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9.​ A swap option (or swaption) is an option to enter into an interest rate swap at a 

certain time in the future with a certain fixed rate being used. An interest rate 

swap can be regarded as the exchange of a fixed-rate bond for a floating-rate 

bond. A swaption is therefore the option to exchange a fixed-rate bond for a 

floating-rate bond. The floating-rate bond will be worth its face value at the 

beginning of the life of the swap. The swaption is therefore an option on a 

fixed-rate bond with the strike price equal to the face value of the bond. 

 

 

10.​ A forward start option is an option that is paid for now but will start at some 

time in the future. The strike price is usually equal to the price of the asset at 

the time the option starts. A chooser option is an option where, at some time in 

the future, the holder chooses whether the option is a call or a put. 

 

 

11.​ No, it is never optimal to choose early. The resulting cash flows are the same 

regardless of when the choice is made. There is no point in the holder making a 

commitment earlier than necessary. This argument applies when the holder 

chooses between two American options providing the options cannot be 

exercised before the 2-year point. If the early exercise period starts as soon as 

the choice is made, the argument does not hold. For example, if the stock price 

fell to almost nothing in the first six months, the holder would choose a put 

option at this time and exercise it immediately. 

 

 

12.​ The option is in the money only when the asset price is less than the strike 

price. However, in these circumstances the barrier has been hit and the option 

has ceased to exist. 

 

 

13.​ No. If the future’s price is above the spot price during the life of the option, it 



is possible that the spot price will hit the barrier when the futures price does 

not. 

 

 

14.​ As we increase the frequency we observe a more extreme minimum which 

increases the value of a floating lookback call. 

 

 

15.​ As we increase the frequency with which the asset price is observed, the 

asset price becomes more likely to hit the barrier and the value of a 

down-and-out call goes down. For a similar reason the value of a down-and-in 

call goes up. This adjustment moves the barrier further out as the asset price is 

observed less frequently. This increases the price of a down-and-out option and 

reduces the price of a down-and-in option. 

 

 

16.​ If the barrier is reached the down-and-out option is worth nothing while the 

down-and-in option has the same value as a regular option. If the barrier is not 

reached the down-and-in option is worth nothing while the down-and-out 

option has the same value as a regular option. This is why a down-and-out call 

option plus a down-and-in call option is worth the same as a regular option. A 

similar argument cannot be used for American options. 

 

 

17.​ A regular call option with strike price  plus a binary call option that pays 𝐾
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off  is a gap call option that pays off  when . 𝐾
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