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Question 1  

An investor sells a European call on a share for $4. The stock price is $47 and the strike 
price is $50. Under what circumstances will the option be exercised? Draw a diagram 
showing the variation of the investor’s profit with the stock price at the maturity of the 
option. 

[10 marks] 

Question 2  
 
A Forward Rate Agreement (FRA) entered into some time ago ensures that a company 
will receive 4% (p.a., annually compounded) on $100 million for three months starting in 1 
year.  The forward LIBOR for the period is 5% (p.a., annually compounded) and the 1.25 
year rate is 4.5% (p.a., continuous compounding). What is the value of the FRA? 

[10 marks] 

Question 3  

A company declares a 2-for-1 stock split. Explain how the terms change for a call option 
with a strike price of $60. 

[10 marks]  

Question 4 

Explain two ways in which a bear spread can be created. 

[15 marks] 

Question 5 

Companies A and B have been offered the following rates per annum on a 1-year 
investment of $10 million. 

 Fixed Rate Floating Rate 

Company A 8.0% LIBOR 

Company B 8.8% LIBOR 

Company A requires a fixed-rate investment and company B requires a floating-rate 
investment. Design a swap that will net a bank, acting as an intermediary, 0.2% per 
annum and will appear equally attractive to A and B. Provide a scheme. 

[15 marks] 
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Question 6 

The current price of a stock is $50. The term structure of interest rates (continuously 
compounded) is at 10%. What is the six-month forward price of the stock? Denote this as 
F. The six-month call price at strike F is equal to $8. The six-month put price at strike F is 
equal to $7. Do you think there is an arbitrage opportunity? If so how would you exploit it?  

[20 marks] 

Question 7 

 
A stock price is currently $40. Over each of the next two three-month periods it is 
expected to go up by 10% or down by 10%. The risk-free interest rate is 12% per annum 
with continuous compounding.  
 

a) What is the value of a six-month European put option with a strike price of $42?  

 [10 marks] 

 
b) What is the value of a six-month American put option with a strike price of $42?   

 [10 marks] 
 
 

End of Paper  

 

 

 

 

 

  


