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An option contract is a fi nancial instru-
ment that gives the holder of the contract
the right, but not the obligation, to buy or
sell an underlying asset at an agreed upon
price for a future date. Like futures and
swaps, options are also examples of deriva-
tive products. Th ere are two basic option
types: a call option gives the holder of the
contract the right to buy the asset, whereas
a put option gives the holder the right to
sell the asset. As in every contract, there is
also a seller/writer of the call or put options.
Th e writer of an option contract may be
trying to hedge the risk from another con-
tract or he/she may be trying to profi t from
future price changes based on his/her future
expectations. Th e price that an option writer
receives is known as option premium. Th e
price in the option contract is known as the

strike or exercise price. Th e date the contract 
expires is called the expiration or maturity 
date. Options are either traded in organized 
exchanges or in over-the-counter (OTC) 
markets. Option contracts can also be cat-
egorized as American or European options. 
American options could be  exercised at 
any time prior to the expiration date, while 
European options could only be exercised 
at the expiration date. Options on assets 
other than stocks and currencies are also 
widely traded. Th ere are options on mar-
ket,  industry, stock indexes, prices of future 
contracts, metal products, fi xed-income 
securities, etc.

For a call option, if the spot price at the 
expiration is equal to the strike price (for 
a European option), option will be at-the-
money, indicating that the option holder do 
not gain or lose by exercising his/her rights. 
On the other hand, if the strike price is less 
than the spot price, option will be in-the-
money, indicating a positive gain from the 
option exercise. For an out-of-the-money 
option, strike price will be larger than spot 
price. An out-of-the-money option will not 
be exercised by the contract holder, and the 
direct loss will be limited to the option pre-
mium paid to the option writer. A call option 
has potentially unlimited gain if the strike 
price is less than the spot price. Similarly, for 
the holder of a put option, the contract will 
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be in-the-money if the spot price is lower
than the strike price, providing potentially 
unlimited gain from exercising the option.

Consider a trader who bought a call option
for the delivery of 125,000 euros in 90 days
at a strike price of $1.3500 for an option
premium of $0.0157 per euro. Th e cost of 
holding the contract is equal to $1962.50.
If the spot price is $1.3650 next day, for an
American option holder, option exercise will
lead to a gain of $1875. However, since this is
less than the option premium paid, owner of 
the option will have no intention to exercise
the option. If the spot price at the expiration
is $1.3350, option will be out-of-money and
the holder will prefer to let the option expire.
Th e cost to the holder will be the option
premium paid, which is also the gain to the
option writer. On the other hand, if the spot
price at the expiration date is $1.3700, exer-
cising the option will create a gain of $537.50,
net of the premium paid. As it is clear, the
writer of the call option faces with a poten-
tially unlimited liability. Break-even price for
the option is equal to $1.3343 and represents
the spot price where the holder is indiff erent
between exercising or expiring the option.

Th ere are basically six factors that aff ect
option prices. Th ese are (a) the current spot
price, (b) the strike price, (c) the time to
expiration, (d) the volatility of the price of 
the underlying asset, (e) the risk-free inter-
est rate, and (f) the dividends expected dur-
ing the life of the option (for stock options).
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Th e option premium is the price that is paid 
to buy an option. Th is price results from the 
demand and supply in the option market. 
In an arbitrage-free world, that is, in the 
absence of market frictions such as direct 
and indirect transaction costs, the option 
premium will represent the true value of 
the option. However, the real-world option 
premium may divert from the true value. 
Th e divergence may be particularly high for 
over-the-counter (OTC) options and for real 
options, because market mechanisms can 
hardly be applied to these types of options. 
In order to determine the true value and to 
assess the deviation of the actual option pre-
mium from the true value, an option pricing 
model, also called option valuation model, 
is applied. Despite some recent develop-
ment of alternative option pricing models, 
the most widely used and discussed option 
pricing models are based on the application 
of a pricing tree, such as a binomial tree as 
proposed by Cox et al. (1979) or a trinomial 
tree, or they are based on the Black–Scholes 
model—sometimes referred to as the Black–
Scholes–Merton model—as developed by 
Black and Scholes (1973) and Merton (1973). 
Th e Black–Scholes model is typically used 
to determine the value of European options, 
whereas the pricing of American options 
and, in particular, of exotic options requires 
the application of other models such as pric-
ing tree models.

Th e value of an option and, analogously, 
the option premium are typically infl u-
enced by six factors: the spot price of the 

CRC_C6488_Ch015.indd   338CRC_C6488_Ch015.indd   338 7/17/2008   3:02:42 PM7/17/2008   3:02:42 PM


	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

