
Stochastic Calculus and Financial Applications  
Final Take Home Exam (Fall 2006)  
SOLUTIONS  
Instructions. You may consult any books or articles that you find useful.  If you 
use a result that is not from our text, attach a copy of the relevant  pages from 
your source. You may use any software, including the internet, Mathematica, 
Maple, R, S-Plus, MatLab, etc. Attach any Mathematica (or similar) code that you 
use.  
• You may NOT consult with any other person about these problems. If  you have 
a question, even one that is just about the meaning of a question,  please contact 
me directly rather than consult with a fellow student.  
• I may post “bug reports” or clarifications on our web page, and you should 
regularly check for these.  
• You should strive to make your answers as clear and complete as possible. 
Neatness counts — especially of thought, but even of handwriting.  If I can’t read 
it, I can’t grade it.  
• Never, ever, write down anything that you know — or even vaguely suspect — 
to be false. If you understand that your argument is incomplete or only heuristic, 
this may be fine, but it must be properly labeled as incomplete or heuristic.  
• Don’t skip steps. If I can’t go from line n to line n + 1 in my head, something is 
missing. If you use Mathematica or a fact from a table, please say so and 
document it. Otherwise, I stare and stare at line n wondering how you got to n + 1 
in your head while I can’t.  
• Use anything from anyplace, but do not steal. If you make use of an argument 
from some source, give credit to the source. If you find the complete (and 
correct!) solution to a problem in a book or on the internet, just print out the pages 
and attach them. You will get full credit.  
• Write on only one side of a page. Use decent, homogeneous, high quality paper. 
No napkins, hoagie sacks, Indian Chief Tablets, etc.  
• Begin each new solution on a new page.  
• Arrange your solutions in the natural numerical order. If you do not do problem 
K, then include a self-standing page that says “Problem K was not done.”  
• Staple your pages neatly with a high-quality stapler with appropriate length and 
weight to do a clean and secure job. 
• As discussed in class, you MUST use and complete the cover page given at the 
website. Self-evaluation is hugely valuable.  
 
GENERAL ADVICE  
1. Avoid the temptation to just write down things that you think are relevant even 
though these “things” do not add up to an honest solution. Such near-nonsense 
lists just waste everyone’s time.  
2. If you can explain clearly something that you tried that did not work, this 
sometimes is worth a few points. Please do not abuse this offer. With experience, 
one learns that many sensible ideas do not work. Almost by definition, this is 
what separates the trivial from the non-trivial.  



3. Try to keep in mind that a good problem requires that one “overcome some 
objection.” What distinguishes a problem from an exercise is that in a good 
problem a routine plan does not work. The whole point is to go past the place 
where routine ideas take you. Still, don’t shy away from the obvious; many of the 
“problems” here are exercises.  
4. If you do something extra that is valid, you can get “bonus” points. These 
special rewards cannot be determined in advance. They are usual small, but they 
can be substantial — and they do add up.  
5. The most common source of bonus points is for saying something particularly 
well. Clear, well-organize, solutions are gems. They deserve to be acknowledged.  
 
THE BIG PICTURE  
Almost certainly these instructions will seem to be overly detailed to you. It is 
true that they are detailed, but they evolved case by case. Each rule deals with 
some previous mess or misunderstanding. When you start teaching (and grading) I 
encourage you to follow this example. There is no dishonor in a creative 
eccentricity or two.  
There is a final — more important — motivation for this long list of rules and 
suggestions. Detailed instructions provide honest coaching for excellence. This is 
the principal benefit. Nevertheless, I hope that no one minds that these rules will 
also save many hours of everyone’s time.  
Due Date and Place: The exam with its completed self-evaluation cover sheet is 
due in my office JMHH 447 at 11am on Tuesday December 19.  
 


