Welcome to the Glossary of Options Terminology.

Here you can review a short list of the jargon unique to the world of options. You'll find in most cases that these terms apply not just to Options on Futures, but to all types of options - like those for stocks and even real estate.

If you like this page and find it useful, check out our more extensive Searchable Glossary and either search by keyword or browse the glossary directly.

Definitions are not intended to suggest the correct legal significance or exact meaning. They were collected from several sources to help in your understanding of the futures and options industry. 

Black-Scholes Model
A mathematical formula for calculating the value of an option. Initially developed by F. Black and M. Scholes for securities options and later refined by Black for options on futures. 

Butterfly Spread
A three-legged spread in futures or options. In the option spread, the options have the same expiration date but differ in strike prices. For example, a butterfly spread in soybean call options might consist of two short calls at a $6.00 strike price, one long call at a $6.50 strike price, and one long call at a $5.50 strike price. 

Call
An option contract giving the buyer the right but not the obligation to purchase the commodity or to enter into a long futures position. 

Called
Another term for "exercised" when the option is a call. The writer of a call must deliver the indicated underlying commodity when the option is exercised or called. 

Covered Call
An option spread position where Calls are sold against a long position in the underlying instrument. In essence, the trader is limiting his profit on the long position in exchange for receiving the option premium. On option expiration day, the breakeven on the long futures is lower by the amount of option premium received, less commissions. 

Covered Option
A short call or put option position which is covered by the sale or purchase of the underlying futures contract or physical commodity. For example, in the case of options on futures contracts, a covered call is a short call position combined with a long futures position. A covered put is a short put position combined with a short futures position. Also called a Covered Write. See also Covered Call and Covered Put. 

Covered Put
An option spread position where Puts are sold against a short position in the underlying instrument. In essence, the trader is limiting his profit on the short position in exchange for receiving the option premium. On option expiration day, the breakeven on the short futures is raised by the amount of option premium received, less commissions. 

Delta
A measure of how much an option premium changes, given a unit change in the underlying futures price. Delta often is interpreted as the probability that the option will be in-the-money by expiration. 

Exercise
The action taken by the holder of a call option if he wishes to purchase the underlying futures contract or by the holder of a put option if he wishes to sell the underlying futures contract. 

Exercise Price
The price at which the futures contract underlying a call or put option can be purchased (if a call) or sold (if a put). Also referred to as Strike Price. 

Expiration Date
The last day that an option may be exercised into the underlying futures contract. Also, the last day of trading for a futures contract. 

Extrinsic Value
(See Time Value). 

Gamma
A measurement of how fast Delta changes, given a unit change in the underlying futures price. 

Grant
(See Write.) 


Grantor
(See Option Seller.) 

Holder
One who purchases an option. 

Horizontal Spread
The purchase of either a call or put option and the simultaneous sale of the same type of option with typically the same strike price but with a different expiration month. Also referred to as a calendar spread. 

In-the-money Option
An option with intrinsic value. A call option is in-the-money if its strike price is below the current price of the underlying futures contract. A put option is in-the-money if its strike price is above the current price of the underlying futures contract. See Intrinsic Value. 

Intrinsic Value
The amount by which an option is in-the-money. See In-the-Money Option. 

Long Options Value
It is the combined value of all options purchased. It is marked-to-market. Options marked to the last reported price. 

Naked Option
The sale of a call or put option without holding an offsetting position in the underlying commodity. 

Net Options Value
The credit or debit value of all option positions combined. It is marked-to-market. 

Option
A contract giving the holder the right, but not the obligation, hence, "option," to buy (call option) or sell (put option) a futures contract in a given commodity at a specified price at any time between now and the expiration of the option contract. 

Option Buyer
The purchaser of either a call or put option. Option buyers receive the right, but not the obligation, to assume a futures position. Also referred to as the holder. 

Option Premium
The price of an option. The sum of money that the option buyer pays and the option seller receives for the rights granted by the option. 

Option Seller
The person who sells an option in return for a premium and is obligated to perform when the holder exercises his right under the option contract. Also referred to as the Writer or Grantor. 

Option Spread
The simultaneous purchase and sale of one or more options contracts, futures, and/or cash positions. 

Out-of-the-Money Option
An option with no intrinsic value, i.e., a call whose strike price is above the current futures price or a put whose strike price is below the current futures price. Its value is solely time related. 

Premium
(See Option Premium). 

Put
An option to sell a commodity, security, or futures contract at a specified price at any time between now and the expiration of the option contract. In particular, a Put gives the option buyer the right but not the obligation to sell (go "short'') the underlying futures contract at the strike price on or before the expiration date. 

Ratio Hedge
The number of options compared to the number of futures contracts bought or sold in order to establish a hedge that is risk neutral. 

Ratio Spread
This strategy, which applies to both puts and calls, involves buying or selling options at one strike price in greater number than those bought or sold at another strike price. 

Short Options Value
The total cost of purchasing back all short options. It is marked-to-market. Market movement may cause bids and offers to be away from the last reported price. 

Spread
(See Option Spread). 

Straddle
An option position consisting of the purchase (or sale) of both calls and puts having the same expiration and the same Strike Price. 

Strangle
An option position consisting of the purchase (or sale) of both puts and calls having the same expiration but different Strike Prices. 

Strike Price
(See Exercise Price). 

Synthetic Futures
A position created by combining call and put options. A synthetic long futures position is created by combining a long call option and a short put option for the same expiration date and the same strike price. A synthetic short futures is created by combining a long put and a short call with the same expiration date and the same strike price. 

Theta
A measure of the sensitivity of the value of the option to the passage of time. In math terms, Theta is the derivative of the option price equation with respect to the remaining time to expiration of the option. 

Time Value
The amount of money option buyers are willing to pay, above the intrinsic value, for an option in the anticipation that, over time, a change in the underlying futures price will cause the option to increase in value. In general, an option premium is the sum of time value and intrinsic value. Any amount by which an option premium exceeds the option's intrinsic value can be considered time value. Also referred to as Extrinsic Value. 

Writer
(See Option Seller). 

	1. What is a futures contract? 

	A futures contract is an agreement to buy or sell a specified amount of a product or financial instrument at an agreed upon price on or before a given date in the future. 


	2. What is an option or an option on a futures contract? 

	An option is the right, but not the obligation, to buy or sell a specified amount of a commodity, currency, index or financial instrument at an agreed upon price (called the strike or exercise price) on or before a specified future date. An option on a futures contract confers the right to buy or sell the underlying futures contract. 

To buy an option one pays a premium. By purchasing an option, the buyer's loss on the position is limited to the premium paid, while the profit potential is unlimited. In contrast, an option seller, or writer, collects the premium paid by the buyer. The seller, however, is bound to buy or sell the commodity, security or other item underlying the option if the option buyer "exercises" the option. As a result, the option seller's profit is limited to the option premium, while his or her potential loss is unlimited. 


	3. What are call and put options? 

	A call option gives the buyer the right, but not the obligation, to buy the underlying product or instrument at the strike or exercise price during the life of the option. A put option confers the right, but not the obligation, to sell the underlying product or instrument at the strike or exercise price during the option's lifetime.


	4. What is the "underlying" of a futures or options contract? 

	Futures and options contracts are traded on a broad range of products, financial instruments, indexes and market exposures. The specific commodity, currency, index or financial instrument that "underlies" a futures or options contract is referred to as the "underlying." For example, bushels of wheat underlie wheat futures contracts. In the case of tangible commodities and financial instruments, the "underlying" is sometimes called the "cash" commodity, which is traded in the so-called "cash" market. 

The underlying may or may not be a tangible product or financial instrument. For example, the underlying of a Eurodollar futures is the interest rate paid on U.S. dollars on deposit in London banks. In recent years, futures and options markets have been created on innovative underlying market exposures such as catastrophic insurance losses and commodity and stock indexes.


	5. What are the major differences between various types of derivatives? 

	Two major differences between futures and options on futures, in contrast to swaps and swaptions, are that the former are traded on exchanges. As a result, the financial integrity of futures contracts is guaranteed by a clearinghouse that collects and distributes margin payments every business day. 

Swaps and swaptions are traded in an over-the-counter dealers' market--for the most part involving commercial and investment banks, commercial enterprises and institutional investors. While the OTC market operates without a clearinghouse and generally without daily margin payments, the principal dealers in these markets are among the largest financial institutions in the world. These firms generally are well capitalized and experienced in assessing the creditworthiness of counterparties transacting in the OTC market. 

Another difference is that the terms and conditions of exchange-traded futures and options contracts--such as their size, quality or grade, and trading months--generally are standardized. In contrast, over-the-counter derivatives, such as swaps and swaptions, often have non-standardized contract terms that are negotiated between the counterparties to the transaction. 


	6. What are the economic purposes of futures? 

	Exchange-traded futures and options provide several important economic benefits, including the ability to shift or otherwise manage the price risk of commodities and financial instruments. This process is called hedging, an operation that lowers the cost to final users of the commodities and financial instruments that underlie the futures and options contracts. 

A second benefit of futures is price discovery and price basing. Exchange-traded futures and options markets, where large numbers of potential buyers and sellers openly compete for best prices, effectively discover and establish competitive prices. These prices are then used in many economic sectors as the basis of commercial transactions. 


	7. What is a "derivative"? 

	Strictly speaking, a derivative is a financial instrument whose price is derived from something else, such as a foreign exchange rate, a security, a bank deposit, or a commodity. Examples of derivatives are futures, options, swaps and swaptions. 


	8. How can you sell (go short) something you don't own? 

	For futures to function effectively as liquid, risk-transference and price-discovery markets, it is essential that futures transactions--the buying and selling of futures contracts--take place quickly, at low cost, and with symmetry on the buy and sell sides of the market. 

There are numerous reasons why market participants enter into short futures positions when they do not possess, or have no expectation of possessing, the security, commodity or other item underlying a futures contract. A farmer using the market to hedge--lock in a current market price--would sell futures on the crop he is growing well before the harvest of the actual crop. A company expecting to undertake short-term borrowing in the future would sell Eurodollar futures to lock in its cost of borrowing. A speculator would short the market when he saw an opportunity for profit, not because he expects to possess and make delivery of the underlying commodity or instrument. 


	9. Do you always have to make or take delivery on a futures contract? 

	No. Most futures contracts that provide for physical delivery do not, in practice, result in delivery. Instead, most futures positions are closed out by offset. Offset means buying or selling a futures position that is equal in all respects, except on the opposite side of the market, to the initial futures position. The second transaction extinguishes or "offsets" the first. 

For example, if a jeweler bought (went long) one December gold futures contract on the New York Mercantile Exchange (NYMEX) on September 1, he could sell (go short) one NYMEX December gold futures contract on any date before the contract expires, thereby offsetting his original long position and exiting the market. The jeweler would have paid the loss or received the gain on his futures contract each business day through the futures margining system, and the futures contract would have been closed out without any delivery having taken place. 


	10. How do futures markets differ from stock markets? 

	Futures markets are used for risk transference in a wide variety of underlying markets. Stocks are ownership shares in a company that issues them. Stock exchanges support the capital formation process by providing a secondary market for trading shares. 

In the early 1980s, stock index futures began trading on U.S. futures exchanges. The creation of this market extended the risk transference uses of futures markets to those who buy, sell and hold equities. 




	11. Where are futures and options on futures traded? 

	Futures and futures options are traded on futures exchanges around the world. In the United States there are 9 active exchanges located in Chicago, Minneapolis, Kansas City, New York and Philadelphia. In recent years, futures markets have proliferated overseas, especially in countries that are moving to more market-oriented economies. In the 1990's alone, at least 16 new financial and agricultural exchanges have been established outside the U.S. Currently futures and options on futures are traded on over 70 exchanges on every continent of the world except Antarctica. 


	12. How is futures trading conducted? 

	Most futures trading is done through "open-outcry" trading on organized futures exchanges, where traders stand in designated areas, configured as pits or rings, and call out bids and offers to buy and sell during the "trading day," as defined by the exchange. More recently, electronic futures trading systems have been developed on which bids and offers are posted on computer terminals and trades executed, either through terminals or via telephone. Some futures exchanges are totally electronic; other exchanges use electronic trading systems to provide market access during hours the open-outcry market is closed. 


	13. Is futures trading regulated in the U.S.? 

	U.S. futures trading is regulated through a system of self-regulatory organizations and a federal regulator at three levels: the Commodity Futures Trading Commission, the National Futures Association and the designated futures exchanges. The CFTC is an independent federal agency based in Washington, D.C. that adopts and enforces regulations under the Commodity Exchange Act and monitors industry self-regulatory organizations. The NFA, whose principal office is in Chicago, is an industry-wide self-regulatory organization whose programs include registration of industry professionals, auditing of certain registrants, and arbitration. Each U.S. futures exchange also has self-regulatory obligations with respect to its members and its markets. 


	14. What is a margin call? 

	In futures markets, margin serves as a good-faith deposit, or collateral, that ensures a futures contract will be honored. When a futures position is initiated, a customer posts initial margin with his or her broker. Futures margins are set by the exchange on which the contract trades in money amounts (usually dollars in the U.S.), although margin levels are sometimes referred to in terms of a percentage of the futures contract's face value. 

A futures margin account fluctuates each day as the futures position gains or loses money and the gains and losses are received or paid out, respectively. When the amount of margin in an account falls below a specified level, termed the maintenance level, the customer must deposit additional funds to bring the account back to the initial margin level. This procedure is commonly referred to as responding to a margin call. 

The concept of margin in futures markets is fundamentally different from the margin concept in equity markets. In equity markets, margin is used to extend credit, or lend money, for the purchase of stocks. In futures markets, margin acts as a good faith deposit or performance bond to secure the futures position and assure that there are funds in the account to cover losses while additional funds are being collected in response to a margin call. 




	15. How do you figure the gain or loss on a futures contract? 

	As in any investment, if you buy (in futures parlance are long or go long) and the price rises, you gain. But if you are long and the price declines, you lose. Your gain or loss is the initial value of the futures contract minus the ending value, which can be either a positive or a negative number. 

On the other hand, if you sell (are short or go short) and the price rises, you lose. If the price declines and you have a short position in the market, you gain. Your gain or loss is the initial value minus the ending price, which can be a positive or a negative number. 

To figure the gain or loss on a futures trade it is necessary to determine the change between the price at which the contract was initially bought or sold and the price at which it was liquidated (or the final settlement price, if the contract was carried to expiration). In addition, to calculate the monetary gain or loss on the trade, the price change must be multiplied by the contract unit, or size, which is specified for every futures contract. Here are two examples: 

Corn Futures 

On July 10, a farmer sells (goes short) 1 corn futures contract for September delivery at a price of 249 1/4 cents per bushel. The contract's face value is calculated as follows: 

· Sold 1 Sep corn contract @ 249 1/4 cents per bushel 

· Contract size x 5,000 bushels 

· Face value $12,462.50 

On August 10, the farmer buys 1 September corn contract at the price of 278 to exit (offset) his position. Because the farmer was short and the market rose, the position lost money. The amount of the loss is calculated as follows: 

· Sold 1 Sep corn contract @ 249 1/4 cents per bushel 

· Bought 1 Sep corn contract @ 278 cents per bushel 

· Loss per unit 28 3/4 cents per bushel 

· Contract size x 5,000 bushels 

· Loss on contract $1,437.50 

Stock Index Futures 

On May 1, a trader buys 1 June futures contract on the Standard & Poor's 500 Stock Price Index at a price of 889.85. The futures contract has a value of $444,925, which is calculated by multiplying the futures price of 889.85 by $500, the contract's multiplier. 

· Bought 1 June S&P 500 contract @ 889.85 

· Multiplier x $500 

· Face value $444,925 

On May 8, the trader liquidates the futures position by selling 1 June S&P 500 contract at the current market price of 891.10. To determine the gain or loss on the futures trade, the trader performs the following calculation: 

· Bought 1 June S&P 500 contract @ 889.85 

· Sold 1 June S&P 500 contract @ 891.10 

· Gain per unit 1.25 index points 

· Multiplier x $500 

· Profit on contract $625 


	16. Can you give an example of how futures are used to hedge? 

	Hedging with futures is a way of reducing the risk of price changes in the future. Examples that are often given include: 

· A farmer uses the futures market to hedge (sell) the corn in the field that he will sell in his local market after the harvest. He has thereby locked in the sale price of his corn. (The farmer is "long" cash corn and hedges by entering into a "short" corn futures position.) 

· A jeweler buys gold for delivery several months hence on the futures market to hedge catalog sales over the next six months. The jeweler thereby locks in the price of his gold and, accordingly, can price the jewelry in his catalog. (The jeweler is "short' cash gold and hedges by becoming "long" gold futures.) 

· A pension fund manager fears that interest rates will rise and the value of his fixed income portfolio will decline. He sells Treasury bond futures to lock in the value of his bond portfolio. (The pension fund manager is "long" cash T-bonds and hedges his portfolio by becoming "short" T-bonds futures.) 


	17. Can you give an example of how one of these futures hedges would work in practice? 

	Use the jeweler example discussed above. Today, September 1, the jeweler is setting the price of jewelry to be sold in December through the catalog he is printing. His major input expense is the cost of gold, which changes from day to day in the market. Today, the jeweler sees the following prices: 

· spot gold, $375 per ounce 

· gold futures for December delivery, $380 per ounce. 

At the expiration of a futures contract, the spot and futures price normally converge, i.e., become the same. On December 1, the futures price (which in this example equals the spot price) can be above, below or the same as the futures price was on September 1. 

For simplicity, let's take two cases--the futures price in December is $400 per ounce, i.e., higher than it was in September ($380), or the futures price in December is $350, lower than it was in September. In either case, the jeweler's effective cost of gold is $380 per ounce; i.e., the futures price he "locked in" during September. 

To see how this works, assume on December 1 the price of gold is $400 an ounce. In such a case, the jeweler has gained $20 per ounce on the futures contract that he can use to decrease the effective cost of the spot gold he is purchasing--from $400 to $380. On the other hand, if the futures price of gold on December 1 were $350, the jeweler could buy spot gold for $350, but he would have had a loss of $30 per ounce in the futures market, resulting again in an effective cost of $380 for an ounce of spot gold in December. 


	18. Where can I get more information about futures and options markets? 

	· For information on more than 70 exchanges around the world and details on the futures and options contracts they trade, see the Fact Book. 

· For a selection of texts and professional training materials, see the IFM's education home page. 

· For historical price data, go to the IFM Data Center. 


Butterfly Spread

The butterfly spread is a neutral strategy that is a combination of a bull spread and a bear spread. It is a limited profit, limited risk options strategy. There are 3 striking prices involved in a butterfly spread and it can be constructed using calls or puts.

Long Call Butterfly

Long butterflies are entered when the investor thinks that the underlying stock will not rise or fall much by expiration. Using calls, the long butterfly can be constructed by buying one lower striking in-the-money call, writing two at-the-money calls and buying another higher striking out-of-the-money call. A resulting net debit is taken to enter the trade.

Limited Profit

Maximum profit is attained when the underlying stock price remains unchanged at expiration. At this price, only the lower striking call expires in the money. 

[image: image1.png]Profit
or Loss

LONG BUTTERFLY

0
Stock Price at
Expiration

5400




Maximum profit = (intrinsic value of lower striking call at expiration) minus (initial debit taken) minus (commissions)

Limited Risk

Maximum loss is limited to the initial debit taken to enter the trade plus commissions.

Example

Suppose XYZ stock is trading at $40 in June. An options trader executes a long call butterfly by purchasing a JUL 30 call for $1100, writing two JUL 40 calls for $400 each and purchasing another JUL 50 call for $100. The net debit taken to enter the position is $400, which is also his maximum possible loss.

On expiration in July, XYZ stock is still trading at $40. The JUL 40 calls and the JUL 50 call expire worthless while the JUL 30 call still has an intrinsic value of $1000. Subtracting the initial debit of $400, the resulting profit is $600, which is also the maximum profit attainable.

Maximum loss results when the stock is trading below $30 or above $50. At $30, all the options expires worthless. Above $50, any "profit" from the two long calls will be neutralised by the "loss" from the two short calls. In both situations, the butterfly trader suffers maximum loss which is the initial debit taken to enter the trade.

Long Put Butterfly

The long butterfly trading strategy can also be created using puts instead of calls and is known as a long put butterfly.

Short Butterfly

The converse strategy to the long butterfly is the short butterfly. Short butterfly spreads are used when high volatility is expected to push the stock price in either direction.

Wingspreads

The butterfly spread belongs to a family of spreads called wingspreads whose members are named after a myriad of flying creatures.

Bull Spreads

If you are positive about a particular stock, bull spreads are a great low risk, low reward options strategy.

The simplest way to create a bull spread is by using call options with strike prices at or near the current trading price of the stock. See Bull Call Spread.
Bull spreads can also be constructed using put options. See Bull Put Spread.
Credit or Debit

Bull spreads can be entered on a credit or debit. When entered on a credit, it is a bull credit spread. When entered on a debit, it is a bull debit spread



. 

Bear Spreads

If you are negative about a particular stock, bear spreads are a great low risk, low reward options strategy.

The simplest way to create a bear spread is using put options at or near the current trading price of the stock. See bear put spread.
Bear spreads can also be constructed using call options. See bear call spread.
Credit or Debit

Bear spreads can be entered on a credit or debit. When entered on a credit, it is a bear credit spread. When entered on a debit, it is a bear debit spread.

Option Strategies 

Traders use various strategies to reduce the amount of downside risk while maintaining upside profitability. Following are a number of simple strategies that can easily be evaluated using the @OPTIONS XL software in a common spreadsheet. The strategies given here are combinations of different positions on different kinds of options. 

Spreads 

A spread trading strategy involves taking simultaneous but opposing positions in two or more option contracts of the same type. 

Bull Spread 

These are spreads designed to profit in a bull market. The most common bull spread strategy is the vertical spread. A vertical spread always consists of one long (purchased) option and one short (sold) option where both options are of the same type (either a call or a put) and both options expire at the same time. Vertical spreads can be created using either calls or puts. Regardless of whether calls or puts are used to create the spread, a bullish vertical spread is created by purchasing the option with the lower exercise price and selling the option with the higher exercise price. 
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Bear Spread 

These are spreads designed to profit in a bear market. The most common bear spread strategy is the vertical spread. A vertical spread always consists of one long (purchased) option and one short (sold) option where both options are of the same type (either a call or a put) and both options expire at the same time. Vertical spreads can be created using either calls or puts. Regardless of whether calls or puts are used to create the spread, a bearish vertical spread is created by selling the option with the lower exercise price and purchasing the option with the higher exercise price. 
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Butterfly Spread 

A butterfly spread consists of options at three equally spaced exercise prices where all options are of the same type ( either all calls or all puts ) and all options expire at the same time. A long (short) butterfly spread can be created by buying (selling) one option at each of the outside exercise prices and selling (buying) two options at the inside exercise price. ( i.e., a long butterfly spread could consist of the purchase of a June 95 call and a June 105 call with the simultaneous sale of two June 100 calls ). The long butterfly strategy would lead to a profit if the price of the underlying asset remains close to the strike price at which the two calls were sold, in this case 100. The short butterfly strategy would lead to a profit if the price of the underlying asset moves far way from the exercise price at which the two calls were bought. 
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Calendar Spread 

Also known as time spreads. The most common type of calendar spread consists of opposing positions in two options of the same type ( either both puts or both calls ) that have the same exercise price, but expire at different times. A long (short) time spread position can be created by selling (buying) a short term call option and buying (selling) a longer term call option. The investor of the long position would profit when the price of the underlying asset is close to the strike price of the short call at its expiration. 
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Combinations 

Combinations are strategies that involve positions in both calls and puts on the same stock. Some of these combinations are named; straddles, strips, straps, and strangles. 

Straddle 

A straddle consists of either a long call and a long put ( a long position ), or a short call and a short put ( a short position ), where both options have the same exercise price and expire at the same time. For a long position, profit is realized if there is a large move in either direction from the options exercise price. 
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Strips and Straps 

These two strategies are variations of the straddle. A strip consists of one long call and two long puts, all with the same strike prices and expiration dates. A strap consists of two long calls and one long put, all with the same strike prices and explanation dates. A strip strategy may be used by a trader who thinks that a large stock price movement is imminent, but believes that a decrease in stock price is more likely than an increase. A strap strategy is the opposite in that the trader thinks an increase in stock price is more likely. 

Strangles 

A long (short) strangle position is developed by purchasing ( selling ) both a put and a call with different strike prices with the same expiration. The call strike is higher than the put strike price. A strangle is similar to a straddle in that a large move in either direction will be profitable. However, a larger move must occur with a strangle than with a straddle before a profit is realized. The benefit compared to a straddle is that the amount of loss can be reduced if the underlying asset price does not make a large move away from the option strike prices. 
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