
pages 3 and 11: Section 61 is Valuing a Claim on Sa.

page 29, sol. 1.19b: Investor A owns a $120 strike put as part of the box spread. 
Since Investor A believes that the price of the stock will not decrease, he expects this put to have a 
payoff of $120 - $100 = $20 or less.
Therefore, Investor A will want to lock in his $20 payoff, and Investor A should exercise this 
$120 strike American put right away.
When he does so, I would have to pay him: (1000)($120) = $120,000, for shares of stock that are 
only worth: (1000)($100) = $100,000. (Investor A will hold onto his $110 strike call, and hope it will 
be in the money sometime during the year.)
(You can also exercise the options you own, such as the $110 strike put, but the question does not 
ask about that. As will be discussed, in general, it can be hard to decide whether it is optimal to 
exercise an American option early.)

page 30, sol. 1.20: exp[(2)(1%)] $1,441,184 = $1,470,298.
In part (b), The investor can sell the forward contract (take a short position)

page 58, solution 2.34: The value of position #1 at future time T is -ST - 100, not the given graph.

page 59, solution 2.36b: Norbert gets a net of $200,000 - $40,000 = $160,000 today.
In either case, two years from now Norbert will reacquire the lot and will pay the buyer $200,000.
Norbert has borrowed $160,000 from the buyer and repaid the buyer $200,000 in 2 years.
Interest rate for this loan = (200,000/160,000)1/2 - 1 = 11.8%.

page 167, solution 6.10: Final solution is OK. 
These one hundred 0.01 Euro strike calls on yen cost: (100)(0.000482 Euros) = 0.0482 Euros. 

Page 180: The put-call parity relationship for options on futures contracts is: C = P + F0 e-rT - Ke-rT.  
Where F0  is the futures price at time zero for the delivery time in the futures contract 
underlying the options, and T is the time from when the option is bought to when it expires.
The put-call parity relationship for options on futures contracts can be obtained from that for options 
on stocks by: S0 ⇔ F0, and δ ⇔ r.

page 222, solution 10.8:  This is an exchange call option with strike asset A (what we use to obtain 
B) and underlying asset B (what we have an option to obtain.)
The underlying asset Stock B,  does not pay a dividend. Therefore, we have an American call 
option on a non-dividend-paying stock. It is never optimal to early exercise such an option.

page 235, solution 10.30: Alternately, after getting the dividend: (108 + 12)p* +
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page 251, solution 11.27: Graph the future value of this replicating portfolio and the payoff on these 
10,000 puts, each as a function of the stock price in one year.

page 263, near the bottom: p* = 

� 

S0 e(r - δ)h -  Sd
Su -  Sd

.

page 267, near the bottom: and have S1 - erS0 > 0, demonstrating arbitrage.

page 355, solution 14.42: Fnal solution is OK.
The continuation value at the time 1 at the down node is:
e-0.05{p*Cdu + (1 - p*)Cdd} = e-0.05{(0.4502)(0.10) + (1 - 0.4502)(0)} = 0.044.

page 357, solution 14.46: The lowest node on the tree of payoffs is: 80 - 55.45 = 24.55.

page 472, line 2: Cov[ln(Ss), ln(Ss)] + Cov[ln(Ss), ln(St) - ln(Ss)] = Var[ln(Ss)] + 0 = Var[ln(Ss)].

page 493, sol. 22.16: Cov[ln(S5), ln(S8)] = Cov[ln(S5), ln(S8) + ln(S5 ) - ln(S5)] 

page 578: Note that as used here σ is the volatility of the prepaid forward price

page 583, sol. 26.2:  PV[Div] = 4/exp[(6%)(2/12)] = 3.96.
Replace S by the prepaid forward price, 

� 

F0,T
P  = S0 - PV[Div] = 82 - 3.96 = 78.04, and set δ = 0.

Also redo the solution using the current rounding rule.

d1 = {ln(

� 

F0,T
P /K) + (r - δ + σ2/2)T} / (σ

� 

T ) = 

{ln(78.04/90) + (0.06 - 0 + 0.252/2)(1/3)} / {(0.25)

� 

1/ 3 } = -0.77714.

d2 = d1 - σ

� 

T  = -0.7772 - (0.25)

� 

1/ 3  = -0.92148. 

Φ[-0.77714] = 0.21854.  Φ[-0.92148] = 0.17840.

Value of this call option is: e-δT 

� 

F0,T
P  Φ[d1] - K e-rT Φ[d2] =

exp[-(0)(1/3)] (78.04)(0.21854) - (90) exp[-(0.06)(1/3)](0.17840) = $1.317.  
(1000)( $1.317) = $1317.  Change the letter choices.

page 592, footnote: α = ln[E[S1/S0]] ≥ E[ln[S1/S0] ⇔ 

� 

X .
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Page 630, sol. 28.10 (iii): 
The option essentially pays £1 if the final security price is greater than £3.21.
Thus its price is approximately: 1 e-r P*(S1 > 3.21).

e-0.04 P*(S1 > 3.21) 

� 

≅  0.66. ⇒ P*(S1 > 3.20) 

� 

≅  P*(S1 > 3.21) 

� 

≅  69%.

Alternately, with σ = 20.0% for the 3.20 strike price, d2 = 0.54806.

P*(S1 > 3.20) = Φ[d2] = Φ[0.54806] = 70.818%

page 681: Vega = Γ S2 σ T

page 733, solution 33.21, near the middle of page:
Since the exercise value is 3.95 < 5.41, at the up-down node we do not exercise early.

p. 792, footnote 613: Where x and y are in percents, the linear regression fit is: y = 0.14 + 0.4 x.

page 837, sol. 40.24, line above the graph: 21 days

page 840, sol. 40.31: Thus her shorted stock accumulated for dividends and options are now 
worth (-1000)(7.90) - (430.3e0 . 0 2 / 6 + 258.9e0 . 0 2 / 1 2)(52) = -43,836.
Thus her profit is: 43,895 - 43,836 = 59.

page 844, sol. 40.40a: For a call on a single share of stock: Δ = 

� 

∂C
∂S  = (8 - 5)/(104 - 100) ≅ 3/4.

Since each call option is for 100 shares of stock: Δ = (100)(3/4) = 75.

page 968, sol. 46.22: (If the deal does not go through, and if the CallOnCall is in the money in 2 
months, then Fein and Dandy could exercise the CallOnCall and then make a profit by selling at the 
market price the call they would obtain.)
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page 971, sol. 46.30: At the node where the stock price is 152.68, the continuation value is:

� 

(22.59) (0.4626) +  (66.60) (0.5374)
exp[0.015]  = 45.55.

The exercise value is: 200 - 152.68 = 47.32.  Thus we exercise early and the value is 47.32.
Thus at the nodes at t = 1/2, the American put is worth: 0, 11.96, and 47.32.
For the compound option to buy this put for $10, it would only be worthwhile to exercise this 
compound option at the two lowest nodes. 
Where the stock price is $206.09, we make 11.96 - 10 by buying the put.
Where the stock price is $152.68, we make 47.32 - 10 by buying the put.
The premium for this compound option is: 

� 

(1.96)(49.72%) +  (37.32)(28.88%)
exp[0.03]  = $11.41.

P. 1022, Q. 49.4: (iv) The continuously compounded dividend rate is 4%.

P. 1033, line 9: + S0 exp[-δ(T - t)] - K exp[-r(T - t)]

p. 1108, last line under the subsection Expected Values of Products: E[{Z(t+ s) - Z(t)}2 | Z(t)] = s.

p. 1164, line 5: Thus, E[Exp[cZ(t)]] = exp[0 + (c

� 

t )2/2] = exp[c2t/2].]

p. 1168, line 7: Alternately, E[S4] = 100 exp[(0.12 - 0.03)(4)] = 143.33.

p. 1188, Q. 58.40, next to last line: W(t)/W(0) = exp[h t + 0.14 Z]

p. 1197, sol. 58.10: In many places, S should be S1/4.

p. 1205, sol. 58.32, terms involving dividends are missing dt:
dX(t) = a(t) dS1(t) + δ1 a(t) S1(t) dt + b(t) dS2(t) + δ2 b(t) S2(t) dt

          = dS1(t) ϕ X(t) / S1(t) + δ1 ϕ X(t) dt + dS2(t) (1 - ϕ) X(t) / S2(t) + δ2 (1 - ϕ) X(t) dt. 

dX(t) / X(t) = ϕ dS1(t) / S1(t) + ϕ δ1 dt  + (1 - ϕ) dS2(t) / S2(t) + (1 - ϕ) δ2  dt.

p. 1188, sol. 58.40: W(t)/W(0) = exp[h t + 0.14 Z].  
Also get rid of the final three lines in the Comment.
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page 1209, solution 58.43:  E[S1/4 | S1/4 > 389.63] = E[S1/4] Φ[d1]/Φ[d2] = 

245 exp[(1/4)(0.075)] Φ[-2.13]/Φ[-2.33] = (249.64)(0.0166)/0.0099 = 418.59
E[X | S1/4 > 389.63] = E[S1/4 - 250 | S1/4 > 389.63] = E[S1/4 | S1/4 > 389.63] - 250 
= 418.59 - 250 = 169.

P. 1210, sol. 58.44: Better to use ΔZ rather than dZ. etc.  Δt = 3/365.  ΔZ = 0.2.  

ΔS = S {(α - δ)Δt + σ ΔZ} = (120) {(0.1)(3/365) + (0.3)(0.2)} = 7.30.

P. 1210, sol. 58.56, last line: 16,221 million

P. 1222, first equation: dZ(t) ∼ 

� 

Δt  ∼ 

� 

dt .

P. 1230, 3rd line from bottom : dX1 dX2 = (α1[X1] dt + σ1[X2]  dZ1) (α2[X2] dt + σ2[X2] dZ2) 

P. 1298, sol. 60.10, last line of comment: dY(t)/Y(t) = {n α + n(n-1)β2/2} dt + n β dZ

P. 1299, sol. 60.11: GSS = 

� 

∂2G
∂S2  = 0. 

Page 1325: The lease rate for a claim on Sa is no longer on the syllabus!

Page 1663, Sol. 75.32: Note that there are four paths to the down-down-down-up node.
(50%)(9.67) / 1.04 + (25%)(48.54) / {(1.034)(1.04)} + (1/8)(87.72) / {(1.03)(1.034)(1.04)} +
(1/16)(34.90) / {(1.026)(1.03)(1.034)(1.04)} + (1/16)(34.90) / {(1.0353)(1.042)(1.0497)(1.04)} +
(1/16)(34.90) / {(1.353)(1.03)(1.034)(1.04)} + (1/16)(34.90) / {(1.0353)(1.042)(1.034)(1.04)}
+ (1/16)(107.42) / {(1.026)(1.03)(1.034)(1.04)} = 39.29. 
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