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19BAE710-FINANCIAL DERIVATIVES 

 

Options on Securities 

Options on securities refer to financial derivatives that derive their value from an underlying security, which can be a 

stock, bond, or another financial instrument. These options provide investors and traders with the right, but not the 

obligation, to buy or sell the underlying security at a predetermined price (strike price) within a specified period 

(expiration date). Here are some key points about options on securities: 

1. Types of Options: 

 Call Options: These give the holder the right to buy the underlying security at the strike price before or 

at the expiration date. 

 Put Options: These give the holder the right to sell the underlying security at the strike price before or 

at the expiration date. 

2. Underlying Securities: 

 Options can be based on various underlying securities, including stocks, bonds, ETFs (Exchange-

Traded Funds), or stock market indices. 

3. Strike Price: 

 The strike price is the price at which the option holder can buy (for call options) or sell (for put options) 

the underlying security. It is fixed at the time of the option contract. 

4. Expiration Date: 

 Options have a finite lifespan. The expiration date is the last day on which the option can be exercised. 

After this date, the option becomes worthless. 

5. Premium: 

 The premium is the price paid by the option buyer to the option seller for the rights conveyed by the 

option. It represents the cost of acquiring the option. 

6. American vs. European Options: 

 American Options: Can be exercised at any time before or at the expiration date. 

 European Options: Can only be exercised at the expiration date. 
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7. Options Trading Strategies: 

 Traders use various strategies involving options, such as covered calls, protective puts, straddles, and 

spreads, to manage risk and speculate on price movements. 

8. Leverage and Risk: 

 Options provide leverage, allowing investors to control a large position with a relatively small amount 

of capital. However, this also increases the risk, as options can expire worthless, leading to the loss of 

the premium paid. 

9. Hedging: 

 Options are commonly used for hedging purposes to protect a portfolio against adverse price 

movements in the underlying securities. 

10. Market Liquidity: 

 Liquidity in the options market is crucial for efficient trading. More liquid options tend to have 

narrower bid-ask spreads and provide better pricing for traders. 

11. Regulation: 

 Options trading is subject to regulatory oversight, and various options exchanges facilitate the buying 

and selling of options contracts. 

Understanding the basics of options on securities is essential for investors looking to diversify their portfolios, manage 

risk, or engage in more sophisticated trading strategies. It's important to carefully consider factors such as market 

conditions, volatility, and the specific attributes of the underlying securities when trading options. 

 


