Ella Gozali

April 24, 2003

Exam 3

#1.  




S2 =150



S1 = 120




pu = .8









pd = .2

S0 = 100


S2 = 100


r   = 10%



S1 = 80

S2 = 65

a) We know that, 
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   and so we have, 
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     From there, we can find the risk-neutral probabilities at time 0 to 1:
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     Now, 
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 and so we have: 
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    From there, we can now find the risk-neutral probabilities at time 1 to 2:
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b)  Binomial tree for the payoff of derivative X is:
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   So we have:  at t=2  
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Let the value of derivative time 1 be 
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Then,  
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 EMBED Equation.3  [image: image11.wmf]
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And so, the derivative value at time 0 is:
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#2.  Given that: 
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a) Find the different equation using Ito’s lemma


Note that: 
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     note: 
[image: image17.wmf]w

x

=


 


Where, 
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For simplicity purposes, lets 
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So for y = ln x , we got:


[image: image20.wmf]2

2

2

1

1

0

x

x

y

x

x

y

t

y

-

=

¶

¶

=

¶

¶

=

¶

¶


Also we got: 
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b)  Find the solution for XT
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Taking the exponential for both side, we got:
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