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19BAE710-FINANCIAL DERIVATIVES 

 

Option Payoff 

Option payoff refers to the profit or loss that an investor experiences from holding an options contract. The payoff 

depends on the price of the underlying asset at the expiration date of the option. There are two main types of options: 

call options and put options. 

1. Call Option Payoff: 

 A call option gives the holder the right (but not the obligation) to buy an underlying asset at a specified 

price (strike price) before or at the expiration date. 

 The payoff for a call option at expiration is calculated as follows: 

Payoff=max⁡(0,Underlying Price−Strike Price)Payoff=max(0,Underlying Price−Strike Price) 

 If the underlying price is above the strike price, the call option is in-the-money, and the payoff is 

positive. If the underlying price is below the strike price, the call option is out-of-the-money, and the 

payoff is zero. 

2. Put Option Payoff: 

 A put option gives the holder the right (but not the obligation) to sell an underlying asset at a specified 

price (strike price) before or at the expiration date. 

 The payoff for a put option at expiration is calculated as follows: 

Payoff=max⁡(0,Strike Price−Underlying Price)Payoff=max(0,Strike Price−Underlying Price) 

 If the underlying price is below the strike price, the put option is in-the-money, and the payoff is 

positive. If the underlying price is above the strike price, the put option is out-of-the-money, and the 

payoff is zero. 

3. Option Strategies and Net Payoff: 

 Traders often use combinations of call and put options to create various strategies. The net payoff for a 

strategy is the sum of the payoffs of individual options. 

 For example, a long straddle involves buying a call and a put option with the same strike price. The net 

payoff is the sum of the payoffs of the call and put options. 
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4. Break-Even Points: 

 The break-even points for an options strategy are the points at which the total payoff is zero. 

 For a long call option, the break-even point is the strike price plus the premium paid. 

 For a long put option, the break-even point is the strike price minus the premium paid. 

5. Option Premium and Breakeven: 

 The premium is the price paid for the option. It represents the maximum potential loss for the option 

buyer. 

 For the option buyer to profit, the price of the underlying asset must move enough to cover the 

premium and transaction costs. 

6. Expiration and Intrinsic Value: 

 Options have a limited lifespan, and their value at expiration is determined by the intrinsic value. 

 Intrinsic value for a call option is the greater of 00 and 

Underlying Price−Strike PriceUnderlying Price−Strike Price. 

 Intrinsic value for a put option is the greater of 00 and 

Strike Price−Underlying PriceStrike Price−Underlying Price. 

Understanding option payoff is crucial for investors and traders to make informed decisions and manage risk in their 

portfolios. It's important to consider factors such as the current price of the underlying asset, the strike price, the option 

premium, and the expiration date when evaluating potential option payoffs. 

 


