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Part A
Question 1: The spot price of an investment asset that provides no income is $30 and the risk-free rate for all
maturities (with continuous compounding) is 10%. What is the three-year forward price?
A) $40.50
B) $22.22
C) $33.00

D) $33.16

Question 2: Which of the following describes a call option?
A) The right to buy an asset for a certain price

B) The obligation to buy an asset for a certain price

C) The right to sell an asset for a certain price

D) The obligation to sell an asset for a certain price

Question 3: A limit order:

A) Is an order to trade up to a certain number of futures contracts at a certain price

B) Is an order that can be executed at a specified price or one more favorable to the investor
C) Is an order that must be executed within a specified period of time

D) None of the above

Question 4: Which of the following is true about a long forward contract?

A) The contract becomes more valuable as the price of the asset declines

B) The contract becomes more valuable as the price of the asset rises

C) The contract is worth zero if the price of the asset declines after the contract has been entered into

D) The contract is worth zero if the price of the asset rises after the contract has been entered into

Question 5: A company can invest funds for five years at LIBOR plus 50 basis points. The five-year swap rate
is 4%. What fixed rate of interest can the company earn by using the swap?

A) 3.5%

B) 4%

C) 4.5%

D) 5%



Part B
Question 1 (total of 10 marks): A stock is expected to pay a 6-month dividend of $0.25 per share for the
foreseeable future. The current stock price is $1.70 and the continuously compounded risk free rate is 6% p.a.
for all maturities. An investor has just taken a short position in an 8-month futures contract on the stock. The
last dividend payment was exactly 5 months ago. Therefore the next dividend of $0.25 is in 1 month.

Question l1a (4 marks): Compute the futures price.

Question 1b (2 marks): Compute the initial value of the futures contract.

Question 1c (4 marks): Six months later the price of the stock has risen to $1.94 and the risk-free rate is
unchanged.
Compute the new value of the short position in the futures contract. Note that the new value of the contract

should be found, not the new futures price.



Question 2 (10 marks): The below table summarises the borrowing costs confronting two companies:

Borrowing Costs

Fixed Rate Floating Rate
Firm A 5.00% 6-month LIBOR + 0.9%
Firm B 5.80%  6-month LIBOR +1.2%

Suppose Firm A wants to borrow at a floating rate and Firm B wishes to borrow fixed.
Design an intermediated swap that provides a bank with a spread of 20 basis points p.a., and divides the
remaining swap benefits equally between the two companies.

Use a clearly labelled diagram to summarise the terms of the arrangement.



Question 3 (total of 10 marks): Consider a 1 year at-the-money European call option on a non-dividend
paying stock currently price at $100. The risk free rate is 10% pa continuously compounded and the standard
deviation of the stock’s continuously compounded returns is 22% pa.

Question 3a (3 marks): Calculate d;.

Question 3b (1 mark): Calculate d,.

Question 3c (2 mark): Calculate N(d,) using the tables in the back of this exam paper.

Question 3d (2 mark): Calculate N(d,) using the tables in the back of this exam paper.

Question 3e (2 marks): Calculate the call option price.



Question 4 (total of 10 marks): Suppose a stock currently trades at $32. A 6-month European call option with
a strike price of $30 has a premium of $4.29, and a 6-month European put with the same strike price has a
premium of $2.64. Assume a 4% continuously compounded risk-free rate.

Question 4a (4 marks): What is the present value of expected dividends payable over the next 6 months, as

implied by these premiums?

Question 4b (6 marks): Explain how you could exploit the situation if the company had no actual plans to pay
a dividend. You must state the profit from your strategy as a present value. This problem is best presented by

drawing an arbitrage table.
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