Quiz II; F4360; 11:00 Class; Spring, 1999



Name ______________________________

Use the following information and the attached page from the February 23rd Wall Street Journal to answer the questions on this quiz.

Suppose that on February 22nd, you sold a call option on Dell Computer that expires on March 19th (25 days after you sold the option and 24 days after the information was published in the Wall Street Journal) and which has a strike price of $85.  You estimate that the standard deviation of returns on Dell stock is 36%, on the Dell call is 58%, and on the market is 23%.  The beta of Dell’s stock is 1.8 and of the option on Dell’s stock is 2.9.  The return on T-bills as of February 22nd, are as follows (note:  all returns as APRs with continuous compounding):

Maturity
APR
February 25
4.37

March 4
4.39

March 11
4.41

March 18
4.29

March 25
4.38

If you want to determine whether the call was fairly valued using the Black-Scholes Option Pricing Model (BSOPM), what would you enter into the BSOPM for each of the following variables (questions 1 through 5)?

1.  S0
2.  E

3.  rf
4.  t

5.  2

6.  What was the minimum value of the call when you sold it?

7.  Suppose Dell increases $2 per share by March 19th, what is your overall net gain or loss from selling the call?

8.  Suppose that by two weeks after you sold the call, interest rates have risen substantially, but the price and risk of Dell's stock has not changed.  What has happened to the value of the call?  Hint:  think through this carefully.

9.  According to put-call parity is the March put on Dell with a strike price of $85 over- or under-priced?

10.  Suppose you purchased a put on Dell with a strike price of $85.  Sketch a graph of the payoff for purchasing this put as a function of Dell’s stock price at the expiration of the put.







