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In-Class Exercise

Chapter 10

1. If you think that interest rates are likely to rise substantially over the next several years you might (sell/buy) a T-bond futures contract to take advantage of your expectations. 
2. You have taken an option position and if prices drop you could lose a fixed small amount of money, but if prices rise your gain rises with it, you have (bought/written) a (call/put) option. 
3. You have taken an option position and if prices drop you could go bankrupt, but if prices rise you might get a small gain. You have (bought/written) a (call/put) option. 
4. A bank with long term fixed rate assets funded with short-term rate sensitive liabilities could hedge this risk by entering into a swap agreement to buy an interest rate swap, that is to (pay/receive) a fixed rate and (pay/receive) a variable rate. 
5. (textbook p.318, question 15) Long a call option on IBM stock: exercise price, $136; current stock price, $140; option premium, $5. 

(a) What is the net profit when stock price at expiration is $150? ($9)

(b) What is the net profit when stock price decreases to $130? ($-5)

6. (textbook p.318, question 15) Long a put option on Pfizer stock: exercise price, $38; current stock price, $40; option premium, $0.5. 

(a) What is the net profit if stock price does not change? ($-0.5)

(b) What is the net profit if stock price falls to $34? ($3.5)

Chapter 8

1. If a foreign currency appreciates, that country’s goods and services become relatively (more expensive/cheaper) for U.S. buyers.
2. If the dollar is initially worth 120 yen and then the exchange rate changes so that the dollar is now worth 115 yen, the value of the yen has (depreciated/appreciated).
3. If the euro per yen ratio falls the value of the yen has (risen/decreased).

4. If the U.S. has inflation of 3% and Europe has inflation of 5%, the value of the Euro should (increase/decrease), ceteris paribus.
5. A U.S. firm agrees to import textiles from Hong Kong and pay in 90 days.  The invoice requires payment in Hong Kong dollars.  The U.S. importer could hedge this currency risk by (buying/selling) the HK dollar forward.
6. A U.S. bank borrowed dollars, converted them to euros and invested in euro denominated CDs to take advantage of interest rate differentials.  To cover the currency risk the investor should (sell/buy) euros forward.
7. A U.S. bank converted $1 million to Swiss francs to make a Swiss franc loan to a valued corporate customer when the exchange rate was 1.5 francs per dollar.  The borrower agreed to repay the principle plus 5% interest in 1 year.  The borrower repaid Swiss francs at loan maturity and when the loan was repaid the exchange rate was 1.4 francs per dollar.  What was the bank's dollar rate of return? 
{[($1 mill*((SFr 1.5/$)*1.05) / SFr 1.4/$] / $1 mill} – 1=
12.50%
Definitions and Concepts

Forwards and Futures

1.
Which of the following is TRUE? 

A)
Forward contracts have no default risk 

B)
A clearinghouse backs the buyer’s and seller’s position in a future contract.

C)
Futures contracts are only traded over the counter.  

D)
Forward contract buyers and sellers do not know who the counter party is. 
Options

2.
A contract that gives the holder the right to sell a security at a preset price only on the contract expiration date is a(n). 

A)
American call option 

B)
European call option 

C)
American put option 

D)
European put option 
3.
Writing a put option results in a potentially ________ gain and a potentially _________ loss. 

A)
limited; unlimited

B)
limited; limited 

C)
unlimited; unlimited


D)
unlimited; limited 

E)
none of above 
Swap

4.
By convention, a swap buyer on an interest rate swap agrees to 

A)
Periodically pay a fixed rate of interest and receive a floating rate of interest 

B)
Periodically pay a floating rate of interest and receive a fixed rate of interest 

C)
Swap both principle and interest at contract maturity 

D)
Back both sides of the swap agreement 

E)
Act as the dealer in the swap agreement 
