INTERNATIONAL FINANCE
WEEK 16-FINAL EXAMINATION ANSWERS
QUESTION 1 
· At the spot rate
In 3 months’, time under forward exchange contract 

Solution
(i)	 At the spot market

a)	= 2 000 000 = £927.644
	  		       2156
(ii)	 At the forward exchange
		= 2 000 000 = £906.21
	 	       2207
The forward rate is higher than the spot rate and therefore the foreign currency is cheaper in the forward exchange market.

b)	Spot market
			
      (i)	2 000 000	= £923.36
			    2166

3 months forward: 
2 000 000	= £900.1
			     2222

In both cases the quoted foreign currency is worth less against the sterling £ in the forward contract than in the spot. This is because it is quoted forward at a discount.  If the forward exchange rate were lower than the spot rate, then the quoted currency would be more expensive than the spot and will be said to be quoted forward at a premium. 
 The forward rate is not quoted independently but is quoted as adjustments to the spot rate.  If the forward rate of a currency is cheaper than the spot rate, then it’s quoted at a discount to the spot rate and the forward rate would be higher than the spot rate by the amount of the discount (a discount is added to the spot rate to get the forward rate).

If the forward rate of a currency is more expensive than the spot rate, then its quoted as a premium to the spot rate.  The forward rate would be lower than the spot rate by the amount of the premium (a premium is subtracted from the spot rate).

QUESTION 2
Bids are the highest price that the seller is offering for the currency. On the other hand, ask is the lowest price acceptable to the buyer. Together the two prices constitute a quotation and the difference between the price offered by a dealer willing to sell something and the price he is willing to pay to buy it back. The rate at which a bank is ready to buy a currency will be different from the rate at which it is ready to sell that currency. This rate is called the bid and ask rate. The difference in these rates represents the cost the bank incurs on these transactions. The bid ask spread is amount by which the ask price exceeds the bid. It is difference bid and ask price. For example, if the bid price is $20 and the ask price is $21 then the "bid ask spread" is $1. The spread is usually rates as percentage cost of transacting in the forex market, which is computed as follows: 
 Percent spread =(Ask price- Bid price)/Ask price *100 The main advantage of bid and ask methods is that conditions are laid out in advance and transactions can proceed with no further permission or authorization from any participants. When any bid and ask pair are compatible, a transaction occurs, in most cases automatically.
QUESTION 3
Solution
(i) Cost of forward cover

Cost Of the Forward Cover
i Buying dollars 1 month forward.

= (Premium or (discount)) x 12/months forward) x 100 
  			Forward rate

	= 	0.005 x 12 / (1.635 – 0.005) x 100
      
=     	3.68%

(ii) Selling dollars one-month forward

	=	 0.0047	x 12/ (1.685 – 0.0047) x	100
	    			
			= 3.45%

QUESTION 4


i)Purchasing power parity (PPP) is an economic theory and a technique used to determine the relative value of currencies, estimating the amount of adjustment needed on the exchange rate between countries for the exchange to be equivalent to (or on par with) each currency's purchasing power. PPP theory specifies a precise relationship between relative inflation rates of two countries and their exchange rates. PPP theory suggests that the equilibrium exchange rate will adjust the same magnitude as the differential in inflation rates between two countries.

ii) Covered interest rate parity refers to a condition where the relationship between interest rates and the spot and forward currency values of two countries are in equilibrium. As a result, there are no interest rate arbitrage opportunities between those two currencies. When the no-arbitrage condition is satisfied with the use of a forward contract to hedge against exposure to exchange rate risk, interest rate parity is said to be covered. Investors will still be indifferent among the available interest rates in two countries because the forward exchange rate sustains equilibrium such that the dollar return on dollar deposits is equal to the dollar return on foreign deposit, thereby eliminating the potential for covered interest arbitrage profits. Furthermore, covered interest rate parity helps explain the determination of the forward exchange rate.


QUESTION 5

Exports of goods and services affected by Following factors-
· The prevailing rate of domestic currency
· Inflation rate
· Income of foreigners
· World price f the commodity
· Trade barriers.
Imports of Goods and services are affected by the following factors-
· Level of Domestic Income
· International prices
· Inflation rate
· Value of Domestic Currency
· Trade Barriers
