
page 5: The first file contains questions on “Introductory Derivatives”, covers material formerly on 
Exam FM.

page 41: Gilbert short sells a share of a nondividend paying stock for $67.
Gilbert also buys a $70-strike 1-year European call on this stock for a premium of $8.
Gilbert closes out his short position in one year.

Rewrite page 62: 
Writing Covered Puts:

Noah has shorted a share of XYZ stock; Noah borrows a share of stock from Ham and agrees to 
return it in one year. The current price of the stock is $100 and the stock pays no dividends.  
Noah is concerned that the price of this stock might go up.

Noah writes (sells) a 100-strike European one-year put on the stock to Shem.  If in one year the 
price of the stock is less than $100, then Shem will use his put to sell a share of stock to Noah for 
$100.  If instead the price of the stock one year from now is at least $100, then Shem does not use 
his put; Noah buys a share of stock at the market price.

Noah pays Max[$100, S1] for the share of stock that he needs to return Ham. 

Here is a graph of Noahʼs payoff, -Max[$100, S1] = -{S1 + (100 - S1)+}: 
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Page 50, solution 3.15: Hanselʼs profit is greater than Gretelʼs when S < 101.68.

Page 114, Q. 5.11, the profit diagram should have been:
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Page 119, Q. 5:32: E. Buy a butterfly spread

Page 122, Q. 5.45: Jose purchases asymmetric butterfly spreads on XYZ stock, using the above 
options such that the investor sells 100 of the middle strike options.

Page 149, sol. 5:32: Buying Straddles or Strangles would be speculating that the stockʼs volatility 
will be high. Buying a Butterfly Spread would be speculating that the stockʼs volatility will be low.

page 331, sol. 9.58: Assuming the dividend rate is less than r, C - P > 0.  Therefore, the premium of 
the at-the-money put is less than the premium of the at-the-money call.
Thus in order to have a put with the same premium as the at-the-money call, the put must have a 
larger premium and thus a higher than at-the-money strike.
Final answer is OK.

page 332, sol. 9.63: P - C = K/1.011/2 - 100. Final answer is OK

page 332, sol. 9.64: 110 + 400 e-(6.5%)(4) - 300 e-(6.5%)(4) Final answer is OK.

page 332, sol. 9.66: -10  = C - P.   Final answer is OK.
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page 437, sol. 15.33: For the 50-strike American call to be in-the-money  Final answer is OK.

page 697, Q. 27.85, add: The Sharpe ratio of a stock is: (α - r)/ σ.

page 727, Comment on solution 27.79: In general, Var[ ln[St+s | St] ] = s σ2.

page 899, sol. 34.27: For K = 70, d1 = 0.95689.

page 988: From the Black-Scholes equation, no longer on the syllabus

page 1010, reword Q. 42.40 (CAS8, 5/09, Q.30) in order to make clearer what was meant:
Given the following information about Stock X and an option on stock X: 
Each call option is for 100 shares of stock. 
The price of Stock X on January 1, 2010 is $100 per share. 
The price of the call option for 100 shares on January 1, 2010 is $500. 
The price of Stock X on January 2, 2010 is $104. 
The price of the call option for 100 shares on January 2, 2010 is $800. 

Page 1226, near the top of page: Payoff on lookback call is about: 105.5 - 97.9 = 7.6.
Payoff on the lookback put is about: 107.8 - 105.5 = 2.3.

page 1403, the solution to the second exercise is wrong: 
Exercise: Determine the call and put premiums for two-year 0.94-strike options on a zero-coupon 
bond with one more year to maturity.
[Solution: With one more year to maturity, we are either at the 8%, 6%, or 4% nodes, with two paths 
to the middle node. The bond prices at these nodes are: e-0.08 < 0.94, e-0.06 > 0.94, and e-0.04.
Thus the call pays off at the middle and lower nodes.
Being careful to discount back along each of the two paths to the middle node:
C = (0.25)(e-0.06 - 0.94) / e0.13 + (0.25)(e-0.06 - 0.94) / e0.11 + (0.25)(e-0.04 - 0.94) / e0.11 

= 0.005438512.
The put pays off at the top node.  P = (0.25)(0.94 - e-0.08) / e0.13 = 0.003706365.]
CEur(K, T) = PEur(K, T) + B0 - PV[Coupons] - K e-rT, where e-rT is the price of a zero-coupon 

bond that pays 1 at time T.  For a zero-coupon bond, C = P + B0 - K e-rT.
Here B0 = 0.835479043 = the price of the three year bond, the underlying asset of the options,

and e-rT = 0.886964783 = the price of the two year bond, the discount factor to time T = 2.
C = 0.005438512 = 0.003706365 + 0.835479043 - (0.94)(0.886964783) = P + B0 - K e-rT.
Verifying that put-call parity holds for this example.
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