Midterm IFM Spring 2007

1. Suppose in New York the euro and British pound trade at the following exchange rates: 0.924 $/ (, and $/ £  = 1.497.  In London, the euro equivalent rate of the pound is 1.650 (/£.  Is there an arbitrage opportunity?  Why or why not? Calculate the profit to be made on $1,000,000.  (Show your work to four decimal points).

2. Suppose we observe the following information for France, Canada and the United States.

	
	S(2000)
	S(2001)
	CPI (2000)
	CPI (2001)
	2000 U.S Exports
	2000 U.S. Imports

	France
	$0.198/ff
	$0.179/ff
	100
	114.3
	8,652
	11,634

	Canada
	$0.867/$c
	$0.741/$c
	100
	117.4
	75,243
	80,621

	U.S.
	
	
	100
	121.0
	
	


Calculate the 2000 and 2001 bilateral weighted effective exchange value of the US dollar using 2000 as the base year.  Does your answer indicate an appreciation or depreciation of the US dollar from 2000 to 2001?  What were the rates of change?  Next, construct a real effective exchange value.  Does your answer indicate and appreciation or depreciation of the US dollar from 2000 to 2001?  What were the rates of change?

3. In January 1999, the spot exchange rate for the euro was 0.90 E/$.  In July 2000, the rate was 1.08 E/$.  In January 1999, the euro-wide CPI was 105.3 and the US CPI was 108.0.  In July 2000, the euro-wide CPI was 108.8 and the US CPI was 113.3.  

a. Based on this information, in nominal terms did the euro appreciate or depreciate against the dollar?  What was the rate of appreciation or depreciation?

b. Using the information in Question 3, calculate the January 1999 real exchange rate for the euro.  Calculate the July 2000 real exchange rate for the euro.

c. Based on your answer, in real terms did the euro appreciate or depreciate?  What was the rate of appreciation or depreciation? 

d. Based on the information in Question 3, and according to absolute purchasing power parity (PPP), was the euro overvalued or undervalued relative to the dollar in July 2000?  By what percent?

e. Based on the information in Question 3, and according to the relative PPP, what is the predicted value for the euro for July 2000?

f. Accordingly, was the euro over- or undervalued relative to the dollar in July 2000?  By what percent?

4. Suppose the spot exchange rate between the U.S. dollar and the British pound is 1.664 $/£, the interest rate on a three-month U.S. financial instrument is 5.5 percent, and the interest rate on a similar U.K. financial instrument is 6.5 percent.

a. Rewrite the uncovered interest parity equation to show how is a guide for future spot rate.

b. Based on the given information, calculate the implied expectation of the spot rate between the U.S. dollar and the British pound.

c. Suppose the spot exchange rate between the dollar and the euro is 0.95.  The dollar can be borrowed for one year at 7 percent and the euro can be lent for one year at 5 percent.  What should be the forward premium or discount?  What should be the one-year rate?

d. Assume, however, that the maturity period is six months as opposed to one year.  What should be the forward premium or discount?  What should the forward rate be now?

5. A new project is projected to yield $2.5 million annually in after-tax profit, based on a local corporate profit tax rate of 40%. However, this profit figure depends on the use of a transfer price of $30 per unit on a component bought from the parent. If the project requires 100,000 units of this component annually, the effect on project profitability and on parent profitability of a boost in the transfer price to $35 will be ____________ and __________ respectively. The parent's marginal tax rate is 34% and the incremental tax on subsidiary remittances to the parent is -3% (add to NIA). 

Parent

	Parent

	Transfer Price:
	$30 
	$35 

	Remittance from Abroad:
	 $ 2,500,000 
	 $ 

	Incremental Tax (-3%):
	 $      75,000
	 $ 

	Net Income From Abroad
	 $ 
	 $ 

	
	
	

	Revenue from product:
	 $ 3,000,000 
	 $

	Taxes (34%):
	 $(1,020,000)
	 $

	Net Income From Product:
	 $ 1,980,000 
	 $ 

	
	
	

	Total Net Income:
	 $ 4,555,000 
	 $ 


6. In 1990, a Japanese investor paid $100 million for an office building in downtown Los Angeles. At the time, the exchange rate was ¥145/$1. When the investor went to sell the building five years later, in early 1995, the exchange rate was ¥85/$1 and the building's value had collapsed to $50 million.

a.
What exchange risk did the Japanese investor face at the time of his purchase?


b.
How could the investor have hedged his risk?

c. Suppose the investor financed the building with a 10% down payment in yen and a 90% dollar loan accumulating interest at the rate of 8% per annum. Since this is a zero-coupon loan, the interest on it (along with the principal) is not due and payable until the building is sold. How much has the investor lost in yen terms? In dollar terms?

d. Suppose the investor financed the building with a 10% down payment in yen and a 90% yen loan accumulating interest at the rate of 3% per annum. Since this is a zero-coupon loan, the interest on it (along with the principal) is not due and payable until the building is sold. How much has the investor lost in yen terms? In dollar terms? 

7. In 1990, Matsushita bought MCA Inc. for $6.1 billion. At the time of the purchase, the exchange rate was about ¥145/$. By the time that Matsushita sold an 80% stake in MCA to Seagram for $5.7 billion in 1995, the yen had appreciated to a rate of about ¥97/$. 

a. Ignoring the time value of money, what was Matsushita's dollar gain or loss on its investment in MCA?
b. What was Matsushita's yen gain or loss on the sale?

c. What did Matsushita's yen gain or loss translate into in terms of dollars? What accounts for the difference between this figure and your answer to part a? 

8. Suppose Minnesota Machines (MM) is trying to price an export order from Russia. Payment is due nine months after shipping. Given the risks involved, MM would like to factor its receivable without recourse. The factor will charge a monthly discount of 2% plus a fee equal to 1.5% of the face value of the receivable for the non-recourse financing. 

a.
If Minnesota Machines desires revenue of $2.5 million from the sale, after paying all factoring charges, what is the minimum acceptable price it should charge?

b.
Alternatively, CountyBank has offered to discount the receivable, but with recourse, at an annual rate of 14% plus a 1% fee. What price will net MM the $2.5 million it desires to clear from the sale?

c.
Based on your answers to parts a and b, should Minnesota Machines discount or factor its Russian receivables? MM is competing against Nippon Machines for the order, so the higher MM's price, the lower the probability that its bid will be accepted. What other considerations should influence MM's decision?

Note: MM may be able to take advantage of a government export-financing agency to provide it with lower cost funds. Alternatively, MM may be able to receive low-cost government export insurance, thereby eliminating credit risk at a relatively low price. However, I would prefer it if you ignored this option in considering your answers to this question.

