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Lecture 12: Derivatives
I. Making money on the stock market

a. You can’t make money betting that the price will fall.

b. You have a harder time planning for the future.

II. Derivatives
a. The answer came about in the 1970s and 1980s with derivatives—a financial asset whose value is derived from some underlying asset.

i. For an analogy, consider a commercial where Johnny Depp as a spokesperson is a big selling point. Now suppose Depp releases a new movie—Edward Plungerhands—which is a massive flop at the box office. Depp as an actor becomes less valuable. Thus the commercial with him as a spokesperson becomes less valuable because the commercial’s value is derived from the value Johnny Depp as an actor.

b. Derivatives manifest as contracts to buy or sell a particular asset—such as orange juice, gold, bonds, or oil.
III. Options
a. A common type of derivative is an option—or a contract with the option to buy or sell at a particular amount of something at a particular price at a later date.

i. Recall that options are optional. You can buy a contract from someone and then decide to never exercise your right.

ii. Farmers often use derivatives to lock in a price sometime down the line, when the crop is ready.

b. The strike price is the agreed upon price. If we make a contract where I can buy 100 tons of soybeans from you in six months at $100 a ton, $100 is the strike price.
c. Each contract also has an upfront or premium price: the buyer must pay the seller now for the right to have the contract.
i. The seller hopes he’ll never hear from the buyer again (i.e. she doesn’t exercise her option).

ii. The buyer hopes she’ll hopes the price will change such that it becomes worth it to exercise the option and make some money.
d. Because we are looking at two different time periods, options have particular terminology to determine when you are buying or selling.
i. Long means you are buying the option now.

ii. Short means you are selling the option now.

iii. A call means you are buying the asset later.

iv. A put means you are selling the asset later.

e. So to summarize:
i. A long call means to buy an option to buy. It is a bet that the price will increase.
ii. A short call means to sell an option to buy. It is a bet that the price will decrease.
iii. A long put means to buy and option to sell. It is a bet that the price will decrease.
iv. A short put means to sell and option to sell. It is a bet that the price will increase.
IV. Example: oil options.
a. One of the reasons oil prices climbed during the summer is because of options (and future) markets. Everyone thought the price of oil would increase so they were willing to pay a lot for the option to buy at a lower price.
b. Suppose you think the price of oil will rise from $65 (what it is now) to $88 or so. Now suppose there’s a call you can buy for $5 with a strike price of $75. You long the call.
i. If the price stays below $75, you never use the option. Why buy at $75 when you can buy on the market for less?

ii. If the price is between $75 and $80, you exercise the contract but you still loose money—you can cut your loses buy buying at $75 and selling at slightly higher market price, but not at a high enough profit to recoup the contract cost.

iii. If the price rises above $80, you make money—you buy at $75 and turn around and sell at, say, $85 or $88, making a $5 or $8 dollar profit per unit sold.
c. Naturally, if you think the price will go down, you can take the short position of this other person’s long.

� Options are similar to futures, which have a similar structure concerning a contract for a price sometime in the future. However futures have no selective component to them—they are a promise to buy or sell later.





