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(PE 01)
Q.1 Suggested answer Mark(s)
Forward hedge
Sell A$720,000 x $0.77 = $554,400 025
Money market hedge
1.Borrow A$679,245.283 (A$720,000/1.06 = A$679,245.283)
2.Convert A$679,245.283 to $509,433.9623 (at $0.75 per A$) 0-50
3.Invest the $509,433.9623 at 8% to earn $550,188.6792 after a year
Put option hedge (Exercise price = $0.78; Premium = $0.035)
Amount Total Amount
Part a Possible Opti_on _ Receive_zd per | Received for N
Spot Rate Premlu.m Exercise unl.t A$720,000 Probability
per unit (accounting for 0.50
premium)
$0.76 $0.035 Yes $0.745 $536,400 15%
$0.78 $0.035 Yes or No $0.745 $536,400 50%
$0.81 $0.035 No $0.775 $558,000 35%
The forward hedge is superior to the money market hedge and has a 65% chance
of outperforming the put option hedge. Therefore, the forward hedge is the 0.25
optimal hedge.
Unhedged Strategy
Possible Spot Rate Total Ar,:;l;r;toi)eocg Ived for Probability
Part b $0.76 $547,200 15% 0.25
$0.78 $561,600 50%
$0.81 $583,200 35%
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When comparing the optimal hedge (the forward hedge) to no hedge, the unhedged

strategy has an 85% chance of outperforming the forward hedge. Therefore, the | 0.25
firm may desire to remain unhedged.
Total 2.0
Q.2
Forward hedge
Purchase NZ$943,000 6-month forward: NZ$943,000 x $0.72 = $678,960 0.25
Money market hedge
1.Need to invest NZ$933,663.3663 (NZ$943,000/1.01 = NZ$933,663.3663)
2.Need to borrow $653,564.3564 (NZ$933,663.3663 x $0.70 = $653,564.3564) 0.5
3.Will need $679,706.9307 to repay the loan in one year $653,564.3564 x 1.04 =
$679,706.9307)
Call option hedge (Exercise price = $0.70; Premium = $0.03)
Parta . Option Amount Paid per unit | Total Amount
Possible . . . . -
Spot Rate Premlum Exercise (accounFmg for Paid for Probability
per unit premium) NZ$943,000 05
$0.68 $0.03 No $0.71 $669,530 28%
$0.73 $0.03 Yes $0.73 $688,390 46%
$0.78 $0.03 Yes $0.73 $688,390 26%
The forward hedge is superior to the money market hedge and has a 72% chance
of outperforming the call option hedge. Therefore, the forward hedge is the optimal 0.25
hedge.
Unhedged Strategy
Possible Spot Rate | Total Amount Paid for | Probability
NZ$943,000
$0.68 $641,240 28% 0.25
Partb $0.73 $688,390 26%
$0.78 $735,540 26%
The forward hedge is preferable to the unhedged strategy because it has 72%
. 0.25
chance of outperforming the unhedged strategy.
Total 2.0
Q.3
Cost of equity (CAPM)
K.=R; + (R, —R;) =9%+1.1x (13%—9%) =13.4% 1.0
Cost of capital
D E
KczﬁKd(l_t)+D+EKe 1.0
=0.5x7.6%x (1-17%) + 0.5x13.4% = 9.854%
Total 2.0
Q.4
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Effective
Possible % | Financing Rate .
Currency Interest Rate Change Based on That Probability
Change
Parta UsD 5.3% 6.0% 11.62% 20% 1.0
USD 5.3% 2.0% 7.41% 80%
Hong Kong Dollar 4.6% 8.0% 12.97% 30%
Hong Kong Dollar 4.6% 5.0% 9.83% 70%
POSS'k.JIe ‘]O.mt Effective Joint Effective Financing
Financing Rate Probabilit Rate of Portfolio
$ HKS Y
11.62% 12.97% 6% 12.27% 0.5
Part b 11.62% 9.83% 14% 10.76%
7.41% 12.97% 24% 10.08%
7.41% 9.83% 56% 8.57%
There is a 6 percent chance that Broadcom will incur a higher effective financing 05
rate from borrowing the portfolio. '
Total 2.0
Q.5
Parta | I, =Wul, + Wl =0.6%6.2%+0.4x4.7% =5.6% 1.0
VAR(r,) = Wio +Wa0s + 2W,W;0,0,CORR,
Partb =0.6° x0.06° +0.4° x0.08° + 2x 0.6 x 0.4x0.06 x 0.08 x 0.14 1.0
=0.00264256
Total 2.0
TOTAL: 10.0
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