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Th e holder of an option contract may decide
to exercise the option at the exercise or
strike price if the contract is in the money.
Exercising indicates that transaction of the
asset takes place at the predetermined exer-
cise price and the contract is terminated. For
a European type option, holder of the con-
tract can decide to exercise the option only 
at the maturity. However, for an American
type option, holder of the contract has the
fl exibility to exercise the option before the
expiration date. For a call option, which
gives the owner the right, but not the obli-
gation, to buy an asset at the exercise price,
the contract will be in the money when exer-y
cise price is below the spot price, and owner
of the contract will decide to exercise the
option to take delivery of the asset. For a put
option, on the other hand, owner of the con-
tract will decide to exercise his/her rights if 
exercise price is above the spot price.
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Exercise price, also called the strike price, 
of an option is the predetermined fi xed per 
unit price at which the underlying asset is 
bought or sold if the option is exercised.  Th is 
price once set never changes during the life 
of the option. Th e holder uses this price as a 
decision criterion when deciding to exercise 
the option (Kolb, 2000). If the exercise price 
provides a profi table opportunity then the 
holder will use the option. For example, in a 
call (put) option, the option will be exercised 
if the exercise price is less (greater) than the 
current market price of the underlying asset.  
In this case the holder of the option will have 
the opportunity to buy (sell) the underlying
asset at a lower (higher) price than the mar-
ket by using the option and have the oppor-
tunity to profi t by selling (buying) the asset 
at a higher (lower) price at the market. In 
other words, the holder will exercise the 
option if it is in the money. Table 1 exhibits 

TABLE 1

An Option in the Money, at the Money, and out of 
the Money

Option Out of the
Money

At the
Money

In the
Money

Call X > ST X = ST X < ST

Put X < ST X = ST X > ST

Note: X, exercise price; ST, market price of the underlyingTT
asset.

CRC_C6488_Ch005.indd   171CRC_C6488_Ch005.indd   171 7/16/2008   8:18:17 AM7/16/2008   8:18:17 AM


	Front cover
	Editorial Board
	Contents
	Acknowledgments
	Introduction
	Editor
	Contributors
	List of Contributor Entries
	A
	B
	C
	D
	E
	F
	G
	H
	I
	J
	K
	L
	M
	N
	O
	P
	Q
	R
	S
	T
	U
	V
	W
	Index
	Back cover

