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1. Suppose that the spot price of a certain good is $400, the 1-year forward
price of that good is $425, and the 1-year interest rate is 5% pa. Is there

an arbitrage opportunity? If so, describe the arbitrage opportunity in

detaal.
There is an arbitrage opportunity@ Yes Q No
If Yes: At time O, do the following:

At time 1, do the following:

Risk Free Profit: | $




2. Suppose that the spot price of a certain good is $600, the 1-year forward
price of that good is $623, and the 1-year interest rate is 5% pa. Is there

an arbitrage opportunity? If so, describe the arbitrage opportunity in

detaal.
There is an arbitrage opportunity@ Yes Q No
If Yes: At time O, do the following:

At time 1, do the following:

Risk Free Profit: | $




3. An investor enters into a short forward contract to sell 100,000 GBP
for USD at an exchange rate of 1.35 USD per GBP. How much does

the investor gain or lose 1f the exchange rate at the end of the contract

is (a) 1.3%4 and (b) 1.377

Q Gain Q Loss

(b) Q Gain Q Loss

Amount: | $§




4. An investor possesses a long forward contract on a stock with 1-year

forward price $100 and a long European put option on the same stock

with maturity 1 year and strike price $100. For which stock prices in

one year will the investor make a profit?

(a) First Scenario: S; = 120

Will put be exercised? Q Yes

Buy stock for | ¢ using

Sell stock for

Profit:

o

$

(b) Second Scenario: S; = 70

Will put be exercised? Q Yes

Buy stock for | ¢ using
Sell stock for | $ using
Profit: $

(c) Profit will be made if S1




5. The current price of a stock is $170, and 1-year European call options
with a strike price of $180 currently sell for $17. An investor who feels
that the price of the stock will increase is trying to decide between buying

100 shares and buying 1,000 call options.

(a) Show that both strategies involve the same initial investment.
(b) Depending on the stock price at expiration, ignoring the time value

of money, find which one of the two strategies is more profitable.

(a) Initial investment of buying 100 shares:

Initial investment of buying 1000 calls:

Are they the same? Q Yes Q No



(b) First Scenario: S; = 220

Value of holding with shares strategy:

Value of holding with options strategy:

Will calls be exercised? Q Yes Q No

Second Scenario: §; = 160

Value of holding with shares strategy:

Value of holding with options strategy:

Will calls be exercised? Q Yes Q No

Options strategy is better if S
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