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Available time: 45 minutes 
 
 
For your attention: 

 
 
1.     Please do not directly write your answers into this problem set. Use the set of 

solution pages.  
 
2. Please do not use a pencil. 
 
3. Additional materials you may use for the exam: a non-programmable calculator. 

 
4. ATTENTION: The names for variables have the same meaning as in the 

lecture. Insofar as you also use the same symbols for the variables as we did in 
the lecture you will not have to define these any further. 
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      Problem 1:   
 
      The following graph shows holdings of investment funds from the Eurozone:  

- the upper parts of the columns show the portfolio percentage invested in 
securities from the funds’ home countries 

- the centre parts (dark parts) indicate the portfolio shares invested in non-euro 
countries (rest of the world)  

- the bottom parts show the percentages of investment in euro countries other 
than the funds’ home countries 
                                                                                                   investments in home country 

 
                                                                                                                                                      investments in other 

                                                                                                                                                 Eurozone countries 
 

a) Traditionally, investment funds have a tendency to invest a lot in their  
     home countries.  
    
    a1 Please name one reason for this so-called home bias and briefly  
         explain it.                                                                    [4 points]                                                                                      
 
      Solution:   
 
      - asymmetric information: (1) 
        funds know more about securities from their home countries than from  
        other countries (3) 
 

- currency risk: (1) 
securities from other countries usually have an exchange rate risk 
while domestic securities do not (3) 
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                      a2 By referring to the graph, please comment on the development of the  
                          home bias.                                                                        [4 points] 
 
                        Solution:  has declined: (2) 
                        percentage of domestic investment (or: upper part of columns) has fallen (2) 

 
 
            b) The lower part of the columns (bottom parts) show the percentages that  
                 Eurozone funds allocate to euro countries other than their home countries.  
                 Please describe one development of those investments and give an  
                 explanation for that development.                                              [4 points] 
 
                  Solution:   
                  -  in tendency, it has increased  (2) 
                     reason: introduction of euro has eliminated currency risk (2)  
 

- however, it suffered from the financial crisis (2) 
reason: crisis showed strong weaknesses of many euro countries (2) 
             or: particularly strong decrease of security values from euro  
                  countries 

 
 
Problem 2:   Basics  of  Financial  Systems  
 
What is meant by “network externalities” of financial systems? You may answer 
this question in a general / abstract way or by an example.                  [10 points]  

 
     Solution:   

 
- a financial system can fulfill its tasks the better, the more participants it has  

                                         (1)                 (1)                        (2) 
 
externality: the decision of an economic unit to join the system (2) 
                   does not only benefit that unit itself; (1) 
                   it also increases the system’s benefits for the existing members (2) 
                   without them having to pay for this increase of benefit (1) 

     
 

- example: bank receives funds from a depositor but does not readily have  
               available a borrower; (2)  
               to make the funds available for a credit by passing them to another  
               bank (or: broker) will be the easier the more banks (brokers) are in  
               the system (2) 
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externality: the decision of an economic unit to join the system (2) 
                   does not only benefit that unit itself; (1) 
                   it also increases the system’s benefits for the existing members (2) 
                   without them having to pay for this increase of benefit (1) 
 
ATTENTION: maximum 10 points ! 
 
 
 
 
 

Problem 3:  Price  Relations  Between  International  Financial  Markets 

Consider a currency trader based in Sweden. The current spot exchange rate of the 
euro in terms of the Swedish kroner is e = 5 [Skr/€]. The risk-free rate in the euro 
area is i€ = 3 percent per year and the SKr risk-free rate is iSkr = 6 percent per year.  

 
a) Calculate the arbitrage-free forward exchange rate between the Swedish kroner  

and the euro (please give three digits):  efair 
F [Skr €]⁄                     [4 points]                   

 
 
Solution:                                      
 
                                     (1)            (1)                              (1) 
  

           efairF �Skr
€
�  =   5 ∙   1    +    0.06

1   +   0.03
     =        5.146 

 
                                                          (1) 
 
 
 
b) Based on the current forward price of eF = 4 [ Skr / € ], we want to examine how 

the trader can earn a risk-free arbitrage profit. 
 
 

b1 The following relation holds if the forward rate is at its arbitrage-free risk value: 
 

          
  1 +  𝑖𝑖𝑆𝑆𝑆𝑆𝑆𝑆    =     1

𝑒𝑒
 ( 1 +   𝑖𝑖€ ) ∙  𝑒𝑒𝑓𝑓𝑓𝑓𝑓𝑓𝑆𝑆𝐹𝐹  

 
       What do you call this relation?                                                     [1 point] 
 
 
     Solution:   Covered interest rate parity 
                          (0.5)                (0.5) 
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 b2  Given the market forward rate of eF = 4 [Skr / € ], please indicate the four  
      transactions needed to make a profit. Please also indicate the four markets  
      where these transactions take place.                                           [8 points] 
 
     Solution: 
 
     - take funds (or: credit) in euro money (or: financial) market 
                 (1)                                  (0.5)       (0.5) 
 
 
     - exchange these funds into Skr on the spot market 
                                            (1)                                      (1) 
 
         
     - invest the Skr funds in the Swedish money (or: financial) market 
              (1)                                            (0.5)              (0.5) 
 
 
     - exchange the Skr back into euros on the forward market 
                                (1)                                                       (1)        
 
 
 
 
 

 
 
      Problem 4:   Financial  Accounts 

We look at the data of the euro area shown in the table on the next page. 
 
 
a) Was the euro area a net debtor or a net creditor at the end of the 1st quarter of 

2019? Please name the corresponding indicator and give the amount.       
                                                                                                 [4 points]  

 
         Solution:  debtor in the amount of 97, indicator: “net financial worth” 

(1)                                (1)                           (2) 
 
 
 

                                                                                                                
 

b)  By what amount did the euro area’s position of a net debtor/net creditor 
change during the 1st quarter of 2019? Please show two ways to calculate this 
change by using the appropriate data from the table.                       [6 points] 

           
         Solution:   
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- 97     –     (-309)    =  212           ( or: - 97  +  309   =  212 ) 
  (1)      (0.5)       (1)            (0.5) 

 
 58     +         154       =  212               
  (1)      (0.5)       (1)            (0.5) 
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