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Circle the One Best Answer to the following: (2 Marks each)

1. A three-month index futures contract is trading at its full-carry price, that is, !)95.

Assuming the arurualized risk-free rate and dividend yield to be 5o/o and 3Yo

respectively (with continuous compounding), the current level of the index is
about:

a.986 b.990 c. tr000 d.975
i

2. Futures contracts:
a. Guarantee delivery of a specific commodity atany point in time up to the

last trading day.
b. Do not guarantee delivery if the seller is a speculator and not a supplier.
c. Gualantee delivery of a specified quantity of a specific commodity.
d. Are mostly sold by hedgers to speculators as tire delivery date approaches.

3. I disagree with the following:
a. In futures trading, both volume and open interest go up and dorvn together
b. In a futures contract, both the buyer and the seller are obligated to

perform.
c. As the delivery date on a contract approaches, its firtures price tends kr

oonverge to the spot price.
d. As a user of a commoclity, if you expect the spot price on the Celivery date

of a contract to be higher than its futures priie obsen e d toda,v, then vott

would buy the contract.
f.
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4. \liith rtspect to stock index iutures. the foil.rivilg is i.;iie) "rlr-ie:

a. There is no ph-vsical delivery of the underi-ving asset'

tr. Inr,estors wfth diversified stock portfblios may use such contracts to oilset

probable losses on their portfolios.
c. Futures traders have quick access to their gains'

d. Ail of the above.

I agree with the following statement:

uIIr, futor"s trading, the buyer pays the selier a margin amount. With options,

the buyer paYs the seller a Premium.
b. You ut" tt ortty expecting an inward remittance of f i00,000 on exports' If

you expect ihr R rp"r to rise vis-i-vis the f, by the time payment is due,

itt", you may consider initiating a short hedge on f futures contracts'

c. An inverted market is a special case of conkngo'
d. When warrants are exercised, there is no infusion of capitai into the company-

6. I disagree with the following:
,..

a. As a mutual fund manager having a floating-rate investment, I would buy an

interest rate floor in anticipation of a decline in the benchmark rate'

b. Program Trading refers to Index Arbitrage and Portfolio Insurance'

c. In a-Range For,*rard Contract acquired by an importer for purchasing, say, US

Dollars, with rhe range being Rs. 65 - 66,the selling bank or dealerholds,

in effect, a put cption on the cwrency with the strike price equal to Rs' 66'

d. All of the above

7. With reference to swaps, the following is incorrect:

a. In interest rate swaps, the principal amounts are not exchanged

b. Swaps are based on the theory of comparative advantage'

c. In a currency swap, the principal amounts are re-exchanged at maturity'

d. None of the above.

8. A company caps three-month LIBOR at l}Yop.a. The principal amount is $20 million.
'On the reset date, it is determined that the company will be paid $ 50,000 at the end of

the ensuring quarter. Therefore, what is the three-month LIBOR p.a on the reset date?

a.lloh
b. 12%
c. ljYo
d. t4%
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$ 9. l'he ibllou'ing statement(s) is iare) ccffect:

a. As m.v ciient has bought a fbrrvard contract on the Japanese yen fbr an olir\!.airl
remittance, price insurance has been secureri witiroui any probable sacrifice
involved.

b. Exchange risk can be hedged through Futures, but not options.
c. If your ciient was long in the spot market, then you advise a short hedge in the

futures market.
d.aandconly.

10. I disagree with the following:

a. The key to effective hedging is that the basis tends to be more stable and
predictable, than the actual cash and future price levels.

b. The daily payment arising from the procers of marking-to-market is known as
Maintenance Margin.

c. Premium is payable in interest-rate options.
d. Strictly speaking, a CDS is an option.

Fill in the blanks: (1 mark each)

1 Given an observed option price, the estimate of volatiiity that equates the Black-
Scholes option model value to the obserred market prici is calledI

I

I

a
L

1J

As an issuer of a floating-rate bond, you may advise your companyto- (buy/seli) an interest-rate cap to hedge against the risk facei.

with an interest-iate 

- 
structured by a borrou,er. the borrorver is

giving up any benefit ilrt*"rld acc-e if the benchmark rate fbll belor,,,a certain

i

A company has announced a 1-for-2 rights issue. The market price of its stock is
Rs. 100 and the subscription price has been fixed at Rs. 80. Therefore, the value
of a right will be Rs._. {value of a right: (Market price of stock less
Subscription Price)atr+l, where N equals the number of rights required per one
new share)

4' A convertible of Rs. 100 par will get converted into four equity shares. If the
share is trading at Rs. 30, and the security is trading at a conversion premium of
5%o,the price of the convertible will be Rs.

\

5
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5. The lr:iier in a futures contract u,ill gain t,-v malk-to-mark*l mal'silt if ilte I'aiue ci'

the contract

7 You have been asked to suggest a suitable hedge involving options, for your

frrm,s variable-rate borrowing; your firm seeks to economize on the premium and

is, therefore, prepared for only partial upside protection. Under the circumstances,

you would recommend an interest-rute 

-

6 yield is a measure of the degree of backwardation.

g. If two warrants are needed to acquire one share at a subscription price of Rs.14,

then the market price of a warrant trading at a premium of 25% is Rs

when the stock trades at Rs.30. Forrnula Value of a warrant : {Market Price of
stock iess Subscription Price)* Number of shares obtainable per warrant'

10. Weather derivatives are useful to hedge against risk'

Solve the following (SHOW YOUR WORI(NG):

l)Suppose that f,1: $1.28 and that the interest rates in U.K and USA are 7 oh and

4 i, per annum, respectively. What is the one-month forward rate as per the

Interest Rate Parity Theorem? (3 marks)

2) Pursuant to the advice given by the London branch of your bank, a UK-based

businessman who e*peitr receipts in US$ bought a call on the f,, traded at the

Chicago Mercantile Exchange. The strike is $1.30/f,, prernium is 1 cent per f-

and each contract'is for f,62,r500. Compute the total payoffs at the following

altemative prices at expiration. $1.35, $1.'!0, $1.45 and $1.50. (4 marks)

3) Giveri the following information on two companies, which are planning to ratse

flurds. work out u t*up to the advantage of bo1h, showing the payments from
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{lne io the other. I-he srrap ber:eJ'lts r,'.ill b* si:areij eqr-railv b1.,the rrrrr
companies" Compan,v A desii:es litra.ting.-rat* 511111r.";,,ir1g and C'o11pa11' t-t r)r'r31:i1;g

fixed-rate bonor.vi;rg. (5 marlls)

Company A Companv B
Cost of fi.xed-
rate funds

5.24% 630%

Cost of floating-
rate funds

3m LIBOR + 0.30
%

3m LIBOR + 0.50Ya

4. A biscuits company wants to buy 100,000 kiir:s of sugar in early March, to cover its
production needs till the year-end. The current price is Rs. 34 per kilo, but the
company fears a price rise in the months ahead. Assuming that the contract size for
s',rgar futures is 10,000 kilos:

a. Recommend the suitable hedge to the compalty. (1 mark)

tr. Assume that your hedge involved futures with a March-end delivery, which was
trading at Rs. 34.50 per kilo when the hedge was initiated. In early March, your
client offsets the hedge and also buys its requirement in the cash market, at which
point the spot and futures prices are Rs. 34.25 and Rs. 34.60 respectively. What is the
effective cost of flour to the company? (2 marks)
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