Pricing of Financial Securities and Derivatives Final Exam 17.12.2010
Time: 5 hours

Calculator may be used

Note: If you want credits from previous years to be accounted for, please indicate the
year on the top of your paper

1.

Briefly explain the following words and expressions (15 p):

a) modified duration

b) basis risk

C) covered interest rate parity
d) investment grade

e) rating transition matrix

Briefly (no more than 10 lines / answer!) answer the following questions.
Remember to explain your answers! (15 p):

Q) Assume fwo 6-month futures contracts on two stocks A and B, both
trading at the same price S. Further assume that stock A does not pay
a dividend over the life of the future, but B pays a dividend of 4 Euros in
3 months time. Is the price difference between the two future’s
contracts equal to, more, or less than 4 Euros?

b) Would you use a discrete dividend or dividend yield type of equation
to price a futures or options contract on the S&P 500 index?

c) Which of the following strategies of managing inferest rate risk involves
a greater credit risk, and why: a) an interest rate swap where A pays
floating/receives fixed and B pays fixed/receives floating rate of
interest, and b) synthetic swap where A issues floating rate bond to B
and B issues a fixed rate bond to A (face values and interest rates on
the bonds are the same as notional value and interest rates on swap)?

d) How should a) American style calls, and b) American style puts be
valued compared to the values of otherwise identical European style
option on a non-dividend paying stock?

Elfon & Gruber, or Elfon, Gruber, Brown & Goetzmann discusse two techniques
for protecting a bond portfolio against ferm structure shifts: i) exact matching
or dedication, and i) immunization. Answer the following questions briefly for
each technigue:

Q) Explain how the technique works and why it works (6 p)
o) Is the technique active or passive? Explain why (3 p)
C) Mention at least one drawback of each technigue (2 p)

Hull (2009) discusses Collateralized debt obligations (CDO). Explain the idea of
creating CDO:s and how a CDO is structured using a simple example with 3
franches. (10 p)

Total 60 p



