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1. Consider the multi-period Cox-Ross-Rubinstein binomial model with bank ac-
count B, = (1+7r)", n=0,...,T, r > 0, and stock price process S, where S
evolves between two consecutive periods as

Sn—i—l:SnZn—i-la n=0,...,T—1, So > 0.

Here (Z,)n=1,. 1 are ii.d random variables, taking only the two values u and d
for u > 14 r > d > 0 with probabilities

P[Z,=ul=p and P[Z,=d =1-p, pe(0,1).

Denote by X a path-independent American claim with reward function g, i.e.,
X% = g(Sp,n). Show that the price of the American claim at time n, given by

e
147

V, ;= max [Ep«
7€T(n, 1]

can be recursively computed by

Vi =g(Sr,T)
1 (1)
Vo, = max | g(Sp,n), Ep 1——H‘Vn+1 Full, n=N-1,...,0,
with .
Ep- {mvml ]:n} “1rr [P Vit + (1= p)Vi],

where p* = 1:+;d and V%, and V%, | denote the values of V' defined via (1) at
time n+1 in the nodes that correspond to the upward and downward movements
of the stock price during the time period [n,n + 1].

2. Consider the three-period binomial model of Exercise 6.5.

Please turn over!



a) Find the time-zero price and optimal exercise policy (optimal stopping time)
for the American Straddle option that expires at time three and has strike
4 (i.e., it has intrinsic value |S — 4]).

b) Compute the time-zero price of the American call.

c) The value of the American Straddle option (which you computed in part a))
is strictly smaller than the sum of the values of the American put (which

you computed in Exercise 6.5) and the call (which you computed in part b),
even if | — 4| = (5 —4)" + (4 — S)T; how is this possible ?

3. Consider the Black and Scholes model for the stock price process S and assume
that the interest rate r is constant. Let g be a nonnegative continuous reward
function such that

Ep-
te[0,T

sup e_”g(St,t)] < 00.

Fort € [0,T] and T > 0, set

Jy =ess sup [Ep- [Q_TTQ(SWT) |-7:t} )

TGIT[tVT]

where Tj; 71 denotes the set of all stopping times (with respect to the filtration
(F:) generated by S) which satisfy t <7 < T a.s.

a) Prove that J is a supermartingale.

b) Show that for every ¢ € [0, 7]

Ep-[J)] = sup Ep. [e"7g(S,,7)].

TE7—[t,T]

c) A stopping time 7* is said to be optimal if

Ep- [ g(Sr,7%)] = sup Ep- [e77g(S,,7)].

7€ T0,1]

Prove that a stopping time 7* is optimal if and only if the following proper-
ties are satisfies:

o Jo=e"g(S, ) as.
e The stopped process J™ defined by J7 := Jo«ns, t € [0,T] is a martin-
gale.



