
11/25/2008

1

OPTIONS MARKETS PART 1

1

Options markets

Ã Readings

Ä Initially read BKM Chapter 20, sections 20.1-20.4. 
ό²ŜΩƭƭ ǇƛŎƪ ǳǇ ǎŜŎǘƛƻƴǎ нлΦр ŀƴŘ нлΦс ŀŦǘŜǊ ǿŜ Řƻ 
Chapter 21.)

Ã Problems

ÄAll concept check questions

ÄProblem sets 5(a,b,c), 6, 8, 10, 17, 20, 24
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Derivatives

Ã Options, futures, forwards and swaps are derivative
securities.

Ã With most derivatives, the cash payoffs are closely tied 
ǘƻ όάŘŜǊƛǾŜŘ ŦǊƻƳέύ ǘƘŜ ǇǊƛŎŜ ƻŦ ŀƴ ǳƴŘŜǊƭȅƛƴƎ ǎŜŎǳǊƛǘȅ 
όάǘƘŜ ǳƴŘŜǊƭȅƛƴƎέύΦ

ÄEx: The payoff to a Microsoft call option depends on 
the price of Microsoft stock.

ÄThe call option is the derivative; the stock is the 
underlying.
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Options

Ã When I hold an option, I have the choice (not an 
obligation) to buy or sell the underlying.

Ã ²ŜΩƭƭ ōŜ ƭƻƻƪƛƴƎ ŦƛǊǎǘ ŀǘ ǇǳōƭƛŎƭȅ-traded options where 
the underlying is stock.

Ã These options are traded on many exchanges and their 
prices are widely reported.
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Ã AnAmericancalloptiongives the holder the right 
(but not the obligation) 

Äto buy the underlying asset 

Äat a pre-specified price (exercise priceor strike 
price)

Äon or before some pre-specified expiration date.

Ã An Americanput optiongives the holder the right 
(but not the obligation) 

Äto sellthe underlying asset
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Quotes from cboe.com
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Focus on the stock (the underlying)
7

The near-term calls
8

Exercise price, X
Abbreviation for 
expiration date
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This is a Saturday

Exercise and maturity

Ã This is an Americanoption.

Ã An Americanoption gives the holder the right to exercise 
at any time up to and including the expiration.

Ã A Europeanoption gives the holder the right to exercise 
only on the expiration date.

Ã American and European options are traded in both 
9ǳǊƻǇŜ ŀƴŘ ά!ƳŜǊƛŎŀέΦ

Ã By convention, all traded options on individual stocks in 
the US are American options.
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The intrinsic value 

Ã S The price of the stock
X The exercise price of the option.

Ã If we own the call  and S>X we might

ÄExercise the option (pay X, receive the stock)

ÄSell the stock in the market (give up the stock, receive S)

ÄPayoff = SςX

Ã Note: this is not the overall profit because it ignores whatever 
it cost us to buy the call.

Ã If we own the call and S¢X

Ä²Ŝ ǿƻǳƭŘƴΩǘ ŜȄŜǊŎƛǎŜΦ

ÄPayoff = 0

Ã Definition: Intrinsic value of a call = max(SςX, 0)
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Intrinsic value

Ã The term intrinsic value is not actually introduced until 
Chapter 21.
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In/at/out of the money

Ã S=X Ą the call is at the money

ÄFor a given expiration date, the call with X closest to S 
is the at the money call.

Ã S>X Ą the call is in the money

Ã S>>X Ą the call is deep in the money

Ã S<X Ą the call is out of the money

Ã S<<X Ą the call is deep out of the money
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Premium, profit and size

Ã Premium = current market price of call

ÄάtǊŜƳƛǳƳέ ƛǎ ƴƻǘ ƛƴǘǊƻŘǳŎŜŘ ǳƴǘƛƭ /ƘŀǇǘŜǊ нмΦ

Ã Profit from buying a call and exercising 
= intrinsic value  ςcost of call (when acquired)

Ã A note on the size of US exchange-traded call options

ÄAll prices are quoted on a per-share basis. 

ÄActual size of the option contract is 100 shares.

Ä In general: the size of a derivative refers to the 
quantity of the underlying.
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