Session 13 / Chapter 21:  Options and Corporate Finance: Basic Concepts (p. 546-558)

I.  Definitions:

Option:  


Contractual right to buy or sell an asset at a fixed price on or before a given date

Exercising the Option:  
The act of buying or selling the underlying asset via option contract

Strike (Exercise) Price: 
Fixed price in the option contract at which the holder can buy or sell the underlying asset

Expiration Date:  

Maturity date of the option.  (afterwards, the option is dead)

European Options:  
Options can only be exercised on the expiration date. (not beforehand)

Call Option:  

Gives owner the right to buy an asset at a fixed price during a particular time period

In the Money:  

When the value of the underlying asset is greater than the options strike price

Limited Liability Instrument:  Maximum loss is the initial amount paid for the option (e.g., buying call options)

Put Option:  

Gives the holder the right to sell the stock for a fixed exercise price

(the reading reviews several graphs of option value v. share price, and option combinations)

II. Put-Call Parity:  

Value of Stock + Value of Put – Value of Call = Present Value of Exercise Price

(if Put and Call have the same exercise price)
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III. Valuing Options:
Lower exercise price-------Higher value-------------------------Lower value




Later expiration date-------Higher value-------------------------Higher value




Higher stock price----------Higher value-------------------------Lower value




Higher asset variability----Higher value (the key factor)------Higher value




Lower interest rates--------Lower value--------------------------Higher value

