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1 OUTLINE

# Side bets provided by financial markets

! options

! forward contracts

! futures 
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2 OPTIONS

2.1 DEFINITION & TERMINOLOGY

## Call Option: A contract whose holder (buyer) has the right, but not the obligation, to buy
the underlying asset at a fixed price (exercise price E), on or before the
expiration date t.

Thus, the buyer pays a price “C” to the seller (writer) for this contract.
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Example: Calculating the payoff of a Call Option

Assume: E = $20, C = $1, S = $17

Price of
Asset
(S)

change in
price

of Asset

cost of
option

S - E Action:
Exercise?

profit = 
Max [- C, (S - E - C)] 

change in
price 

of option

16 -1 -4 NO -1 

17 1 -1 -3 NO -1 0 

18 1 -1 -2 NO -1 0 

19 1 -1 -1 NO -1 0 

20 1 -1 0 NO -1 0 

21 1 -1 1 YES 0 1 

22 1 -1 2 YES 1 1 

23 1 -1 3 YES 2 1 
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