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UNIVERSITY OF TEXAS AT AUSTIN

Quiz #4

Prerequisite material.

Problem 4.1. (5 points) Consider a non-dividend-paying stock whose current price is $95 per share. You
model the evolution of this stock price over the following year using a one-period binomial tree under the
assumption that the stock price can be either $120, or $75 in one year.

The continuously compounded risk-free interest rate is 0.06.

Consider a $100-strike, one-year European straddle on the above stock. What is the straddle’s price
consistent with the above stock-price model?

Problem 4.2. (10 points) Consider a one-period forward binomial model for the stock-price movement over
the following year. The current stock price is S(0) = 100, its dividend yield is 0.05 and its volatility is 0.3
The continuously compounded risk-free interest rate is given to be 0.05.
Consider American call options on this stock with the expiration date at the end of the period/year.
For what values of the strike price K for which is there early exercise?
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