CHAPTER 9

Mechanics of Options Markets

Practice Questions

Problem 9.1.
An investor buys a European put on a share for $3. The stock price is $42 and the strike price is $40. Under what circumstances does the investor make a profit? Under what circumstances will the option be exercised? Draw a diagram showing the variation of the investor’s profit with the stock price at the maturity of the option. 



Problem 9.2.
An investor sells a European call on a share for $4. The stock price is $47 and the strike price is $50. Under what circumstances does the investor make a profit? Under what circumstances will the option be exercised? Draw a diagram showing the variation of the investor’s profit with the stock price at the maturity of the option. 


Problem 9.4.
Explain why margins are required when clients write options but not when they buy options. 



Problem 9.5.
A stock option is on a February, May, August, and November cycle. What options trade on (a) April 1 and (b) May 30? 


Problem 9.6.
A company declares a 2-for-1 stock split. Explain how the terms change for a call option with a strike price of $60. 



Problem 9.7.
“Employee stock options issued by a company are different from regular exchange-traded call options on the company’s stock because they can affect the capital structure of the company.” Explain this statement. 


Problem 9.8.

A corporate treasurer is designing a hedging program involving foreign currency options. What are the pros and cons of using (a) the NASDAQ OMX and (b) the over-the-counter market for trading? 



Problem 9.10.

Suppose that a European put option to sell a share for $60 costs $8 and is held until maturity. Under what circumstances will the seller of the option (the party with the short position) make a profit? Under what circumstances will the option be exercised? Draw a diagram illustrating how the profit from a short position in the option depends on the stock price at maturity of the option. 


Problem 9.12.

A trader buys a call option with a strike price of $45 and a put option with a strike price of $40. Both options have the same maturity. The call costs $3 and the put costs $4. Draw a diagram showing the variation of the trader’s profit with the asset price. 


Problem 9.13.

Explain why an American option is always worth at least as much as a European option on the same asset with the same strike price and exercise date. 



