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3. Newly developed derivatives have been structured and issued in recent
years. Of these securities, some of them are structured financial claims.
Please explain “structured finance” and define CLO, CDO and CMO.
In addition, try to structure a deal and show how the deal works and is
valued and priced.

(25 points)

4. Based on Merton’s Consumption and Asset Management, a consultant
is helping a rich investor to allocate his personal wealth among current
consumption, investment in a sure asset, and investment in a risky asset
given there is no transaction costs. You are hired by the consultant to
provide your client with investment strategy. Let us assume the change

in wealth is given by dW =[s(1—w)W +awW —c]dt + wWadz, where W is

total wealth, w the fraction of wealth in the risky asset, s the return on the
sure asset, a the expected return on the risky asset, a > 5, o*the variance
per unit time of return on risky asset, and ¢ consumption. Utility
functionis ¢’/b,and b < 1. Please help your rich client to maximize
his expected discounted utility stream and find the optimal combination
of consumption and investments in risky and sure assets, given the initial

wealth W(0)=W,.

(25 points)
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