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12] i) The assumptions underlying the Black-Scholes model are as follows: 1. The 

price of the underlying share follows a geometric Brownian motion. 2. There are 

no risk-free arbitrage opportunities. 3. The risk-free rate of interest is constant, the 

same for all maturities and the same for borrowing or lending. 4. Unlimited short 

selling (that is, negative holdings) is allowed. 5. There are no taxes or transaction 

costs. 6. The underlying asset can be traded continuously and in infinitesimally 

small numbers of units. 

 

ii) 

 

iii) As interest rates increase in the market, the expected return required by 

investors in stock tends to increase. However, the present value of any future cash 

flow generated by option contracts decreases. The combined impact of these two 

effects is to decrease the value of the put option. Rho is negative for a put option, 

put options become less valuable in times of increasing interest rates because they 

effectively defer the selling of a share and so delay access to the cash required to 

obtain the risk-free rate. 


