[image: image1.png]


 

       

Registration No._____________

JUNE 2019 EXAMINATION

DFM 07
Options, Futures & Other Derivatives

Time: Three Hours




     
     
                 Maximum Marks: 100

Note: 

1. The paper is divided into TWO Sections: SECTION-A and SECTION-B. 

2. There are five questions in SECTION-A.  You are required to attempt ANY THREE. 

3. All the questions of SECTION-B (Case Study) are compulsory.

SECTION-A (20 Marks each)
1. 
a) 
What do you understand by the term ‘Derivatives’ in the context of financial markets? 
List and explain with examples, the various kinds of derivatives contract/instruments.











     [4+8]
b) 
Explain the difference between speculation, arbitrage and hedging with reference to derivatives.








         [8]

2. 
a)  
List   the   salient features of ‘futures contract’.  Using  a  suitable example, illustrate the 
mechanism of hedging; using either Long Futures or Short Futures contract.
     [2+4]
b) 
Shares of Cancum Ltd.  are  selling  at  Rs.50 each.  The   company   is   expected   to  give 
dividends of Rs.0.75 each at the end of 3 months, 6 months and 9 months. Find out the fair value of the one-year futures on these shares. Design an arbitrage strategy. The risk-free rate of interest is 8%. 






  [4+10]
3. 
a) 
What  is   interest  rate  futures  contract?  Discuss   the   various  types   of   interest rate 
derivatives instruments with suitable example.




     [2+6]
b)
What is a Swap Contract? Discuss with examples the hedging mechanism of Interest rate swaps and Currency Swaps.






  [2+10]
4. 
a) 
List and explain the factors/variables that influence stock option prices, and also  discuss 
their impact on Put Options and Call Options. 




       [10]
b) 
Discuss the Black-Scholes option pricing model with assumptions.

       [10]
5. 
a) 
Explain the concept of ‘binomial tree’. How these are useful for option valuation?












     [3+3]
b) 
What do you mean by Volatility based Option trading strategies?  Compare and contrast between Straddle option strategies and Strangle Option strategies.
              
 [4+10]

SECTION-B (40 Marks)

Case Study (Compulsory)

6. 
X is holding of 5,00,000 ordinary shares of Y. Ltd. He apprehends a decline in the prices of the shares and hence he is thinking of selling these shares, though he is quite sure that after 3 months these shares will be the share market’s darling. His portfolio manager has suggested that the risk of Y Ltd’s shares falling by more than 5% from their current value could be protected against by buying an option. The appropriate option maturity of 3 months option is being traded for ₤11m.

Other information:

i. 
The current market price of Y’s ordinary shares is ₤360.

ii. 
The annual volatility (SD) of Y’s shares for the last year was 50%.

iii. 
The risk free rate is 10% per year.

iv. 
No dividend is expected to be paid by Y Ltd during the next six months.

Answer the following:

a) 
What method of option valuation should be applied? Discuss in detail the applicability.












       [10]


b) 
Find out the intrinsic price of the Option contract with the above information given.












       [20]

c) 
Evaluate whether or not the price of the option is a fair price. Provide reasons.
       [10]
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