
19BAE710-FD/Ms.D.Deepa/AP-MBA/B-SPINE Page 1 

 

                                                                                                                                                           

19BAE710-FINANCIAL DERIVATIVES 

 

American and European Options 

Introduction 

Investors commonly encounter different types of options contracts, including American and European. When it comes 

to options trading, understanding the characteristics of and distinctions between these two types is important for making 

informed investment decisions. 

American Options 

 An American option is a contract that grants the holder the right to exercise or execute the option at any point 

before the expiration date.  

 The option holder has the flexibility to buy (for call options) or sell (for put options) the underlying asset at the 

predetermined amount, also called strike price, at any time during the life of the option.  

 The ability to exercise early provides American options with an element of flexibility. 

 This can be advantageous for the option holder if market conditions change favourably.  

 Most exchange-traded options in the United States follow the American style. 

Key Features of American Options 

American options include the flexibility to exercise the option at any point before the expiration date, enabling 

investors to adapt to market changes. This also provides strategic opportunities for traders to buy or sell the underlying 

asset based on favourable price movements. 

American options are widely traded in the United States and offer greater flexibility compared to European options. 

Some main features are as follows: 

Exercise flexibility  

American options allow investors to exercise the option at any time before expiration, providing greater strategic 

opportunities. 
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Adaptability to market fluctuations 

The ability to exercise early enables investors to capitalise on favourable price movements in the underlying asset. 

Pricing considerations  

The added flexibility of American options may result in higher premium costs compared to European options. 

European Options 

 A European option, as the name suggests, is a contract that cannot be exercised or executed before its 

expiration date.  

 To take advantage of an opportunity, the option holder must wait until the expiration date to exercise the 

option.  

 European options are typically settled in cash upon expiration and are prevalent in European markets. 

Key Features of European Options 

European Options include the restriction to be exercised only at the expiration date, limiting the flexibility for traders. 

Unlike American options, European options cannot be exercised before expiration. This simplifies the exercise rules 

and settlement process, making European options more straightforward to understand. 

Additionally, European options are commonly settled in cash upon expiration, offering a standardised approach for 

traders in European markets. Some key features are: 

Exercise restrictions 

European options can only be exercised at expiration, limiting their flexibility compared to American options. 

Simplicity and standardisation  

European options have straightforward exercise rules, making them easier to understand for beginners. 

Pricing considerations 

European options may have lower premium costs compared to American options due to the restricted exercise window. 

Implications for Options Traders 

Options trading offers a range of strategic possibilities and considerations that can impact trading outcomes. Traders 

must carefully analyse the exercise style of options, such as American or European, to determine the best approach for 

their investment objectives. Factors such as trading strategies, premium costs, market conditions, and risk tolerance all 

come into play.  
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Making informed decisions and understanding the implications of different options styles can help traders optimise 

their positions. It also helps them manage risks effectively and potentially maximise profits. The exercise style of 

options can have the following implications for traders: 

Trading strategies 

American options offer more strategic possibilities, as investors can exercise early to capitalise on market opportunities. 

Traders can employ various strategies, including early exercise, hedging, or option combinations, to optimise their 

positions. 

Premium costs 

The additional flexibility of American options may result in higher premium costs compared to European options. 

Traders need to consider the pricing dynamics and their risk appetite when selecting options. 

Market conditions 

The exercise style becomes crucial when considering market conditions. In highly volatile markets, American options 

can be advantageous as investors can adapt to rapid price movements. 

Conclusion: 

 To summarise, American and European options represent two distinct styles of options contracts, differing 

primarily in their exercise rules. 

 While American options offer flexibility and adaptability, European options provide simplicity and 

standardised settlement procedures. 

 Traders must carefully assess their investment objectives, risk tolerance, and market conditions to determine 

which option style aligns best with their trading strategies. 

 Understanding the characteristics of American and European options is key to navigating the complexities of 

options trading and maximising potential returns in the dynamic financial markets. 

 


