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UNIVERSITY OF TEXAS AT AUSTIN

Problem Set 3
Payoff. Profit.

3.1. portfolios.

Step #1. Remember the bottom-line approach from theory of interest. Decide who your protagonist is!

Step #2. Set up the timeline (on paper or mentally): R .
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This is how we will talk about profit:

o If Profit> 0, then we call it a gain,
o If Profit< 0, then we call it a losss

o If Profit= 0, then we say that we w
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3.2. Riskless assets.

Example 3.1. Investing in a zero-coupon bond
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3.3. Risky assets.

Example 3.3. Quisight purchasc.ofa stock,
S),120... timet gtock pnce
0 =
stock bougu stock sold
Inikh'a Cost: Sk)

Tayoff: ST - 2 pandom vanakk,

Problem 3.1. Let the current price of a non-dividend-paying stock be $40. The continuously compounded,
risk-free interest rate is 0.04. You model the distribution of the time—1"price of the above stock as follows:
L

45, with probability 1/4,
S(1) 42, with probability 1/2,
38, with probability 1/4.
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Goal. To study th

Introduce which will stand for the final asset price,
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