Pricing Models for Financial Engineering, IEOR 4630Fall 2006

Homework 1, due Thursday Sept. 13
Use of Excel spreadsheet is recommended.

Use the “CALL SUMMARY SHEET” that was handed out in class. 

VOLATILITY SKEW:

1- Define “Mid-Vol” as the average of bid and ask implied volatilities.  Draw the graph of “Strike” vs “Mid-Volatility” for the following call options

a. CFC (Countrywide Financial Corporation) Jan. 08 calls
b. YHOO (Yahoo) Oct. 07 calls
c. C (CITIGROUP)  Dec 07 calls
d. GE (General Electric) Dec 07 calls

APPROXIMATION:

2- Use the approximation method described in class to estimate the bid-ask call prices for the following options together with the deltas and determine the tracking errors of the market prices vs approximate prices:
a. CFCAD, CFCAX, CFCAE  i.e  Countrywide Financial Corp. Jan 08 calls  with strikes of  20, 22.5 and 25. respectively.

b. YHQAE, YHQAY i.e Yahoo Jan 08 calls with strikes of 25 and 27.5 respectively.

c. CJW and CJJ,  i.e CITIGROUP  Oct. 07 calls with strikes of 47.5 and 50.

d. CLW and CLJ,  i.e CITIGROUP  Dec. 07 calls with strikes of 47.5 and 50.

e. GELH, GELV i.e. General Electric  Dec. 07calls with strikes of 40 and 42.5

