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PROBLEM SET: 3 COURSE: M339W/M389W - Financial Math for Actuaries PAGE: 7of 77

Problem 3.7. The current stock price is observed to be $100 per share. The stock is projected to pay
dividends continuously at the rate proportional to its price with the dividend yield of 0.03. The stock’s
volatility is given to b You model the evolution of the stock price using a two-period forward binomial
tree with each period of Tength one year. 4‘_ =4
The continuously compounded risk-free interest rate is given to be 0.04.
What is the price of a two-year, $101-strike Americar‘option on the above stock consistent with the
above stock-price tree?
(a) About $6.62
(b) About $8.34
(c) About $8.83
(d)
)

About $11.11
(e) None of the above.
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INSTRUCTOR: Milica Cudina
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