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Options on Futures Contracts: Basics and Definitions 
 
 An option is a contract that gives the buyer the right but not the obligation to buy 

or to sell a futures contract at a specified price within a specified time period. 
 Call Option: The right to buy a futures contract at a specified price (strike price). 
 Put Option: The right to sell a futures contract at a specified price (strike price). 
 Strike Price: The price at which the option buyer can establish a futures position. 
 Premium: The cost an option buyer pays to an option seller for the option 

contract. 
 Writer: Option seller. 
 Exercise: Convert the option contract to a futures contract. 
 Intrinsic Value: Value of an option if it is exercised immediately. 
 Time Value: Difference between the option price and intrinsic value.  Money the 

writer wants to cover the risk that the market will move in the favor of the option 
buyer. 

 In-the-Money: Market price for underlying futures contract is above call strike 
price or below put strike price.  Option has intrinsic value. 

 Out-of-the-Money: Market price for underlying futures contract is below call strike 
price or above put strike price.  Option has no intrinsic value. 
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Description of Option Contract: Six Features 
 
 Put or Call 

 
 Underlying futures contract 

 
 Strike Price 

 
 Size of Option Contract (usually 1 futures contract) 

 
 Expiration Date (usually last day of month prior to the futures contract expiration 

month) 
 

 American or European Exercise (American options can be exercised at any time.  
European options can be exercised only at expiration.) 
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Determinants of Option Values 
 
1) Strike price relative to underlying futures contract price: Intrinsic value. 

 
2) Time to option expiration: The longer to expiration, the higher the risk that the 

option may be exercised, the higher the premium. 
 

3) Level of the strike price: Different strike prices have different premiums due to 
market expectations. 
 

4) Volatility of the underlying futures price: The more volatile the futures prices are, 
the more likely an option will be exercised, the higher the premium. 
 
Measured by the standard deviation of the percentage daily price change over the 
prior 20 days.  Convert to an annual measure. 
 

5) Interest rates: The higher the interest rate, the lower the premiums needed to 
attract investor (buyer) capital. 
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Summary: 
 
Options do not solve any hedging problems. 
 
Options add flexibility to forward pricing strategies. 
 
Options blend elements of a cash position with those of futures positions. 
 
Options are always second best outcomes when compared to cash-only positions or 
hedged positions. 
 
And sometimes options are the worst strategy. 
 


