ANSWER 1
The forward rate is
= ((0.06*0.75) -(0.05*0.50)) / 0.25 
= 0.08
The FRA rate is 7%. A profit can therefore be made by borrowing for six months at 5%, entering into an FRA to borrow for the period between 6 and 9 months for 7% and lending for nine months at 6%. 

ANSWER 2
a) The value of the foreign currency falls rapidly during the life of the contract

ANSWER 3
The bank will price the product that the company wants on the basis of the company choosing the date of delivery, which is not more favourable to the bank. The bank will make a profit if the company selects the date of delivery on a financial basis.
a) If the domestic interests’ rates are not less than the interest rate of foreign, and the company has a long position, it will result in the latest delivery date. On the other hand, if the company has a short position, it will result in the earliest delivery date.
b) If the domestic interest rates are higher than the foreign interest rates when the company has a long position, it is assumed that there will be the latest delivery date. On the other hand, when the company has a short position, it is assumed that there will be the earliest delivery date.

ANSWER 4
The company treasurer can hedge the company’s exposure by shorting Eurodollar futures contracts. The Eurodollar futures position leads to a profit if rates rise and a loss if they fall. 
The duration of the commercial paper is twice that of the Eurodollar deposit underlying the Eurodollar futures contract. The contract price of a Eurodollar futures contract is 980,000. The number of contracts that should be shorted is, therefore, 
(48200000/980000) *2 = 9.84
Rounding to the nearest whole number 10 contracts should be shorted.


ANSWER 5
The number of short futures contracts required is 
(100000000*4.0)/ (122000*9) = 364.3
Rounding to the nearest whole number 364 contracts should be shorted. 
a. This increases the number of contracts that should be shorted to 
= (100000000*4.0)/ (122000*70) = 468.4
or 468 when we round to the nearest whole number. 
b. In this case the gain on the short futures position is likely to be less than the loss on the loss on the bond portfolio. This is because the gain on the short futures position depends on the size of the movement in long-term rates and the loss on the bond portfolio depends on the size of the movement in medium-term rates. Duration-based hedging assumes that the movements in the two rates are the same. 


ANSWER 6
X has a comparative advantage in yen markets but wants to borrow dollars. Y has a comparative advantage in dollar markets but wants to borrow yen. This provides the basis for the swap. There is a 1.5% per annum differential between the yen rates and a 0.4% per annum difference between the dollar rates. The total gain to all parties from the swap is therefore 1.5-0.4 = 1.1% per annum. 
Swap should lead to 
X borrowing dollars at   9.6-0.3 = 9.3% per annum
Y borrowing yen at 6.5-0.3 = 6.2% per annum


ANSWER 7
· The swap rate is the fixed rate in an interest rate swap that leads to a zero value of the swap. At the same time the swap rate for a particular maturity is the swap par yield for the maturity 
· The par yield is the coupon rate on a fixed income instrument that makes its price equal to the principal at a given maturity


ANSWER 8
The bank is paying a floating-rate on the deposits and receiving a fixed-rate on the loans. It can offset its risk by entering into interest rate swaps in which it contracts to pay fixed and receive floating. 
	
ANSWER 9
-

ANSWER 10
F = 0.08
Strike Price 0.076
t= 4
Risk-free Rate 0.08
Annualized volatility 0.25
Call=0.01269123
Since the swaption is a 5-year swap with annual payments, we express the swaption in percentage terms of notional:
Swaption=Call*((1-1/((1+F/n) ^(t*n)))/F)
Swaption=0.01269123*((1-1/ ((1+0.08/1) ^ (5*1)))/0.08)
Swaption=0.050672
The dollar cost of the swaption is $50672.41


ANSWER 11
STERLING INVESTOR (CASH OR NOTHING PUT)
S (0) = 1/1.148 = 0.6757
K= 0.6667
r= 0.08
q= 0.04
sigma =0.12
T=1
PAYOFF is = 10000N(-d2) e^-0.08*1
d (2) = 0.35822
so, N(-d2) =0.3501
VALUE OF DERIVATIVE = 3231

DOLLAR INVESTOR (ASSET OR NOTHING CALL)
STERLING INVESTOR (CASH OR NOTHING PUT)
S (0) = 1.48
K= 1,5
r= 0.04
q= 0.08
sigma =0.12 
T=1
PAYOFF is = 10000N(d1) e^-0.08*1
d (2) = -0.3852
so, N(d1) =0.3500
VALUE OF DERIVATIVE = 4782

ANSWER 12
The settlement of Asian options depends on the mean price of the contracted asset. The average price is the mean of the prices of the underlying asset at set intervals.
Hence, Asian options have less volatility due to the averaging technique. It makes delta hedging easier than other options. Asian options are also cheaper than their counterparts because the average price is stable than the spot price.	


ANSWER 13
This is a cash-or-nothing call. The value is 
100 N(d2) e^-0.08*0.5
Where,
d2 = (ln (960/1000) +(0.08-0.03-0.2^2/2) *0.5) / (0.2*sqrt (0.5) 
= -0.1826
N(d2) = 0.4276
 the value of the derivative is $41.08







