Midterm Exam for Finance 534

Dermot Hayes

This is a closed book exam. 

Please take 90 Minutes to answer five of these questions

Question 1

(a) Draw a position diagram for an individual who has purchased a long futures position at $100 and who has written a call with a strike price of $150 and purchased a put with a strike price of $150. Show the net position

Question 2

(a) Show on one position diagram for an at-the-money put option, an out-of-the money put option and an in-the-money put option.

(b) Show the relationship between the value of a call and the underlying asset price. 
(c) Explain in words why the premium in excess of the intrinsic value is relatively low for a deep in the money option. 
Question 3 

(a) Describe the steps you would need to go through to hedge some high value grain. Explain how you would find the best futures market to use and how you would calculate the optimal hedge. 

(b) Use a numerical example to explain the concept of basis risk. (This is the risk that remains after a hedge has been placed and it exists in part because prices at different spatial points are not perfectly correlated)

Question 4   

Assume that a stock index is constructed by taking the simple average of two stocks, and that the two stock prices are distributed normally with the same mean and standard deviation, and that they are positively but not perfectly correlated. 

(a) Show how you would find the fair value of an option on each stock and on an option on the index.

(b) Which would cost more, an option on one stock, or an option on the index?

(c) How would you answer to (b) change is the stock prices were (1) perfectly correlated or (2) uncorrelated.

Question 5 
Describe the circumstances that might cause the current cash price to be (a) greater than, (b) equal to and (c) less than the current futures price. Ignore spatial price differences.

