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Q. 1) i) Explain and differentiate

a) Static and dynamic hedging

b) Arbitrage and Hedging (3)

ii) The current exchange rates of the INR/EUR, INR/USD, and EUR/USD pairs are 74.321, 67.5790, and 1.07980 respectively. Discuss any arbitrage opportunity that exists for a forex trader, given that a lot for each currency pair is 1,000 units. (3) [6]

Q. 2) Write short notes on the following :

i) Risks faced by the investor of a swap. (2)

ii) Increase in yield margins on the corporate bonds. (2)

iii) Characteristics of property as an investment compared to the bonds. (2) [6]

Q. 3) On 1st November 1985, a man was in receipt of three annuities mentioned below:

Annuity 1: INR 200 p.a. payable annually on 1st February each year, the final payment being 1st February 2007

Annuity 2: INR 320 p.a. payable quarterly on 1st January, 1st April, 1st July and 1st October each year, the final payment being 1st January 2002

Annuity 3: INR 180 p.a. payable monthly on the first day of each month, the final payment being 1st August 2004

Immediately after receiving the monthly payment due on 1st November 1985, the man requested that these three annuities be combined into a single annuity payable half-yearly on 1st February and 1st August in each subsequent year, the final payment being 1st February 2007. The man’s request was granted.

Find the amount of the revised annuity, given that it was calculated at an interest rate of 8% p.a. effective, all months are assumed to have equal length. [6]

Q. 4) i) Explain the relationship d = iv by general reasoning where d is the effective annual rate of discount and i is the effective annual rate of interest. (2)

ii) Given i = 0.08, Calculate

a. d(12)

b.i(365)

c. d

d.i(1/2)

(4) iii) Derive, from the first principles, the formula for for i>0 (2) [8]

Subject CT8 : Financial Economics

Time allowed : Three Hours (10.30 – 13.30 Hrs.)

Total Marks: 100

Q. 1) Comment on which form of market efficiency is supported/contradicted by the following scenarios:

i) Market over reacts to the news and corrects itself over couple of trading sessions. (1)

ii) An investor earns returns that are significantly higher than those predicted by a log-normal model fitted for a particular index using technical analysis. (2)

iii) Equity yields are correlated with the yields implied in the last three trading sessions and show an element of mean revision over a 4-5 year time frame. (2)

Q. 2) i) A stock price is currently Rs. 400. Assume that the expected return from the stock is 17% and that its volatility is 30%. Derive and determine the probability distribution for the rate of return (with continuous compounding) earned over a period of two years? State your assumptions. (4)

ii) Derive the differential equation of stock price S on the basis of your assumption in part 2(i). (3)

iii) Suppose that F is a function of a stock price S. Let are the volatilities of S and F respectively. Show that when the growth rate on S increases by p , the growth rate of F increases by p , where p is a constant (5) [12]

Q. 3) There are two equity stocks with correlation coefficient of ‘-0.6’ listed in a market with the share price, mean return and variance as shown in the following table. Short-selling is not permitted in the market and one cannot have infinitely divisible holdings

An investor wants to invest Rs. 10000 for one year in the market and approached you for advice.

i) Calculate the proportion of funds that you will advise the investor to invest in Share A if the variance on the portfolio is to be minimized. Hence calculate the expected return on the portfolio.

ii) How would your answer change if the correlation coefficient is +0.6 (2)

iii) Comment on risk appetite of the investor for whom the above advice would be appropriate. (1)

Q. 4) A financial advisory company is conducting a survey to check applicability of behavioural finance theories to a particular population and has devised the following questionnaire. According to you which theme of behavioural finance is the advisory trying to survey by asking each of the following questions?

i) Would a prior investment decision that resulted in a loss stop you from making a similar decision, even if the new investment appears to be the best alternative? (1)

ii) How frequently do you review your investment portfolio? (1)

iii) A popular analyst has commented that markets are expected to provide returns in excess of 15% in the coming year. Will you invest in equities with a hope to earn atleast 15% for next year? (1)

iv) Would you prefer to manage your portfolio yourself or rely on views of expert analysts? (1)
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