Enron Risk Management Simulation

Knowledge System Graphic Ideas and Practice Exercises

Options 

Version 3

Graphic Ideas:

· Forward and its option components (upside (call) / downside (put)) 

· Hockey Sticks for Call/Put (In-the-Money, At-the-Money, Out-of-the-Money)

· “Cheat Sheet” (Dutch said he would get for us) Traders tape this cheat sheet to their computers and reference it on a daily basis. (This goes over the Greeks may or may not use this. E.g. – if I buy a call I am long delta)

Practice Exercises:

1. Which of the following are NOT needed to price an option premium?

a. Underlying Price

b. Strike Price

c. Interest Rate

d. Volatility

e. Expiry or maturity

f. Delta

g. Gamma

2. A buyer of a option has what maximum risk: (A; can only lose premium)

a. Limited to the premium

b. Limited to the strike price less premium

c. Unlimited

3. A seller of a option has what maximum risk: (C; no upside on price)

a. Limited to the premium

b. Limited to the strike price less premium

c. Unlimited

4. If you buy a call what graph represents the correct choice (Have Dutch help us with the graphs)


5. Note: Dutch will write up scenarios for buying/selling a call (2) and buying/selling a put (2). (Total of Four Scenarios) with answers to the following questions:

a. Are you Long or Short?

b. What is your Risk?

c. What is your break-even price?

d. Give the settlement price

e. What is the total P/L on the option

Note – these situations assume no hedging occurred in the meantime
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