Exercise: Geographic Arbitrage in the Foreign Exchange Market
(/35 marks)

A trader has an initial capital of XAF 5,000,000. He simultaneously observes the following
exchange rates in three financial markets:

Douala:
EUR/XAF = 655
GBP/XAF = 785

Paris:
EUR/GBP = 0.86

London:
GBP/EUR =1.20

Questions

1. (5 marks)
What is geographic arbitrage in the foreign exchange market? What is the necessary condition
for its existence?

2. (8 marks)

Calculate the implicit EUR/GBP cross exchange rate from the exchange rates observed in
Douala. By comparing it with the exchange rates observed in Paris and London, determine
whether an arbitrage opportunity exists.

3. (12 marks)

If an arbitrage opportunity exists, clearly state the sequence of transactions the trader should
undertake using XAF 5,000,000 in order to exploit it. Calculate the amount obtained at each
stage of the transactions in the different currencies.

4. (10 marks)
Calculate the trader’s total arbitrage gain in XAF. What will happen to this opportunity if many
traders carry out the same arbitrage operation in the market?



