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HEDGING WITH EUROPEAN CALL OPTIONS

PROBLEM 6.1: Sample FM(DM) #13.

Suppose that you short one share of a stock indexforé(l, and that you also buy a 60 —strike European call
option that expires in@years for 10. Assume the effective annual interest rate is 3%. If the stock index
increases to@aﬁer 2 years, what is the profit on your combined position?
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PROBLEM 6.4: Suppose that you own one share of a stock index, currently priced at'$50,and that you write
a $60:strike European call option on it that expires in 2 years for §10; Assume the effective annual interest

rate is8%.

You model the stock index price in 2 years as follows:

Stock index price in 2 years | Probability
40 0.25
65 0.50
90 0.25

Calculate the expected payoff of your covered call position.
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