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						Thischapterprovidesabriefintroductiontothemostimportantaspectsoftheareaofoptions.
					
				

				
					
						Itcoversoptionsbasics,arbitragerelationships,put-callparity,theBlack-Scholesformula(and
					
				

				
					
						binomialoptionpricing),andlesstraditionalapplicationsofoptionpricingmethods—butall
					
				

				
					
						inaverycondensedform.Youmayprefertoresorttoafullbookonoptionsandderivatives
					
				

				
					
						ifthischapteristootelegraphicforyou.
					
				

			

			
				
					
						Anecdote:ABriefHistoryofOptions
					
				

				
					
						OptionshavebeenknownsinceAristotle’stime.Theearliestknownoptioncontractisarealoption. Itwas
					
				

				
					
						recordedbyAristotleinthestoryofThalestheMilesian,anancientGreekphilosopher.Believingthatthe
					
				

				
					
						upcomingoliveharvestwouldbeespeciallybountiful,Thalesenteredintoagreementswiththeownersofall
					
				

				
					
						theoliveoilpressesintheregion.Inexchangeforasmalldepositmonthsaheadoftheharvest,Thalesobtained
					
				

				
					
						therighttoleasethepressesatmarketpricesduringtheharvest.Asitturnedout,Thaleswascorrectabout
					
				

				
					
						theharvest,demandforoilpressesboomed,andhemadeagreatdealofmoney.
					
				

				
					
						Afewthousandyearslater,in1688,JosephdelaVegadescribesin
						ConfusiondeConfusiones
						howoptions
					
				

				
					
						werewidelytradedontheAmsterdamStockExchange.Itislikelythatheactivelyexploitedput-call-parity,an
					
				

				
					
						arbitragerelationbetweenoptionsdiscussedinthischapter.IntheUnitedStates,optionsweretradedover-the-
					
				

				
					
						countersincethe19thcentry.Adedicatedoptionmarket,however,wasorganizedonlyin1973.
					
				

				
					
						Source:
						Wisegeek’s“WhatAreFutures?”
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						ﬁle=web-options.tex:LP
					
				

			

			
				
					
						2
					
				

			

			
				
					
						WebChapterI.Options.
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.TwoBasicDerivatives:CallOptionsandPutOptions
					
				

			

			
				
					
						Baseassetsand
					
				

				
					
						ContingentClaims.
					
					
						minedbythevalueofsomeotherunderlyingbaseasset.Forexample,abetthataVanGogh
					
				

				
					
						painting—thebaseasset—willsellformorethan$1millionisanexampleofacontingentclaim,
					
				

				
					
						becausethebet’spayosarederivedfromthevalueoftheVanGoghpainting(theunderlying
					
				

				
					
						baseasset).Similarly,acontractthatstatesthatyouwillmakeacashpaymenttomethat
					
				

				
					
						isequaltothesquareofthepriceperbarrelofoilin2010isacontingentclaim,becauseit
					
				

				
					
						dependsonthepriceoftheunderlyingbaseasset,oil.Aswithotherﬁnancialcontracts,webe-
					
				

				
					
						lievethatbothpartiesengageinderivativescontractsbecauseitmakesthembetteroex-ante.
					
				

				
					
						Forexample,yourcarinsuranceisacontingentclaimthatdependsonthevalueofyourcar
					
				

				
					
						(thebaseasset).Havingtheinsuranceisvaluableonlyiftheunderlyingbaseassethasbeenin-
					
				

				
					
						volvedinanunfortunateaccident.Ex-ante,boththeinsurancecompanyandyouarebettero
					
				

				
					
						contractingtothiscontingentclaimthanyouwouldbewithouttheinsurancecontract.Ex-post,
					
				

				
					
						morethanlikely,onlyoneofyouwillcomeoutbettero.
					
				

			

			
				
					
						Aderivative(alsoknownasacontingentclaim)isaninvestmentwhosevalueisitselfdeter-
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.A.BasicOptionsYouAlreadyKnow
					
				

			

			
				
					
						OptionsareContingent
					
				

				
					
						Claims.
					
					
						obligationtodosomething(likebuyingsharesatagivenprice)inthefuture.Thevalueofthis
					
				

				
					
						rightwilldependonthevalueofthebaseasset,whichcanﬂuctuateovertime.Infact,options
					
				

				
					
						aresoubiquitousthat,withoutusingthedesignation,youhavealreadyworkedwiththemin
					
				

				
					
						atleasttwocontexts:
					
				

			

			
				
					
						Anoptionisaspeciﬁctypeofcontingentclaim.Optionsgivetheownertheright,butnotthe
					
				

			

			
				
					
						1.InChapter??,onPage??,youcomputedthevalueoftheleveredequityownershipina
					
				

				
					
						house.Youcanthinkofthisleveredequityownershipastheoptiontoownthehouse
						only
					
				

				
					
						ifitisworthenoughtocoverthecreditors’claims.Theleveredequityownerpossesses,
					
				

				
					
						athisdiscretion
						,theoptionofeitherwalkingaway(bestwhenthetornadohitsandthe
					
				

				
					
						houseisworthlessthanthemortgage)orkeepingpossessionofthehouse(bestwhenthe
					
				

				
					
						sunshines).Thehouseitselfisthebaseasset.Intermsofnetpayos,theleveredhouse
					
				

				
					
						ownerreceivesthehousevalueinexcessofthemortgageonlyifthehouseturnsoutto
					
				

				
					
						beworthmorethanwhatthecreditorsareowed,andzerootherwise.
					
				

			

			
				
					
						2.InChapter??,onPage??,youlearnedthatequityholdersincorporationsarealsoresidual
					
				

				
					
						owners,butonly
						after
						thecorporatedebtispaido.Likeahouseowner,asastockholder,
					
				

				
					
						youowntheoptiontowalkawayfromyourinvestment.Youdonothavetomakethe
					
				

				
					
						creditorswhole.Therefore,shareholders’equityisessentiallyanoptiononthevalueof
					
				

				
					
						theunderlyingbaseﬁrm.
					
				

			

			
				
					
						Anytimeacontractincludeslimitedliability,thelimitedliabilityholderhastheoptionofwalk-
					
				

				
					
						ingawayandabandoning—theﬁnancialcontractisanoption.
					
				

			

			
				
					
						CallOptions.
					
				

			

			
				
					
						Thereisacommonjargonwhentalkingaboutoptions.Acalloptiongivesitsholdertheright
					
				

			

			
				
					
						Example1:Limited
					
				

				
					
						Liabilityyouhave
					
				

				
					
						alreadyseen—equityand
					
				

				
					
						house.
					
				

			

			
				
					
						to“call”(i.e.,own)anunderlyingbasesecurityinexchangeforapre-speciﬁedpayment,called
					
				

				
					
						thestrikepriceorexerciseprice,usuallyforaspeciﬁcperiodoftime.
					
				

				
					
						Let’srephraseourhouseexamplefromChapter??intermsofoptionjargon.Recallthatthe
					
				

			

			
				
					
						houseownerhastherighttoeitherpaythemortgageinperiod1ortojustwalkaway.Ifthe
					
				

				
					
						housevaluewillbe$20,000,payingothe$25,000mortgagetoownthe$20,000wouldnot
					
				

				
					
						beagoodidea.Ifthehousevaluewillbeabove$25,000,payingothemortgageisavaluable
					
				

				
					
						option,exerciseofwhichwillgivethehomeownernetproﬁtsofthehousevalueminusthe
					
				

				
					
						mortgagevalue.Ifthehouseisworth$100,000,exerciseoftheoptionmeansthattheowner
					
				

				
					
						willreceiveanetof$100
						,
						000
					
					
						−
					
					
						$25
						,
						000
					
					
						=
					
					
						$75
						,
						000.Thus,houseownershipisacalloption
					
				

				
					
						withastrikepriceof$25,000.Thiscanalsobeexpressedas
					
				

			

			
				
					
						AtExpiration:Homeowner’sValue
					
					
						= 
					
					
						max
						(
						0
						,
						HouseValue
					
					
						−
					
					
						$25
						,
						000
						)
					
				

			

			
				
					
						(I.1)
					
				

			

			
				
					
						Homeowner’sValue
					
					
						=
					
					
						max
						(
						0
						,
						HouseValue
					
					
						−
					
					
						MortgageValue
						)
					
				

			

		

		
			
				
					
						ﬁle=web-options.tex:RP
					
				

			

			
				
					
						Section1
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						1.TwoBasicDerivatives:CallOptionsandPutOptions.
					
				

			

			
				
					
						3
					
				

			

			
				
					
						(Themaxfunctionmeans“takewhicheverofitsargumentsisthebigger.”)Thisformulaisthe
					
				

				
					
						payoatexpirationandintentionallydoesnottakeintoaccounttheupfrontpaymentnecessary
					
				

				
					
						topurchasetheoption(buythehouse).Usingtheterminologyofoptionsdoesclarifythe
					
				

				
					
						meaningofthelimitedliabilitythathouseequityownersenjoy:theycanatmostlosetheir
					
				

				
					
						upfrontinvestments.
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.B.StockOptions
					
				

			

			
				
					
						Let’slookatacommontypeofoptionthatwehavenotyetdiscussed—stockcalloptions.
					
					
						Example2:Stockoption.
					
				

				
					
						Therearetwobasictypes,callsandputs.IfyoupurchaseaJulyIBMstockcalloptionwitha
					
				

				
					
						strikepriceof$85onMay31,2002,yougettherighttopurchaseoneshareofIBMstockat
					
				

				
					
						thepriceof$85anywherebetweenthenandJuly2002.Calloptionsincreaseinvalueasthe
					
				

				
					
						underlyingstocksappreciatesanddecreaseinvalueastheunderlyingstockdepreciates.If
					
				

				
					
						inJune2002,thepriceofashareofIBMstockwerebelow$85,yourrightwillbeworthless:
					
				

				
					
						shareswillbecheapertopurchaseontheopenmarket.(Indeed,exercisingwouldlosemoney:
					
				

				
					
						purchasingsharesthatareworth,say,$70,for$85wouldnotbeabrilliantidea.)Again,the
					
				

				
					
						beautyofowningacalloptionisthatyoucanjustwalkaway.However,ifinJune2002the
					
				

				
					
						priceofashareofIBMstockweretobeabove$85,thenyourcalloption(purchaseright)will
					
				

				
					
						beworththedierencebetweenwhatIBMstockistradingforandyourexercisepriceof$85.
					
				

				
					
						Youshouldexercisetherighttopurchasetheshareat$85fromthecallwriter.Forexample,if
					
				

				
					
						thepriceofIBMstockwere$100,youwouldenjoyanimmediatenetpayoof$100-$85=$15.
					
				

				
					
						Therelationshipbetweenthecallvalueandthestockvalueontheﬁnalmomentatwhichthe
					
				

				
					
						calloptionexpiresis
					
				

			

			
				
					
						C
					
					
						T
					
					
						(K
					
					
						=
					
					
						$85
						,
						at
						T
						inJune2002aremainingtime
						t
						of0
						)
					
					
						=
					
					
						max
						(
						0
						,S
					
					
						T
					
					
						−
					
					
						$85
						),
					
				

			

			
				
					
						(I.2)
					
				

			

			
				
					
						C
					
					
						T
					
					
						(K,t
					
					
						=
					
					
						0
						) 
					
					
						=
					
					
						max
						(
						0
						,S
					
					
						T
					
					
						−
					
					
						K) ,
					
				

			

			
				
					
						where
						C
						isthevalueofthecalloptionontheﬁnaldateT,giventhe(pre-agreed)strikeprice
					
				

				
					
						K
						.So,ifthestockpriceatexpiration,
						S
					
					
						T
					
					
						,isabove
						K
						,theoptionownerearnsthedierence
					
				

				
					
						between
						S
					
					
						T
					
					
						and
						K
						,andzerootherwise.Notethat,likeotherderivatives,anoptionislikeaside
					
				

				
					
						betbetweentwooutsideobserversofthestockprice.Neitherpartynecessarilyneedstoown
					
				

				
					
						anystock.Therefore,becausethepersonowningthecallispaidmax
						(
						0
						,S
					
					
						T
					
					
						−
					
					
						K)
						attheﬁnal
					
				

				
					
						date(relativetonotowningthecall),thepersonhavingsoldthecallmustpaymax
						(
						0
						,S
					
					
						T
					
					
						−
					
					
						K)
					
				

				
					
						(relativetonothavingwrittenthecall).
					
				

			

			
				
					
						DiggingDeeper: 
						Stockownershipisitselfanoptionontheunderlyingvalueoftheassets. (Theequityis
					
				

				
					
						valuableiftheassetsareworthmorethanthecorporatedebt.)AnoptiononthestockofIBMisthereforereally
					
				

				
					
						notjustanoption,butanoptiononanoption!
					
				

			

			
				
					
						showsthattheIBMcallwithastrikepriceof$85andexpirationdateofJuly202002would
					
				

				
					
						havecostyou$1.
						90
						centsonMay31,2002.(TheIBMstockpricethenwas$80.
						50
						.)Aslongas
					
				

				
					
						theupfrontpriceisfair—andmanyoptionmarketstendtobeverycompetitiveandecient—
					
				

				
					
						neitherthepurchasernorthesellercomeoutfortheworse. Indeed,becausebothparties
					
				

				
					
						voluntarilyengageinthecontract,theyshouldbothcomeoutbetteroex-ante.Ofcourse,ex-
					
				

				
					
						post,theﬁnancialcontractwillforceonesidetopaytotheother,makingonesideﬁnancially
					
				

				
					
						worseoandtheothersideﬁnanciallybettero,relativetonothavingwrittenthecontract.
					
				

			

			
				
					
						Insomesense,aputoptionistheﬂipsideofacalloption.Itgivesyoutherightto“put”(i.e.,
					
					
						Putoptions
					
				

				
					
						sell)anunderlyingsecurityforaspeciﬁcperiodoftimeinexchangeforapre-speciﬁedprice.
					
				

				
					
						Forexample,inMay2002,aparticularputoptionmaygiveyoutherighttosellashareofIBM
					
				

				
					
						stockatthepriceof$75upuntilJuly20,2002.Putoptionsincreaseinvalueastheunderlying
					
				

				
					
						stockdepreciates.IfinJulythepriceofashareofIBMstockisabove$75,therightwillbe
					
				

				
					
						worthless:sharescanbesoldformoreontheopenmarket.However,ifinJune2002theprice
					
				

				
					
						ofashareofIBMstockisbelow$75,therightwillbeworththedierencebetween$75and
					
				

				
					
						IBM’sstockprice.Hereisaconcreteexample.IftheIBMsharepriceis$50,astheputowner,
					
				

				
					
						youcanpurchaseoneshareofIBMat$50ontheopenmarketandexerciseyourrighttosellthe
					
				

			

			
				
					
						So,whywouldanyonesell(“write”)anoption?Theansweris“forthemoneyupfront.”Table
						I.1
					
					
						Thepriceoftheoption
					
				

				
					
						compensatestheoption
					
				

				
					
						writer.
					
				

			

			
			
			
			
		

		
			
				
					
						ﬁle=web-options.tex:LP
					
				

			

			
				
					
						4
					
				

			

			
				
					
						WebChapterI.Options.
					
				

			

			
				
					
						shareat$75totheoptionwriterforanimmediatenetpayoof$25.Unlikeacalloption,aput
					
				

				
					
						optionspeculatesthattheunderlyingsecuritywilldeclineinvalue.Therelationshipbetween
					
				

				
					
						thevalueoftheputoptionandthestockvalueontheﬁnalmomentoftheexpirationofthe
					
				

				
					
						putcanbewrittenas
					
				

			

			
				
					
						P
					
					
						T
					
					
						(K
					
					
						=
					
					
						$75
						,
						at
						T
						inJuly202002aremainingtime
						t
						of0
						)
					
					
						=
					
					
						max
						(
						0
						,
						$75
					
					
						−
					
					
						S
					
					
						T
					
					
						),
					
				

			

			
				
					
						(I.3)
					
				

			

			
				
					
						P
					
					
						T
					
					
						(K,t
					
					
						=
					
					
						0
						) 
					
					
						=
					
					
						max
						(
						0
						,K
					
					
						−
					
					
						S
					
					
						T
					
					
						) .
					
				

			

			
				
					
						CommonUses.
					
				

			

			
				
					
						Putoptionsareoftenpurchasedas“insurance”byinvestors.Forexample,ifyouownalotof
					
				

			

			
				
					
						Americanvs.European
					
				

				
					
						options
					
					
						whichexercisecanoccur,istheAmericanoption.Itallowstheholderoftheoptiontoexercise
					
				

				
					
						therightanytimeuptoandincludingtheexpirationdate.Alesscommonformiscalleda
					
				

				
					
						Europeanoption.(TheS&PindexoptionsareEuropean.)Itallowstheholderoftheoptionto
					
				

				
					
						exercisetherightonlyattheexpirationdate.Thelargestﬁnancialmarketfortradingoptions
					
				

				
					
						onstocksistheChicagoBoardOptionsExchange,orCBOE.Itsoptionsaretypicallyofthe
					
				

				
					
						Americantype.
					
				

			

			
				
					
						IBMsharesandIBMistradingat$80.
						50
						/sharetoday,youmaybewillingtolivewithalittlebit
					
				

				
					
						ofloss,butnotalot.Inthiscase,youmaypurchaseputoptionsthathaveastrikepriceof$75.
					
				

				
					
						IfIBMweretoendupat$60,thegainonyourputoption($15/put)couldmakeupforsome
					
				

				
					
						ofthelosses($20.
						50
						/share)ofyourunderlyingIBMshares.Ofcourse,buyingsuchputoption
					
				

				
					
						insurancewouldcostyoumoneytoday—$1.
						725
						tobeexact,accordingtoTable
						I.1
						.Incontrast,
					
				

				
					
						calloptionsareoftenusedtosello“theupside.”Forexample,astheaforementionedlarge
					
				

				
					
						IBMshareowner,youmaydecidethatyouliketokeeptheupsideuntil$90,butthatyoudonot
					
				

				
					
						careasmuchabouttheupsidebeyond$90(oryoubelievethatthepricewillnotrisesohigh).
					
				

				
					
						Inthiscase,youmaysella$90calloptiontodaythatgivesyousomeimmediatemoney($0.
						725
					
				

				
					
						tobeexact)thatyoucaninvestanywhere(includingintomoreIBMshares),butyouwouldgive
					
				

				
					
						uptheextremebestpayosabove$90untilJuly2002.Theextraoptionfeeof$0.
						725
						would
					
				

				
					
						boostyourreturniftheIBMstockpriceweretoremainbelow$90.ButifIBMweretoendup
					
				

				
					
						at$120,youwouldonlyparticipateintheﬁrst$9.
						50
						gain(from$80.
						50
						to$90),ofcourseplus
					
				

				
					
						theoptionfeewithinterestthatyoureceivedupfront.TherestoftheIBMupsidewouldgoto
					
				

				
					
						thecalloptionpurchaser.Whywouldsomeonewanttopurchasesuchacalloption?It’sjust
					
				

				
					
						anotherwaytospeculatethatIBMwillgoup—anditisveryecientintermsofitsuseofcash
					
				

				
					
						moneyupfront.TheoptiontopurchaseIBMat$90costsonly$0.
						725
						centspershare,much
					
				

				
					
						lessthanthe$80.
						25
						thatIBMwouldcost.(Ofcourse,thecallisalsoaveryriskyproposition,
					
				

				
					
						whichmayeasilyendupwitha
					
					
						−
					
					
						100%rateofreturn.)
					
				

				
					
						Thereareavarietyofotheroptioncontractfeatures.Onecommonform,basedonthetimeat
					
				

			

			
				
					
						Anecdote:GeographyandOptions
					
				

				
					
						Theoriginoftheterms“European”and“American”isahistoricalcoincidence,notareﬂectionofwhatkindof
					
				

				
					
						optionsaretradedwhere.Althoughnooneseemstoremembertheoriginsofthesedesignations,oneconjecture
					
				

				
					
						isthatcontractscalled“primes”weretradedinFrance.Thesecouldonlybeexercisedatmaturity—butthey
					
				

				
					
						werenotexactlywhatwenowcallEuropeanoptions.Instead,theoptionownereitherexercised(andreceived
					
				

				
					
						S
					
					
						−
					
					
						K
						)ordidnotexerciseandpaida“penalty”feeofDcalleda“dont”(notdon’t).Therewasnoup-frontcost.
					
				

				
					
						(Thebeststrategyfortheprimeownerwastoexerciseif
						S
					
					
						−
					
					
						X>
					
					
						−
					
					
						D
						.)Becausethesecontractscouldonlybe
					
				

				
					
						exercisedatmaturityandbecauseAmericanoptionscouldbeexercisedatanytime,theterminologystuck.
					
				

			

			
				
					
						Incidentally,“Bermudaoptions”or“Atlanticoptions”canbeexercisedperiodicallybeforematuritybutnotat
					
				

				
					
						anyothertime.TheyaresonamednotbecausetheyareusedinBermuda,butbecauseBermuda(andofcourse
					
				

				
					
						theAtlanticOcean)liesbetweenEuropeandAmerica.
					
				

			

			
			
			
			
		

		
			
				
					
						ﬁle=web-options.tex:RP
					
				

			

			
				
					
						Section1
					
					
						·
					
					
						1.TwoBasicDerivatives:CallOptionsandPutOptions.
					
				

			

			
				
					
						5
					
				

			

			
				
					
						TableI.1.SomeOptionPricesonMay31,2002.
					
				

			

			
				
					
						Put
					
				

				
					
						Price
					
				

				
					
						IBM $80.
						50 
						Jul20,2002 $85 $1.
						900 
						$6.
						200
					
				

				
					
						DierentStrikePrices
					
				

				
					
						IBM $80.
						50 
						Jul20,2002 $75 $7.
						400 
						$1.
						725
					
				

				
					
						IBM $80.
						50 
						Jul20,2002 $80 $4.
						150 
						$3.
						400
					
				

				
					
						IBM $80.
						50 
						Jul20,2002 $90 $0.
						725 
						$10.
						100
					
				

				
					
						DierentExpirationDates
					
				

				
					
						IBM $80.
						50 
						Oct19,2002 $85 $4.
						550 
						$8.
						700
					
				

				
					
						IBM $80.
						50 
						Jan18,2003 $85 $6.
						550 
						$10.
						200
					
				

			

			
				
					
						Expira-
					
				

				
					
						tionT
					
				

			

			
				
					
						Strike
					
				

				
					
						Price
						K
					
				

			

			
				
					
						Call
					
				

				
					
						Price
					
				

			

			
				
					
						ThesourceofthesepricesisOptionMetrics.July20wouldhavebeen34tradingdays(outof255/year)away.IBM’s
					
				

				
					
						closingpriceat4:30pmESTwas5centslower.Theprevailinginterestrateswere1.77%over1month,and1.95%over6
					
				

				
					
						months.Note:
						Yahoo!
						Finance
						alsoreportsoptionprices,e.g.,for
						KO
						,
						lookup
						http://ﬁnance.yahoo.com/q?s=ko&d=o
					
				

			

			
				
					
						1
					
					
						·
					
					
						1.C.SplitsandDividendsforStockOptions
					
				

			

			
				
					
						ofshares,nomatterwhat),itcouldbebadnewsfortheownerofacalloption.Afterall,a
					
				

				
					
						callwithastrikepriceof$75wouldhavebeenin-the-money(i.e.,theunderlyingsharepriceof
					
				

				
					
						$80.
						50
						wasabovethestrikeprice)beforethesplit.IftheoptionwereAmerican,thecallwould
					
				

				
					
						beworthatleast$5.
						50
						pershareifexercisedimmediately.Afterthesplit,however,thecall
					
				

				
					
						wouldbefarout-of-the-money(i.e.,theunderlyingsharepriceof$40.
						25
						wouldbebelowthe
					
				

				
					
						strikepriceof$75).Fortunately,theoptioncontractsthataretradedonmostexchanges(e.g.,
					
				

				
					
						theCBOE)automaticallyadjustforstocksplits,sothatthevalueoftheoptiondoesnotchange
					
				

				
					
						whenastocksplitoccurs:inthiscase,theoption’seectivestrikepricewouldautomatically
					
				

				
					
						halvefrom$75to$37.
						50
						andthenumberofcallswouldautomaticallydoublefrom1to2.
					
				

				
					
						(Completingouroptionterminology,notsurprisingly,at-the-moneymeansthattheshareprice
					
				

				
					
						andthestrikepriceareaboutequal.)
					
				

				
					
						Butcommonoptionsaretypically
						not
						adjustedfordividendpayments:ifthe$80.
						50
						IBMshare
					
					
						Butoptionsareusually
					
				

				
					
						notadjustedfor
					
				

				
					
						dividends.
					
				

			

			
				
					
						weretopayout$40individends,unlessmoneyweretofallfromheaven,thepost-dividend
					
				

				
					
						sharepricevaluewouldhavetodroptoaround$40.
						50
						.Therefore,thein-the-moneycalloption
					
				

				
					
						wouldbecomeanout-of-the-moneycall.Consequently,ifyourcallwasAmerican,youmight
					
				

				
					
						decidetoexerciseyourcallwitha$75strikepricetonet$5.
						50
						justbeforethedividenddate.
					
				

			

			
				
					
						dividendpaymentsoftheunderlyingsecurity.
					
				

				
					
						Threeﬁnalinstitutionaldetails.First,becausethevalueofoptionscanbeverysmall,e.g.,72.5
					
					
						Anoptioncontractisa
					
				

				
					
						bundleof100options.
					
				

			

			
				
					
						centsforeachIBMcalloption,theyareusuallytradedinbundlesof100.Thisiscalledanoption
					
				

				
					
						contract.FiveoptioncontractsonIBMaretherefore500options(optionson500shares),which
					
				

				
					
						intheexamplewouldcost$0
						.
						725
					
					
						·
					
					
						500
					
					
						=
					
					
						$362
						.
						50
						.Second,CBOEoptionstypicallyexpireon
					
				

				
					
						thethirdFridayofeachmonth,whichiswherethe20thofthemonthcamefrom.Third,option
					
				

				
					
						pricesthatyoureadinthenewspapercanbedeceptive,becausetheyaretypicallyclosingprices.
					
				

				
					
						However,theCBOEusuallyclosesat4:00pmCST/5:00EST,whichishalfanhourlaterthanthe
					
				

				
					
						NYSE(4:30pmEST).Thissometimesleadstoseemingarbitragesinthenewspaper,whichare
					
				

				
					
						howevernon-existentbecausewhatreallyhashappenedisthattheunderlyingstockpricehas
					
				

			

			
				
					
						Underlying
					
				

				
					
						BaseAsset
					
				

			

			
				
					
						Whathappenstothevalueofacommonstockoptionwhentheunderlyingstockpaysadiv-
					
					
						SplitsandDividends?
					
				

				
					
						idendorexecutesastocksplit?Inastocksplit,acompanydecidestochangethemeaning,
					
				

				
					
						butnotthevalue,ofitsshares.Forexample,anownerwhoheld1,000sharesat$80.
						50
						/share
					
				

				
					
						wouldina2-for-1splitown2,000shares.Splittingdoesnotcreateshareholdervalueoutof
					
				

				
					
						nothing—itshouldnotchangethemarketcapitalizationoftheunderlyingcompany.Therefore,
					
				

				
					
						theresultingsharesshouldbeworth$40.
						25
						/sharepost-split.
					
				

				
					
						Althoughsuchasplitshouldmakelittledierencetotheownersoftheshares($80,500worth
					
					
						Splitsareadjustedfor,
					
				

				
					
						dividendsarenot.
					
				

			

			
				
					
						Insum,whenyoupurchase/valueatypicalstockoption,youcanignorestocksplitsbutnot
					
					
						Splitsdonotmatter,
					
				

				
					
						dividendsdomatter.
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