
American and
European Options:
What Every Trader
Needs to Know

When most traders hear the terms American and European options, they assume it has something to do with

geography. It does not. It refers to when the option can be exercised, and understanding the difference is essential

before you trade index options.

American-Style Options

American-style options are what most traders work with when trading individual stocks. They can be exercised at

any time between the purchase date and the expiration date, which gives the holder maximum flexibility.

For equity options, expiration falls on the third Friday of each month, though weekly and quarterly expirations

also exist. At expiration, any in-the-money option is automatically exercised by the broker unless the holder

specifically instructs otherwise.

Here is how settlement works at expiration:

If you are the buyer of a call and the stock closes above your strike price, you take delivery of 100 shares at the

strike price. The seller delivers those shares to you at that price.

If you are the buyer of a put and the stock closes below your strike price, you sell 100 shares at the strike price.

The seller of the put is obligated to buy those shares from you at that price.

As a premium seller, the exercise and assignment mechanics matter because early assignment is possible on

American-style options. This is the mechanism behind the ex-dividend assignment risk discussed elsewhere in this

library. When a short call is deep in the money and a dividend is approaching, a rational call buyer may choose to

exercise early to capture the dividend rather than wait for expiration.

European-Style Options

European-style options apply to most major index products, including SPX (S&P 500 index) and NDX (Nasdaq

100 index). These options can only be exercised at expiration, not before.

There are two important mechanics that differ from American-style options.

Expiration timing. European-style index options expire at the close of trading on Thursday, one day earlier

than the standard Friday expiration for American-style equity options. The settlement price, however, is

determined on Friday morning based on the opening prices of the individual stocks in the index. This means that

on the Thursday before expiration, you know your options have expired, but you do not know the exact settlement

price until the following morning.



Cash settlement. No shares change hands with European-style index options. At expiration, if your option has

intrinsic value, that cash value is credited or debited directly to your account. There is no stock delivery, no

assignment of shares. It is a pure cash transaction.

Why the Friday Morning Settlement Matters

The gap between Thursday's close and Friday morning's settlement price creates a specific risk worth

understanding.

Say you are short an SPX call that is slightly out of the money at Thursday's close. You go to sleep thinking you are

safe. Overnight, a major market-moving event occurs. By Friday morning, when settlement is calculated from the

opening prices of the individual index components, the market has gapped significantly higher. Your short call

that appeared safe is now well in the money.

This is not a theoretical scenario. It has happened to traders who did not fully understand the settlement process.

The practical implication is that when trading European-style index options near expiration, you cannot rely on

Thursday's closing price as your final answer. The settlement is Friday morning, and a lot can happen between

those two points.

Many experienced traders manage or close their index positions before the Thursday close rather than holding

through settlement, precisely to avoid this overnight gap risk.

Choosing Between Them

For premium sellers, both styles have their place.

Individual stock options give you a wide universe of underlyings to sell premium on, with American-style exercise

and known Friday settlement. The early assignment risk is real but manageable when you understand the

mechanics.

Index options like SPX and NDX carry no early assignment risk because of European-style exercise. They also

offer significant premium, favorable tax treatment in many cases, and broad diversification since you are selling

premium on an entire index rather than a single stock. The tradeoff is the Friday morning settlement gap risk near

expiration.

Knowing the difference is not optional. It affects how you manage positions, when you consider closing or rolling,

and what risks you carry through expiration. Both are excellent tools when used correctly.

Good Luck and Great Trading,

Past performance is not indicative of future results. Options trading involves risk. This material is for educational purposes only and is not

investment advice.
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