


	Basket option:





	Two stock prices: S1, S2





	What is the volatility of the basket S1 + S2?
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	Ito’s lemma





	If   dx = a(x,t)dt+b(x,t)dz   and G = G(x,t), then
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	dS = (Sdt  +  (Sdz





	a =  (S;      b =  (S;





	Now
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	If   S is a forward  and we have (  =   0
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Now apply the same approach to  S1 +  S2. Claim:
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Questions:








	1. How to apply it to  aS1 + bS2 ?


	


	2. How to extend this approach to stocks?





	3. How to extend this approach to  n  stocks?

















		





