Economics 102		Professor Vadgama

Options
[bookmark: _GoBack]An option trade gives the owner the right to buy or sell a specific quantity of a security (the Underlying) at a specific price (known as the exercise price or the strike price) within a specified time. There are two basic options: a call and a put. A call gives its owner the option to buy the security; a put gives its owner the option to sell. Options carry a premium price, paid by the buyer to the seller for the right to buy (call) or sell (put) the underlying security. American, European, and Bermudan options vary as to when the options can be exercised relative to the expiration date. An American option can be exercised any time before or on the expiration date. A European option can be exercised only on its expiration date. A Bermudan option is somewhere between an American and a European option in that it can be exercised on the expiration date, or on a number of predetermined dates stated in the option contract. 
Interest Rate Options
The value and option payoff of Interest Rate Options are based on interest rate curves. The buyer may pay the seller a premium for the option, and the seller has an obligation to pay if the owner exercises the option. 
Foreign Exchange (FX) and Cross Currency Options
A foreign Exchange (FX) or Cross Currency Option gives the owner the right to buy (call) or sell (put) a specified quantity of one currency against another at a specific exchange rate (strike price or exercise price) on or before a specified date. The value and payoff of these options are based on the value of the foreign exchange rate. 
Equity Options
An Equity Option is an option on shares of common stock, or units of a stock index, where the owner of the option has the right, but not the obligation, to buy (call) or sell (put) the underlying security at a specific price on or before a specific date. An Equity Option’s value and payoff are based on the value of the underlying equity or Equity Index. 


Swaps
A Swap is a private contractual agreement whereby two parties exchange streams of payments over time, based on the value of various market indexes. 
Interest Rate Swap
The Interest Rate Swap is the most common type of swap, where two parties agree to exchange a series of interest rate payments based on a specified notional amount, in the same currency. The most common swap involves one party making fixed payments and the other party making floating payments based on future interest rates. 
Foreign Exchange (FX) and Cross Currency Swaps
Foreign Exchange (FX) and Cross Currency Swaps both involve the switching of one currency exposure for another. An FX Swap involves the purchase of a foreign currency at the current spot rate, and the subsequent swapping back of that currency into the other currency at a designated forward price. A Cross Currency Swap involves the periodic exchange of a set of interest rate payments in one currency for those in another currency. FX swaps are shorter in term, with the forward value date as far out as one year, while cross currency swaps are longer term, generally ranging from 1 to 10 years.
Equity Swaps
An Equity Swap has common stock or an Equity Index as the reference rate for one of the two legs of the swap. In an Equity Swap one party pays another party based on the rate of return on an Equity Index. The other party might make payments based on a different Equity Index, a floating interest rate, or a fixed rate. 
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