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Introduction To Derivatives and Financial Markets – Assignment 1

Multiple Choice Questions
Q.1]
Answer: C) Yes, only a limited number of currencies are traded in the futures market and that also in standardized amounts. 
Q.2]
Answer: C) 1 and 3 only.
Q.3]
Answer: D) All of the above.
Q.4]
Answer: C) Offer for sale.
Q.5]
Answer: C) Clearing house.
Q.6]
Answer: A) Maintenance margin.
Q.7]
Answer: B) Are not protecting their commodity holdings.
Q.8]
Answer: B) Coca prices will decline below $1300 and Hershey will purchase its coca at a price of $1300.
Q.9]
Answer: B) The investor has made a loss of $4000.
Q.10]
Answer: C) A long position in a put.
Q.11]
Answer:  B) Sell 16 contracts.
Q.12]
Answer: D) 72 cents.
Q.13]
Answer: A) The beef producer should take a long position in 3 December contracts closing out the position on November 15.
Q.14]
Answer: D) A short position in 26 contracts.

Descriptive Type Question
Q.15]
Answer: 
Given that: 
Number of units of the particular asset held by the investor = 55000 units 
The futures contract of a different underlying asset is on 5000 units
Spot price = $28
σS = 0.43
Future’s price = $27
σF = 0.40
ρ = 0.95
To find:
(a) Minimum variance hedge ratio
(b) Should the hedger take a long or short futures position?
(c) Optimal number of futures contract (Without accounting for daily settlement)
(d) How can the daily settlement of future’s contract be taken into account?
Solution:
(a) Minimum variance hedge ratio, h* is given by:

where, σS is the standard deviation of ΔS, σF is the standard deviation of ΔF and ρ is the coefficient of correlation between the two. 
Substituting the given values,

Therefore, h* = 1.02125
(b)
Since, the trader wants to hedge the position, it means that the trader wants to reduce or eliminate beta. 
Therefore, the hedger should take a short futures position.
(c)
Optimal number of futures contract (when daily settlement is not considered), N* is given by,

Substituting the given values,

Therefore, N* = 11.234 i.e., 11 contracts approximately.
(d)
The daily settlement of futures contract can be taken into account by making a small adjustment known as tailing the hedge.
The optimal number of contracts now becomes,



Therefore, N* = 11.65 i.e., 12 contracts approximately.


