
29/3 - Lecture 4 - Options  
 
Understanding Options 

→ 2 main types of options: calls and puts  
→ 4 main financial instruments: bonds, stocks, calls, puts  
→ Derivatives: any financial instrument that is derived from another (eg. options, futures)  
→ Option: An instrument that gives the holder the right to buy or sell a security at a specified 

price during a specified period of time  
↳ It is basically an insurance to trade another asset (commodity, shares etc.) 

→ Call option: right to buy an asset at a specified exercise price on or before the exercise date  
↳ NB: it is the right, but NOT the obligation  

→ Put option: right to sell an asset as a specified exercise price on or before the exercise date  
↳ Again, it is the right, but NOT the obligation  

→ When insuring your car, you are engaging in an option contract  
↳ You have the right to make a claim against your policy in the case of a car accident  
↳ The sacrifice made is the payment of the premium  

→ To “short” a call/put is to sell it to someone  
→ To “long” a call/put is to buy it from someone  
→ Option premium: the price paid for the option, above the price of the underlying security  
→ Intrinsic Value: the difference between the exercise price and the stock price  
→ Time premium: the value of option above the intrinsic value   
→ Note: the exercise price is the expected price in the future - this makes a time premium  

↳ The longer it is to expiry, the higher the time premium, the more valuable the option  
→ Exercise price (Strike price): the price at which you buy or sell the security  
→ Expiration date: the last date on which the option can be exercised  
→ American option: can be exercised at any time prior to and including the expiration date  
→ European option: can be exercised only on expiration date  
→ The American and European options are almost always worth the same amount  
→ All options usually act like European options  
→ Facts about options:  

↳ The longer the option exercise period, the more it is worth  
↳ As the exercise price goes up (intrinsic value goes up):  

⇢ The price of the call option goes down  
⇢ The price of the put option goes up  

→ Value of an option is determined by the difference between stock price and exercise price  
↳ If stock price > strike price: call value>0 and put value=0  
↳ If stock price < strike price: call value=0 and put value>0  
↳ Value is MAX of either the difference or 0  



→ The payoff diagram of a long call option is:  Payoff diagram of a long put option is:   

→ The payoff diagram of a short call option is:  Payoff diagram of short put option is:   

→ The diagram of a short option is the diagram of a long option, flipped along the x-axis  
→ Remember that (just like in insurance) a premium is paid for the option  

↳ This will shift the payoff diagram - and will reveal a breakeven point in profit  
→ The premium-included payoff diagrams are as follows:  

→ The graph is shifted down as premium is paid         Shifted up as premium is received  
→ Payoff diagram for longing a stock is a 45 degree line (if you sell if for $1, payoff is $1)  

↳ This can be graphically added to the payoff diagram 
for a short call as seen in the following diagram:  

↳ This seems like a good strategy as the payoff is 
always positive  

⇢ BUT: this is the payoff NOT the profit  
⇢ Often referred to as Masochists strategy  


