Final Exam for Finance 534, fall 2006

Please answer four of the following five questions

Question 1 (from text)

Explain each of the following concepts as they relate to call options

a. Delta  b. Gamma  c. Rho  d. Vega  e. Theta  f. Elasticity  

Question 2 

Show how the delta, gamma and elasticity of calls change as they move from deep in the money to deep out of the money.

Question 3

Please answer part a or part b
Part a. Use a table or a position diagram to derive the put call parity relationship for options on stocks. Begin with two portfolios. The first portfolio has one share of stock and a put. The second portfolio has a call with the same exercise price as the put, and a bond that will mature with a face value of the exercise price

Part b. Use a table or a position diagram to derive the put call parity relationship for options on futures. Begin with two portfolios. The first portfolio has one futures contract and a put. The second portfolio has a call with the same exercise price as the put, and a bond that will mature with a face value of the current difference between the exercise price and the futures price.

Question 4 

a. Do Iowa corn farmers reduce their risk when the contract to sell futures corn crops on the forward or futures markets? Explain your answer.
b. If you answered no in part a, describe the key features of a revenue insurance product that would allow them to forward contract without increasing their risk.

c. The July 07 corn future contract is currently trading at a $0.35 per bushel premium to the December 07 corn futures contract. Do you think it is a good idea for farmers who plan to harvest crops in October 07 to sell a portion of their expected production on the July 07 contract?

Question 5

Explain how you would use the financial engineering tools you learned in class to develop a spreadsheet that allows you to evaluate the risk, and the possible risk reducing activities of a plant involved in ethanol production.

To make this more realistic assume that the plant produces three gallons of ethanol for each bushel that is processed. Assume also that the only energy market with enough liquidity for hedging purposes is the crude oil futures, and that all price distributions are log normal. For this example please ignore the value of the by product (DDG) and the costs of operating the plant. 

