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‣ Option contracts: the right, not the obligation, to buy or sell something at some price.


‣ Call option: the right to buy at the strike price 


‣ Put option: the right to sell at the strike price


‣ American options: can be exercised at any time between the date of purchase and the expiration date.


‣ European options: can only be exercised at the end of their lives on their expiration date.


‣ In-the-money: Describes an option whose value, if immediately exercised, would be positive 
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Terminology Recap

https://www.investopedia.com/terms/a/americanoption.asp
https://www.investopedia.com/terms/e/europeanoption.asp


‣ Put-call parity
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Options

Current Stock Price = Call Option Contract Price - Put Option Contract  Price + Present value of strike price 

S = C-P+PV(K)

•If the stock pays a dividend, put-call parity becomes 
S= C - P + PV(K) + PV(Div)



‣ You bought a call option for $2, which gives you the right to buy a share of MSFT at $350. 
Currently MSFT is trading at $347. Will you earn money or lose money? By how much?


‣ You bought a call option for $2, which gives you the right to buy a share of MSFT at $340. 
Currently MSFT is trading at $347. Will you earn money or lose money? By how much?


‣ You bought a put option for $2, which gives you the right to sell a share of MSFT at $350. 
Currently MSFT is trading at $347. Will you earn money or lose money? By how much?


‣ You bought a put option for $2, which gives you the right to sell a share of MSFT at $340. 
Currently MSFT is trading at $347. Will you earn money or lose money? By how much?
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Quick Quiz
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Put-Call Parity With Dividends
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Put-Call Parity With Dividends
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Arbitrage
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Arbitrage



‣ Essentially a mathematical problem


‣ With two variables, you can create an area


‣ With two risk products, you can create a portfolio
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Replicating Portfolios
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Risk-Neutral Probability

• Note: risk-neutral probabilities are not “real” probabilities; they don’t reflect the actual odds of any particular 
cash flow. They are simply another way of determining the project’s market value. 

Call option with a strike price of 130M

Solution:
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Risk-Neutral Probability
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Risk-Neutral Probability
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Risk-Neutral Probability
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Risk-Neutral Probability
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Risk-Neutral Probability


