Homework 3
Separating and valuing systemic and non-systemic risk

Generate three standard normal draws with 5000 observations in each. Use the name command to name a cell “L” and put a value of 0.2 in this cell. Use the following equation to impose correlations among three draws. Corr (a,b) = L (a) +(1-L)b/ sqrt((L^2)+(1-L)^2). I have done this for you in the spreadsheet named Homework 3 spreadsheet. 

Now find the fair value of an option that pays out when any individual draw is less than 

-0.7. Finally find the fair value of an option that pays out when the average value of all three columns is less than -0.7. Now change the value of L to 0, 0.4, 0.6, 0.8 and 1 and report how the fair value of this average option changes as the degree of correlation changes. Explain the pattern that you see.
