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UNIT 2  

PRACTICE QUESTIONS 

 

 

1. What is a lower bound for the price of a 4-month call option on a non-dividend-
paying stock when the stock price is $28, the strike price is $25, and the risk-free 

interest rate is 8% per annum? 

 

Ans –  

 
 

2. What is a lower bound for the price of a 1-month European put option on a 
nondividend-paying stock when the stock price is $12, the strike price is $15, and 

the risk free interest rate is 6% per annum? 

 

Ans – 

 
 

3. Give two reasons why the early exercise of an American call option on a non-
dividend paying stock is not optimal. The first reason should involve the time 

value of money. The second should apply even if interest rates are zero. 

 

Ans – 

 
 

4. Why is an American call option on a dividend-paying stock always worth at 

least as much as its intrinsic value. Is the same true of a European call option? 

Explain your answer. 

 

Ans – 
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5. The price of a non-dividend-paying stock is $19 and the price of a 3-month 
European call option on the stock with a strike price of $20 is $1. The risk-free 

rate is 4% per annum. What is the price of a 3-month European put option with a 

strike price of $20? 

 

Ans –  

 
 

6. Explain why the arguments leading to put–call parity for European options 

cannot be used to give a similar result for American options. 

 

Ans –  

 
 

7. i) The price of a European call that expires in 6 months and has a strike price of 
$30 is $2. The underlying stock price is $29, and a dividend of $0.50 is expected 

in 2 months and again in 5 months. Risk-free interest rates (all maturities) are 
10%. What is the price of a European put option that expires in 6 months and has 

a strike price of $30? 

 

Ans – 

 
 

ii) Explain the arbitrage opportunities in part i) if the European put price is $3. 
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8. A 4-month European call option on a dividend-paying stock is currently selling 
for $5. The stock price is $64, the strike price is $60, and a dividend of $0.80 is 

expected in 1 month. The risk-free interest rate is 12% per annum for all 

maturities. What opportunities are there for an arbitrageur? 

 

Ans – 

 
 

9. Give an intuitive explanation of why the early exercise of an American put 

becomes more attractive as the risk-free rate increases and volatility decreases. 

 

Ans – 
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10. The price of a European call that expires in 6 months and has a strike price of 
$30 is $2. The underlying stock price is $29, and a dividend of $0.50 is expected 

in 2 months and again in 5 months. Risk-free interest rates (all maturities) are 
10%. What is the price of a European put option that expires in 6 months and has 

a strike price of $30? 

 

Ans – 

 
 

11. Explain two ways in which a bear spread can be created. 

 

Ans – 

 
 

12.When is it appropriate for an investor to purchase a butterfly spread?  

 

Ans – 

 
 

13. Call options on a stock are available with strike prices of $15, $17 ½  , and 

$20, and expiration dates in 3 months. Their prices are $4, $2, and $½ 
respectively. Explain how the options can be used to create a butterfly spread.  

Construct a table showing how profit varies with stock price for the butterfly 

spread. 
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Ans – 

 
 

14. A call option with a strike price of $50 costs $2. A put option with a strike 
price of $45 costs $3. Explain how a strangle can be created from these two 

options. What is the pattern of profits from the strangle? 

 

Ans – 

 
 

15. Suppose that put options on a stock with strike prices $30 and $35 cost $4 

and $7, respectively. How can the options be used to create (a) a bull spread and 

(b) a bear spread? Construct a table that shows the profit and payoff for both 

spreads. 

 

Ans – 
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16. A call with a strike price of $60 costs $6. A put with the same strike price and 
expiration date costs $4. Construct a table that shows the profit from a straddle. 

For what range of stock prices would the straddle lead to a loss? 

 

Ans – 

 
 

17. An investor believes that there will be a big jump in a stock price, but is 

uncertain as to the direction. Identify six different strategies the investor can 

follow and explain the differences among them. 

 

Ans – 
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18. What is the result if the strike price of the put is higher than the strike price of 

the call in a strangle? 

 

Ans – 

 

 


