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American-style Option

An option contract that can be exercised at any time between the date of purchase
and the expiration date. Most exchange-traded options are American-style. (See also:
European-style Option).

Ask

The lowest current offer to sell a security.

Assign

To make an option seller perform his obligation to assume a short futures position (as
a seller of a call option) or a long futures position (as a seller of a put option).

Assignment

The receipt of an exercise notice by an options writer that requires him to sell (in the
case of a call) or purchase (in the case of a put) the underlying security at the specified
strike price.

At-the-Money (ATM) Option

An option with a strike price that is equal, or almost equal, to the current market price
of the underlying security. ATM options have a delta of +0.50 or -0.50.

Auction Market

A market in which buyers enter competitive bids and sellers enter competitive offers
simultaneously. Most stock and bond markets function as an auction market. This
means that there is a bid and an ask price for each security. You as an investor can
choose to buy or sell at the given bid or ask, or you can establish your own bid or ask
price. Think of the stock market as a giant garage sale. If you don’t like the price that
you see, you can make your own bid for the item. The NYSE is an auction market.
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Automatic Exercise

An exercise by the clearing firm in which the firm automatically exercises an In-the-
Money option at expiration.

Back-Testing

Testing or optimizing a strategy on historical data, and then applying it to new data to
see if the results are consistent.

Bear

An investor who acts on the belief that a security or the market is falling or is expected
to fall. (See also: Bull).

Bear Market

A declining stock market over a prolonged period, usually lasting at least six months
and normally not more than 18 months. Usually caused by a strong conviction that

a weak economy will produce depressed corporate profits. Also, a market in which
prices of a certain group of securities are falling or are expected to fall. (See also: Bull
Market).

Bear Put Spread

A strategy in which a trader sells a lower strike put and buys a higher strike put to
create a trade with limited profit and limited risk.

Bid
The highest current offer to buy a security.

Bid/Ask Spread

The difference between bid and ask or offer prices. The term “asked” is usually used in
over-the-counter trading. The term “offered” is used in exchange trading. The bid and
asked, or offered, prices together comprise a quotation, or quote.
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Breakeven

The point at which gains equal losses. The market price that a stock must reach for
an option buyer to avoid a loss if he exercises. For a call, it is the strike price plus the
premium paid. For a put, it is the strike price minus the premium paid.

An investor who acts on the belief that a security or the market is rising or is expected
to rise. (See also: Bear).

Bull Call Spread

A strategy in which a trader sells a higher strike call and buys a lower strike call to
create a trade with limited profit and limited risk.

Bull Spread

Any spread in which a rise in the price of the underlying will increase the value of the
spread.

Buy on Close

To buy at the end of a trading session at a price within the closing range.

Buy on Opening

To buy at the beginning of a trading session at a price within the opening range.

Buy Stop Order

An order to buy a security that is entered at a price above the current offering price and
that is triggered when the market price touches or goes through the buy stop price.

Call Option

An option contract giving the owner the right, but not the obligation, to buy 100 units
of an underlying security at a specified price (See also: Strike Price) within a specified
time (See also: Expiration Date).
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Capital Gain

The profit realized when a capital asset is sold for a higher price than the purchase
price. Your costs (when you buy) include the commission you paid your broker and are
deducted from the proceeds when you sell.

Capital Loss

The loss incurred when a capital asset is sold for a lower price than the purchase price.

Chicago Board of Trade (CBOT)

The oldest commodity exchange in the United States; established in 1886. The
exchange lists agricultural commodity futures such as corn, oats, and soybeans, in
addition to more recent innovations as GNMA mortgages and the NASDAQ 100 Index.

Chicago Board Options Exchange (CBOE)

The largest options exchange in the United States.

Close

The price of the last transaction for a particular security on a particular day. The mid-
price of a closing trading range.

Contract

Unit of trading for a financial or commodity future. Also, actual bilateral agreement
between the parties (buyer and seller) of a futures or options on futures transaction as
defined by an exchange.

Covered option

A short option position completely offset by a corresponding stock or option position.
A covered call is usually offset by long stock or a long call position, while a covered
put is usually offset by a long put or a short stock position, or the requisite cash for
assignment (called a “cash-secured put”).
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Credit

Money received in an account as the result of a trade. Options sellers receive the option
premium as a credit to their account.

Day Order

An order to buy or sell a security that will expire if not filled at the end of the day, or
unless the investor specifies otherwise.

Day Trading

Refers to establishing and liquidating the same position or positions within one day’s
trading, thus ending the day with no established position in the market.

Debit

Money paid out from an account from either a withdrawal or a transaction that results
in decreasing the cash balance.

Dehit Spread

The difference in value of two options, where the value of the long (bought) position
exceeds the value of the short (sold) position.

Decay

A term used to describe how the theoretical value of an option erodes or declines with
the passage of time. Time decay is specifically quantified by Theta.

Delta

The amount by which the price of an option changes for every dollar move in the
underlying instrument.

Drawdown

The reduction in account equity as a result of a trade or series of trades.
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European-style Option

An option contract that can only be exercised on its expiration date. Few exchange-
traded options are European-style options. (See also: American-style Option).

Execution

The process of completing an order to buy or sell securities. Once a trade is executed,
it is reported by a Confirmation Report; settlement payment and transfer of ownership
occurs in the U.S. five days after an order is executed. Settlement times for exchange-
listed stocks are in the process of being reduced to three days in the U.S.

Exercise

To implement the right of the holder of an option to buy (in the case of a call) or sell
(in the case of a put) the underlying security. When you exercise an option, you carry
out the terms of an option contract.

Expiration Date

The last day (in the case of American style) or the only day (in the case of European
style) on which an option may be exercised. For stock options, this date is the Saturday
immediately following the third Friday of the expiration month; however, brokerage
firms may set an earlier deadline for notification of an option holder’s intention to
exercise. If Friday is a holiday, the last trading day will be the preceding Thursday.

Extrinsic Value

The price of an option less its intrinsic value. An Out-of-the-Money option’s worth
consists of nothing but extrinsic or time value.

Fast Market

When a stock has so much volume that the order entry systems have difficulty
processing all of the orders. This causes problems for brokers who want to give their
clients current prices so that they can buy or sell securities, or;

A declaration that market conditions in the futures pit are so disorderly temporarily to
the extent that floor brokers are not held responsible for the execution of orders. This
usually happens when a company announces important information.
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Hedge

A position established to protect an existing position in your portfolio. For example,
put options are often used as a hedge against a long stock position.

Historic volatility

A measure of the range of returns on a stock over a specific period.

Holder

An options buyer.

Implied Volatility

A measurement of the market’s view that a specific security will see future price
changes. Implied Volatility is used to price options — higher implied volatility means a
higher likelihood of a price change, making options more expensive.

Index

An index is a group of stocks that make up a portfolio in which performance can be
monitored based upon one calculation.

Index Options

Call options and put options on indexes of stocks designed to reflect and fluctuate
with market conditions. Broad-based indexes cover a wide range of industries and
companies and narrow-based indexes cover stocks in one industry or economic sector.
Index options allow investors to trade in a specific industry group or market without
having to buy all the stocks individually.

Individual volatility

The volatility percentage that justifies an option's price, as opposed to historic volatility
or implied volatility. A theoretical pricing model can be used to generate an option's
individual volatility when the five remaining quantifiable factors (stock price, time
until expiration, strike price, interest rates and cash dividends) are entered along with
the price of the option itself.
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In-the-Money (ITM) Option

A call option is In-the-Money if its strike price is less than the current market price of
the underlying security. A put option is In-the-Money if its strike price is greater than
the current market price of the underlying security.

Intrinsic Value

The amount by which a market is In-the-Money. Out-of-the-Money options have no
intrinsic value. For calls, this is: current price of the underlying asset — strike price. For
puts, this is: strike price — current price of underlying asset.

LEAPS (Long-term Equity AnticiPation Securities) / Long-dated options

Calls and puts with an expiration of over nine months when listed (though contracts
can be over two years in length). Currently, equity LEAPS have two series at any time
with a January expiration — meaning options that expire next January, as well as the
following.

Leverage

A term describing the greater percentage of profit or loss potential when a given
amount of money controls a security with a much larger face value. For example, a
call option enables the owner to assume the upside potential of 100 shares of stock
by investing a much smaller amount than that required to buy the stock. If the stock
increases by 10%, for example, the option might double in value. Conversely, a 10%
stock price decline might result in the total loss of the purchase price of the option.

Limit order

A trading order to buy or sell stock or options at a specific price.

Liquidity

The ease with which an asset can be converted to cash in the marketplace. A large
number of buyers and sellers and a high volume of trading activity provide high

liquidity. Liquidity is a concern for any moneys that may be required on short notice,
whether for emergencies or for planned purchases.
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Long Position (Options)

An options position where a person has executed one or more options trades where the
net result is that they are an “owner” or holder of options (i.e., the number of contracts
bought exceeds the number of contracts sold).

Margin / Margin requirement

Buying on margin requires borrowing part of the purchase price of a security from
your broker. Usually, investors require 20% of the total to open a position on margin.

Market order

A trading order to immediately buy or sell a stock or option at the best available price.

Market Sentiment

Crowd psychology, typically a measurement of bullish or bearish attitudes among
investors and traders.

Moving Averages

The moving average is probably the best-known, and most versatile, indicator in

the analyst’s tool chest. It can be used with the price of your choice (highs, closes, or
whatever) and can also be applied to other indicators, to help smooth out volatility.

A mathematical procedure to smooth or eliminate the fluctuations in data and to
assist in determining when to buy and sell. Moving averages emphasize the direction
of a trend, confirm trend reversals and smooth out price and volume fluctuations

or “noise” that can confuse interpretation of the market; the sum of a value plus a
selected number of previous values divided by the total number of values. As the name
implies, the Moving Average is the average of a given amount of data. For example, a
14-day average of closing prices is calculated by adding the last 14 closes and dividing
that number by 14. The result is noted on a chart. The next day the same calculations
are performed with the new result being connected (using a solid or dotted line) to
yesterdays, and so forth.
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Naked or uncovered option

A short option position that is not fully collateralized — either by a corresponding stock
or option position, or enough cash - if notification of assignment is received. A short
call position is uncovered if the writer does not have a long stock or deeper-in-the-
money long call position. A short put position is uncovered if the writer is not short
stock or long another deeper-in-the-money put.

Net credit

Money received as a result of being a net seller in an options transaction.

Net debit

Money paid as a result of being a net buyer in an options transaction.

Neutral strategy

An option strategy expected to benefit if stocks don’t move.

Non-equity option

Any option that does not have common stock as the underlying asset, including
indexes, currencies, treasury yields, and futures contracts.

Open interest

The total number of outstanding option contracts on a given series or for a given
underlying stock.

Open Order

An order to buy or sell a security at a specified price, valid until executed or canceled.

Option

A security that represents the right, but not the obligation, to buy or sell a specified
amount of an underlying security (stock, bond, futures contract, etc.) at a specified price
within a specified time. The purchaser acquires a right to exercise the specifics of the
contract, and the seller assumes a legal obligation to fulfill the contract if the purchaser
chooses to exercise his/her right. Options are a zero-sum game, meaning that if someone
makes $10,000 on an option, the other person has lost out on that same amount.
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Option Premium

This is the price of an option. It is the amount of money that the option holder pays for
the rights and the option writer/seller receives for the obligations granted by the option.

Option writer

The seller of an option contract, who is obligated to meet the terms of delivery if the
option owner exercises his or her right.

Optionable stock

A stock on which listed options are traded.

Out-of-the-Money (0TM) Option

A call option is Out-of-the-Money if its strike price is above the current market price
of the underlying security. A put option is Out-of-the-Money if its strike price is below
the current market price of the underlying security.

Payoff diagram

A visual of possible outcomes (profits and losses) for an options strategy. A payoff
diagram uses the price of the underlying to calculate future profits and losses in an
option trade so that traders know their risk ahead of time.

Position

The total of a trader’s open contracts. The amount of a security either owned (a long
position) or owed (a short position) by an individual or by a dealer. Dealers take long
positions in specific securities to maintain inventories and thereby facilitate trading.

Profit

That which is left over for an investor once all fees, costs, and commissions have been
deducted from the investor’s gains.

Put Option

An option contract giving the owner the right, but not the obligation, to sell 100 units
of an underlying security at a specified price (See also: Strike Price) within a specified
time (See also: Expiration Date).
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Return on Investment (ROI)

For traders, ROI is calculated by dividing the profits for a given time period or trade by
the investments made in that time period or trade.

Return on Risk (ROR)

For traders, ROI is calculated by dividing the profits for a given time period or trade by
the investments made in that time period or trade.

Reward-Risk Ratio

The mathematical relationship between the maximum potential risk and maximum
potential reward of a trade.

Risk
The potential financial loss inherent in an investment.

Risk Graph

A graphical representation of risk and reward on a trade as prices change.

Securities and Exchange Commission (SEC)

Commission created by Congress to regulate the securities markets and protect
investors. It is composed of five commissioners appointed by the president of the
United States and approved by the Senate. The SEC enforces, among other acts, the
Securities Act of 1933, the Securities Exchange Act of 1934, the Trust Indenture Act of
1939, the Investment Company Act of 1940, and the Investment Advisers Act of 1940.

Short Position (Options)

An options position where a person has executed one or more options trades where the
net result is that they are an options seller or writer (i.e., the number of contracts sold
exceeds the number of contracts bought).

Slippage

The difference between estimated transaction costs and actual transaction costs.
Another word for bid/ask spread.
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Spread

In a quotation, the difference between the bid and the ask prices of a security. An
options position established by purchasing one option and selling another option of
the same class but of a different series. A trade in which two related contracts, stocks,
bonds, or options are traded to exploit the relative differences in price change.

Stops

Buy stops are orders that are placed at a predetermined price over the current price of
the market. The order becomes a “buy at the market” order if the market is at or above
the price of the stop order. Sell stops are orders that are placed with a predetermined
price below the current price. Sell-stop orders become “Sell at the market” orders if the
market trades at or below the price of the stop.

Straddle

An option strategy involving a put and a call on the same stock, with the same strike
price and expiration date.

Strike Price

The predetermined price, agreed upon by both the buyer and the seller of an option, at
which the option buyer can buy the underlying security (if the option is a call), or sell
the underlying security (if the option is a put).

Time decay

Measured by Theta, time decay is how the theoretical value of an option breaks down
as expiration approaches.

Time Value (Extrinsic Value)

The amount that the current market price of a right, warrant, or option exceeds its
intrinsic value. Intrinsic value is the amount by which the market price of a security
exceeds the price at which the warrant, right, or option may be exercised. The intrinsic
value of a put is calculated as the amount by which the market price of the underlying
security (premium) is below the strike price.
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Trade

A transaction involving one party buying a security from another party. Once a trade
is consummated, it is considered “done” or final. Settlement occurs 1-5 business

days later. Also used to mean the purchase or sale of a single stock and one or more
derivatives at the same time, as part of a single strategy, and entered on the same day.
A completed trade includes both an entry and an exit.

Trader

Employee of an investment dealer who executes buy and sell orders for the dealer and
its clients either on a stock exchange or the over-the-counter market. The term is also
used to describe a client who buys and sells frequently with the objective of short-term
profit.

Underlying Security/Asset/Stock

Options: The security subject to being purchased or sold upon exercise of an option
contract. For example, IBM stock is the underlying security to IBM options.

Vertical Spread

A spread in which one option is bought and one option is sold, where the options are of
the same type, have the same underlying, and have the same expiration date, but have
different strike prices. (See also: Bear Put Spread; Bull Call Spread).

Volatility

A measure of stock price fluctuation.
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