 (b)  use a money market hedge to manage its foreign currency exposure. 

(30 marks) 

(ii) Explain to the finance director which hedging strategy is preferable for the company, and, 
holding all other information unchanged, calculate the forward exchange rate for €/£ 
under which the forward market hedge would yield an identical sterling value to the 
money market hedge for the company’s euro receivables. 

(15 marks) 

(iii) Given the estimated €/£ spot rate provided by the foreign currency dealer, discuss, with 

reasons, whether or not the company should hedge the receipt of its euro receivables in 
this situation.  

(15 marks) 

(iv) Distinguish between transaction risk, translation risk and economic risk and identify and 
discuss the various operational techniques available to managers that may be of 
assistance to them in managing exposure to transaction risk. 

(40 marks) 

 (Total 100 marks) 

 

 End of Questions 
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Purchasing Power Parity    E(e) = $ - £  

International Fisher Effect    E(e) = i$ - i£ 

Interest Rate Parity     (F-S)/S = ( i$ - i£) / (1 + i£) 

Exposure Coefficient     = Cov(P,S) / Var(S) 

Unhedged Variance     Var(P) = 2Var(S) + Var(e) 

 


