
Problems #1, Math 5737/Econ 5337. Aug 21, 2023. Due Aug 28, 1 pm.

1. Suppose that the spot price of a certain good is $200, the 1-year forward

price of that good is $230, and the 1-year interest rate is 5% pa. Is there

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

detail.

2. Suppose that the spot price of a certain good is $200, the 1-year forward

price of that good is $205, and the 1-year interest rate is 5% pa. Is there

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

detail.

3. An investor enters into a short forward contract to sell 100,000 GBP

for USD at an exchange rate of 1.27 USD per GBP. How much does

the investor gain or lose if the exchange rate at the end of the contract

is (a) 1.25 and (b) 1.28?

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?

5. The current price of a stock is $94, and 3-month European call options

with a strike price of $95 currently sell for $4.70. An investor who

feels that the price of the stock will increase is trying to decide between

buying 100 shares and buying 2,000 call options (=20 contracts). Both

strategies involve an investment of $9,400. What advice would you give?

How high does the stock price have to rise for the option strategy to be

more profitable?


