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Preface

An tnvestment in knowledge always pays the best
interest.
—Benjamin Franklin

fessionals, usually lose money for two reasons. First, they do not

have a grasp of how the markets really work. Second, they are un-
der too much stress when they trade because they fear losing money.
Many times, traders liquidate good trades too quickly or have no idea
when to take profits. But learning to trade successfully is not an impossi-
ble task. This book is designed to build your knowledge base of the mar-
kets to a professional level and to provide you with strategies that make
money in the marketplace. My trading program is the result of many years
of trading experience, as well as many years of research and development,
all in the pursuit of developing the optimal methodologies to trade the
stock, options, and futures markets.

Students often ask me how I got started as a full-time investor. Per-
haps like you, I was looking for an opportunity that would allow me to
achieve my financial dreams after a long road of despair. After attending
high school in Miami, I felt a college career was necessary to become suc-
cessful. Although I questioned what success really meant to me and
whether college would bring me that success, I settled on the University of
Florida in Gainesville for the wrong reasons. It was close to home and all
my friends were going there.

One day, after just a few semesters, [ woke up having difficulty breath-
ing. I went to the university clinic and was told I had a mild case of pneu-
monia. After a week of useless medications, my breathing troubles
increased. Finally X-rays were taken, and at the age of 18, I was diagnosed
with Hodgkin’s disease, a form of cancer. There is no news that can be
more devastating to a young person and his family.

Perhaps the hardest thing I had to face was the loss of my physical
prowess. Until that time, I was in exceptional shape, working out every day
and participating in lots of sports. Over the next year, I was hospitalized

Most new investors and traders, whether they are beginners or pro-
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and had to undergo chemotherapy treatments and radiation therapy.
Throughout this dark time, I continued my studies at a community college.

At this point, I realized that life was too short to waste time, and that I
needed to work as hard as I could to achieve everything I wanted to do. As
my resolve to succeed took flight, I coined the phrase, “Out of adversity
comes inspiration.”

I slowly recovered and went on to attend New York University, gradu-
ating with honors with a bachelor’s degree in accounting. I subsequently
earned my CPA license and joined a large accounting firm. However, after
spending several years in public accounting, I once again felt disillu-
sioned. I needed something more. I applied and, to my surprise, was ac-
cepted at Harvard Business School. After two grueling years (but
something I would do again without hesitation), I graduated.

Here I was, a bright and energetic young man with an MBA from the
finest business school in the world with countless job offers others would
never dream of turning down. But somehow I just couldn’t get excited
about any of the positions, no matter what they paid me. I had already
traveled down that road and knew that it led to a dead end. Instead, I
decided to go into business for myself.

Driven by my need for a more rewarding career, I started my first busi-
ness. It failed. Strike one. Undaunted, I started a second business, which
never even got off the ground. Strike two. On my third attempt—an at-
tempt to strike gold in the real estate business—I realized that I could ac-
tually be good at something. Working with some wealthy individuals in
Massachusetts, I was just able to keep my head above water. I would find
great real estate deals and they would put up the money to buy them.
Subsequently, I would get a small piece of each deal.

Unfortunately, I forgot one thing: I needed to eat and pay the rent
without the benefit of a consistent salary. Finally, the day came when my
landlord (one of my partners) came to collect my rent and I had no
money to pay it. I hedged as best I could and asked him to give me a lit-
tle more time. He turned me down, adding that he was going to throw
me out regardless of how much money I made him in the past. I was
shocked. At first I thought he was kidding around. But with a stern look
on his face, he proved me wrong, stating unequivocally, “One day you
will thank me for teaching you this lesson.” At the time, I cockily replied
that I'd be much happier with a wheelbarrow full of money. In hindsight,
I realize that he was probably referring to my favorite personal proverb
about finding inspiration in adversity. However, he is still waiting for me
to thank him.

Crushed and downhearted, I went to my parents to borrow money to
eat and live. Being a Harvard MBA and having to borrow money from your
parents is very demoralizing. Having to listen to “Why don’t you get a real
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job?” not only from them but from others made me decide to give corpo-
rate life another shot.

Soon after, I found a consulting job that lasted a whole 30 days. It was
supposed to be a permanent job. But as I was being fired, I was told I had
the wrong attitude. In fact, they said much more than that, but most of it
could never be printed. Unfortunately, they were right. I did have the
wrong attitude. I just didn’t want to work for anyone but myself. I re-
turned to real estate and started looking for new projects, but this time I
was determined to control them. In this roundabout way, I was first intro-
duced to the concept of an option. A real estate option allowed me to con-
trol a piece of property with very little cash for a specific period of time.
As I later learned, stock and futures options are very similar.

My first deal was exciting. I found a great apartment complex going
into foreclosure and convinced the owner I could buy the property. In
fact, I had no cash at all. Even worse, my credit was destroyed and my
shiny BMW had been repossessed. Since I was approximately $50,000 in
debt, I did what I had to do: I convinced an investor to put up the option
money and split the profits after the property was sold. I made a nice
$35,000 profit on that deal—finally, a success.

After a series of profitable deals, the bottom fell out of the real estate
market. There was no money available anywhere. Once again, I was left
with a big question mark as to what I should be doing with my life. Luck-
ily, serendipity intervened. One day, I received a small advertisement in
the mail for a book on futures trading. Although I had no clue as to what
futures trading was all about, I ordered the book. What struck me most
were tales about making large amounts of money in a short period of time
using very little cash. This sounded very similar to what I had been doing
with real estate.

Why had I never learned any of this when I attended Harvard Business
School? How could the great “boot camp of capitalism” neglect to teach
me about futures markets? My interest was now piqued. I picked up a few
more books. I began to watch the markets. I even played with a few intro-
ductory strategies; but although I found them interesting, they were not
very profitable. My first big mistake was to convince my investment part-
ners that we should begin trading by hiring experienced professionals. In
less than 30 days, these so-called professionals lost about 30 percent of
our capital. This was an extremely poor way to inspire confidence in my
investors. I decided to fire everyone and learn to do it myself. I knew that I
could lose at least 30 percent without even trying (even more if I really
tried). I was determined to make a profit, and the trick was to get a com-
petitive edge. That much I did learn at Harvard. To be successful, you
need to have an edge.

I began to analyze where I could find this edge, focusing my attention
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on using computers to garner information faster than others did. I gained
experience as a trader, even learning how to write my own computer
programs. Eventually, this long and eventful journey gave birth to
Optionetics. Today, I teach this system to individuals all over the world.
Hopefully, this book will enable you to develop a better understanding
of the markets and will assist you in learning how to profitably trade. In
my opinion, there is no better lifestyle than that of a successful trader.

GEORGE A. FONTANILLS
Miami Beach, Florida
December 2004
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Introduction

day. They offer traders the ability to leverage positions, manage

risk, and enhance returns on existing portfolios. To those who
choose to trade options, this book provides the practical knowledge—
from basic concepts to sophisticated techniques—necessary for success-
ful options trading. It is designed to provide novice and intermediate
traders with methods and strategies that will enhance profits and manage
risk more effectively.

The investment world has gone through amazing gyrations since the
first edition of The Options Course was released back in 1998. We have
lived through the boom of the Internet along with the subsequent bust—
when the dot-com became the dot-bomb. During this period, fortunes
were made and lost virtually overnight. Traders who made money so fast
they didn’t know what to do with it turned around and lost it so fast it
made their heads spin. It is always painful to see how fast investors can
lose money—especially when techniques to limit risk could easily have
been employed.

In addition to this wild time in early 2000, we saw a precipitous de-
cline in the technology sector as well as in many blue-chip stocks. In the
years following the collapse of the Internet bubble, almost everyone lost
money. Even people with mutual funds saw tremendous drops in their
monthly statements. Meanwhile, many small as well as institutional in-
vestors kept betting that the market would rebound, only to see it fall
again and again. This continual drain destroyed the confidence of many
stock market players.

Conversely, bond investors saw their yields rise dramatically as the
Federal Reserve had to keep dropping interest rates. Apparently, the eco-
nomic slowdown would not halt unless dramatic reductions in interest
rates could spur economic recovery. It was a slow process and the Ameri-
can economy continues to slowly recover.

World events have also changed our lives dramatically. September 11,
2001, was one of the most horrific and unforgettable events in the history
of humankind. Unfortunately, too many mothers, daughters, fathers, and

()ptions are one of the most profitable tools available to traders to-
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sons as well as all the heroes of 9/11 will be remembered in history due to
the horrible deeds of a few. As someone who was in New York and saw
this event firsthand, I will never forget this day for the rest of my life. This
event—along with surviving Hodgkin’s disease when I was only 18—has
led me to understand the importance of living life to its fullest every day.
Undoubtedly it has woken us all up; we are now more fully aware of the
global scope of the world we live in and the importance of appreciating
the gift of life on this amazing planet.

As options traders, we have to focus on the many events that can
make markets move in any one of three directions: up, down, or sideways.
One of the most vital factors that must become part of your daily market
approach is to pay close attention to volatility. How fast can an event
drive the markets, and how can we take advantage of this event? What
strategies can be employed when historical and implied volatility diverge?
Options provide the knowledgeable investor or trader opportunities to
create scenarios that others may not see. A stock investor can only buy or
sell a stock, whereas an options trader can have a number of different
strategies for different time frames. I like to say that we are playing a
chess game with the markets. The market makes a move; I counter that
move until, hopefully, I “checkmate” the market.

During the past 10 years of teaching individuals how to make money
in the markets, I have had the opportunity to meet thousands of people,
and they each seek ways to improve their lives—both for themselves and
for their families. I hope that your own personal success will enable you
to help your loved ones. Just remember that life is short and there are
many roads it may take; but if we do our best to be good to others, then
any path we take should also reward us many times over.

I certainly hope this book will help you to change your life in a posi-
tive way. The powerful strategies reviewed in it offer traders the ability to
consistently make good returns when these trading approaches are solidly
understood and strategically applied. Although at times it may seem like
an insurmountable task to comprehend all aspects of options, I promise
that it is well worth the effort. Just think back at how much time and
money you spent in getting to where you are today. A little more consis-
tent time and effort can reward you many times over.

The first question you need to ask yourself is: Why do you want to
trade? The most common answer is to make more money. While trading
can provide a great living, it’s important to make sure you love what you
do—no matter what it is. This will lead you to become more successful
in the field of your choice. Once you have asked yourself why you want
to trade, then ask yourself why you want to trade options. Most individu-
als want to trade options because these incredibly flexible instruments
enable traders to control an asset for less money. For example, let’s say I
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want to buy your house from you one year from today. I am willing to
pay you the appraised value today plus another 10 percent on top of
that. (If you don’t take 10 percent, maybe I offer 15 percent or 25 per-
cent.) Once you agree on the price and I pay you a deposit (known as the
premium), I will have an option contract to purchase an asset (your
house) at an agreed-to time (one year from today) at an agreed-to price.
For this I pay you a premium. This is a simple example of a call option.
The buyer (me) will have a right to buy the asset (your house) from the
seller of the option (you), who will have an obligation to deliver the op-
tion (sell the house) to the option buyer.

If you want the right to sell an asset, you can employ the use of a put
option. A good analogy can be the purchase of auto insurance, which pro-
vides the right to sell your car (the asset) to the seller of the put (the in-
surance company) if the value goes down due to an accident. Let’s say you
purchase a policy that values your car at $25,000 and you pay $1,000 for
one year’s coverage. What you have done is purchased the right to sell
your car (the asset) for $25,000 for a one-year period in exchange for the
premium of $1,000. If nothing happens in the year, your option will “expire
worthless” and you will have to buy another put option (next year’s insur-
ance policy).

These relatively simple analogies are the initial steps to managing
trading risk and leveraging your capital more effectively. In this book, you
can learn how to use these amazing trading instruments in the volatile
markets of the twenty-first century.

I have been fortunate to work with some of this country’s best traders.
This has enabled me to pass on an abundance of knowledge geared to
help people become successful traders. This information comes from
years of experience spanning from my first days as a novice trader
through my experience running a floor trading operation at the American
Stock Exchange and in the Chicago futures pits.

It is my sincere hope that you can learn to develop moneymaking
trading acumen by reading this book. Most importantly, you will be able to
avoid many of the costly errors commonly made in trading and investing
and ascend your own learning curve in leaps and bounds. I have confi-
dence that you will gain significant insight into the world of investing by
studying the strategies in this book. By applying this knowledge to stocks,
futures, and options markets, I have no doubt that you will find trading a
lucrative endeavor.






CHAPTER 1

Options
Trading:
A Primer

complexity. Although trillions of dollars’ worth of stocks, futures,

and options change hands every day, learning to trade is a compli-
cated puzzle that takes patience and perseverance to navigate effectively.
Perhaps you have a friend who has made money or know other friends
who have lost money playing the markets. Learning to trade can be the be-
ginning of an exciting new career, especially if you master combining op-
tions with futures and stocks.

Many years of teaching and trading have taught me that the most suc-
cessful investors are those who do not think of trading as work, but as play.
Obviously, a love affair with anything you do will increase your chances of
success dramatically. Perhaps that's why I like to call what I do “grown-up
Nintendo.” Making money is just a natural consequence of my daily play.

My systematic approach to trading emphasizes risk management. I
know how to spot optimal moneymaking opportunities to increase my
chances of high returns from low-risk investments. I share this trading
knowledge with individuals throughout the world through seminars and
various innovative products designed to foster a strong foundation in op-
tions trading in the stock and futures markets.

Stock, futures, and options trading provide investors with the best op-
portunity to find rewards that satisfy almost anyone’s financial objectives.
My investment philosophy is to make money any way we can, in any market
we can. It's a matter of working with a matrix of trading strategies, develop-
ing a feel for how to trade profitably, and learning the tricks of the trade.

Trading is an elusive beast to the uninitiated, filled with mystery and
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What separates those investors who make consistent returns year af-
ter year from those who can’t ever seem to make a winning investment?
Vision. Simply put, the winning investor has the vision to systematically
spot good opportunities, while the losing investor simply never developed
this insight. Can this vision be developed? Some say that a great investor
has an innate sense that drives his or her ability to make money. However,
I believe that although there may be a few individuals with this innate
sense, most great investors learn by trial and error until they find what
works best for them.

For example, many people refer to Warren Buffett as the greatest in-
vestor of all time. He appears to have a knack for turning anything he
touches into gold. Is it because he is just so much smarter than everyone
else, or has he developed a methodology over the years that works for him
on a consistent basis? For someone as successful as he is, I would have to
say that he has both innate skill and a formula for success. This formula
for success can be developed by anyone. The problem is that most in-
vestors don’t have the persistence and drive necessary to achieve success.

First and foremost, you have to learn how to invest and trade the right
way. Typically, most new investors lose money when they first begin due
to their lack of understanding of what it really takes to succeed. Many
may listen to their stock or commodity broker from the outset and never
develop an understanding of the markets. Many more lose money until
they realize their main error is taking someone else’s investment advice. A
word of caution: Just because someone is licensed to take an order and
execute a trade does not mean that person has the knowledge to invest
your money wisely. Gaining the right kind of knowledge, however, is criti-
cal to trading success. Although there is risk in virtually all investments
and trades, you can mitigate risks by learning how to protect yourself us-
ing innovative option strategies. Once you learn how to manage risk, the
rewards come more easily.

If you intend to enter the markets, you’ll need to decide what kind of
investing/trading you want to engage in. Keep in mind that there is a big
difference between investing and trading. An investor is an individual who
takes a long-term perspective. For example, if you have $5,000 to invest
and you place all the money in a mutual fund—a pool of investments man-
aged by a professional manager—then you are taking a passive role for
the long term. If you choose to set up an individual retirement account
(IRA), you will more than likely keep it until retirement.

A trader, on the other hand, takes a more active role. Traders may
make investments that last for seconds, minutes, hours, weeks, or even
years, always looking for an opportunity to move the money around to
capture a greater return. Typical traders actively make investment deci-
sions on a continuous basis, never allowing anyone else to control the
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funds. As a trader, you need to focus on strategies that provide the best
chance to create profitable trades. Combining stocks or futures with op-
tions provides you with extra leverage; but this extra leverage is a double-
edged sword. Options give you the chance to make a very high return
using smaller amounts of cash than futures or stocks require, but this
leverage also creates an opportunity for you to lose money just as fast.

The losing traders are those who do not respect risk. To survive in this
business and have the opportunity to enjoy the fruits of your labor, you
must develop a very healthy respect for risk. Before entering any invest-
ment, you should ask yourself four questions:

How much profit can I make?

What is the maximum loss I can take?

At what point will I get out if I am wrong?
When should I take profits?

Ll

As you make the transition to becoming a motivated, knowledgeable,
and successful trader, you will have to undertake a realistic examination
of your personal goals, habits, dreams, and dislikes. This step is of utmost
importance. Many individuals believe that they will enjoy a certain profes-
sion, but then give up before the opportunity to achieve success appears.

You must have a good understanding as to why you want to partici-
pate in any endeavor. Why are you taking the time to learn a new profes-
sion? What are your goals? What are your strengths? What are your
weaknesses? Before you can become a serious and successful trader, you
need to search for these answers. Make a list and add to it every day as
more things become apparent. Try to be honest with yourself. Keep your
highest goals in mind and work toward them one step at a time using your
list of attributes to strengthen your willpower to succeed.

The three primary reasons for developing trading savvy are:

1. To achieve more wealth. The number one reason that most people
want to become traders in the stock, futures, and options markets is
to attain financial rewards. Stories about the large sums of money to
be made and the successes of the rich and famous inspire a desire to
achieve the same level of financial success. Just as it is a business’s
objective to produce more cash flow to pump up the bottom line, a
trader’s objective is to make more money from money. That is how a
trader monitors progress. Although “money doesn’t buy happiness,”
having plenty of money sure helps. However, there is no need to make
having money your sole goal in life; as far as I'm concerned, that
would undermine your development as a well-rounded individual.
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2. To tmprove family life. The ultimate goal, other than trading just to
make money, is to create a better life for yourself and your family. The
success I have been fortunate enough to achieve through hard work
has allowed me to help my family and friends financially when they
needed it; I have found this ability to help others very enjoyable. Once
you have achieved a financial level where you can live each day with-
out worrying about which bills need to be paid, you will have more
freedom to discover your true purpose in life. As an added bonus, you
can also afford the time and energy to help others, which will make
your life as an investor even more fulfilling.

3. To gain greater autonomy in the workplace or be your own boss. The
third most common reason is the desire to break away from a day-to-
day job that has been emotionally and/or financially unfulfilling. This
is the main reason I started trading; I needed more than what real es-
tate offered. As I like to ask my seminar students, “How many of you
are here to try to get out of a real job?” More often than not, it’s better
to describe the day-to-day grind most people subject themselves to as
an unreal job, since many cannot believe they have to go through the
motions each day. In essence, it has become a nightmare.

Whether you enjoy what you are doing today and just want to supple-
ment your income, or you are looking to become your own boss, there is
no better profession than that of a trader. For example, I travel extensively
and live in various locations. With a small laptop computer, Internet ac-
cess, and a cell phone, I can conduct my business from almost anywhere,
which maximizes my freedom. For me, trading is a dream come true.

THE ROAD TO SUCCESSFUL TRADING

Achieving trading success is not easy. In fact, just getting started can be an
overwhelming process. The road to wealth can take many paths. To deter-
mine your optimal trading approach, start by making an honest assessment
of your financial capabilities. Successful traders only use funds that are
readily available and can be invested in a sound manner. It is also critical to
accurately assess your time constraints to determine the style of trading
that suits you best. If you want to trade aggressively, you can do so using
various short-term strategies. If you want to take a hands-off approach,
you can structure trades to meet that time frame. All of these choices are
less difficult to make if you respect the following trading guidelines.

1. Gain the knowledge to succeed over the long run.
2. Start with acceptable trading capital.
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Establish a systematic approach to the markets.
Be alert for trading opportunities at all times.
Develop the fine art of patience.

Build a strong respect for risk.

Develop a delta neutral trading approach.

NS P e

Reduce your stress level.

Gain the Knowledge to Succeed over the Long Run

You have to have knowledge to succeed. Most new investors and traders
enter this field expecting to immediately become successful. However,
many have spent tens of thousands of dollars and many years in college
learning a specific profession and still do not make much money. To be
successful, you need to start your journey on the right path, which will in-
crease your chance of reaching your final destination: financial security.
To accomplish this goal, learn as much as you can about low-risk trading
techniques and increase your knowledge base systematically.

Successful traders have an arsenal of trading tools that allows them to
be competitive in the markets. I have used the word arsenal purposely. 1
believe that as an investor or trader, you need to recognize that each and
every day in the marketplace is a battle. You must be ready to strategically
launch an attack using all the resources in your arsenal. Your first
weapon—knowledge—will enable you to make fast and accurate decisions
regarding the probability of success in a specific investment. Is it incongru-
ous to suggest that trading is war and also that to trade successfully one
must reduce one’s level of stress? I believe not. The most composed and
well-armed opponents win wars. The same is true for traders. In most
cases, winners will be more comfortable (less stressed) regarding their
ability to win. Knowledge fosters confidence. If you are well armed, you
will be confident as you go off to fight the battle of the markets. Increased
confidence leads to lower stress and higher profits.

Start with Acceptable Trading Capital

Many investors start with less than $10,000 in their trading accounts. How-
ever, it is important to realize that the less you have in your account, the
more cautious you have to be. Perhaps the toughest problem is to estab-
lish a sufficient capital base to invest effectively. If you begin investing or
trading with very little capital, you will assure yourself of failure. Making
money in the markets requires a learning curve, and incurring loss is part
of the trading process. When it comes to trading, “you have to pay to play.”
You don’t need to be a millionaire, but trading does require a certain
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amount of capital to get started. In many cases, the brokerage firm you
choose will determine how much is required to put you in the game. How-
ever, no matter how much you begin with, it is a good idea to start out
by trading conservatively. If you invest smartly, you can make very good
returns and your financial goals will be realized.

Establish a Systematic Approach to the Markets

The third key to successful moneymaking in the markets is to develop a
systematic approach that combines all the weapons in your arsenal to
compete effectively in the marketplace. Then, and only then, will you be
able to reduce your stress enough to believe in the plan and stick with it. A
systematic approach diffuses the inherent madness of the marketplace,
allowing you to make insightful trading decisions.

Be Alert for Trading Opportunities at All Times

By opening your receptivity to opportunity, you will be able to find many
more promising trades than you thought possible. Where do you find op-
portunities? Everywhere. When you begin to train yourself to automati-
cally look for trading opportunities in everything you do, you are on your
way to being an up-and-coming successful trader.

Develop the Fine Art of Patience

Patience is one of the most difficult aspects of trading and investing and
extremely hard to teach. I have to work at applying patience conscien-
tiously each and every day, even after years of trading.

As a professional trader and investor, I have the opportunity to sit in
front of computers all day long, day after day. This is another double-
edged sword. Yes, I have the ability to look for promising trading opportu-
nities because I have lots of information in front of me; however, I also
have the opportunity to second-guess great trades due to fluctuations in
the market that may be unimportant. Therefore, I have learned that the
best investments are those in which I have thoroughly studied the risk and
reward and have developed a time frame for the trade to work. For exam-
ple, if I place a trade with options six months out, I try to stay with the
trade for that period of time. This takes patience. Of course, if I reach my
maximum profit level before that time, I take that profit and get out.

Do not feel that you are at a disadvantage if you cannot trade and in-
vest full-time. This allows you to avoid the “noise” in the market that oc-
curs each and every trading day. Many of my successful students make
more money by not watching the markets too closely.
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Build a Strong Respect for Risk

You must respect risk if you are to survive as an investor or a trader. Be-
fore you ever place an order with your broker, make sure you calculate
the maximum potential risk and reward as well as the breakeven(s) of the
trade. This will help you stay in the game so you can achieve your goals.
Risk graphs, which are explored in later chapters, are important tools for
assessing risk and reward.

Develop a Delta Neutral Trading Approach

Delta neutral trading is composed of strategies in which a trade is created
by selecting a calculated ratio of short and long positions that balance out
to an overall position delta of zero. The term delta refers to the degree of
change in an option’s price in relation to changes in the price of the under-
lying security. The delta neutral trading approach reduces risk and maxi-
mizes the potential return. Effectively applying these strategies in your
own personal trading approach generally requires four steps:

1. Test your trading systems by paper trading. Paper trading is the
process of simulating a trade without actually putting your money on
the line. To become a savvy delta neutral options trader, you will need
to practice strategies by placing trades on paper rather than with
cash. Although it may not feel the same as putting your money on the
line, it will help you to develop practical experience that will foster
confidence in your abilities. This will come in very handy in the fu-
ture. Since there is no substitute for personal experience, you should
test all ideas and your ability to implement them properly prior to us-
ing real money.

2. Discuss opening a brokerage account with several brokers. Make
sure you have a broker who is knowledgeable and fairly priced. Bro-
kers can be assets or liabilities. Make certain your broker is an asset
who will help make you richer, not “broker.” Do not sacrifice service
by selecting the broker with the lowest cost. Shop around for the right
person or firm to represent your interests. Your broker will play a cru-
cial role in your development as a successful trader. Take your time,
and if you are not satisfied, find someone else.

3. Open a brokerage account. It’s best to consider a brokerage firm
that specializes in stocks, futures, and options. Then you can easily
place trades in any market using the same firm. When it comes to
trading, flexibility and precision are equally important. Today, some
online brokers specialize in options. We provide examples in later
chapters.
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4. Start small. Any mistakes you make early in your trading career will
obviously cost you money. If you start with small trades in the begin-
ning, you will be able to gain the knowledge, experience, and confi-
dence necessary to move on to bigger trades. The bottom line is that a
mistake made in a small trade means a smaller loss of capital, which
can help keep you in the game.

Reduce Your Stress Level

Successful traders have to find ways to reduce the stress commonly asso-
ciated with trading. I reconstructed my trading style after experiencing
more stress than I had thought I could ever handle. In a typical trading day
with the S&P 500 (Standard & Poor’s 500 Index, which represents the 500
largest companies in the United States), I found myself buying close to the
high of the day. Immediately the market started to tumble so fast that I
was down 100 points even before I got my buy filled (i.e., before my order
was executed). I finally was able to regain my composure just enough to
pick up the phone in a panic to sell as fast as possible. By then the market
had tumbled almost 200 points. Worst of all, I had purchased too many
contracts for the money I had in my account; and, to top it all off, it was
my first trade ever in the S&P.

That was the point in my trading career that I experienced the panic
and stress of losing more than 40 percent of my account in three min-
utes—more than one month’s pay as an accountant. I did not trade again
for more than two months while I tried to figure out whether I could really
do this for a living. Luckily, I did start trading again; however, I reduced
my trading size to one contract position at a time for more than a year.

Many professional floor traders and off-floor traders have had simi-
lar experiences. However, these kinds of stressful events must be over-
come and used as lessons that needed to be learned. Simply put, stress
produces incomplete knowledge access. Stress, by its nature, causes
humans to become tense in not only their physical being but also their
mental state. For years, physicians have made the public aware that
stress can lead to many illnesses including hardening of the arteries
with the possibility of a heart attack or other ailments. Reducing stress
can lead to bigger rewards and can be accomplished by building a low-
stress trading plan.

To create your own plan, follow this three-point outline:

1. Define your risk.
2. Develop a flexible investment plan.
3. Build your knowledge base systematically.
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Define Your Risk As atrader you have the ability to make large profits
with the risk of potentially large losses. This is no secret. Unfortunately,
that old maxim “cut your losses and let your profits run” is easier said
than done. By defining your risk, you are assured that you cannot lose
more money than the amount you have established as being the maximum
position loss. You will also be able to develop strategies that create the po-
tential for large rewards by predefining your acceptable risk parameters
and by applying strategies that combine stocks and options on stocks, or
futures and options on futures.

Develop a Flexible Investment Plan The second step in reducing
risk and stress is to develop an investment plan that is flexible. Flexibility
allows a trader to cultivate a matrix of strategies with which to respond to
market movement in any direction. Erratic market movement can change
your position dramatically in seconds. Each price move (tick) rearranges
everyone’s assumptions about what the market is about to do. This dy-
namic environment borders on schizophrenia, where the bulls and bears
do battle trying to outmaneuver each other. This, in turn, creates prof-
itable opportunities for the knowledgeable investor with a smart and flex-
ible investment plan and creates nightmares for the uninitiated trader
without a plan, only a hunch as to where the market appears to be going.
Investors and traders have to be entrepreneurial by nature to survive. One
of the greatest attributes of entrepreneurs in any industry is the ability to
recognize a roadblock and change direction when one is reached. Traders
must also exhibit this flexibility if they are to survive in the marketplace.

Build Your Knowledge Base Systematically The third step to cre-
ating a successful investment plan is to systematically build a solid base of
innovative strategies from which to invest wisely. Most investors start the
same way. They read a few books, open a small account, and lose every-
thing very quickly. However, there is one way to differentiate the winners
from the losers. Winners persist at learning as much as they can by start-
ing slowly and collecting tools to beat the market consistently. Successful
options traders first learn to walk, then to run. Usually traders begin with
simplistic strategies such as going long or shorting the market, and using
stops to limit losses. Some just listen to their brokers and follow their
trading ideas. Once initiated, traders accelerate their learning at the right
time to become successful.

Successful traders usually specialize in one area or just a few areas.
This specialization allows the trader to develop strategies that consis-
tently work in certain recognizable market conditions. A successful in-
vestor realizes that, in all likelihood, these situations will reoccur and the
same strategies can be used profitably over and over again. At my alma
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mater, Harvard Business School, the same systematic approach is used. I
never realized what the school was attempting to accomplish until after
graduation when I had time to apply this approach to the real world—all
those case studies on businesses I had no interest in fostered my ability to
learn how to think in any environment. This systematic building of knowl-
edge will enable you to quickly get up and running as a successful trader
in the marketplace.

CONCLUSION

Options, the most flexible financial instrument that exists today, provide
unique investment opportunities to knowledgeable traders on a regular
basis. However, the entire options arena can be a very complex and con-
fusing place in which to venture, especially for the novice trader. The pri-
mary reason for this complexity is the fact that options trading is a
multidimensional process; and each dimension needs to be understood in
order to trade successfully.

Prior to initiating an options position, there are three main issues to
consider: direction, duration, and magnitude. Direction refers to whether
the underlying security will move up, down, or sideways. Duration refers to
how long it will take for the anticipated move to take place. Magnitude
refers to how big the subsequent move will be. In order to make a profit, the
options trader must be correct in all three of these categories. This is the
primary reason that many people lose money when trading options. They
do not accurately understand the three dimensions of an options position.

The first step in taking your options trading to another level is to un-
derstand and comprehend the interrelation of direction, duration, and
magnitude. Additionally, the trader must use these three different vari-
ables in order to provide an edge in the market. It is imperative to be able
to combine and exploit these three variables in order to give yourself an
advantage; otherwise your trading will become no more than an exercise
in giving your money away to other traders.

Many times it is necessary to work with combinations of options in
order to give yourself an edge in the market as opposed to just buying a
call or a put. This is where understanding spreads, straddles, and various
option combinations is helpful. There are a few general rules that I al-
ways follow when looking for and constructing option positions. The first
is that when I am going to bet on the future direction of a security, I want
to give myself enough time to be right. That means I will usually choose
long-term equity anticipation securities (LEAPS) for directional trades.
LEAPS is a name given to options with expiration dates further than nine
months away. The second rule is in regard to magnitude or volatility.
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When combining different options together, I want to be a seller of ex-
pensive options (high volatility) and a buyer of cheap options (low
volatility). The third rule is that I want to make time my friend as op-
posed to my enemy by purchasing options that have plenty of time left to
expiration and selling shorter-term options. This allows me to take ad-
vantage of the time decay characteristic of an option. These guidelines
are a brief summary of the issues that need to be understood when build-
ing trades that give you a competitive edge in the market.

To the beginner, these issues may seem complex and convoluted; but
with a little bit of practice everything should become quite clear. If you
take the time to understand the concepts of direction, duration, and mag-
nitude, you’ll soon be able to start experimenting with a variety of differ-
ent options strategies. For example, if you want to be bullish on a
particular stock, then you can take a longer-term perspective by placing a
bull call spread using LEAPS. For shorter-term trades, you can take advan-
tage of time decay by using credit spreads, calendar spreads, or butterfly
strategies. Increased comprehension of these basic concepts will enable
you to combine short- and long-term strategies together to help you be-
come an even more proficient trader.

As you build experience as a trader, you will become more confident in
your ability to make money. After a few successes, traders are more moti-
vated to develop the perseverance necessary to stay with the winning
trades and exit losing positions quickly. In the long run, you have a much
better chance of becoming successful when you start by acquiring a solid
foundation of the option basics. In addition, keep a journal of every trade
you make—especially your paper trades—as a road map of where you've
been and where you want to go on your journey to trading victory. Remem-
ber, patience and persistence are the keys to trading options successfully.



The
Big
Picture

vestment vehicles in addition to options: stocks, futures, commodities,

exchange-traded funds (ETFs), and indexes. These financial instru-
ments can be assembled in an infinite number of combinations. My own
trading focuses on stocks and options. Yet, an appreciation of all these
tools can help build an integrated understanding of what is happening day
to day in the financial marketplace. So, let’s take a closer look at the funda-
mental components of each investment vehicle to see how one differs
from the other.

Note: The word “market” can be used to describe the overall stock
market or to refer to individual markets such as a specific stock, futures,
or market sector.

I n this book, our discussion of trading involves a variety of different in-

STOCKS

Those of you just starting in the field of investment have most likely heard
about one popular financial instrument: the stock. In fact, thousands of
stocks are traded on the U.S. stock exchanges every day. But what exactly
is a stock? Basically, a stock is a unit of ownership in a company. The value
of that unit of ownership is based on a number of factors, including the to-
tal number of outstanding shares, the value of the equity of the company
(what it owns less what it owes), the earnings the company produces now
and is expected to produce in the future, as well as investor demand for
the shares of the company.

16
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For example, let’s say you and I form a company together and decide
that there will be only two shareholders (owners) with only one share
each. If our company has only one asset of $10,000 and we have no liabili-
ties (we don’t owe any money), our shares should be worth $5,000 each
($10,000 = 2 = $5,000). If the company were sold today, together we would
have a net worth of $10,000 (assets = $10,000; liabilities = 0).

However, if it is projected that our company will make $100,000 this
year, $200,000 next year, and so on, then the value goes up on a cash flow
basis as we will have earnings. Investors would say that we have only
$10,000 in net worth now, but they see this growing dramatically over the
next five years. Therefore, they value us at $1 million—in this case, 10
times next year’s projected earnings. This is very similar to how stocks are
valued in the stock market.

Stocks are traded on organized stock exchanges like the New York
Stock Exchange (NYSE) and through computerized markets, such as the
National Association of Securities Dealers Automated Quotations (NAS-
DAQ) system. Share prices move due to a variety of factors including as-
sets, expected future earnings, and the supply of and demand for the
shares of the company. Accurately determining the supply of and demand
for a company’s stock is very important to finding good investments. This
is what creates momentum, which can be either positive or negative for
the price of the stock.

For example, scores of analysts from brokerage firms follow certain
industries and companies. They have their own methods for determining
the value of a company and its price per share. They typically issue earn-
ings estimates and reports to advise their clients. Analyst, or Wall Street,
expectation will drive the value of the shares before the actual earnings
report is issued. If more investors feel the company will beat analyst pre-
dictions, then the price of the shares will be bid up as there will be more
buyers than sellers. If the majority of investors feels that the company’s
earnings will disappoint “the street,” then the price will decline (also re-
ferred to as “offered down”). As stated earlier, the stock market is similar
to an auction. If there are more bidders (buyers), prices will rise. This is
referred to as “bidding up.” If there are more people offering (sellers),
prices will fall.

For example, let’s say Citigroup (C) is expected by analysts to report
earnings of $1 per share. If news starts to leak out that the earnings will be
$1.25 per share, the share price will jump up in anticipation of the better-
than-expected earnings. Then if Citigroup reports only $.75 per share, the
stock price will theoretically fall dramatically, as the actual earnings do
not meet initial expectations and are well below the revised expected
earnings. The investors who bought the stock in anticipation of the better-
than-expected earnings will sell it at any price to get out. This happens
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quite often in the market and causes sharp declines in the value of
companies. It is not uncommon to see shares decline in price 25 to 50 per-
cent in one day. Conversely, it is also common to see shares rise in value
in a similar fashion.

Dividends

American companies may periodically declare cash and/or dividends on a
quarterly or yearly basis. Dividends are provided to the shareholders—
otherwise referred to as stockholders—as an income stream that they can
rely on. This is quite similar to a bank paying interest on certificates of de-
posit (CDs) or savings accounts. There are a number of companies that
boast that they have never missed a dividend or have always increased
dividends.

Companies that distribute their income as dividends are usually in
mature industries. You typically will not find fast-growing companies dis-
tributing dividends, as they may need the capital for future expansion and
may feel they can reinvest the funds at a higher rate of return than the
stockholders. As a stock trader, you need to know how this process af-
fects your long or short investment. Basically, a company’s board of direc-
tors will decide whether to declare a dividend, which is paid out and
distributed to shareholders on a date set by the company. Also, some com-
panies will declare a special dividend from time to time. This dividend is
paid out and distributed to shareholders on a date set by the company,
referred to as a payable date.

In order to qualify for a dividend, you must be a shareholder on
record as of the record date (the date you are “recorded” as the owner of
the shares) of the dividend. You can also sell the stock as soon as the next
day after the payable date and still receive the dividend.

A beginner may think this is a profitable way to buy and sell shares:
Buy the shares a few days before the record date and sell them on the day
after the payable date. However, before you run out and open a stock bro-
kerage account in order to implement this tactic, you may want to con-
sider that, in most cases, the stock prices will be trading lower on the day
that the dividend is payable. That’s because on the dividend payable date
(i.e., the date on which you get paid the dividend), the stock should trade
at its regular price minus the dividend.

Let’s consider an example. If IBM (IBM) declared a $1 per share divi-
dend payable on June 30, and closed at $90 on June 29, then on June 30,
IBM would open at $89. As a stock trader, it is important to be aware of
dividends and how they can affect a stock. You can find stocks declaring
dividends by looking in the newspaper financial pages or at various finan-
cial web sites.
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Market Capitalization

Market capitalization is defined as the total dollar value of a stock’s out-
standing shares and is computed by multiplying the number of outstand-
ing shares by the current market price. Thus, market capitalization is a
measure of corporate size. With approximately 8,500 stocks available to
trade on U.S. stock exchanges, many traders judge a company by its size,
which can be a determinant in price and risk. In fact, there are four unoffi-
cial size classifications for U.S. stocks: blue chips, mid-caps, small caps,
and micro-caps.

1. Blue-chip stocks. Blue chip is a term derived from poker, where blue
chips in a card game hold the most value. Hence, blue-chip stocks are
those stocks that have the most market capitalization in the market-
place (more than $5 billion). Typically they enjoy solid value and good
security, with a record of continuous dividend payments and other de-
sirable investment attributes.

2. Mid-cap stocks. Mid-caps usually have a bigger growth potential than
blue-chip stocks but they are not as heavily capitalized ($500 million
to $5 billion).

3. Small-cap stocks. Small caps can be potentially difficult to trade be-
cause they do not have the benefit of high liquidity (valued at $150
million to $500 million). However, these stocks, although quite risky,
are usually relatively inexpensive and big gains are possible.

4. Micro-cap stocks. Micro-caps, also known as penny stocks, are stocks
priced at less than $2 per share with a market capitalization of less
than $150 million.

Some traders like to trade riskier stocks because they have the poten-
tial for big price moves; others prefer the longer-term stability of blue-chip
stocks. In general, deciding which stocks to trade depends on your time
availability, stress threshold, and account size.

Common versus Preferred Stock

Officially, there are two kinds of stocks: common and preferred. A com-
pany initially sells common stock to investors who intend to make
money by purchasing the shares at a lower price and selling them at a
higher price. This profit is referred to as capital gains. However, if the
company falters, the price of the stock may plummet and shareholders
may end up holding stock that is practically worthless. Common stock-
holders also have the opportunity to earn quarterly dividend payments
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as the company makes profits. For example, if a company announces a
$1 dividend on each share and you own 1,000 shares, you can collect a
healthy dividend of $1,000.

In contrast, preferred stockholders receive guaranteed dividends
prior to common stockholders, but the amount never changes even if the
company triples its earnings. Also, the price of preferred stock increases
at a slower rate than that of common stock. However, if the company
loses money, preferred stockholders have a better chance of receiving
some of their investment back. All in all, common stocks are riskier than
preferred stocks, but offer bigger rewards if the company does well. (See
Table 2.1 for a comparison.)

Stock Classifications

Another way to classify a stock is by the nature of its objectives (see
Table 2.2). The correct classification often is derived by looking at what a
stock does with its profits. For example, if a company reinvests its profits
to promote further growth, then it is known as a growth stock. A growth
stock is a company whose earnings and/or revenues are expected to
grow more rapidly than the average earnings of the overall stock market.
Generally, growth stocks are extremely well managed companies in ex-
panding industries that consistently show strong earnings. Their objec-
tive is to continue delivering the performance their investors expect by
developing new products and services and bringing them to market in a
timely fashion.

If a stock regularly pays dividends to its shareholders, then it is re-
garded as an income stock. Usually only large, fully established compa-
nies can afford to pay dividends to their shareholders. Although income
stocks are fundamentally sound companies, they are often considered
conservative investments. Growth stocks are more risky than income
stocks but have a greater potential for big price moves. Don’t be lured into
an income stock simply because it pays a high dividend. During the late
1990s, many utility companies paid high dividends. Then problems sur-
faced in the industry and stocks in the utility sector became extremely
volatile. Many suffered large percentage drops in their share prices.
Therefore, even though these companies paid hefty dividends, many
shareholders suffered losses due to the drop in the stock price.

Additionally, there has been a surge in the popularity of socially re-
sponsible or “green” stocks. Socially conscious investing entails investing
in companies (or green mutual funds) that are socially and environmen-
tally responsible and follow ethical business practices. Green investors
seek to use the power of their money to foster social, environmental, and
economic changes that will improve conditions on the earth.
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TABLE 2.1 Comparison of Common and Preferred Stock

Common Shares Preferred Shares

= Common shares offer larger = Preferred shares are a hybrid between
potential rewards than preferred bonds and common stock. Due to
shares; shareholders share the their hybrid nature, the price of
rise in stock price more quickly preferred shares does not act like the
than preferred shares. firm’s bonds or the common stock.

= If a common stock declines in price, The more bondlike a preferred
shareholders share these losses and stock is, the more it will mirror the
the value of their shares may drop bond pricing; the more like common
dramatically. stock it is, the more closely it follows

= Although shareholders of common the price changes of the common
stock are eligible to receive stock.
dividends, companies are not = The particular features of any one
obligated to distribute a portion preferred stock are spelled out in the
of the profits back to the legalese of the issuance, as
shareholders (i.e., they do not determined by management and
offer investors guaranteed approved by the common
performance results). stockholders.

= Features of preferred shares may or

may not include such criteria as:

= Guaranteed dividends at regular
intervals—cumulative or
noncumulative.

= Limited dividend amount
regardless of company’s profits.

= Voting inferiority (or superiority) to
common stock depending on the
specific agreement.

= Possible convertibility into common
stock or bonds.

Stock Sectors

Stock market activity is reported each day by certain indexes, which re-
flect the general health of the economy. Everyone has seen the Dow Jones
Industrial Average (DJIA) mentioned on the nightly news as a key indica-
tor of the day’s trading performance. But what is the DJIA and how did it
get started? In 1884, Charles Dow surveyed the average closing prices of
nine railroad stocks and two manufacturing companies, which, in his
opinion, represented the general trends in the national economy. He
printed the results in his newspaper, a forerunner of today’s Wall Street
Journal. Over the next 12 years, he honed that list until he finally settled
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TABLE 2.2 Types of Stocks
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Stock Type Characteristic Examples
Growth = Rarely pay out dividends to Cisco (CSCO)
stocks— their shareholders because Dell Inc. (DELL)
aggressive they prefer to reinvest their Home Depot (HD)

profits into future growth.

Two kinds of growth stocks:
established growth and emerging
growth. Established growth stocks
have seen several years of
successful expansion. In contrast,
emerging growth stocks are the
up-and-comers that are currently
experiencing dramatic expansion,
yet have limited previous growth
experience. Both offer investors
the potential to make dramatic
gains or suffer heavy losses

depending on market performance.

Charles Schwab (SCH)

Income stocks—
conservative

Solid companies that offer
slow, but steady growth.
Regularly pay out dividends
to their shareholders.

Do not offer dramatic returns.

ExxonMobil (XOM)

3M (MMM)

Bank of America
(BAC)

Duke Energy (DUK)

Cyclical stocks

Fluctuate in relation to the
economy, seasons, or events.
Provide an excellent gauge

for the strength of the economy.

PPG Industries (PPG)
Weyerhaeuser (WY)
Alcoa (AA)

Turnaround
stocks—
aggressive

Stocks that have suffered
severe losses that are due for a
turnaround—investors have to
know when a stock has reached
rock bottom and just what can
make it turn around.

Offer explosive growth
opportunities.

No guarantees and high risk.
Warren Buffett’s favorite stock
picking method.

Blockbuster (BBI)
LSI Logic (LSI)
Rite Aid Corp. (RAD)

Green stocks—
vary

Environmentally friendly and
socially conscious stocks.
Spawned the concepts of
socially “conscious investing”
and “corporate accountability.”
If saving the rain forests is high
on your priority list of things to
do, green stock investing is
definitely worth checking out at
www.greenmoneyjournal.com.

Canon (CA))

Timberland (TBL)

Whole Foods Market
(WFMI)
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on 12 industrial stocks. In 1896, Charles Dow began to publish this list and
the overall average every day.

Today’s DJIA reflects the performance of 30 major companies repre-
senting key manufacturing, technology, energy, financial, and service indus-
tries worth approximately 25 percent of the total value of all stocks listed
on the New York Stock Exchange. It is widely regarded as an accurate as-
sessment of the daily trends in the American economy. However, many in-
vestors believe the DJIA is too narrow with only 30 stocks in the index. The
Standard & Poor’s 500 Index (S&P 500) is followed very widely these days
as it represents a more diversified portfolio of 500 different companies.
However, if you track the performance of the DJIA to the S&P 500 you will
find that they are highly correlated (prices move very similarly).

While the Dow Jones Industrial Average and the S&P 500 track the
performance of the stock market as a whole, some indexes are used to
track sectors. In fact, there is a wide variety of stock sectors from which
to choose. The following list is a general outline of the most popular ones.

Sector Index Symbol
MS Consumer Products Index $CMR
Dow Jones Utility Average $DUX
PHLX Bank Sector Index $BKX
DJ Transportation Average $DTX
AMEX Oil Index $X0I
PHLX Defense Sector Index $DFX
MS Cyclical Index $CYC
AMEX Natural Gas Index $XNG
AMEX Pharmaceutical Index $DRG
MS Commodity-Related Index $CRX
MS Retail Store Index $MVR
PHLX Box-Maker Index $BMX
AMEX Broker/Dealer Index $XBD
PHLX Oil Service Index $0SX
AMEX Networking Index $NWX
PHLX Street.com Internet Index $DOT
AMEX Biotechnology Index $BTK
MS Oil Service Index $MGO

GSTI Computer Software Index $GSO
GSTI Computer Hardware Index $GHA

CBOE Internet Index $INX

PHLX Semiconductor Index $SOX
PHLX Gold Mining Index $XAU
AMEX Airline Index $XAL

AMEX Disk Drive Index $DDX
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Instead of using indexes, some traders watch the performance of indi-
vidual stocks to gauge trends in an industry or sector. Some sectors and
gauges follow. For example, Intel (INTC) is often considered a gauge for
the semiconductor group.

e Technology:
Computers (e.g., Dell, Hewlett-Packard).
Internet-related (e.g., Amazon.com, Yahoo!).
Software-related (e.g., Microsoft, Adobe).
Semiconductors (e.g. Intel, Applied Materials).
e Health-related:
Pharmaceuticals (e.g., Merck, Pfizer).
Biotech (e.g., Amgen, Biogen).
¢ Defense industry (e.g., Boeing, Lockheed Martin).
¢ Retailers:
Clothing (e.g., Gap, Wal-Mart).
Sportswear (e.g., Nike, Reebok).
Automakers (e.g., General Motors, Ford).
e Transportation (e.g., Delta Air Lines, Continental).
¢ Financial services (e.g., Citigroup, J. P. Morgan).

This list is not meant to be an exhaustive list; rather, it is meant to re-
flect the diverse range of fields and individual stocks within each sector.
This may very well be why many prospective investors shy away from
making their own investment decisions. The plethora of opportunities can
be overwhelming to many people.

The IPO System

The equities market generates wealth in several different ways. As private
companies expand, they come to a point where they need more capital to
finance further growth. Many times the solution to this problem is to offer
stock in the company to the public through an initial public offering (IPO).

To do this the company hires the services of a brokerage firm to under-
write its stock, which means the brokerage will buy all the shares the com-
pany is offering for sale. The brokerage then charges a commission for
managing the IPO and generates cash by selling the shares to investors.
The commission is usually about 10 percent of the total value of all shares.
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There is a misconception among many people who believe a com-
pany makes money every time a share of its stock is traded after its
IPO, but that simply is not true. Companies get the IPO money, and that
is it. From that point on, the money derived from the buying and selling
of a company’s stock is passed back and forth between the actual buy-
ers and sellers.

The IPO is an avenue provided by the stock market for a company
to fund expansion. If the expansion succeeds and the company pros-
pers, it will hire more people and buy more raw materials from other
companies. This process contributes to the expansion of the economy
as a whole, generating wealth that would not have existed without the
stock market.

Investors who profit from a successful IPO also create wealth for the
overall economy. If they buy low and sell high, they have made a profit
that improves their standard of living and their ability to buy goods and
services. They also use stock profits to start small businesses, reinvest in
the stock market, or add to their savings. This process of putting stock
profits back into the economy helps the economy grow over the long term
and is a vital component of economic prosperity.

If a company increases its profits year after year, its stock price will
rise. The increase in price is the result of the law of supply and demand.
When the company went public it issued a limited number of shares,
called a float or the number of shares outstanding. As the demand for
these shares increases, the supply decreases. In this situation, the price
will rise.

Companies definitely benefit when their stocks are in great demand. A
company’s market capitalization, the value of all shares of its stock, will
go up. Market capitalization is computed by multiplying the current stock
price by the number of outstanding shares. The equities market is a pow-
erful mechanism of the capitalist system. It has an enormous influence on
the business cycle, because it creates wealth and stimulates investment in
the future.

This is also why it should be no surprise that the stock market is so
sensitive to economic news such as an interest rate change. The economy
is a fluid system, one that evolves through predictable ups and downs. In-
vestors will buy stocks when it appears that companies will be able to use
the capitalist system to improve their earnings. They will sell stocks when
it seems that economic woes are on the horizon.

This buying and selling is prompted by economic news that provides
the clues to the direction the economy is taking. All that said, the IPO mar-
ket is one of capitalism’s greatest gifts because it provides a mechanism
for companies to expand and create wealth in the future.
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FUTURES

To the novice, futures contracts can be quite confusing; yet they offer a
unique opportunity to make money in today’s volatile markets. Futures
markets consist of a variety of commodities (e.g., gold, oil, soybeans,
etc.); financial trading instruments (e.g., bonds, currencies); indexes (e.g,
S&P 500, Nasdaq 100); and most recently, single stock futures (Microsoft,
Intel, Citigroup). A futures contract is the agreement to buy or sell a uni-
form quantity and quality of physical or financial commodities at a desig-
nated time in the future at a specific price. The contracts themselves are
traded on the futures market.

Futures markets gave rise to two distinct types of traders: hedgers
and speculators. Hedgers consist primarily of farmers and manufacturers.
Futures contracts were initially used by farmers and manufacturers to
protect themselves or lock in prices for a certain crop or product cycle.
Hence, hedgers are primarily interested in actually selling or receiving the
commodities themselves. Keep in mind that futures prices are directly dri-
ven by consumer supply and demand, which is primarily dependent on
events and seasonal factors.

For example, if you are a farmer who grows wheat, soybeans, and
corn, you can sell your products even though they have not yet been
farmed. If the price of corn is at a level that you like, you can sell a corre-
sponding number of futures contracts against your expected production.
An oil company can do the same thing, locking in the price of oil at a level
to guarantee the price it will receive. For instance, British Petroleum (BP)
may sell crude oil futures one year away to lock in that specific price. To
make a profit, a company has to predetermine the price of its production
and plan accordingly.

The other players are the speculators. These traders play the futures
markets to make a profit. Speculators do not expect to take delivery of a
product or sell futures to lock in a crop price. Most contracts are now
traded on a speculative basis. In other words, most people are in the fu-
tures market to try to make money on their best judgment as to the future
price movement of the futures contract. For example, if you believe corn
prices will rise in the next three months, you would buy—go long—the
corn futures three months out. If you believe corn prices will fall during
this same period, you will sell—go short—the corn futures contract three
months out.

Hedgers and speculators have a symbiotic relationship. They need
one another for futures trading to work. Hedgers try to avoid risk while
speculators thrive on it. Together they keep the markets active enough for
everyone to get a piece of the action. Unlike stocks, where profits depend
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on company growth, futures markets are a zero-sum game—for each
buyer there is a seller and vice versa.

Physical commodities are raw materials, which are traded on futures
exchanges; examples include grains, meats, metals, and energies. Finan-
cial commodities include debt instruments (such as bonds), currencies,
single stock futures, and indexes. In these markets, money is the actual
commodity being traded, and price depends on a variety of factors includ-
ing interest rates and the value of the U.S. dollar.

Physical Commodities

A wide variety of commodities can be profitably traded. Some are sea-
sonal in nature, such as grains, food and fiber, livestock, metals, and ener-
gies. Some fluctuate due to seasonal changes in climate. Others may
change due to world events, such as an Organization of Petroleum Export-
ing Countries (OPEC) meeting. Each market is unique. Physical commodity
markets include:

e Grains (e.g., soybeans, wheat, corn).

e Food and fiber (e.g., coffee, cocoa, sugar, orange juice, cotton).
e Livestock (e.g., feeder cattle, live cattle, lean hogs, pork bellies).
e Metals (e.g., copper, gold, silver).

e Energies (e.g., crude oil, natural gas, heating oil, unleaded gas).

Financial Commodities

Commodity trading goes beyond grains, energy, cattle, and pork bellies
and includes a variety of more complex financial instruments that trade
actively across the globe. These so-called financial commodities include
debt instruments like government bonds as well as Eurodollars and for-
eign currency exchange. Entire books can be written about any of these
investments. However, a basic understanding of the most important
financial commodities can also help traders make sense of the daily
happenings in the financial markets at home and abroad.

Debt Instruments Just as there are instruments to trade stocks, either
individually or collectively as an index, there are numerous instruments
available to trade interest rates. Welcome to the world of debt instruments!
The first response I usually get when I talk about trading interest rates is,
“Who would want to trade interest rates?” The simple answer is banks and
other lending institutions that have loans outstanding, as well as investors
who have a great deal of exposure in interest rate investments.
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Originally, the futures markets were primarily used to hedge—offset
or mitigate—risk. Today, financial commodities, including all the interest
rate instruments, are growing at a faster rate than traditional commodi-
ties. The interest rate markets have participants from all over the world
trading interest rates for hedging purposes and speculation. If you have in-
terest rate risk or you just want to speculate on the direction of interest
rates, there are plenty of markets and opportunities awaiting you. These
markets are also traded extensively in off-exchange markets such as those
created by banks and securities trading firms, also referred to as the over-
the-counter (OTC) market.

Bonds are one of the most popular forms of financial instruments. A
bond is a debt obligation issued by a government or corporation that
promises to pay its bondholders periodic interest at a fixed rate and to re-
pay the principal of the loan at maturity at a specified future date. Bonds
are usually issued with a value of $1,000 to $100,000, representing the
principal or amount of money borrowed. Other popular financial instru-
ments include:

e Treasury bill (T-bill). These short-term government securities have
maturities of no more than one year. Treasury bills are issued through
a competitive bidding process at a discount from par; there is no fixed
interest rate.

e Treasury bond (T-bond). This marketable, fixed-interest U.S. govern-
ment debt security has a maturity of more than 10 years. The most of-
ten quoted T-bond is the 10-year bond.

e Treasury note (T-note). This is a marketable, fixed-interest U.S. gov-
ernment debt security with a maturity of between 1 and 10 years.

e Furodollars. Eurodollars are dollars deposited in foreign banks. The
futures contract reflects the rates offered between London branches
of top U.S. banks and foreign banks.

Currency Markets The currency markets are another very large mar-
ket. Most countries have their own currencies. These currencies go up or
down relative to each other based on a number of factors such as eco-
nomic growth (present and future), interest rates, and supply and de-
mand. Most major currencies are quoted against the U.S. dollar.
Therefore, there will typically be an inverse relationship between the U.S.
dollar and other currencies. The major currency futures traded at the
Chicago Mercantile Exchange include the following:

e Furo (ECU or European currency unit).
e Swiss franc.
e British pound.
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e Japanese yen.
e (Canadian dollar.

If the U.S. dollar goes up, then the Japanese yen will drop along with
other foreign currencies. Keep in mind that the Canadian and U.S. dollars
move similarly due to their physical proximity and the closeness of their
economies. Each of these currencies will then have a rate relative to each
of the others. This cross-reference is referred to as the cross rate. The
yen/pound, euro/dollar, and so on will have their own rates at which they
may be traded.

Why are currencies traded? As you are probably aware, many prod-
ucts are sold across borders. A company may sell $100 million worth of
computer equipment in Japan, and will likely be paid in yen. If the com-
pany prefers to be paid in U.S. dollars, it can go into the futures market or
cash market—traded from bank to bank—to change its yen purchase. By
selling yen futures contracts, the company can lock in its profits in U.S.
dollars. Speculators are also active in the currency markets, buying and
selling based on their predictions for the changes in cross rates. Trillions
(yes, trillions) of dollars are traded each day in the currency markets, 24
hours a day.

Single Stock Futures The introduction of single stock futures
(SSFs) in the United States on November 8, 2002, was one of the most an-
ticipated events in today’s financial world. Single stock futures offer wide-
spread applications for both professionals and retail users. They were
previously traded on the London Financial Futures and Options Exchange
(which is now part of Euronext.liffe—the international derivatives busi-
ness of Euronext), and the U.S. market continues to hold high promise for
these unique instruments.

Single stock futures are futures contracts that are based on single
stocks. As previously stated, a future is a contract to either buy or sell an
underlying instrument at a predetermined price at a set date in the future.
Unlike an option, the holder of the future has the obligation (as opposed
to the right) to take delivery at expiration. One single stock futures con-
tract represents 100 shares of stock, which will convert into stock if held
to expiration. Like other futures contracts, SSF's have expiration months
of March, June, September, and December. Speculators buy stock futures
when they expect the share price to move higher, and sell futures when
they want to profit from a move lower in the stock price. Hedgers can also
use single stock futures to protect stock positions.

Currently, there are approximately 115 single stock futures available
to trade, including IBM, Microsoft, Citigroup, and Johnson & Johnson.
Trading is done through an electronic exchange called OneChicago, which
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is a joint venture between the Chicago Board Options Exchange, the
Chicago Mercantile Exchange, and the Chicago Board of Trade. In addi-
tion, trades clear through the Options Clearing Corporation (OCC).

There are several things to consider when looking at single stock fu-
tures as opposed to the outright stock. First, while a future could be
thought of as a price discovery tool for the stock, generally the stock and
future will not trade at the same price. The price of an SSF is determined
according to the following formula:

SSF = Stock price X (1 + time to expiration X interest rate) — dividends

Since SSFs have quarterly expirations, time to expiration is based on
the remaining time until the end of the quarter. Normally the single stock
future will trade above the stock; this is partially due to leverage of the fu-
ture. Unlike stocks, SSFs require the buyer to put up margin of only a
small portion of the underlying stock value in order to purchase, right
now proposed to be about 20 percent of the cash value of the underlying
stock. We should recognize here that margin in futures does not represent
borrowed money, as in stocks. Futures margin is the cash that the investor
must put up in order to hold a position. As the futures are marked to mar-
ket at the end of the day, this amount may fluctuate. The only time the
stock would trade over the future would be if there were a large dividend
to be paid—investors would likely hold the stock to collect the dividend.
Futures holders do not collect dividends paid by the underlying stock.

As options traders, we welcome the arrival of SSFs. Not only are they
easier to execute than stock, but they are also less costly. For traders who
trade stock, this added leverage will increase returns, whether the stock
moves higher or lower in price. Prudent risk management and carefully
thought out trading strategies, as always, will carry the day.

Index Markels As noted earlier, an index is a tool used to measure
and report value changes in a specific group of stocks or commodities.
There is a variety of indexes tailored to reflect the performances of many
different markets or sectors. Here are some of the most popular market
indexes (also known as averages or market averages):

e Dow Jones Industrial Average ($INDU). The most widely followed
index, the DJIA represents 30 blue-chip stocks and is used as an over-
all indicator of market performance.

o Standard & Poor’s 500 Index ($SPX). A benchmark of U.S. common
stock performance, this index includes 500 of the largest U.S.
stocks—400 industrial companies, 40 utilities, 40 financial corpora-
tions, and 20 transportation companies.
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e NYSE Composite Index. This index is composed of all the stocks
traded on the New York Stock Exchange.

e Nasdaq Composite Index ($COMPQ). This index tracks the perfor-
mances of all stocks traded on the Nasdaq Stock Market. The National
Association of Securities Dealers Automated Quotations (NASDAQ)
devised a computerized system that provides brokers and dealers
with price quotations for securities traded over-the-counter as well as
for many New York Stock Exchange-listed securities.

e Nasdaq 100 Index ($NDX). The top 100 nonfinancial stocks trading
on the Nasdaq Stock Market.

e S&P 100 Index ($OEX). This index represents 100 of the largest U.S.
stocks with listed options.

e Wilshire 5000. This market value-weighted index monitors 7,000
U.S.-based equities traded on the New York Stock Exchange, the
American Stock Exchange, and the Nasdaq Stock Market, and is a
popular indicator of the broad trend in stock prices.

e Commodity Research Bureau Futures Price Index (CRB Futures).
This index tracks the commodity markets and is closely monitored as
an indicator of economic inflation.

e DAX. Similar to the U.S. Dow Jones Industrial Average, this index
tracks the performance of the top 30 German stocks. This is not a
market capitalization—-weighted index; each company has an equal
weighting.

e Financial Times Stock Exchange (FTSE) Index. This index is com-
posed of the top 100 companies (by market capitalization) in Great
Britain.

e FEuro Stoxx 50. This index tracks the top 50 stocks from the European
Economic Community.

e Nikkei 225. This benchmark index is composed of 225 Japanese com-
panies and is a popular indicator of the broad trend in stock prices.

As you can see from the wide variety of indexes listed, you can trade
in virtually any type of market that interests you. Indexes like the ones
listed can help to track and monitor changes not just in the U.S. market,
but around the globe.

However, it is important to specialize in just one index to begin with
and then continue learning various risk management techniques. There is
a vast amount of information that everyone needs to sort out, and that’s
what makes investing so interesting. It is exciting to find the needle in the
haystack—you just need to know where to begin looking and what to look
for. Buying (going long) and selling (going short) are the simplest forms of
trading in futures markets. They are also the most popular strategies be-
cause many individuals are not familiar with the more creative aspects of
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trading. However, by learning to combine stocks with options, you can
create trades that limit risk and maximize your potential profits.

Exchange-Traded Funds Another way to play the index market is
through a relatively new investment vehicle, exchange-traded funds (ETFs).
Despite their relative newness, ETFs have become among the most popular
trading tools in the marketplace today. For example, you have probably
heard of the Nasdaq 100 QQQ Index (QQQ). Not only is it the most actively
traded exchange-traded fund today, it has one of the busiest options con-
tracts. In addition, there are a host of different ETFs available to the option
strategist today. Consequently, understanding what these investment vehi-
cles are and how they trade can open up an enormous number of trading
opportunities.

The American Stock Exchange pioneered the concept of ETFs when
the exchange launched the S&P Depositary Receipts (SPY), or Spiders, in
1993. In a nutshell, ETF's trade like stocks, but represent specific indexes.
Therefore, exchange-traded funds offer investors a way to buy and sell
shares that represent entire baskets of stocks. In the case of Spiders, the
basket of stocks represents the companies included within the Standard &
Poor’s 500 Index. When buying SPY shares, investors are really buying the
entire S&P 500 Index. Dow Jones Diamonds (DIA), in turn, track the per-
formance of the Dow Jones Industrial Average ($INDU) and started trad-
ing in 1998. The QQQ, also known as the Qs, is today’s most popular
exchange-traded fund and made its debut in March 1999. It tracks the per-
formance of the Nasdaq 100 ($NDX). While QQQ options have been ac-
tively traded for several years, options on DIA made their debut earlier
this year and there are no options yet available on the SPY.

The American Stock Exchange, however, has not been the sole player
in the ETF market. Barclay’s Global Investors introduced a series of ETFs
in June 1996 called WEBs (now known as iShares). To date, the company
has brought forth more than 60 of these so-called iShares, which trade on
the American Stock Exchange. Holding Company Depositary Receipts
(HOLDRS) are another type of exchange-traded fund. HOLDRS also trade
on the American Stock Exchange and can be bought and sold in round
lots of 100 shares. In addition, HOLDRS are available on a variety of differ-
ent industry groups such oil service, biotechnology, semiconductors, and
so on. Not all iShares and HOLDRS have options linked to their perfor-
mance, however. In order to find those that do, option traders can visit the
Chicago Board Options Exchange (www.cboe.com) and the American
Stock Exchange (www.amex.com), where complete product specifica-
tions are available for HOLDRS and iShares.

The Nasdaq Stock Market also has plans to list its own family of
exchange-traded funds. The exchange’s list of ETFs will include the first-ever
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fund based on the performance of the widely watched Nasdaq Composite In-
dex ($COMPQ). In addition, the family of exchange-traded funds is expected
to include companies that trade on the Nasdaq from specific industries such
as telecommunications, financial services, biotechnology, and so on. Fur-
thermore, these investment vehicles will trade on the Nasdaq Stock Market.
The launch of the new Nasdaq ETFs is expected to occur later this year.

While there are a number of different ETFs available for trading to-
day, there is an important distinction between these investment vehicles
and the more common cash-based index products. In fact, indexes and in-
dex options date back well before the development of exchange-traded
funds. Charles Dow created the first index in 1884. It was known as the
Dow Jones Railroad Average (today’s Dow Jones Transportation Average
[$TRAN]). Index options did not come into existence until almost a cen-
tury later. To be specific, the Chicago Board Options Exchange (CBOE)
was the first to list options on the S&P 100 Index ($OEX) in 1983. Since
that time, options have been launched on a number of other indexes.
Some, like the OEX, reflect the performance of the entire market. For in-
stance, traders can buy and sell options on the S&P 500 Index ($SPX) and
the Dow Jones Industrial Average ($DJX). These, of course, are familiar
measures of the U.S. stock market. Other indexes are designed to gauge
the performance of specific sectors. These include the PHLX Semiconduc-
tor Index ($SOX), the AMEX Biotechnology Index ($BTK), and the Mor-
gan Stanley Oil Service Index ($MGO). There are a large number of other
cash-based indexes and their complete specifications can be found on the
web sites of the Chicago Board Options Exchange, the American Stock
Exchange, or the Philadelphia Stock Exchange (www.phlx.com).

There is an important difference between ETFs like the Nasdaq 100
QQQ and cash-based indexes. Specifically, exchange-traded funds are
physical delivery options (i.e., settle for shares), but index options involve
cash settlement. For instance, a call writer (seller) who is faced with as-
signment on his or her Diamonds must deliver DIA shares. However, a call
writer of DJX options must provide cash payment (equal to the difference
between the exercise settlement value and the strike price of the index
option). In addition, most index options settle European-style and, there-
fore, exercise can only take place at expiration. By contrast, ETFs settle
American-style, which means that option writers can face assignment at
any time prior to expiration.

OPTIONS

Options are probably the most versatile trading instrument ever invented.
They provide a high-leverage approach to trading that can significantly
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limit the overall risk of a trade, especially when combined with stock or
futures. As a result, understanding how to develop profitable strategies
using options can be extremely rewarding, both personally and finan-
cially. The key is to develop an appreciation about how these investment
vehicles work, what risks are involved, and the vast reward potential that
can be unleashed with well-conceived and time-tested trading strategies.

First, it is important to differentiate between futures and options. A
futures contract is a legally binding agreement that gives the holder the
right to actually buy (and take delivery of) or sell (be obligated to de-
liver) a commodity or financial instrument at a specific price. In contrast,
purchasing an option is the right, but not the obligation, to buy or sell a
financial instrument (stock, index, futures contract, etc.) at a specific
price. The key here is that buying an option is not a legally binding con-
tract. In contrast, selling (writing or shorting) an option obligates the
seller to provide (or buy) the instrument at the agreed-upon price if
asked to do so.

So, option buyers have rights and option sellers have obligations. Op-
tion buyers have the right, but not the obligation, to buy or sell a stock, in-
dex, or futures contract at a predetermined price before a predefined
expiration date. In contrast, option sellers, sometimes called writers, have
the obligation to buy or sell the underlying stock shares (or futures con-
tract) if an assigned option buyer or holder exercises the option.

There are two types of options contracts: puts and calls. A put op-
tion is an options contract that gives the owner the right to sell (or put)
the underlying asset at a specific price for a predetermined period of
time. Call options, in contrast, give the option holder the right, but not
the obligation, to buy a stock at a predetermined price for a specific pe-
riod of time.

Importantly, for every option buyer there is a seller. Buyers and sell-
ers do not deal with one another directly, but through their respective
brokerage firms. If an investor sells a call and the new owner exercises

Two Types of Options

Puts: A bearish type of options contract that gives the buyer the right, but
not the obligation, to sell, or put, a specific asset (stock, index, or futures
contract) at a specific price for a predetermined period of time.

Calls: A bullish type of options contract that gives the buyer the right, but
not the obligation, to buy, or call, a specific asset (stock, index, or futures
contract) at a specific price for a predetermined period of time.
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the call, the call seller has the obligation to deliver the financial instru-
ment to the option holder at the call strike price. The call seller will get
notice from the broker that he or she must provide the stock or futures
contract to the option holder. This is known as assignment. Once as-
signed, the option writer is obligated to fulfill the terms of the options
contract.

A put seller, in contrast, has the obligation to accept delivery of the fi-
nancial instrument from the option holder. If the put seller is assigned,
the brokerage firm will notify the put seller that he or she must buy the fi-
nancial instrument at the predetermined price. In Chapter 3 we explain
how to anticipate the assignment of a short option. For now, it is impor-
tant to understand that a put owner has the right to exercise the options
contract and, if so, the option seller will face assignment on the option.
Therefore, if you decide to write an options contract, you must be willing
to face the prospect of assignment—which, as we later see, can involve
significant risks.

To see how options work, let’s consider an example using a stock op-
tion. Say that you believe the price of IBM is going to rise over the next
three months. But instead of buying 100 shares of IBM, you decide to buy
a call option. The IBM call gives you the right, but not the obligation, to
buy 100 IBM shares for a specific price until a specific point in time. For
this right you pay a price: the option premium. Furthermore, you can exer-
cise the right at any time until the option expires—that is;, unless you
close the position before the option expires. You can close an option posi-
tion at any time through an offsetting transaction. For example, if you buy
an IBM call options contract, you can close the position at any time by
selling an identical IBM call options contract.

In another example, suppose you do not own any options and you
agree to sell or write a call option on IBM. Why would you do this? Well,
some traders sell options in order to collect the premium and earn in-
come. However, if the stock rises dramatically, the trader may be asked to
sell IBM shares to the option holder at the call strike price, which is well
below the current market price.

Knowing Your Options

Exercise: If you own a put or call, you can implement your right to exer-
cise an option.

Assignment: If you are an option seller, you face the possibility of
assignment.
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Options on stocks, indexes, futures, and exchange-traded funds are
similar. However, each option will have a different underlying asset. It is
important to understand the underlying asset, how its price changes, and
how those changes impact the price of the option. Options are deriva-
tives, which means their price changes are derived from the value of an-
other asset (stock, futures contract, index, etc.). The asset is known as
the underlying security.

In addition to understanding the underlying asset, traders must also
understand the trading terms used to describe an options contract. For
example, every option has a strike price—a price at which the stock or fu-
ture can be bought or sold until the option’s expiration date. Options are
available in several strike prices depending on the current price of the un-
derlying asset. As a result, the profitability of an option depends primarily
on the rise or fall in the price of the underlying stock or futures contract
(and its relation to the strike price of the option). An option’s premium
also depends on the time left until expiration, volatility, and other factors
discussed later in this book.

Stock Options

Not all stocks have options available to be traded. Currently in the United
States there are more than 4,000 stocks that have tradable options. This
number grows daily. Each stock option represents 100 shares of a com-
pany. Therefore, if you buy one XYZ stock option, it represents 100 shares
of XYZ stock. If XYZ shares are trading at $10 per share, then you are con-
trolling $1,000 worth of stock with one option ($10 per share x 100
shares). And you may be controlling this $1,000 amount with only $250,
depending on the price of the option’s premium. This would give you
leverage equal to four to one—not too shabby odds.

Futures Options

Most futures markets have tradable options, including gold, silver, oil,
wheat, corn, soybeans, orange juice, Treasury bonds, and so on. However,
unlike stocks, each contract represents a unique quantity. Options on fu-
tures have the futures contract as the underlying instrument. It is the fu-
tures contract that is to be delivered in the event an option is exercised.
Each futures contract represents a standardized quantity of the commod-
ity. As you begin to trade futures, you have to become familiar with the
specifics of each futures market. (If you have any questions, you can al-
ways call your broker.) For example, a gold futures contract is equal to
100 ounces of gold. With gold trading at $410 per ounce, the futures con-
tract is worth $41,000: (100 ounces x $410 per ounce). Each futures
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Option Characteristics

1. Options give you the right to buy or sell an underlying instrument at a
specific price.

2. If you buy an option, you are not obligated to buy the underlying
instrument; you simply have the right to exercise the option.

3. If you sell a call option, you are obligated to deliver the underlying as-
set at the price at which the call option was sold if the buyer exercises
his or her right to take delivery. If you sell a put you must buy the un-
derlying if exercised.

4. Options are good for a specified period of time after which they expire
and the holder loses the right to buy or sell the underlying instrument
at the specified price.

5. Options when bought are purchased at a debit to the buyer. That is,
the money is debited from the brokerage account.

6. Options when sold are sold at a credit to the seller. Money is added to
the brokerage account.

7. Options are available in several strike prices at or near the price of the
underlying instrument.

8. The cost of an option is referred to as the option premium. The price
reflects a variety of factors including the option’s volatility, time left
until expiration, and the price of the underlying asset.

9. There are two kinds of options: calls and puts. Calls give you the right
to buy the underlying asset and puts give you the right to sell the
underlying asset.

10. All the put or call options with the same underlying security are called
a class of options. For example, all the calls for IBM constitute an
option class.

11. All put and call options that are in one class and have the same strike
price and expiration are called an option series.

12. Options are available on a variety of different underlying assets
including stocks, futures, and indexes.

contract has its own unique specifications, and that can be quite confus-
ing to a novice futures trader.

Options on Indexes and Exchange-Traded Funds

An index option is an option that represents a specific index—a group of
items that collectively make up the index. We have already discussed the
index markets and exchange-traded funds. Options on indexes and ETFs
fluctuate with market conditions. Broad-based indexes cover a wide range
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of industries and companies. 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. The index is cal-
culated as the average change of the stock price of each stock in the in-
dex. Each index has a specific mathematical calculation to determine the
price change, up or down. An index or ETF option is an option that is tied
directly to the change in the value of the index or exchange-traded fund.

Index options make up a very large segment of the options that are
traded. Why are so many options traded on indexes? The explosive
growth in index trading has occurred in recent years due to the increase
in both the number of indexes and the number of traders who have be-
come familiar with index trading. The philosophy of an index is that a
group of stocks—a portfolio—will diversify the risk of owning just one
stock. Hence, an index of stocks will better replicate what is happening in
an industry or the market as a whole. This allows an investor or trader to
participate in the movement of a specific industry, both to the upside and
to the downside.

It appears that index and ETF options will continue to proliferate and
trading volume will increase in many of the instruments. A word of cau-
tion: A number of these instruments do not have much liquidity. However,
used wisely, index options can be an important instrument in your trading
arsenal. Also, it is important to understand the difference between the
way ETF options and index options settle. Namely, exchange-traded
funds, which can be bought and sold like stocks, settle for shares. Cash in-
dexes cannot be bought or sold. They settle for cash.

Liquidity
Liquidity is the ease with which a financial instrument can be traded. It
can be defined as the volume of trading activity that enables a trader to
buy or sell a security or derivative and receive fair value for it. A high vol-
ume of people trading a market is needed to make it rewarding. Liquidity
provides the opportunity to move in and out of positions without diffi-
culty. For example, at-the-money options often have excellent liquidity be-
cause they have a better chance of being profitable than out-of-the-money
options. Therefore, they are easier to trade and many traders focus solely
on the at-the-money contract.

When I first started trading, I visited the exchanges. A friend who was
a floor trader walked me from one pit to another. In one pit, there were
two guys sitting around reading the newspaper. Was there a lot of opportu-
nity there? I didn’t think so. I figured when an order hits that pit, everyone
probably starts laughing at the poor sucker who placed it. Then I checked
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out the bond pit. There were 500 people fighting for an order. I quickly rec-
ognized that the bond market had high liquidity and plenty of opportunity.
I went to the natural gas pit at the New York Mercantile Exchange. It was
a madhouse. There were 200 people in a pit 10 feet wide (prior to moving
to their new state-of-the-art building), yelling and screaming. I couldn’t un-
derstand a thing they were saying, but once again I recognized high liquid-
ity. To this day, I look for pits where there are plenty of people playing the
game because plenty of players equals opportunity.

How can you avoid illiquid markets? Well, since you probably don’t
have the ability to actually visit an exchange, you can still check out the
liquidity of a market by reviewing the market’s volume to see how many
shares or contracts have been traded. Both The Wall Street Journal and
Investor's Business Daily report volume changes. It is vital for a trader to
ascertain whether trading volume is high or low, increasing or decreasing.
It’s hard to quantify just how much volume is enough to qualify a market
as one with liquidity. However, as a rule of thumb, I prefer to look for
stocks that are trading at least 300,000 shares every day. Futures markets
vary widely, and it is best to monitor activity daily and pick a market that
trades many more contracts than you trade. Since there are no absolutes,
there are situations when this rule can be tossed out the window in ex-
change for common sense. But until you have enough experience, this
may be a good rule of thumb to follow. Bottom line, a plentiful number of
buyers and sellers and an elevated volume of trading activity provide high
liquidity, which gives traders the opportunity to move in and out of a mar-
ket with ease. Illiquid markets can make the process much more difficult
and more costly.

Volatility

Profitable markets are those markets that provide opportunity for making
good returns on investments. Obviously, some markets are more trader-
friendly than others. Opportunity in a market is contingent on a number of
factors. Volatility is one of the most important and misunderstood of these
factors. It measures the amount by which an underlying asset is expected
to fluctuate in a given period of time. In more simple terms, volatility can
be thought of as the speed of the change in the market.

There are two basic kinds of volatility: implied and historical. Histori-
cal volatility, often referred to as actual or statistical volatility, is com-
puted using past stock prices. It can be calculated by using the standard
deviation of a stock’s price changes from close-to-close of trading going
back a given number of days (10, 20, 90, etc.). High or low historical
volatility also gives traders a clue as to the type of strategy that can best
be implemented to optimize profits in a specific market. That is, strategies
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that work well in volatile markets will not generate big profits in a low-
volatility environment. A variety of indicators, such as Bollinger bands,
can be used to create historical volatility computations that are graphed
on a chart.

Implied volatility (IV) is another type of volatility. It is calculated by
using the actual market price of an option and an option pricing model
(Black-Scholes for stocks and indexes; Black for futures). If the premium
of an option increases without a corresponding change in the price of the
underlying asset, the option’s implied volatility will have increased also.
Overpricing and undervaluing an option’s premium can be caused by an
inaccurate perception of the future movement in the price of an asset. For
example, if implied volatility rises significantly for no reason (and there is
no increase in historical volatility), the option may be overpriced. Traders
can take advantage of changes in implied volatility by applying specific
option strategies.

Note: Since volatility is such a complex issue, my partner, Tom Gen-
tile, and I wrote an entire book on the subject entitled The Volatility
Course (John Wiley & Sons, 2002). If you are going to trade options, you
owe it to yourself to develop a strong understanding of volatility.

Options-Trading Discipline

Proper money management and patience in options trading are the cor-
nerstones to success. The key to this winning combination is discipline.
Now, discipline is not something that we apply only during the hours of
trading, opening it up like bottled water at the opening bell and storing it
away at the closing. Discipline is a way of life, a method of thinking. It is,
most of all, an approach. If you have a consistent and methodical system,
discipline leads to profits in trading. On the one hand, it means taking a
quick, predefined loss because it is often better to exit a losing position
rather than letting the losses pile up. On the other hand, discipline is hold-
ing your options position if you are winning, and not adjusting an options
position when it is working in your favor.

It also entails doing a significant amount of preparatory work be-
fore market hours. This includes getting ready and situated before initi-
ating a trade so that, in a focused state, you can monitor market events
as they unfold.

Discipline can sometimes have a negative sound, but the way to free-
dom and prosperity is an organized, focused, and responsive process of
trading. With that, and an arsenal of low-risk/high-profit options strate-
gies, profits can indeed flow profusely. The consistent disciplined applica-
tion of these strategies is essential to our success as professional traders.
Plan your trade and trade your plan.
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Finally, as option traders, in order to improve in the discipline arena
we must identify and either change or rid ourselves of anything in our
mental environment that doesn’t contribute to the strictest execution of
our well-planned trading approach. We have to stay focused on what we
need to learn and do the work that is necessary. Your belief in what is pos-
sible will continue to evolve as a function of your propensity to adapt.

CONCLUSION

Almost every successful trader I know has an area of expertise. For some,
it is trading futures. Others like trading commodities. Some traders spe-
cialize in trading the Nasdaq 100 QQQs. My experience is mostly related to
stock options. Initially, traders tend to explore a large number of different
vehicles and then narrow down their focus to a specific instrument and a
small number of winning strategies.

Hopefully, this chapter has provided you with a better idea of what fi-
nancial instruments are available for trading today and how they differ
from one another. We discussed a number of different underlying assets
including stocks, futures, exchange-traded funds, indexes, and options.
All can be used in creating and implementing options trading strategies.

At this point, the readers should also understand that a futures con-
tract is significantly different from an options contract. While both repre-
sent agreements between two parties, the contracts are structured in
ways that are considerably different from one another. From here, we fo-
cus more on options and, in later chapters, discuss specific trading strate-
gies that work in a variety of different market scenarios.



CHAPTER 3

Option
Basics

small amount of capital, I could increase my leverage and control

much more of a particular commodity using less money. What I
did not fully understand was the potential risk. Shortly into my futures
trading career, it became evident to me exactly what could happen to an
account when one was on the wrong side of the futures market. This re-
sulted in a temporary setback referred to by many in the business as a
margin call, which requires a trader to provide additional money to the
broker as a guarantee to stay in the trade. Later that year, I returned to
the futures market with a more disciplined approach that included trad-
ing options.

As atrader, I find options to be the most effective way to maintain con-
sistent trading profits. They have become vitally important tools in my
trading toolbox. However, like any tool, they are most effective when used
properly and dangerous if not respected. There’s an adage among savvy
traders that says, “Options don’t lose money; people do.”

Most of my favorite trading strategies use put and call options to act as
insurance policies in a wide variety of trading scenarios. You probably
have insurance on your car or house because it is the responsible and safe
thing to do. Options provide the same kind of safety net for your trades.
They also allow you to control more shares of a certain stock without
tying up a large amount of capital in your account.

In order to grasp the complex nature of trading options, it is important
to build a solid foundation in option basics. In Chapter 2, we started build-
ing that foundation with a brief introduction to various financial markets

g fter I was introduced to the futures market I saw how, with a
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and trading instruments. Now let’s continue our discussion, but narrow
our focus to the fascinating world of options.

WHAT IS AN OPTION?

Outside in the world beyond finance, an option is merely a choice. There
is an infinite number of examples of options. Perhaps you are looking for
a house to rent, but you are also interested in buying a house in the future.
Let’s say I have a house for rent and would be willing to sell the house. A
12-month lease agreement with an option to buy the house at $100,000 is
written. As the seller, I may charge you $1,000 extra just for that 12-month
option to buy the house. You now have 12 months in which to decide
whether to buy the house for the agreed price. You have purchased a call
option, which gives you the right to buy the house for $100,000, although
you are in no way obligated to do so.

A variety of factors may help you decide whether to buy the house, in-
cluding appreciation of the property, transportation, climate, local
schools, and the cost of repairs and general upkeep. Housing prices may
rise or fall during the lease period, which could also be a determining fac-
tor in your decision. Once the lease is up, you lose the option to buy the
house at the agreed price. If you decide to buy the house, you are exercis-
ing your right granted by the terms of our contract. That’s basically how a
call option works.

So, in the options market, a call gives the owner the right to buy a
stock (or index, futures contract, index, etc.) at a predetermined price for
a specific period of time. The call owner could elect not to exercise the
right and could let the option expire worthless. He or she might also sell
the call at a later point in time and close the position. Regardless of what
the owner decides to do, the call option represents an option to its owner.

Throughout the rest of this book, out discussion of options deals with
the types of contracts that are traded on the organized options exchanges.
Each day, millions of these contracts are bought and sold. Each contract
can in turn be described using four factors:

1. The name of the underlying stock (or future, index, exchange-traded
fund, etc.).

2. The expiration date.

3. The strike price.

4. Whether it is a put or call.

Therefore, when discussing an option, the contract can be described
using the four variables alone. For example, “IBM June 50 Call” describes
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the call option on shares of International Business Machines (IBM) that
expires in June and has a strike price of 50. The QQQ October 30 Put is the
put option contract on the Nasdaq 100 QQQ that expires in October and
has a strike price of 30.

DETERMINANTS OF OPTION PRICES

Options are sometimes called “wasting assets” because they lose value as
time passes. This makes sense because, all else being equal, an option to
buy or sell a stock that is valid for the next six months would be worth
more than the same option that has only one month left until expiration.
You have the right to exercise that option for five months longer! How-
ever, time is not the most important factor that will determine the value of
an options contract.

The price of the underlying security is the most important factor in de-
termining the value of an option. This is often the first thing new options
traders learn. For example, they might buy calls on XYZ stock because they
expect XYZ to move higher.

In order to really understand how option prices work, however, it is
important to understand that the value of a contract will be determined
largely by the relationship between its strike price and the price of the un-
derlying asset. It is the difference between the strike price and the price of
the underlying asset that plays the most important role in determining the
value of an option. This relationship is known as moneyness.

The terms in-the-money (ITM), at-the-money (ATM), and out-of-the-
money (OTM) are used with reference to an option’s moneyness. A call
option is in-the-money if the strike price of the option is below where the
underlying security is trading and out-of-the-money if the strike price is
above the price of the underlying security. A put option is in-the-money if
the strike price is greater than the price of the underlying security and
out-of-the-money if the strike price is below the price of the underlying se-
curity. A call or put option is at-the-money or near-the-money if the strike
price is the same as or close to the price of the underlying security.

Price of Underlying Asset = 50

Strike Price Call Option Put Option
60 OT™ IT™M
55 OT™ IT™M
50 ATM ATM
45 ITM OT™

40 IT™M OTM
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As noted earlier, the amount of time left until an option expires will
also have an important influence on the value of an option. All else being
equal, the more time left until an option expires, the greater the worth. As
time passes, the value of an option will diminish. The phenomenon is
known as time decay, and that is why options are often called wasting
assets. It is important to understand the impact of time decay on a posi-
tion. In fact, time is the second most important factor in determining an
option’s value.

The dividend is also one of the determinants of a stock option’s price.
(Obviously, if the stock pays no dividend, or if we are dealing with a fu-
tures contract or index, the question of a dividend makes no difference.)
A dividend will lower the value of a call option. In addition, the larger the
dividend, the lower the price of the corresponding call options. Therefore,
stocks with high dividends will have low call option premiums.

Changes in interest rates can also have an impact on option prices
throughout the entire market. Higher interest rates lead to somewhat
higher option prices, and lower interest rates result in lower option premi-
ums. The extent of the impact of interest rates on the value of an option is
subject to debate; but it is considered one of the determinants throughout
most of the options-trading community.

The volatility of the underlying asset will have considerable influence
on the price of an option. All else being equal, the greater an underlying as-
set’s volatility, the higher the option premium. To understand why, consider
buying a call option on XYZ with a strike price of 50 and expiration in July
(the XYZ July 50 call) during the month of January. If the stock has been
trading between $40 and $45 for the past six years, the odds of its price ris-
ing above $50 by July are relatively slim. As a result, the XYZ July 50 call
option will not carry much value because the odds of the stock moving up
to $50 are statistically small. Suppose, though, the stock has been trading
between $40 and $80 during the past six months and sometimes jumps $15
in a single day. In that case, XYZ has exhibited relatively high volatility and,
therefore, the stock has a better chance of rising above $50 by July. The
call option, or the right to buy the stock at $50 a share, will have better
odds of being in-the-money at expiration and, as a result, will command a
higher price since the stock has been exhibiting higher levels of volatility.

Understanding the Option Premium

New option traders are often confused about what an option’s premium is
and what it represents. Let’s delve into the total concept of options pre-
mium and hopefully demystify it once and for all. The meaning of the
word premium takes on its own distinction within the options world. It
represents an option’s price, and is comparable to an insurance premium.
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If you are buying a put or a call option, you are paying the option writer a
price for this privilege. This best explains why so often the terms price
and premium are used interchangeably.

One of the most common analogies made for options is that they
act like insurance policies, particularly the premium concept. For ex-
ample, as a writer of an option, you are offering a price guarantee to the
option buyer. Further, the writer plays the role of the insurer, assuming
the risk of a stock price move that would trigger a claim. And just like
an insurance underwriter, the option writer charges a premium that is
nonrefundable, whether the contract is ever exercised.

From the moment an option is first opened, its premium is set by com-
peting bids and offers in the open market. The price remains exposed to
fluctuations according to market supply and demand until the option
stops trading. Stock market investors are well aware that influences that
cannot be quantified or predicted may have a major impact on the market
price of an asset.

These influences can come from a variety of areas such as market
psychology, breaking news events, and/or heightened interest in a particu-
lar industry. And these are just three illustrations where unexpected shifts
in market valuations sometimes occur.

Although market forces set option prices, it does not follow that pre-
miums are completely random or arbitrary. An option pricing model ap-
plies a mathematical formula to calculate an option’s theoretical value
based on a range of real-life variables. Many trading professionals and op-
tions strategists rely on such models as an essential guide to valuing their
positions and managing risk.

However, if no pricing model can reliably predict how option prices
will behave, why should an individual investor care about the principles
of theoretical option pricing? The primary reason is that understanding
the key price influences is the simplest method to establish realistic ex-
pectations for how an option position is likely to behave under a variety
of conditions.

These models can serve as tools for interpreting market prices. They
may explain price relationships between options, raise suspicions about
suspect prices, and indicate the market’s current outlook for this security.
Floor traders often use the models as a decision-making guide, and their
valuations play a role in the market prices you observe as an investor. In-
vestors who are serious about achieving long-term success with options
find it instrumental to understand the impact of the six principal variables
in the theoretical establishment of an option’s premium:

1. Price of underlying security.
2. Moneyness.
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3. Time to expiration.

4. Dividend.

5. Change in interest rates.
6. Volatility.

UNDERSTANDING OPTION EXPIRATION

Although expiration is a relatively straightforward concept, it is one that
is so important to the options trader that it requires a thorough under-
standing. Each option contract has a specific expiration date. After that,
the contract ceases to exist. In other words, the option holder no longer
has any rights, the seller has no obligations, and the contract has no
value. Therefore, to the options trader, it is an extremely important date
to understand and remember.

Have you ever heard someone say that 90 percent of all options expire
worthless? While the percentage is open to debate (the Chicago Board Op-
tions Exchange says the figure is closer to 30 percent), the fact is that op-
tions do expire. They have a fixed life, which eventually runs out. To
understand why, recall what an options contract is: an agreement between
a buyer and a seller. Among other things, the two parties agree on a dura-
tion for the contract. The duration of the options contract is based on the
expiration date. Once the expiration date has passed, the contract no
longer exists. It is worthless. The concept is similar to a prospective buyer
placing a deposit on a home. In that case, the deposit gives the individual
the right to purchase the home. The seller, however, will not want to grant
that right forever. For that reason, the deposit gives the owner the right to
buy the home, but only for a predetermined period of time. After that time
has elapsed, the agreement is void; the seller keeps the deposit, and can
then attempt to sell the house to another prospective buyer.

While an options contract is an agreement, the two parties involved
do not negotiate the expiration dates between themselves. Instead, option
contracts are standardized contracts and each option is assigned an expi-
ration cycle. Every option contract, other than long-term equity anticipa-
tion securities (LEAPS), is assigned to one of three quarterly cycles: the
January cycle, the February cycle, or the March cycle. For example, an
option on the January cycle can have options with expiration months of
January, April, July, and October. The February cycle includes February,
May, August, and November. The March cycle includes March, June, Sep-
tember, and December.

In general, at any point in time, a stock option will have contracts
with four expiration dates, which include the two near-term months
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and two further-term months. Therefore, in early January 2005 a con-
tract on XYZ will have options available on the months January, Febru-
ary, April, July and October. Index options often have the first three or
four near-term months and then three further-term months. The sim-
plest way to view which months are available is through an option
chain (see pp. 58-59).

The actual expiration date for a stock option is close of business prior
to the Saturday following the third Friday of the expiration month. For in-
stance, expiration for the month of September 2005 is September 17, 2005.
That is the last day that the terms of the option contract can be exercised.
Therefore, all option holders must express their desire to exercise the
contract by that date or they will lose their rights. (Although options that
are in-the-money by one-quarter of a point or more will be subject to auto-
matic exercise and the terms of the contract will automatically be ful-
filled.) While the last day to exercise an option is the Saturday following
the third Friday of the expiration month, the last day to trade the contract
is the third Friday. Therefore, an option that has value can be sold on the
third Friday of the expiration month. If an option is not sold on that day, it
will either be exercised or expire worthless.

While the last day to trade stock options is the third Friday of the
expiration month, the last trading day for some index options is on a
Thursday. For example, the last full day of trading for Standard &
Poor’s 500 ($SPX) options is the Thursday before the third Friday of the
month. Why? Because the final settlement value of the option is com-
puted when the 500 stocks that make up the index open on Friday
morning. Therefore, when trading indexes, the strategist should not as-
sume that the third Friday of the month is the last trading day. It could
be on the Thursday before.

According to the Chicago Board Options Exchange, more than 60 per-
cent of all options are closed in the marketplace. That is, buyers sell their
options in the market and sellers buy their positions back. Therefore, most
option strategists do not hold an options contract for its entire duration. In-
stead, many either take profits or cut their losses prior to expiration. Never-
theless, expiration dates and cycles are important to understand. They set
the terms of the contract and spell the duration of the option holder’s rights
and of the option seller’s obligations.

SEVEN CHARACTERISTICS OF OPTIONS

Options are available on most futures, but not all stocks, indexes, or
exchange-traded funds. In order to determine if a stock, index, or exchange-
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traded fund has options available, ask your broker, visit an options symbol
directory, or see if an option chain is available.

Also, keep in mind that futures and futures options fall under a sepa-
rate regulatory authority from stocks, stock options, and index options.
Therefore, trading futures and options on futures requires separate bro-
kerage accounts when compared to trading stocks and stock options. As a
result, a trader might have one brokerage account with a firm that special-
izes in futures trading and another account with a brokerage firm that
trades stocks and stock options. If you are new to trading, determine if
you want to specialize in stocks or futures. Then find the best broker to
meet your needs.

Whether trading futures or stock options, all contracts share the
following seven characteristics:

1. Options give you the right to buy or sell an instrument.

2. If you buy an option, you are not obligated to buy or sell the underly-
ing instrument; you simply have the right to exercise the option.

3. If you sell an option, you are obligated to deliver—or to purchase—
the underlying asset at the predetermined price if the buyer exercises
his or her right to take delivery—or to sell.

4. Options are valid for a specified period of time, after which they ex-
pire and you lose your right to buy or sell the underlying instrument at
the specified price. Options expire on the Saturday following the third
Friday of the expiration month.

5. Options are bought at a debit to the buyer. So the money is deducted
from the trading account.

6. Sellers receive credits for selling options. The credit is an amount of
money equal to the option premium and it is credited or added to the
trading account.

7. Options are available at several strike prices that reflect the price of the
underlying security. For example, if XYZ is trading for $50 a share, the
options might have strikes of 40, 45, 50, 55, and 60. The number of strike
prices will increase as the stock moves dramatically higher or lower.

The premium is the total price you have to pay to buy an option or the
total credit you receive from selling an option. The premium is, in turn,
computed as the current option price times a multiplier. For example,
stock options have a multiplier of 100. If a stock option is quoted for $3 a
contract, it will cost $300 to purchase the contract.

One more note before we begin looking at specific examples of puts
and calls: An option does not have to be exercised in order for the owner
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to make a profit. Instead, an option position can, and often is, closed at a
profit (or loss) prior to expiration. Offsetting transactions are used to
close option positions. Basically, to offset an open position, the trader
must sell an equal number of contracts in the exact same options con-
tract. For example, if I buy 10 XYZ June 50 calls, I close the position by
selling 10 XYZ June 50 calls. In the first case, I am buying to open. In the
second, I am selling to close.

MECHANICS OF PUTS AND CALLS

As we have duly noted, there are two types of options: calls and puts.
These two types of options can make up the basis for an infinite number
of trading scenarios. Successful options traders effectively use both kinds
of options in the same trade to hedge their investment, creating a limited-
risk trading strategy. But, before getting into a discussion of more com-
plex strategies that use both puts and calls, let’'s examine each separately
to see how they behave in the real world.

Call Options

Call options give the buyer the right, but not the obligation, to purchase
the underlying asset. A call option increases in value when the underlying
asset rises in price, and loses value when the underlying falls in price.
Thus, the purchase of a call option is a bullish strategy; that is, it makes a
profit as the stock moves higher.

In order to familiarize you with the basics of call options, let’s explore
an example from outside the stock market. A local newspaper advertises
a sale on DVD players for only $49.95. Knowing a terrific deal when you
see one, you cut out the ad and head on down to the store to purchase
one. Unfortunately, when you arrive you find out all of the advertised DVD
players have already been sold. The manager apologizes and says that she
expects to receive another shipment within the week. She gives you a rain
check entitling you to buy a DVD player for the advertised discounted
price of $49.95 for up to one month from the present day. You have just re-
ceived a call option. You have been given the right, not the obligation, to
purchase the DVD player at the guaranteed strike price of $49.95 until the
expiration date one month away.

Later that week, the store receives another shipment and offers the
DVD players for $59.95. You return to the store and exercise your call op-
tion to buy one for $49.95, saving $10. Your call option was in-the-money.
But what if you returned to find the DVD players on sale for $39.95? The
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call option gives you the right to purchase one for $49.95—but you are un-
der no obligation to buy it at that price. You can simply tear up the rain
check coupon and buy the DVD player at the lower market price of $39.95.
In this case, your call option was out-of-the-money and expired worthless.

Let’s take a look at another scenario. A coworker says her DVD player
just broke and she wants to buy another one. You mention your rain
check. She asks if you will sell it to her so she can purchase the DVD
player at the reduced price. You agree to this, but how do you go about
calculating the fair value of your rain check? After all, the store might sell
the new shipment of DVD players for less than your guaranteed price.
Then the rain check would be worthless. You decide to do a little investi-
gation on the store’s pricing policies. You subsequently determine that
half the time, discounted prices are initially low and then slowly climb
over the next two months until the store starts over again with a new sale
item. The other half of the time, discounted prices are just a one-time
thing. You average all this out and decide to sell your rain check for $5.
This price is the theoretical value of the rain check based on previous
pricing patterns. It is as close as you can come to determining the call
option’s fair price.

This simplification demonstrates the basic nature of a call option. All
call options give you the right to buy something at a specific price for a fixed
amount of time. The price of the call option is based on previous price pat-
terns that only approximate the fair value of the option (See Table 3.1).

If you buy call options, you are “going long the market.” That means
that you intend to profit from a rise in the market price of the underlying
instrument. If bullish (you believe the market will rise), then you want to
buy calls. If bearish (you believe the market will drop), then you can “go
short the market” by selling calls. If you buy a call option, your risk is the
money paid for the option (the premium) and brokerage commissions. If
you sell a call option, your risk is unlimited because, theoretically, there is
no ceiling to how high the stock price can climb. If the stock rises sharply,
and you are assigned on your short call, you will be forced to buy the
stock in the market at a very high price and sell it to the call owner at the

TABLE 3.1 Call Option Moneyness

In-the-money (ITM) The market price of the underlying asset is more than
your strike price.

At-the-money (ATM) The market price of the underlying asset is the same as
your strike price.

Out-of-the-money (OTM)  The market price of the underlying asset is less than
your strike price.
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much lower strike price. We will discuss the risks and rewards of this
strategy in more detail later.

For now, it is simply important to understand that a call option is in-
the-money (ITM) when the price of the underlying instrument is higher
than the option’s strike price. For example, a call option that gives the
buyer the right to purchase 100 shares of IBM for $80 each is ITM when
the current price of IBM is greater than $80. At that point, exercising the
call option allows the trader to buy shares of IBM for less than the current
market price. A call option is at-the-money (ATM) when the price of the
underlying security is equal to its strike price. For example, an IBM call
option with a strike price of $80 is ATM when IBM can be purchased for
$80. A call option is out-of-the-money (OTM) when the underlying secu-
rity’s market price is less than the strike price. For example, an IBM call
option with an $80 strike price is OTM when the current price of IBM in
the market is less than $80. No one would want to exercise an option to
buy IBM at $80 if it can be directly purchased in the market for less. That’s
why call options that are out-of-the-money by their expiration date expire
worthless.

Price of IBM = 80

Strike Price Call Option Option Premium
100 OT™ .50
95 OT™ 1.00
90 OT™M 2.25
85 OT™M 4.75
80 ATM 6.50
75 I™ 10.00
70 I™ 13.75
65 I™ 17.50
60 I™ 20.75

Purchasing a call option is probably the simplest form of options trad-
ing. A trader who purchases a call is bullish, expecting the underlying as-
set to increase in price. The trader will most likely make a profit if the
price of the underlying asset increases fast enough to overcome the op-
tion’s time decay. Profits can be realized in one of two ways if the underly-
ing asset increases in price before the option expires. The holder can
either purchase the underlying shares for the lower strike price or, since
the value of the option has increased, sell (to close) the option at a profit.
Hence, purchasing a call option has a limited risk because the most you
stand to lose is the premium paid for the option plus commissions paid to
the broker.
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Let’s review the basic fundamental structure of buying a standard call
on shares using IBM. If you buy a call option for 100 shares of IBM, you
get the right, but not the obligation, to buy 100 shares at a certain price.
The certain price is called the strike price. Your right is good for a certain
amount of time. You lose your right to buy the shares at the strike price on
the expiration date of the call option.

Generally, calls are available at several strike prices, which usually
come in increments of five. In addition, there normally is a choice of sev-
eral different expiration dates for each strike price. Just pick up the finan-
cial pages of a good newspaper and find the options for IBM. Looking at
this example, you will see the strike prices, expiration months, and the
closing call option prices of the underlying shares, IBM.

Price of IBM = 80

Strike Price January April July
75 6.40 7.50 8.30
80 2.00 3.90 4.80
85 40 1.60 2.80

The numbers in the first column are the strike prices of the IBM
calls. The months across the top are the expiration months. The num-
bers inside the table are the option premiums. For example, the pre-
mium of an IBM January 75 call is 6.40. Each $1 in premium is equal to
$100 per contract (i.e., the multiplier is equal to 100) because each op-
tion contract controls 100 shares. Looking at the IBM January 75 call
option, a premium of 6.40 indicates that one contract trades for $640:
(6.40 x $100 = $640).

The table also shows that the January 80 calls are priced at a pre-
mium of $2. Since a call option controls 100 shares, you would have
to pay $200 plus brokerage commissions to buy one IBM January 80 call:
(2x $100 = $200). A July 75 call trading at 8.30 would cost $830: (8.30 x $100)
plus commissions:

¢ Cost of January IBM 80 call = 2 x $100 = $200 + commissions.
e Cost of July IBM 75 call = 8.30 x $100 = $830 + commissions.

All the options of one type (put or call) that have the same underlying
security are called a class of options. For example, all the calls on IBM
constitute an option class. All the options that are in one class and have
the same strike price and expiration are called a series of options. For ex-
ample, all of the IBM 80 calls with the same expiration date constitute an
option series.
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Put Options

Put options give the buyer the right, but not the obligation, to sell the un-
derlying stock, index, or futures contract. A put option increases in value
when the underlying asset falls in price and loses value when the underly-
ing asset rises in price. Thus, the purchase of a put option is a bearish
strategy. That is, the put option increases in value when the price of an
underlying asset falls. Let’s review the following analogy to become more
familiar with the basics of put options.

You've decided to set up a small cottage industry manufacturing ski
Jjackets. Your first product is a long-sleeved jacket complete with embroi-
dered logos of the respective ski resorts placing the orders. The manager
of the pro shop at a local ski resort agrees to purchase 1,000 jackets for
$40 each, if you can deliver them by November. In effect, you've been
given a put option. The cost of producing each jacket is $25, which gives
you a $15 profit on each item. You have therefore locked in a guaranteed
profit of $15,000 for your initial period of operation.

This guaranteed order from the resort is an in-the-money put option.
You have the right to sell a specific number of jackets at a fixed price
(strike price) by a certain time (expiration date). Just as November rolls
around, you find out that a large manufacturer is creating very similar
products for ski resorts for $30 each. If you didn’t have a put option agree-
ment, you would have to drop your price to meet the competition’s price,
and thereby lose a significant amount of profit. Luckily, you exercise your
right to sell your jackets for $40 each and enjoy a prosperous Christmas
season. Your competitor made it advantageous for you to sell your jackets
for $40 using the put option because it was in-the-money.

In a different scenario, you get a call from another ski resort that has
just been featured in a major magazine. The resort needs 1,000 jackets by
the beginning of November to fulfill obligations to its marketing team and
is willing to pay you $50 per jacket. Even though it goes against your grain
to disappoint your first customer, the new market price of your product is
$10 higher than your put option price. Since the put option does not obli-
gate you to sell the jackets for $40, you elect to sell them for the higher
market price to garner an even bigger profit.

These examples demonstrate the basic nature of a put option. Put op-
tions give you the right, but not the obligation, to sell something at a spe-
cific price for a fixed amount of time. Put options give the buyer of puts
the right to “go short the market” (sell shares). If bearish (you believe the
market will drop), then you could go short the market by buying puts. If
you buy a put option, your maximum risk is the money paid for the option
(the premium) and brokerage commissions.

Theoretically, if bullish (you believe the market will rise), then you
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TABLE 3.2 Put Option Moneyness

In-the-money (ITM) The market price of the underlying asset is less than
your strike price.

At-the-money (ATM) The market price of the underlying asset is the same as
your strike price.

Out-of-the-money (OTM)  The market price of the underlying asset is more than
your strike price.

could “go long the market” by selling puts—but make no mistake, this
comes with high risk! If you sell a put option, your risk is unlimited until
the underlying asset reaches zero because, if the stock falls precipitously
and the short option is assigned, you will be forced to buy the stock at the
previously higher strike price. You can then either hold it or sell it back
into the market at a significantly lower price.

A put option is in-the-money (ITM) when the price of the underlying
instrument is lower than the option’s strike price (see Table 3.2). For ex-
ample, a put option that gives the buyer of the put the right to sell 100
shares of IBM for $80 each is in-the-money when the current price of IBM
is less than $80, because the option can be used to sell the shares for
more than the current market price. A put option is at-the-money (ATM)
when the price of the underlying shares is equal to its strike price. For ex-
ample, an IBM put option with a strike price of $80 is at-the-money when
IBM can be purchased for $80. A put option is out-of-the-money (OTM)
when the underlying security’s market value is greater than the strike
price. For example, an IBM put option with an $80 strike price is out-of-
the-money when the current price of IBM is more than $80. No one would
want to exercise an option to sell IBM at $80 if it can be sold directly for
more. That’'s why put options that are out-of-the-money by their expira-
tion date expire worthless.

Price of IBM = 80

Strike Price Put Option Option Premium
100 IT™ 20.80
95 IT™ 17.50
90 IT™ 13.80
85 IT™ 10.00
80 ATM 6.50
75 OTM 4.75
70 OTM 2.30
65 OTM 1.00

60 OTM .50
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Purchasing put options is generally a bearish move. A holder who has
purchased a put option benefits when there is a decrease in the price of
the underlying asset. This enables the holder to buy the underlying asset
at a lower price on the open market and sell it back at a higher price to the
writer of the put option. A decrease in the underlying asset’s price also
promotes an increase in the value of the put option so that it can be sold
for a higher price than was originally paid for it. The purchase of a put op-
tion provides unlimited profit potential (to the point where the underlying
asset reaches zero). The maximum risk of the put option is limited to the
put premium plus commissions to the broker placing the trade.

LEAPS

The acronym LEAPS stands for long-term equity anticipation securities.
While the name seems somewhat arcane, LEAPS are nothing more than
long-term options. Some investors incorrectly view these long-term op-
tions as a separate asset class. But in fact, the only real difference be-
tween LEAPS and conventional stock options is the time left until
expiration. That is, while short-term options expire within a maximum of
eight months, LEAPS can have terms lasting more than two and a half
years. At the same time, however, while the only real distinction between
conventional options and LEAPS is the time left until expiration, there are
important differences to consider when implementing trading strategies
with long-term equity anticipation securities. One of the most important
factors is the impact of time decay.

The Chicago Board Options Exchange (CBOE) first listed LEAPS in
1990. The goal was to provide those investors who have longer-term time
horizons with opportunities to trade options. Prior to that, only short-term
options with a maximum expiration of eight months were available. The
exchange labeled the new securities as long-term equity anticipation secu-
rities in order to differentiate between the new contracts and already ex-
isting short-term contracts. According to the exchange, “the name is not
important. It is the flexibility that long-term options can add to a portfolio
that is important.”

In order to add flexibility to your portfolio using LEAPS, there are a
number of important factors to consider. First, like conventional op-
tions, these options represent the right to buy (for calls) or sell (for
puts) an underlying asset for a specific price (the strike price) until expi-
ration. Each option contract represents the right to buy or sell 100
shares of stock. All LEAPS have January expirations, and new years are
added as time passes. For example, the year 2007 LEAPS were created
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after the expiration of the May 2004 contract. Approximately one-third
of the stocks that already had LEAPS were issued the 2007 LEAPS after
the May expiration. The remaining two-thirds will be listed when June
and July option contracts expire.

Not all stocks, however, will be assigned long-term options. In or-
der to have long-term options, the stock must already have listed short-
term options. In addition, according to the CBOE, long-term options are
listed only on large, well-capitalized companies with significant trading
volume in both their stock and their short-term options. In order to find
out if a given stock has LEAPS, simply pull up an option chain on the
Optionetics.com web site’s home page and see if the stock has options
expiring in January 2006 or January 2007. If so, the stock does indeed
have long-term options available.

When long-term options become short-term options, they are subject
to a process known as melding. During that time, the terms of the option
contract (the strike price, the unit of trade, expiration date, etc.) do not
change. The symbol assigned to the contract is the only thing that changes
during the melding phase. The exchanges generally assign different trad-
ing symbols to long-term options to distinguish between the LEAPS and
the short-term contracts. Therefore, for bookkeeping purposes, the long-
term option is converted to a short-term option and the symbol changes
from the LEAPS symbol to the symbol assigned to the conventional op-
tions. This melding process occurs after either the May, June, or July expi-
ration that precedes the first LEAPS expiration. After that, the LEAPS
status and special symbol are removed and the options begin trading like
regular short-term options. In sum, the terms of the options contract such
as the unit of trading, strike price, and expiration date do not change
when LEAPS become short-term contracts. Therefore, neither will the
option’s price. It is merely a cosmetic change.

In trading, LEAPS can provide several advantages over short-term op-
tions. For example, when protecting a stock holding through the use of
puts, the investor can purchase the options and not worry about adjusting
the position for up to two and a half years—which means less in commis-
sions. At the same time, bullish trades such as long calls and bull call
spreads can be established using out-of-the-money LEAPS. Doing so can
provide the investor a long-term operating framework similar to the tradi-
tional buy-and-hold stock investor, but without committing as much trad-
ing capital to the investment.

Another difference between long-term and short-term options will
be the impact of time decay, which refers to the fact that options lose
value as time passes and as expiration approaches. The process is not
linear, however. Instead, time decay becomes greater as the option’s ex-
piration approaches. Therefore, all else being equal, an option with two
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years until expiration will experience a slower rate of decay than an op-
tion with two months until expiration. As a result, LEAPS can offer bet-
ter risk/reward ratios when implementing strategies that require holding
long-term options, such as calendar spreads or debit spreads, but not
strategies that attempt to benefit from the impact of time decay—Ilike
the covered call.

I love LEAPS! Remember that these options are nothing more than
stock or index options with very distant expiration dates. These long-term
options are available on the most actively traded contracts like Microsoft,
General Electric, and IBM. They allow traders more time for trades to
work in their favor and have become among my favorite ways to play the
long-term trends in the stock market. Bottom line: Don’t overlook the
power of LEAPS.

OPTION CHAINS

In order to view the various option prices at any given point in time,
traders often use a tool known as option chains. Not only do option
chains offer the current market prices for a series of options, they also tell
of an option’s liquidity, the available strike prices for the option contract,
and the expiration months. In fact, option chains are so important that
many brokerage firms offer them to their clients with real-time updates.
At the same time, while chains can be extremely helpful tools to the options
trader, they are also fairly easy to understand and use.

Today, option chains are readily found. Not long ago, they were avail-
able mostly to brokerage firms and other professional investors. Now,
however, individual investors can go to a number of web sites and find op-
tion chains. Most online brokerage firms provide them, as do several
options-related web sites. For instance, at the Optionetics.com home
page, pulling up an option chain for any given stock is simply a matter of
entering the stock ticker symbol in the quote box at the top of the screen
and selecting “chain.”

An example of an option chain from Optionetics.com appears in Fig-
ure 3.1. It is a snapshot of some of the Microsoft (MSFT) options with
February 2004 expirations. It is not a complete list of all the options avail-
able at that time on MSFT. In fact, it is only a small fraction. Listing all of
MSFT options would take more than 100 rows and a couple of pages.

Option chains like this one are split in two right down the middle. On
the left side we have calls and on the right we see puts. On the left side of
the table, each row lists a call option contract for MSFT, and on the right
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Calls Puts

Symbol Bid Ask Op.int. Strike Symhol Bid Ask Op.Int.
MQFBD 8.2 8.3 112 Feb04-20.000 MQFND 0 0.05 100
MQFBX 5.7 58 2256 Feh04-22.500 MQFNX 0 0.05 527
MSQBE 32 3.4 7789 Feh04-25.000 MSQNE 0 0.05 10504
MSQaBY 1.05 1.1 89988 Feb04-27.500 MSQNY 0.25 03 78573
MSQBF 0.1 015 100937 Feb04-30.000 MSQNF 18 1.9 10002
MSQBZ 0 0.05 5164 Feh04-32.500 MSQNZ 42 43 766
MSQBG 0 0.05 160 Feh04-35.000 MSQANG 6.7 6.8 150

FIGURE 3.1 Microsoft Option Chain (Source: Optionetics © 2004)

side each row reflects a different put option. Separating the puts and
calls, we have a column with the heading “strike.” This tells us the strike
price of both the puts and calls. For example, in the first row, we have the
February 2004 options with the strike price of 20. In this case, the strikes
occur at 2.5-point increments. So, as we move down the rows, we see the
strike prices of 22.5, 25, 27.5, and so on. Once we reach the end of the
February 2004 strike prices, the March 2004 options would appear next
on the chain.

Each column within the figure provides a different piece of informa-
tion. On each side of the figure (call and put), the first column lists the op-
tion’s symbol. For example, on the left half of the figure, the first row
shows the February 20 call, which has the ticker symbol MQFBD (we will
see how to create options symbols shortly).

As with stocks, options have a bid price and an ask price, which ap-
pear in columns two and three. The bid is the current price at which the
market will buy the option, and the ask is the price at which the option
can be bought. The next column indicates the option’s open interest.
Open interest is the total number of contracts that have been opened and
not yet closed out. For instance, if an option trader buys (as an initial
transaction) five February 25 calls, the open interest will increase by five.
When he or she later sells those five calls (to close the transaction), open
interest will decrease by five. Generally, the more open interest, the
greater the trading activity associated with that particular option and,
hence, the better the liquidity. Open interest is updated only once a day.

The information included in an option chain will differ somewhat
depending on the source, but the variables in Figure 3.1 are usually
found. Some chains will include the last price, the day’s volume, or other
bits of trading data. Regardless of the source, chains are important. They
allow traders to see a variety of different contracts simultaneously,
which can help the trader sort through and identify the option contract
with the most appropriate strike, expiration month, and market price for
any specific strategy.
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OPTION SYMBOLS

Before we move on to the next chapter and the discussion of actual trad-
ing strategies, let’s discuss one more basic element of the options market:
the option symbol. In the stock market, stocks on the New York Stock Ex-
change and American Stock Exchange usually have symbols consisting of
one, two, or three letters. For example, the symbol for Sears is simply S,
Coca-Cola has the symbol KO, and International Business Machines is
easy to remember—IBM. Nasdag-listed stocks have symbols with four
(and on rare occasions five or six) letters. That’s why some traders refer
to Nasdaq stocks as the “four-letter stocks.”

Option contracts are a bit more complicated than stocks, however,
and the ticker symbols include three pieces of information. The first part
of an option symbol describes the underlying stock. It is known as the
root symbol and is often similar to the actual ticker of the stock. For in-
stance, the root symbol for International Business Machines is straightfor-
ward. It is the same as the stock symbol: IBM. Four-letter stocks, however,
always have root symbols different from their stock symbols. For in-
stance, while the stock symbol for Microsoft is MSFT, the option symbol
is MSQ. Option root symbols can have one, two, or three letters, but never
four. In the case of a stock price that has moved dramatically higher or
lower, there may be two or more root symbols. For example, referring
back to the option chain for Microsoft, we can see that it shows root
symbols of MQF and MSQ.

The second part of an option symbol represents the month and de-
fines whether the option is a put or a call. For example, a January call uses
the letter A after the root symbol. Therefore, the IBM January call will
have the root symbol IBM and then A, or IBMA. The February call is B,
March C, and so on until December, which is the letter L (the twelfth letter
in the alphabet). The expiration months for puts begin at the letter M. For
instance, the IBM February put will have the letter N following the root
symbol, or IBMN. Table 3.3 provides the symbol letter for each month.

The final element to an option symbol reflects the strike price. Gener-
ally, the number 5 is assigned the letter A, 10 to the letter B, 15 the letter C,
and so on until 100, which is given the letter T. Therefore, the IBM January
95 call will have the symbol IBMAS. Table 3.3 provides the letters assigned
to each strike price.

In conclusion, the symbol for any option contract will consist of three
pieces of information. The first is the root symbol. It is often similar to the
ticker symbol of the underlying stock, but not always. The root symbol
can also vary based on the strike prices available for the option; whether
it is a one-, two-, three-, or four-letter stock; and if it is a LEAPS or not. The
second part of the symbol simply defines the expiration month. The final
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element indicates the strike price of the option. Taken together the three
pieces of information define the option symbol, which is used to pull up
quotes and place orders.

EXPIRATION CYCLES REVISITED

Not all stocks have options available to trade. Among other rules, newly
public companies—low-priced stocks and firms that do not have much
trading volume in their stock—will not have options. Tradable options,
those listed on the exchanges, are solely the creations of the exchanges.
Companies have no ability to either create or eliminate options for their
firms. Firms do create unique options as incentives for their key employ-
ees and sometimes as sweeteners or bonuses for the purchase of stock.
Such options, which are issued by companies to their employees, are dif-
ferent from the options discussed throughout this book. Instead, we are
talking about options that trade on the organized options exchanges and
can be bought and sold through a brokerage firm.

The standard, tradable options on the options exchanges are all cre-
ated by the exchanges themselves. To determine whether options exist for
the stock you are contemplating trading, you can check out numerous
web sites (including www.optionetics.com or the Chicago Board Options
Exchange site, www.cboe.com); look in the option tables of the newspa-
per; or call your broker. Once you have determined that options are avail-
able, you can retrieve a quote or an option chain (see Figure 3.2). Let’s
review this now and consider the six issues that define an option.

Contract size.

Month of expiration.
Underlying stock.

Strike price.

Type of option (put or call).
Bid and ask price of the option.

O s W=

=)

The distinguishing factor of options is that they expire; unlike equi-
ties, options have a finite life. Thus, knowing the expiration date is criti-
cal. One of the great keys to the success of tradable options is the
standardization of expiration dates. All stock options officially expire at
10:59 p.M. Central time on the Saturday following the third Friday of the
designated month. However, for all practical purposes, the options expire
at the close of business on the third Friday of the month because that is
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Options Chains

Symbol: [AMZN || Option Chain v || getinfo| Symbol Lookup

Miniquote (delayed) last: 21.36 chg: 0.17 %¢hg: 0.80%
Calls Puts

ZONBQ 8800  9.000 15 Feb03-12.500 ZONNO 0000 0050 281
ZONBC 6300 6500 616 Feb03-15.000 ZONNC 0000 0050 5114
ZONBQ 3800 4.000 2468 Feb03-17.500 ZONNO 0000 0.050 10695
ZONBD 1300 1450 6181 Feb03-20.000 ZONND 0000 0050 22688
ZONBS 0000 0050 15386 Feb03-22.500 ZONNE 1100 1200 5042
ZONBC 0000 0050 4966 Feb03-25.000 ZONNE 3500 3700 749
ZONBR 0000  0.050 507 Feb03-27.500 ZONNR 6000  6.200 90
ZONBF 0000  0.050 241 Feb03-27.500 ZONNF 8500  8.700 14
ZONBZ 0000  0.050 0 Feb03-27.500 ZONNZ 11.000 11.200 0

FIGURE 3.2 Option Quote for Amazon.com (AMZN) February Call and Put
Options (Source: Optionetics © 2004)

usually the last time to trade them. The final accounting (except for rare
errors) is completed early Saturday morning.

As previously mentioned, optionable stocks are assigned to one of
three expiration cycles (January, February, or March) by the exchange
when the options are first created for the firm. The cycles, and their stan-
dard expiration months, are listed in Table 3.4.

All stocks with options have active options for the current month, the
next month out, and then the next two cycle months. For instance, on
March 30, a stock in each of the cycles would have options expiring on the
third Friday of the months in Table 3.5.

In addition to the four months listed in Table 3.5 for all optionable
stocks, the most active stocks also have LEAPS that will expire on Janu-
ary of the next two years. Those LEAPS become regular options when the
January date is within nine months of expiration. A new LEAPS option is
created each May, June, or July, depending on which cycle the particular
stock is located in, for the subsequent year out.

TABLE 3.4 Cycles and Expiration Months

Cycle January February March
Expiration months January February March
April May June
July August September

October November  December
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TABLE 3.3 Four Expiration Months for
Optionable Stocks

Cycle January February March
Current month April April April
Next month May May May
Next cycle month July August June

Second cycle month  October November September

To further complicate matters, a given stock may not have options
created if there will be some dramatic change in the stock that is known
by the exchanges. For instance, if the firm is about to be acquired or
delisted, the exchange may not create a particular set of options for the
next normal month, awaiting events. In all cases, check with your broker,
the CBOE, or even the Optionetics.com web site to be sure that a particu-
lar option exists.

The strike price, or exercise price, is designed to provide options that
will attract trading volume. Thus, options are created that closely sur-
round the current stock price. The norm is to set the strike prices in the
following increments:

e For stock prices under $25, strikes will be $2.50 apart, starting at $5
(5, 7.5, 10, etc.).

¢ For stock prices between $25 and $200, strikes will be $5 apart (25, 30,
35, etc.).

¢ For stock prices greater than $200, strikes will be $10 apart (200, 210,
220, etc.).

e In 2003, options with one-point increments between strike prices
started trading on some actively traded low-priced stocks. For exam-
ple, a $5 stock might have strike prices of 5, 6, 7, and so on.

As the stock price moves up or down, new options are created
around the new stock prices. However, the old options will remain in ef-
fect until expiration (they are not eliminated just because the stock
price has moved).

As with most things in life, these rules are not absolute. Stock splits,
for instance, can cause some strange strikes. If a company institutes a
split, the option prices and numbers of contracts will also be affected. A 2-
for-1 split would cause an option with a strike of 85 to turn into two op-
tions with a strike of 42.50. Similarly, a 3-for-1 split would cause the same
option to become three options, each with a strike of 28.33.

Also, for stocks that move rapidly up and down, like the volatile
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technology stocks, there are often options only at 10-point increments,
even though the stock is selling well under $200. This is particularly true
of options that are several months from expiration. The reasoning is that
with rapid stock price movements, if options were created for every stan-
dard strike, there could easily be 30 or 40 strikes for both puts and calls on
that stock for each expiration month. The problem is that every time the
stock price moves each of those options must be repriced, and the calcu-
lations and tracking required become humongous. Likewise, with a given
volume of option trading for a particular stock, the more option choices
available, the less volume any one option will likely have, resulting, of
course, in decreased liquidity.

INTRINSIC VALUE AND TIME VALUE

Intrinsic value is defined as the amount by which the strike price of an op-
tion is in-the-money. It is a very important value to determine, since it is
the portion of an option’s price that is not lost due to the passage of time.
For a call option, intrinsic value is equal to the current price of the under-
lying asset minus the strike price of the call option. For a put option, in-
trinsic value is equal to the strike price of the option minus the current
price of the underlying asset. If a call or put option is at-the-money, the in-
trinsic value would equal zero. Likewise, an out-of-the-money call or
put option has no intrinsic value. The intrinsic value of an option does
not depend on how much time is left until expiration. It simply tells you
how much real value you are paying for. If an option has no intrinsic
value, then all it really has is time value, which decreases as an option
approaches expiration.

Time value (theta) can be defined as the amount by which the price of
an option exceeds its intrinsic value. Also referred to as extrinsic value,
the time value of an option is directly related to how much time the option
has until expiration. Theta decays over time. For example, if a call costs
$5 and its intrinsic value is $1, the time value would be $5 — $1 = $4. Let’s
use the following table to calculate the intrinsic value and time value of a
few options.

Price of IBM = 86

Call Strike January February May
80 6.40 7.50 8.25
85 2.60 3.90 4.75

90 .90 1.60 2.75
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Here are the calculations for the IBM February 85 calls if IBM is now
trading at $86:

e Intrinsic value = underlying asset price minus strike price: $86 — $85 =
$1.

¢ Time value = call premium minus intrinsic value: $3.90 — $1 = $2.90.

Now let’s look at the intrinsic value of each option relative to its
time value.

e The January 80 call has a minimum value of 6; therefore, you are pay-
ing .40 point of time value for the option (6.40 — 6 = .40).

e The February 80 call has a minimum value of 6; therefore, you are
paying 1.50 points of time value for this option (7.50 — 6 = 1.50).

e The May 80 call has a minimum value of 6; therefore, you are paying
2.25 points of time value for this option (8.25 — 6 = 2.25).

As you can see, the intrinsic value of an option is the same, no matter

what time is left until expiration. Now let’s look at some options within
the same month, but with different strike prices:

Price of IBM = 86

Strike January
70 16.25
75 11.50
80 6.40

e The January 70 call has 16 points of intrinsic value (86 — 70 = 16) and
.25 points of time value (16.25 — 16 = .25).

e The January 75 call has 11 points of intrinsic value (86 — 75 = 11) and
.50 points of time value (11.50 — 11 = .50).

e The January 80 call has 6 points of intrinsic value (86 — 80 = 6) and .40
points of time value (6.40 — 6 = .40).

Obviously, an option with three months till expiration is worth more
than an option that expires this month. Theoretically, the option with
three months till expiration has a better chance of ending up in-the-
money than the option expiring this month. That’s why an OTM option
consists of nothing but time value. The more out-of-the-money an option
is, the less it costs. However, since it has no real (intrinsic) value, all you
are paying for is time value (i.e., the time to let your OTM option become
profitable due to a swing in the market). The probability that an extremely
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OTM option will turn profitable is quite slim. To confirm this, just go to
your local library and look up some options’ prices in previous copies of
a financial newspaper, such as Investor’s Business Daily. Compare the
present-day price of a particular option to prices in back issues of the
same publication.

Since you can exercise an American-style call option anytime you
want, its price should not be less than its intrinsic value. An option’s in-
trinsic value is also called the minimum value primarily because it tells
you the minimum the option should be selling for (i.e., exactly what you
are paying for and how much time value you have left). What does this
mean? Most importantly, it means that the cheaper the option, the less
real value you are buying. Intrinsic value acts a lot like car insurance. If
you buy a zero-deductible policy and you have an accident, even a fender
bender, you're covered. You pay less for a $500-deductible policy, but if
you have an accident the total damage must exceed $500 before the insur-
ance company will pay for the remainder of the damages.

The prices of OTM options are low, and get even lower further
out-of-the-money. To many traders, this inexpensive price looks
good. Unfortunately, OTM options have only a slim probability that
they will turn profitable. The following table demonstrates this slim
chance of profitability.

Price of XYZ = 86

Call Strike January Intrinsic Value Time Value
70 17.00 16.00 1.00
75 13.50 11.00 2.50
80 10.75 6.00 4.75
85 6.50 1.00 5.50
90 3.00 0 3.00

With the price of XYZ at 86, a January 90 call would have a price (pre-
mium) of 3. To be 3 points above the strike price, XYZ has to rise 7 points
to 93 in order for you to break even. If you were to buy a January 75 call
and pay 13.50 for it, XYZ would have to rise to 88.50 in order to break even
(75 + 13.50 = 88.50). As you can see, the further out-of-the-money an option
is, the less chance it has of turning a profit.

Theta (time value) correlates the change in the price of the option
with respect to the time left until expiration. The passage of time has a
snowball effect as well. If you've ever bought options and sat on them un-
til the last couple of weeks before expiration, you might have noticed that
at a certain point the market seems to stop moving anywhere. Option
prices are exponential—the closer you get to expiration, the more money
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you're going to lose if the market doesn’t move. On the expiration day, an
option’s worth is its intrinsic value. It’s either in-the-money or it isn’t.

Early in my options career, I realized that as you go deeper in-the-
money with calls or puts, the options have less time value and more intrin-
sic value. This means that you are paying less for time; therefore, the
option moves more like the underlying asset. This is referred to as the
delta of an option. The delta is the key to creating delta neutral strategies
and we will delve deeply into its properties and functions as we explore
more advanced trading techniques throughout this book. Let’s now ex-
plore various strike price trends.

Price of XYZ =50

Call Strike January February May
45 6.40 7.50 8.25
50 2.30 3.90 4.75
55 .90 1.60 2.75

Looking at the expiration months for XYZ, notice that in the Janu-
ary column, the price (premium) of a call is higher for lower strike
prices. For example, the price of an XYZ January 45 call (6.40) is higher
than the price of the XYZ January 50 call (2.30). That makes sense since
the XYZ January 45 call allows you to buy a $50 stock (XYZ) for $45 per
share, while the XYZ January 50 call allows you to buy it for $50. Also
notice that the price of a call is lower for closer expirations. For exam-
ple, the price of the XYZ May 50 call (4.75) is higher than the price of
the XYZ January 50 call (2.30). This makes sense since the May 50 call
allows you to buy XYZ at $50 until close of business prior to the third
Saturday of May (a period of about four months from January). With the
XYZ January 50 call, your right expires at close of business prior to the
third Saturday of January. The only difference between these options is
the amount of time the trader has to make a decision on the option and
its probability of closing in-the-money. The same principle applies to
puts. Less time to expiration means lower prices. The buyer has less
time for the put to move in-the-money or to decide what to do with the
option.

TIME DECAY

Have you ever heard the expression that options are “wasting assets”?
Since options suffer from what is known as time decay, the option con-
tract loses value with each passing day. Therefore, if a strategist buys a
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put or call and holds it in her account, even if the underlying stock or
index makes no price movement at all, the portfolio will lose value. As a
result, options strategists must carefully examine how time is affecting
their options positions. This section explains how.

Options contracts are agreements between two parties as to the right
to buy (in the case of call) or sell (with respect to puts) an underlying as-
set at a predetermined price. Each options contract has a fixed expiration
date. Hence, an XYZ call option gives the owner the right to buy XYZ at a
specific price (known as a strike price), and the XYZ put option gives the
owner the right to sell 100 shares of XYZ stock at a predetermined price,
but only until a certain expiration date.

A stock options contract is valid only until the Saturday following the
third Friday of an expiration month. For example, the October 2004 op-
tions expire on October 16, 2004. The last day to trade these options is on
the third Friday of October, which falls on October 15, 2004. The time left
until the option expires is known as the life of the option. As expiration
approaches, all else being equal, the life and the value of the option will
decline. Some traders use the term time value premium. All else being
equal, the greater the amount of time left until the option expires, the
more valuable the options contract.

At the same time, the rate of time decay is not linear. As an option ap-
proaches expiration, the rate of decay becomes faster. For instance, an
option with only three weeks left until expiration will lose time value pre-
mium at a faster rate than an equivalent option with 12 months of life re-
maining. Mathematically speaking, the rate of time decay is related to the
square root of the life of the option. For instance, an option with three
months of life left will lose value twice as fast as an option with nine
months left (three being the square root of nine). Similarly, an option
with 16 months left will decay at half the rate of an option with four
months left.

The option’s amount of time decay can be measured by one of
the Greeks known as theta. The theta of an option is computed using
an option pricing model. Alternatively, it can be found using the
Optionetics.com Platinum site.

EXITING A TRADE

There are three ways to exit an option trade. An option can be offset or
exercised, or it can simply expire. Experience is the best teacher when it
comes to choosing the best alternative. In most cases, traders close op-
tions through offsetting trades. However, since each alternative has an
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immediate result, learning how to best close out a trade is a vital element
to becoming a successful trader.

Offsetting

Offsetting is a closing transaction that cancels an open position. It is ac-
complished by doing the opposite of the opening transaction. There are
four ways to offset an option transaction:

If you bought a call, you have to sell a call.
If you sold a call, you have to buy a call.
If you bought a put, you have to sell a put.

Ll

If you sold a put, you have to buy a put.

The best time to offset an option is when it is in-the-money and there-
fore will realize a profit. Offsetting can also be used to avoid incurring fur-
ther losses. An option can be offset at any time—one second after it has
been entered or one minute before expiration. Offsetting an option is the
most popular technique of closing an option. In fact, 95 percent of all the
options with value are offset.

Exercising

There are various reasons why a trader might choose to exercise an op-
tion versus offset it. Of the 5 percent that are exercised, 95 percent are ex-
ercised at expiration. Exercising will close your open call option position
by taking ownership of the underlying stock. If you want to exercise a
long (bought) stock option:

¢ Simply notify your broker, who will then notify the Options Clearing
Corporation (OCC).

e By the next day, you will own (if exercising calls) or have sold (if ex-
ercising puts) the corresponding shares of the underlying asset.

e You can exercise an American option at any time; but primarily you
will do it—if you do it at all—just prior to expiration.

e [f the market rises, you may choose to exercise a call option. Your
trading account will then be debited for 100 shares of the underlying
stock (per option) at the call’s strike price.

e [f the market declines, you may choose to exercise a put option. You
will then receive a credit to your account for 100 shares of underlying
stock at the put strike price. This is called shorting the market and
can be a risky endeavor.
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An option seller cannot exercise an option. By selling an option, you
are taking the risk of having a buyer exercise the option against you
when market price movement makes it an in-the-money (ITM) option.
The OCC randomly matches or assigns buyers and sellers to one another.
If there is an excess of sellers by expiration, all open-position ITM short
options are automatically exercised by the OCC. In order to avoid being
automatically exercised, short option holders can choose to offset or
close their options instead.

Letting It Expire

Letting an option expire is used when the option is out-of-the-money
(OTM) or worthless as it approaches the expiration date. For short op-
tions, letting them expire is the best way to realize a profit. If you let a
short option expire, you get to keep the credit received from the premium.
Since a momentary fluctuation in price can mean the difference between
opportunity and crisis, traders with open positions need to keep track of
the price of the underlying asset very carefully. Luckily, computers make
this process easier than ever before. There are plenty of web sites that
provide detailed option and stock listings, including our own site
(www.optionetics.com).

ASSIGNMENT

Assignment is one of the more confusing characteristics of an option. Al-
though it occurs infrequently, it is an important part of basic option me-
chanics. As an option trader, you’ll need to have a solid understanding of
assignment in order to maximize your chances for success. Let’'s take a
closer look.

Anticipating Assignment

As we have seen, selling puts or calls can involve significant risks. How-
ever, there are some strategies that carry relatively low risk, but also in-
volve selling options. Many of these trades are more complex trades that
we will explore in later chapters. For now, let’s assume we sell an option,
but we want to determine if there is a risk of assignment. Are all options
assigned? When are the odds of assignment the greatest? While there is no
way to know for certain when assignment will occur, there are some rela-
tively certain ways to anticipate it before it happens.

Recall that sellers take on an obligation to honor the option contract.
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Therefore, if you sell a call option, you agree to sell the stock at a prede-
termined price until the option expires. On the other hand, if you are a put
seller, you have the obligation to buy the stock, or have it put to you, at the
option’s strike price until the option expires. When you have to fulfill your
obligation to buy or sell a stock, you are “assigned.” Therefore, assign-
ment is the process of buying or selling a stock in accordance to the terms
of the option contract. Once assigned, the option seller has no choice but
to honor the contract. In other words, it is too late to try to buy the option
contract back and close the position.

Although option sellers have an obligation to buy or sell a stock at a
predetermined price, assignment will take place only under certain circum-
stances. How do you know if you are at risk of being assigned? First, exer-
cise generally takes place only with in-the-money options. For example, a
call option that has a strike price below the price of the underlying stock is
ITM. If XYZ stock is currently trading for $55 a share, the March 50 call op-
tions will have an intrinsic value of $5 because the option buyer can exer-
cise the option, buy the stock for $50, immediately sell it in the market for
$55, and realize a $5 profit. A put option, on the other hand, will be ITM
when the stock price is below the strike price. The put is in-the-money
when its strike price is higher than its stock price. It is extremely rare for
assignment to take place when options are not ITM. In addition, if an op-
tion is in-the-money at expiration, assignment is all but assured. In fact, the
OCC automatically exercises any option contract that is one-quarter of
a point ITM at expiration. That is, options that are in-the-money by one-
quarter of a point or more are subject to automatic exercise.

The second important factor to consider when assessing the probabil-
ity of assignment is the amount of time value left in the option. When an
option is exercised before expiration, it is known as early or premature
exercise. In general, if there is time value (Y, point or more) left in the op-
tion, the option will usually not be exercised. Option sellers can expect as-
signment when the option has little to no time value remaining. Since the
time value of an option decreases as time passes, the probability of early
exercise increases as the expiration date approaches. To determine the
amount of time value remaining in a call or put option, traders can use the
following formulas:

e (all time value = call strike price + call option price — stock price.
e Put time value = stock price + put option price — put strike price.

Finally, this discussion of assignment applies to American-style op-
tions. American-style options can be exercised at any time prior to expi-
ration, while European-style options can be exercised only at expiration.
Most index options settle European-style. Stock options, on the other
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hand, exercise American-style. Therefore, stock option sellers can be
assigned at any time before the option expires, and anticipating the
assignment is important when using strategies that involve selling
option contracts.

In sum, the probability of assignment increases as:

1. The option moves in-the-money.
2. The time value of the option drops below /4 point.

There are odd times when assignment will take place with slightly

out-of-the money options or options with time value remaining. These are
the exception, however, and relatively low-probability events.

CASH OR MARGIN ACCOUNTS

Many options strategies require margin deposited with a broker. When
we discuss the strategies in the next few chapters, we will explain what
amount of margin is required for each position. But first, what exactly is
margin?

Buying or selling stocks is referred to as a “trade.” For instance, if you
decide to buy 100 shares of XYZ and the stock price is $100, you are trad-
ing your money for the shares. In this case, the trade is $10,000 for 100
shares of XYZ stock.

The exact amount you need to make your first trade depends on a
number of factors including:

¢ Your market selection.
¢ Size of the transaction (number of shares).
¢ Risk on the trade.

Your first trade also depends on whether you want to do your trade
using a margin or cash account.

e Cash trades require you to put up 100 percent of the money in cash.
All costs of the trade need to be in the account before the trade is
placed. For example, to buy 100 shares of IBM at $100 per share, you
would have to pay $10,000 plus commissions up front.

e Margin trades require traders to only put up half the total amount to
purchase shares while their brokerage lends them the other half at a
small interest rate. So for the same IBM example you would have to
pay $5,000 plus commissions up front.
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The term margin refers to the amount of money an investor must pay
to enter a trade, with the remainder of the cash being borrowed from the
brokerage firm. The shares you have purchased secure the loan. Most
traders prefer a margin account because it allows them to better leverage
assets in order to produce higher returns. In addition, a margin account is
usually required for short positions and options trading.

Based on Securities and Exchange Commission (SEC) rules, the mar-
gin requirement to purchase stock equals 50 percent of the amount of the
trade. At this rate, margin accounts give traders 2-for-1 buying leverage. If
the price of the stock rises, then everyone wins. If the price of the stock
falls below 75 percent of the total value of the initial investment, the
trader receives a margin call from the broker requesting additional funds
to be placed in the margin account.

Brokerages may set their own margin requirements, but it is never
less than 75 percent—the amount required by the Fed. Brokerages are
usually willing to lend you 50 percent of a trade’s cost, but often require a
certain amount of money be left untouched in your account to secure the
loan. This money is referred to as the margin requirement.

Of course, brokers don’t lend money for free. They charge interest on
the loan amount over and above the commission on the trade. The interest
and commissions are paid regardless of what happens to the price of the
stock. The margin’s interest rate is usually the broker call rate plus the
firm’s add-on points. This rate is cheaper than most loans, as it is a se-
cured loan—they have your stock, and in most cases will get their cash
back before you get your stock back.

Ultimately, there are no absolutes when it comes to margin. Combin-
ing the buying and selling of options and stocks may create a more com-
plex margin calculation. However, these strategies usually have reduced
margin requirements in comparison to just buying or shorting stocks
alone. Since every trade is unique, margin requirements will depend on
the strategy you employ and your broker’s requirements.

Margin calls, which are demands from brokers for more money, are
a reality that traders have to deal with every day. Unless you have a
crystal ball that forecasts the future, there are no sure bets. Obviously,
the larger your capital base becomes, the less you have to worry about
margin. But it’s always a good idea to keep margin in mind and not let
yourself get overextended, no matter how enticing that “just one more”
trade looks.

While stock trades usually require a 50 percent margin deposit from
your account to place depending on your brokerage, margin requirements
on futures markets vary from commodity to commodity. Similarly, the
amount of margin in the options market depends on the nature and risk of
the position as well as your brokerage’s discretion.
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CONCLUSION

The options market is a fascinating place that continues to grow in popu-
larity today. Like any derivative, options can carry high risks when not re-
spected or when used carelessly. At the same time, options on stocks,
futures, and indexes can offer huge rewards to those savvy traders who
have studied them well.

So far, we have covered only the mechanics of options trading. By
now, you should understand the difference between a put and call, the fac-
tors that determine and influence option prices, why options are known as
wasting assets, and how to use symbols to retrieve options quotes.

In the next chapter, we move on to the topic that really matters: how
option strategies make money in the markets. As we will see, a profuse
number of different strategies can be used to generate profits whether we
expect a stock to move higher, move lower, or stay in a narrow price
range. Some strategies are very simple, and some are more complex. Re-
gardless, there are several important factors to be considered when read-
ing through various options trading strategies. Which ones make the most
sense to you? Which ones feel right? Which trading strategies are you
most comfortable with? Try to identify only one or two, because in the be-
ginning you will want to specialize and concentrate your efforts on just a
few strategies. It can prove overwhelming if you try to master them all (to
do so can take a lifetime), which is one of the major reasons I find options
so fascinating.



CHAPTER 4

Basic
Trading
Strategies

sis techniques and innovative approaches. The optimal approach for

you requires an assessment of both your time availability and your
risk tolerance. Once these factors are determined, you're ready to special-
ize in those techniques that fit your parameters. There are three fundamen-
tal approaches on which all trading strategies are based: strategic trades,
long-term trades, and delta neutral trades. Each has its own set of condi-
tions and rules that foster a unique trading style.

Strategic trades are typically short-term trading opportunities geared
especially for day traders and short-term traders who have the opportunity
to monitor the markets very closely each day. Strategic trades are specific
to certain markets and may be driven by economic data or events. Many
strategic traders use the Standard & Poor’s 500 as the key index on which
they focus their attention when trading market-related instruments. The
Dow Jones Industrial Average (the Dow) is also watched closely to tip off
certain bond and currency trades. As a trader, you need to develop your
own personal trading style based on the patterns you encounter in the
markets. Consistently applying the use of a strategic trading approach
fosters success.

Long-term trading methodologies differ greatly from strategic trades.
Long-term traders do not look at trades from a second-to-second perspec-
tive. Instead, they approach trades from the perspective of a couple of
days to a few months, or even into the next year. These trades are based
more on market trends and seasonal factors. They take a while to blossom

T rading is a diverse activity that encompasses a wide variety of analy-
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and bear fruit, which gives the long-term trader more time to develop the
art of patience.

Delta neutral trades make up the third kind of trades, and probably
the most complex. These strategies create hedged trades in which the
overall position delta equals zero. As the market rises and falls, the overall
position delta moves away from zero. Adjustments can then be made by
purchasing or selling instruments in such a way as to bring the overall po-
sition delta back to zero. Each adjustment has profit-making potential.
Most delta neutral trades can be structured in such a way that your total
cost and risk are minimized.

Delta neutral trading strategies and longer-term trading opportunities
are better suited for traders who are not able to sit in front of their com-
puters all day watching the markets move. Successful delta neutral
traders create a trading system with a time frame they feel comfortable
working in. You can create trades that are three months out, two months
out, one month out, or even only one day out. If you are the type of person
who does not want to think about your trading every single day, simply
take a longer-term approach.

Delta neutral strategies can be applied to any market. It can be advan-
tageous to learn to trade both stocks and futures. Even if you think you
want to trade just futures, you can make just as much money trading
stocks if you use delta neutral strategies. In either case, the options strate-
gies outlined in this book can be applied using stocks or futures. As you
read about them, think about the ones that make the most sense to you
and then specialize in those strategies.

RISK PROFILES

Before launching into our discussion of specific strategies, let’s discuss
one of the most important tools for viewing the profit and loss potential of
any options strategy: the risk profile. Understanding and managing risk is
the critical task of all traders. Very experienced traders and the mathemat-
ically adept may be able to intuitively understand what risk is being as-
sumed by a given trade, but the rest of us work best with a visual picture
of the risk we are taking. For that reason, the drawing and understanding
of risk curves is an essential part of daily trading activities.

A risk profile is a graphic representation of the profit/loss of a position
in relation to price changes in the underlying asset. The horizontal num-
bers at the bottom of the graph—from left to right—show the underlying
stock prices. The vertical numbers from top to bottom show a trade’s po-
tential profit and loss. The sloping graph line indicates the theoretical
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profit and loss of the position at expiration as it corresponds to the price
of the underlying shares. The zero line on the chart shows the trade’s
breakeven. By looking at any given market price, you can determine its
corresponding profit or loss. Risk profiles enable traders to get a feel for
the trade’s probability for making a profit.

In order to get a better handle on what a risk curve is, let’s use a hypo-
thetical example. The first thing to understand is that the risk graph de-
picts the value an option or an options position in relation to changes in
the underlying asset’s price. As an example, let’s consider call options on
Wal-Mart Stores (WMT). Here, WMT is the underlying asset. Assume
shares of Wal-Mart are trading for $60 each and one January 70 call can be
purchased for $2.50 (or $250 per contract). Therefore, the underlying as-
set is Wal-Mart Stores and the option is the WMT January 70 call.

Table 4.1 shows the risk and reward of holding the WMT January 70
call. The prices are hypothetical prices that might exist at expiration on the
third Friday in January. Notice that if the stock doesn't rise above $70 a
share, the position loses $250 because the option expires worthless at or be-
low $70 a share and yields no profit. If the stock climbs to $75, the options
are worth $5 and the profit totals $250: [(75 — 70) — 2.50] x 100. At $80 a
share, the profit equals $7.50 ($10 — $2.50). Notice that the position breaks
even at $72.50 because $2.50 was the initial cost of the call when purchased.

Rather than creating a table for the risk/reward profile of the WMT
January 70 call, we can create a risk graph. It plots the profit from the op-
tion (on the vertical axis) along with the price of the stock (along the hor-
izontal axis). Figure 4.1 shows the risk graph of the Long WMT January 70
call in its standard form. The potential profit from the call is plotted along
the vertical axis.

The classic view risk graph shown in Figure 4.2 was created using
Optionetics.com Platinum software. The lowest of the four lines on the
graph considers the potential profit and loss of the WMT January 70 call at
expiration and contains the same information as the table. Just as we saw

TABLE 4.1 Risk/Reward Profile of WMT January 70 Call

Potential Profit and Loss from WMT January 70 Call Purchase

WMT at Expiration January 70 Call at Expiration Profit/Loss
$60.00 $ 0.00 -$250.00
$65.00 $ 0.00 -$250.00
$70.00 $ 0.00 -$250.00
$72.50 $ 2.50 $ 0.00
$75.00 $ 5.00 $250.00

$80.00 $10.00 $750.00
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FIGURE 4.1 Standard Risk Graph for 1 Long WMT January 70 Call @ 2.50

on the table, the profits begin to accrue when WMT hits $72.50 a share.
The breakeven point (at expiration) occurs where the straight black diag-
onal line intersects with the zero profit line. The other lines reflect the
risk/reward with a specific number of days (as shown in the upper left-
hand corner) remaining before expiration. The position of the profit/loss
lines at various time intervals is based on the model’s assumption that im-
plied volatility remains constant. While this assumption doesn’t reflect re-
ality, it must still be made in order to produce the chart.

In addition to using Optionetics.com Platinum, you can also use other
options pricing software or compute the graph manually. To actually draw
the risk curve, your tools can be anything from a pencil and piece of graph
paper to a computerized spreadsheet program such as Lotus 123 or Mi-
crosoft Excel. The steps will be the same. Drawing a risk curve for any
trade, regardless of its complexity, consists of five basic steps:

1. Determine the stock prices for which you will have to calculate values
of your trade at expiration.

2. Calculate the profit (or loss) at each of those points, and determine
the breakeven level.

3. Sketch the two axes of your risk curve—the vertical axis will delin-
eate the profit (or loss) of the trade, while the horizontal axis will de-
pict the price of the underlying for which you have determined a
profit or loss.
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4. Actually plot the points that you calculated in step 2 onto the graph
set up in step 3.

5. Draw lines connecting each point plotted in step 4.

This simple five-step process will permit you to calculate a risk curve
(even without a computer), detailing the actual profit or loss that can be
expected at any stock price upon expiration. Granted, you cannot estimate
potential profit or loss prior to expiration, but a basic rule of thumb is that
the profits will not be as high, nor the losses as great, at any time prior to
expiration. If you don’t have a sophisticated risk-graphing program avail-
able, this process will give you the basic outline of what your trade will
look like. As you gain experience and your trading becomes more refined,

— Today: 329 days left Close= 59.95
== 219 days left
== 109 days left
— Expiration
[—]
S
:."g
o
(—)
50 60 70

FIGURE 4.2 Wal-Mart January 70 Call Risk Curve (Source: Optionetics
Platinum © 2004)
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FIGURE 4.3 Risk Graph Framework for 1 Long WMT 70 Call @ 2.50

you will find yourself needing the power of the packaged programs. How-
ever, for the beginning trader, a simple risk curve at expiration like this one
will help explain where profits can be made or lost. If you graph out the
risk curve on every trade you are contemplating, the visual recognition of
the risk will soon improve your trading in countless ways.

Skill Builder

Now it’s your turn. Follow the five steps to see if you can manually create
arisk graph (using the framework in Figure 4.3) for 1 Long WMT 70 Call @
2.50. The complete risk graph can be found in Figure 4.1 if you want to
check your work.

Breakeven 72.50

Maximum loss —$250

Price at maximum loss 70

Profit @ 75 $250

Profit @ 80 $750
LONG STOCK

While the term going long might have you envisioning a football player
going deep for a pass, in the financial markets going long is one of the
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most common investing techniques. It consists of buying stock, futures,
or options in anticipation of a rise in the market price (or, in the case of
a long put, a drop in the price). An increase in the price of the stock ob-
viously adds value to a stock holding. To close this long position, a
trader would sell the stock at the current price. A profit is derived from
the difference between the initial investment and the closing price. A
long stock position is completely at the mercy of market direction to
make a profit.

Long Stock Mechanics

In this example, the trader is long 100 shares of XYZ (currently trading at
$50). Remember, shares of stock do not have premium or time decay.
Long stock has a one-to-one risk/reward ratio. This means that for every
point higher the shares move, you will make $100. Conversely, for every
point the shares fall below the purchase price, you will lose $100.

Figure 4.4 shows the risk profile of this long stock example. As you
can see, when the share price rises, you make money; when it falls, you
lose money. Notice how the profit/loss line for the stock position shows a
1-to-1 movement in price versus risk and reward. This means that the
stock trade has an unlimited profit potential and limited risk as the price
of the stock can fall only as far as zero.

1,500

1,000 1

5007 Breakeven

=500 4+

Theoretical Profit/iLoss

|
1,000 1 |
|

-1,500 +
40 45 50 55

Price of Underlying Asset

FIGURE 4.4 Long 100 Shares XYZ @ 50
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Exiting the Position

When you purchase a stock, the only way to exit the position (without ex-
ercising options) is to simply sell the shares at the current market price. If
the price of the stock rises, the trader makes a profit; if the price falls,
then a loss is incurred. Thus, if XYZ rises to 60, 100 shares will yield a
profit of $1,000: (60 — 50) x 100 = $1,000. If XYZ declines to 40, 100 shares
create a loss of $1,000: (50 —40) x 100 = $1,000.

Long Stock Case Study

Buying, or going long, stock is the easiest and most straightforward trad-
ing strategy available. However, this doesn’t mean it is the best strategy to
use. Going long stock consists of buying shares of a company outright and
holding onto them as they (hopefully) gain in value. The positives to this
strategy are that it is easy and figuring your profits and losses is straight-
forward. The stock can also be held forever, as long as the company re-
mains a valid corporation and does not declare bankruptcy. However, the
costs can be expensive, making it difficult to diversify.

There are many different ideas on how to pick a good stock, depend-
ing on your time frame. Technical analysis is often used for short-term
trading decisions, while fundamental analysis is the main discipline for
buying stocks over the long term. As with any trading strategy, it still is a
good idea to have exit points set up in advance so that you aren’t swayed
by emotion.

A risk graph for a long stock trade is very easy to create, even by
hand. It is a straight line, which shows that for every dollar gained in
the security, you profit a dollar per share. The same holds true to the
downside. It shows the dollar-for-dollar profit/loss that comes with this
basic strategy.

Strategy: Buy shares of stock.

Market Opportunity: Look for a bullish market where a rise in the price
of the stock is anticipated.

Maximum Risk: Limited to the price of the stock as it falls to zero.

Maximum Profit: Unlimited as the stock price rises above the initial entry
price.

Breakeven: Price of the stock at initiation (not including commissions).
Margin: Usually 50 percent of the total cost of the shares.
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Let’s say we saw the Nasdaq 100 Trust (QQQ) break above resistance
on May 1, 2004, and decided to buy 100 shares at $27.69. The risk graph of
this trade is shown in Figure 4.5.

This trade proved to be a good investment decision, with the Qs mov-
ing higher right into 2004. We might have held onto this trade until the Qs
started a downtrend in early 2004. Let’s assume we got out at 36, when the
Qs made a lower high and a lower low. By getting out at 36, we would have
made $8.31 per share, or $831 overall. Not bad, but we had to invest $2,769
(or half this amount if we used margin)—a 30 percent return on invest-
ment. Of course, if the Qs had lost ground, we would have lost a dollar per
share for each point the Qs fell.

Today: 10 days left Close= 27.69
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FIGURE 4.5 Risk Graph of Long 100 Shares of Stock on QQQ
(Source: Optionetics Platinum © 2004)
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Long Stock Case Study

Strategy: With the security trading at $27.69 a share on May 1, 2004,
buy 100 shares of the Nasdaqg 100 Trust (QQQ).

Market Opportunity: Expect advance in shares on break of resistance.
Maximum Risk: Limited to initial debit of $2,769.

Maximum Profit: Unlimited to the upside. In this case, exiting at $36 a
share garnered an $831 profit.

Breakeven: Initial entry price (not including commissions). In this case,
$27.69.

Margin: None needed, but can be used to cover half the cost of initial entry.

SHORT STOCK

Traders can take advantage of a falling market by selling, or shorting,
shares of stock. Initially, this process can be quite confusing. After all,
most investors want to buy a stock at a lower price and sell it for a profit
at a higher price. Short selling reverses this process. With short sales, the
trader actually sells the stock first and hopes that it will decline in value,
so that it can be bought back at a lower price. The difference between the
selling price and the purchase price represents the profit or loss.

In order to sell a stock short, traders must first borrow the shares
from their broker. This is not always going to be possible and will depend
on the specific stock and the brokerage firm. In some cases, it might not
be possible to find the stock. This is especially true of less liquid or actively
traded shares.

Generally, a broker will look in one of four places for the shares to
lend to the short seller. The most common source is from other customers
who are long the stock in their margin accounts. Alternatively, the firm
might look to one of three other places:

1. Its own inventory.
2. Securities borrowed from another brokerage firm.
3. Securities borrowed from institutional investors.

If the firm has exhausted these options and come up empty, the short
seller will not be able to borrow and short that particular stock.

Once the stock is sold, the trader will profit if the stock moves lower.
Keep in mind, however, that if any dividends are paid by the stock, then
the lender, not the short seller, is entitled to them. The person holding an
open short position must pay the amount of the dividend to the lender. In
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addition, the margin requirements call for a 150 percent deposit of the net
proceeds from the short sale. Also, importantly, the lender generally re-
tains the right to demand that the stock be returned to him or her at any
time. So, one risk to short selling is that the lender may demand that the
shares be returned before the stock has made a move lower. Undoubtedly,
short selling stock comes with a variety of risks.

Short Stock Mechanics

An investor believes that the price of XYZ is too high and expects the
stock to move southward. It is currently trading for $20 share. So, she in-
structs her broker to sell short 1,000 shares of XYZ at $20. The brokerage
firm then lends the investor the securities and they are sold in the market
for $20. The total credit received from the short sale equals $20,000. Now
the money is in the account, but the customer owes the brokerage firm the
1,000 shares. The risk graph for this trade is shown in Figure 4.6.

If XYZ falls, the trader can book a profit. For example, let’s say XYZ
drops to $10 a share and the short seller instructs the broker to buy back
1,000 shares to close the position. The stock is purchased for $10 a share
and the cost of the trade is $10,000 (plus commissions). She then returns
the borrowed shares and closes the trade. The profit is equal to the differ-
ence between the purchase price and the selling price, or $10,000 (minus
commissions). Suppose, though, XYZ appreciates to $30 a share and the
trader decides that it’s time to cut her losses. In this case, she must buy

Short 1,000 Shares XYZ @ 20.00
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FIGURE 4.6 Short Stock Risk Graph
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XYZ back for $30 per share, or $30,000, and return the borrowed stock to
her brokerage. The loss is equal to the purchase price minus the sale
price, or $10,000 (plus commissions).

Exiting the Position

When you sell shares short, the only way to exit the position (without ap-
plying options) is to buy back the shares at the current market price. In
order to do so, you must instruct your broker to close the trade or to “buy
to cover.” Then, once the stock is purchased, the borrowed shares are
moved out of the account and returned to the original owner.

Short Stock Case Study

Outside of trading options, there is only one method a trader has to make
a profit during a downtrend in stocks: short selling stock. As previously
discussed, going short is the process of borrowing shares from your bro-
ker and then replacing these shares at a future date when the stock has
lost ground. If this occurs, a trader can profit on the decrease in price.
However, shorting stock is extremely dangerous and cannot be done on
all stocks and at all times.

It’s vital to keep in mind that shorting stock requires a large amount of
margin. This is because the risk is unlimited to the upside. If you borrow a
stock from your broker at $50, expecting it to decline, but it instead
moves higher, you are at risk the whole way up. If the stock hits $75, you
have lost $25 for each share you are short. This means that a margin call
would have occurred several times on this move up. A margin call is a
Federal Reserve requirement that a customer deposit a specified amount
of money or securities to keep a trade open when a sale or purchase is
made in a margin account; the amount is expressed as a percentage of the

Strategy: Sell shares of stock.

Market Opportunity: Look for a bearish market where the stock is
expected to fall sharply.

Maximum Risk: Unlimited as the stock moves higher.
Maximum Profit: Limited to the full stock price as it can only fall to zero.
Breakeven: Price of the stock at initiation (not including commissions).

Margin: Yes—usually 150 percent of short sale proceeds.
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market value of the securities at the time of purchase. The deposit must
be made within one payment period.

Another negative to shorting stock is that it can only be done on
stocks that have large volume. Also, a stock can not be shorted on a
downtick. This means that if the market is falling hard and you want to
short a stock, it can’t be done until the stock has traded at the same price
or higher.

Let’s take a look at the risk graph in Figure 4.7, which depicts going
short 100 shares of the Nasdaq 100 Trust (QQQ) at $82.44 on November 6,
2000. The short sale of 100 shares produces a credit of $8,244. As you can
see, the risk graph for a short stock is the exact opposite of a risk graph
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FIGURE 4.7 Risk Graph of Short 100 Shares of Nasdaq 100 Trust (QQQ) @ 82.44
(Source: Optionetics Platinum © 2004)
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Short Stock Case Study

Strategy: With the security trading at $82.44 a share on November 6,
2000, sell 100 shares of the Nasdaqg 100 Trust (QQQ).

Market Opportunity: Expect continued decline in shares.
Maximum Risk: Unlimited to the upside.

Maximum Profit: Unlimited down to zero. In this case, an exit at $40 a
share would create a $4,244 profit.

Breakeven: Initial entry price (not including commissions). In this case,
$82.44 (not including commissions).

Margin: Extensive; depends on broker requirements and SEC requirements.

for a long stock. Although the trade profits dollar-for-dollar as the stock
moves lower, it is also at risk dollar-for-dollar if the stock price increases.
Keep in mind that your broker will require a rather large sum of capital to
cover the margin requirement with the firm—usually 150 percent.

Luckily, this trade proved to be a good investment decision, with the Qs
moving lower and then sharply lower. If a trader had stayed short until the
200-day moving average was broken near 40, he or she would have made a
significant profit. The Qs fell that year from 82.44 to 40 in about a 12-month
period, which would have created a healthy profit for the savvy short seller!

LONG CALL

In the long call strategy, you are purchasing the right, but not the obliga-
tion, to buy the underlying shares at a specific price until the expiration
date. This strategy is used when you anticipate an increase in the price of
the underlying stock. A long call strategy offers unlimited profit potential
with limited downside risk. It is often used to get high leverage on an
underlying security that you expect to increase in price.

If you want to go long a call, your risk curve would look like the graph
in Figure 4.8. When the underlying security price rises, you make money;
when it falls, you lose money. This strategy provides unlimited profit po-
tential with limited risk. It is often used to get high leverage on an underly-
ing security that you expect to increase in price. Zero margin borrowing is
allowed. That means that you don’t have to hold any margin in your ac-
count to place the trade. You pay a premium (cost of the call), and this
expenditure is your maximum risk.

Perhaps the only drawback is that options have deadlines, after
which you cannot recoup the premium it cost to buy them. Thus, you
need to buy calls with enough time till expiration for the underlying to
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FIGURE 4.8 Long Call Risk Graph

move into the profit zone—at least 90 days—or simply purchase LEAPS
with a year or two until expiration. In addition, it’s best to buy calls with
low implied volatility to lower the breakeven and minimize the debit to
your account.

Long Call Mechanics

In this example, let’s buy 1 March XYZ 50 Call @ 5.00, with XYZ trading at
$50. This trade costs a total of $500 (5 x 100 = $500) plus commissions.
The maximum risk is equal to the cost of the call premium or $500. The
maximum reward is unlimited to the upside as underlying shares rise
above the breakeven. The breakeven is calculated by adding the call pre-
mium to the strike price. In this example, the breakeven is 55 (50 + 5 =
55), which means the underlying shares have to rise above 55 for the trade
to start making a profit.

In Figure 4.8, note how the numbers that run from top to bottom indi-
cate the profit and loss of this trade. The numbers that run left to right in-
dicate the price of the underlying asset. The sloping line indicates the
theoretical profit or loss of the call option at trade expiration according to
the price of the underlying asset. Note how the loss is limited to the pre-
mium paid to purchase the call option.

The risk graph of the long call shows unlimited profit potential and a
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limited risk capped at $500 (see Figure 4.8). The breakeven is calculated
by adding the call premium to the strike price. The long call breakeven is
slightly higher than the breakeven on the stock, but this is the trade-off a
trader takes for opting for a position with less risk and a higher return
on investment.

Exiting the Position

A long call strategy offers two distinct exit scenarios. Each scenario pri-
marily depends on the movement of the underlying shares, although
volatility can have a major impact as well.

e XYZ rises above the breakeven (55): Offset the position by selling
a call option with the same strike price and expiration at an accept-
able profit; or exercise the option to purchase shares of the underly-
ing market at the lower strike. You can then hold these shares as part
of your portfolio or sell them at a profit at the current higher market
price.

e XYZ falls below the breakeven (55): If a reversal does not seem
likely, contact your broker to offset the long call by selling an identi-
cal call to mitigate your loss. The most you can lose is the initial pre-
mium paid for the option.

In this example, let’s say XYZ rises 10 points to 60. There are two ways
to take advantage of it: exercise or offset it. By exercising the March 50
call, you will become the owner of 100 shares of XYZ at the lower price of
$50 per share. You can then sell the shares for the current price of $60 a
share and pocket the difference of $1,000. But since you paid $500 for the
option, this process reaps only a $500 profit ($1,000 — $500 = $500) minus
commissions. The more profitable technique is to sell the March 50 call
for the new premium of 14.75, an increase of 9.75 points. By offsetting the
March 50 call, you can make a profit of $975 ($1,475 — $500 = $975)—a 195
percent return!

Conversely, if you had bought 100 shares of XYZ at $50 per share, you
would have made a profit of $1,000 (not including commissions) when the
shares reached $60 per share—an increase of 10 points. The profit on the
long stock position is slightly higher than the profit on the long call—a big
$25. However, the return on investment is much higher for the long call
position because the initial investment was significantly lower than the
initial capital needed to buy the stock shares. While both trades offered
profit-making opportunities, the long call position offered a significantly
lower risk approach and the power to use the rest of the available trading
capital in other trades. For an initial investment of $5,000, you could have
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Long Call

Strategy: Buy a call option.

Market Opportunity: Look for a bullish market where a rise above the
breakeven is anticipated.

Maximum Risk: Limited to the amount paid for the call.

Maximum Profit: Unlimited as the price of the underlying instrument
rises above the breakeven.

Breakeven: Call strike price + call option premium.

Margin: None.

purchased 10 call options and made a total profit of $9,750—now, that’s a
healthy return.

The ability of a call option to be in-the-money by expiration is primar-
ily determined by the movement of the underlying stock. It is therefore es-
sential to know how to analyze stock markets so that you can accurately
forecast future price action in order to pick the call with the best chance
of making a profit. Understanding market movement is not an easy task.
Although it takes time to accumulate market experience, you can learn
how various strategies work without risking hard-earned cash by explor-
ing paper trading techniques.

Long Call Case Study

In order to illustrate how the long call works in the real world, let’s consider
an example using a familiar name—Intel (INTC). Suppose you were study-
ing some research notes on Intel and it seemed to you that the stock price
had fallen too far given the outlook for the company’s semiconductor sales.
The chart pattern also seemed to suggest that the stock was due to move
higher. With shares trading near $15.75, you expect it to move above $20 by
year-end. So, you decide to establish a bullish trade on the chipmaker.

Instead of buying shares, you decide to buy the INTC January 17.50
call. That is, you will buy the call option on Intel that has the strike price
of 17.50 and has an expiration month of January. The current premium is
$2.55 per contract and you buy 10 contracts. The total cost of the trade is
therefore $2,550: (2.55 x 10) x 100 = 2,550. Since Intel is trading near $16 a
share at the time, this call is out-of-the-money. Many call buyers prefer to
use out-of-the-money calls because they provide the most leverage. It is a
very aggressive way to trade the market.

To calculate the breakeven, we add the option’s strike price to the con-
tract price, or 17.50 plus 2.55. The breakeven equals $20.05 a share. Often,



Basic Trading Strategies 93

traders will exit the long call strategy before expiration if the stock moves
dramatically higher or falls too far below the breakeven. Recall that time
decay is the greatest during the last 30 days of an option’s life. Therefore,
it is best not to hold an option like the long call during that time. In addi-
tion, many traders will exit the position if it does not move in the antici-
pated direction. For example, if INTC drops below $15 a share, the trader
might choose to close the trade. In that case, the $15 level would be con-
sidered a stop loss, or a predetermined price point where the trader exits a
losing trade. In any case, rarely will the long call be exercised when it is
purchased in anticipation of a move higher in the underlying security. In-
stead, the position is closed through an offsetting transaction. Specifically,
you will sell 10 INTC January 17.50 calls to close.

The chart in Figure 4.9 shows the risk graph for the INTC January
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Long Call Case Study

Strategy: With the stock trading near $16 a share in February 2003, buy
10 INTC January 17.50 calls @ $2.55 and hold until the end of the year.

Market Opportunity: The stock looks bullish and is expected to rise
above $20 a share by January.

Maximum Risk: Limited to the amount paid for 10 calls or $2,550.

Maximum Profit: Unlimited as the price of the underlying instrument
rises above the breakeven. In this case, the INTC January 17.50 call
topped $30 a contract for an 11-month gain of 600 percent.

Breakeven: Strike price + call option premium. In this case, 20.05: (17.50
+ 2.55).

Margin: None.

17.50 long call at the time the trade was established. We can see that if the
stock falls the call will lose value. In contrast, profits begin to build as the
stock moves higher. The maximum risk is equal to the premium, or $255
per contract. The upside potential is quite large. In fact, in this case, Intel
not only rose above $20 a share that year, it topped $30. As a result, by the
end of the year, the INTC January 17.50 call was worth $17.50 a contract—
for an 11-month 600 percent gain!

Long Call versus Long Stock

As you can see, a long call strategy has many advantages compared with
buying stock. For clarity’s sake, let’s review these advantages.

e (ost. The premium of an option is significantly lower than the amount
required to purchase a stock.

e Limited risk. Since the maximum risk on a long call strategy is equal
to the premium paid for the option, you know before entering the
trade exactly how much money you could potentially lose.

o Unlimited reward. Once you hit breakeven (call strike price + call
option premium = breakeven), you have unlimited reward potential as
in a stock purchase.

e Increased leverage. Less initial investment also means that you can
leverage your money a great deal more than the 2-for-1 leverage buy-
ing stock on margin offers.

The only drawback is that options have a limited time until they ex-
pire. But even this disadvantage can be seen as an advantage if you con-
sider the opportunity cost of waiting months and sometimes years for a
stock that has taken a bearish turn to reverse direction.
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SHORT CALL

In a short call trade, you are selling call options on futures or stock con-
tracts. This strategy is placed when you expect the price of the underlying
instrument to fall. If you want to go short a call, your risk curve would
look like the graph in Figure 4.10. If you want to short a stock, your risk
curve would fall from the upper left-hand corner to the lower right-hand
corner (see Figure 4.10). Notice how the horizontal line slants upward
from right to left, providing insight as to its bearish nature. When the un-
derlying instrument’s price falls, you make money; when it rises, you lose
money. This strategy provides limited profit potential with unlimited risk.
It is often used to get high leverage on an underlying security that you
expect to decrease in price.

Selling a call enables traders to profit from a decrease in the underly-
ing market. If the underlying stock stays below the strike price of the
short call until the option’s expiration, the option expires worthless and
the trader gets to keep the credit received. But if the price of the underly-
ing stock rises above the short call strike price before expiration, the
short option will be assigned to an option buyer. A call buyer (as dis-
cussed in the previous section on long calls) has the right to buy the un-
derlying asset at the call strike price at any time before expiration by
exercising the call. If the assigned call buyer exercises the option, the op-
tion seller is obligated to deliver 100 shares of the underlying stock to the
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option buyer at the short call strike price. This entails buying the underly-
ing stock at the higher price and delivering it to the option buyer at the
lower price. The difference between these two prices constitutes the
seller’s loss and the buyer’s open position profit. This can be a huge loss
in fast markets, which is why we never recommend selling short, or
“naked,” options.

Selling naked calls is not allowed by many brokerages. Some may re-
quire you to have at least $50,000 as a margin deposit. This speaks vol-
umes about just how risky this strategy can be. However, since a short call
is very useful in hedging and combination options strategies, it is impor-
tant to understand its basic properties.

In the case of selling options, be advised that you will initially receive
money into your account in the form of a credit. This is the premium for
which you sold the option. This strategy is used to generate income from
the short sale of an option, since it provides immediate premium to the
seller. In addition, it’s best to short calls when the implied volatility of the
option is high; that way, you maximize the premium received. This is vital
since the profit on a short call is limited to the premium received, and the
position has an unlimited upside risk. As you can see by looking at the risk
graph in Figure 4.10, this is a very risky strategy because it leaves the
trader completely unprotected.

Short Call Mechanics

Let’s create an example that shows the trader going short 1 Jan XYZ 50
Call @ 5.00. The trader collected $500 (5 x 100 = 500) minus commissions
for this trade. The maximum reward is limited to the credit the trader re-
ceives at the trade’s initiation. Conversely, the risk on this trade is unlim-
ited as the price of the underlying asset rises above the breakeven. The
breakeven of a short call equals the strike price of the call option plus the
call premium. In this trade, the breakeven at expiration is 55: (50 + 5 = 55).
As the market drops, the position increases until it hits the maximum
credit (i.e., the amount of premium taken in for the call. Please note that a
short call comes with unlimited risk to the upside. It is very important that
you learn how to create covered positions (i.e., sell an option and buy an
option) to limit your risk and protect against unlimited loss.

Figure 4.10 shows the risk profile of the short call position. When the
underlying stock reaches a price of 50, the position’s profit hits a maxi-
mum of $500 (the credit received). The call’s potential loss is unlimited
and continues to increase as the price of the underlying asset rises above
the $55 breakeven. If the market price of the underlying asset doesn’t rise,
you get to keep the credit. However, this is the most that can be made on
the trade.
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Exiting the Position

A short call strategy offers three distinct exit scenarios. Each scenario pri-
marily depends on the movement of the underlying shares.

e XYZ falls below the call strike price (50): This is the best exit strat-
egy. The call expires worthless at expiration. This means you get to keep
the premium, which is the maximum profit on a short call position.

e XYZ rises above the call strike price (50): The call will be as-
signed to a call holder. In this scenario, the call seller is obligated to
deliver 100 shares of XYZ at $50 per share to the assigned option
holder by purchasing 100 shares of XYZ at the current market price.
The difference between the current market price and the delivery
price of $50 a share constitutes the loss (minus the credit of $500
initially received for shorting the call).

e XYZ starts to rise above the breakeven (55): You may want to
offset the position by purchasing a call option with the same strike
price and expiration to exit the trade because assignment becomes in-
creasingly likely once the time value of an option falls below !/ point.

Short Call Case Study

When looking for short call candidates, what we want to see is a stock
that has run into resistance and that is expected to move lower before op-
tion expiration. Since we are selling the call, we also want to use time de-
cay to our advantage by selling front month options. Lastly, we are looking
for a stock that has options that are showing high implied volatility (IV)
compared to the past. The higher the IV, the larger the premium we re-
ceive up front. Let’s look at a real-world example for a short call.

In late May 2003, we could have run a search for stocks that had op-
tions showing high implied volatility. One stock that would have shown up

Short Call

Strategy: Sell a call option.

Market Opportunity: Look for a bearish or stable market where you
anticipate a fall in the price of the underlying below the breakeven.

Maximum Risk: Unlimited as the stock price rises above the breakeven.

Maximum Profit: Limited to the credit received from the call option
premium.

Breakeven: Call strike price + call option premium.
Margin: Required. Amount subject to broker’s discretion.
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was Northrop Grumman (NOC). On May 26, NOC spiked higher, but ran
into resistance near $90.

By entering a short call, we have unlimited risk to the upside. This
means that if the stock moves sharply higher, we have to come up with the
money to cover the call. However, we get a credit immediately from the
sale of the call, though margin will be needed. In our example, NOC was at
$87.96 as of the close of trading on May 27. At that time, we could have
sold the June 90 call for $1.10, or $110 per contract. In this case, our maxi-
mum risk is unlimited as the stock rises and our maximum profit is the ini-
tial credit received. Our breakeven point is found by adding the credit we
received (1.10) to the strike price of 90: (1.10 + 90 = 91.10). Thus, the
breakeven point as of expiration is at $91.10.

By looking at the risk graph in Figure 4.11, notice how the profit area
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Short Call Case Study

Strategy: With the stock trading near $88 a share on May 27, 2003, sell
10 June 90 calls @ 1.10 and hold until expiration.

Market Opportunity: NOC has run into resistance and looks like it is in a
downtrend.

Maximum Risk: Unlimited to the upside above the breakeven.

Maximum Profit: Net credit initially received. In this case, $1,110: ($110
x10=3%1,110).

Breakeven: Strike price + call option credit. In this case, 91.10: (90 + 1.10).

Margin: Extensive.

is small when compared to the loss area. This occurs because the trade
has unlimited risk as the stock rises. For most traders, this type of trade is
too risky to undertake and it requires a lot of capital to be held in margin.
Nonetheless, for the trader who has the funds and uses appropriate
money management, a short call can be profitable.

In our example, shares of NOC remained below $90 all the way
through June expiration on June 20. In fact, the stock was making a move
higher when expiration hit, but this trade still would have closed with a
maximum profit of $110 per contract.

COVERED CALL

Covered call writing (selling) is the strategy that seems to be promoted
most by the investment community. Many stockbrokers use this tech-
nique as their primary options strategy, perhaps because it is the one
technique they are trained to share with their clients. It is also widely
used by many so-called professional managers. Nevertheless, it can be a
dangerous strategy for those who do not understand the risks involved. A
few publications describe this technique as a “get rich quick” method for
investing in the stock market, but it can become a “get poor quick” strat-
egy if done incorrectly.

What is this technique all about? The purpose of the covered call is
to increase cash income from a long stock or futures position. It pro-
vides some protection against decreases in the price of a long underlying
position or increases in the price of a short underlying position. A cov-
ered call has limited profit potential and can result in substantial losses;
but these potential losses are less than those for an unprotected long
stock or futures position.
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A covered call write is composed of the purchase of a stock (or fu-
tures contract) and the sale of a call option against the purchased underly-
ing asset. Remember, the buyer of a call option has the right to call the
option seller (writer) to deliver the stock at the price at which the option
was purchased. Therefore, if you write an option you are the seller, and
you are responsible for delivering the stock at the strike price at which
the option was sold to the purchaser if the option is exercised. At the in-
ception of the transaction, you receive a premium, which pays you for the
time value of the option as well as any intrinsic value the option may have
at that time.

You may be wondering what is wrong with the whole concept of cov-
ered call writing. Why are so many people incorrect when they use this
strategy? Many traders simply do not know the risks they are assuming
when they implement this overused technique. If you placed covered calls
in stocks that only go up, you could make out very well. However, how
many people pick stocks that only go up?

A range-bound stock exhibits price action between two specified
points: resistance and support. Resistance is the point at which prices
stop rising and tend to start to drop. Support is the point at which prices
stop dropping and tend to start to rise. When a stock rises, it hits a cer-
tain price where the sellers rush in, outnumbering the buyers, and
thereby causing prices to start to fall off. The support level is the place
where the price has become low enough for buyers to start to outnum-
ber the sellers and the price begins to rise again. If this recurs over a
specified period of time (e.g., six months), strong support and resistance
levels have probably been established. Stocks that exhibit these tenden-
cies can be excellent candidates for covered call writing. However, you
must be aware that nontrending stocks also can begin trends, and many
may begin trending to the downside.

Covered Call Mechanics

Let’s create a hypothetical example using a technology stock with the
name XYZ Computer Corp. The ticker symbol for shares is XYZ and the
company is one of the world’s leading computer sellers. The company has
performed exceptionally well, with shares rising more than 400 percent in
a one-year period! Let’s say XYZ Computer is trading at $49 per share after
numerous stock bonuses, and we decide to place a covered call trade.
Let’s buy 100 shares of XYZ at $49 each. This part of the trade costs
$4,900 ($49 x 100 = $4,900). The amount of margin (the capital required)
would be half this amount, or $2,450. In a covered call strategy, a trader
offsets the purchase cost of shares with the sale of a call option. The cov-
ered call consists of selling one call for each 100 shares owned. The call



Basic Trading Strategies 101

can have any strike price and any expiration; however, this step can be
difficult. You have to choose which option to sell. You have a multitude of
choices: near-term, long-term, in-the-money, out-of-the-money, at-the-
money, and so on. Many covered call writers sell options one or two
strikes out-of-the-money (OTM) because they want the shares to have a
little room to run up before reaching the strike price at which the option
was sold.

Let’s say that on September 9, XYZ is trading at $49, and the October
50 and 55 call options (which have 40 days to expiration) have the follow-
ing option premiums:

e October 50 Call @ 2.75.
e October 55 Call @ 1.75.

In this example, let’s go long 100 shares of XYZ at $49 and short 1 XYZ
October 50 call at $2.75. This transaction has two sides, the debit (pur-
chase of shares) and the credit (sale of option). The debit equals $4,900
($49 x 100 = $4,900); however, the amount of margin (the capital required
to place the trade) would be half this amount, or $2,450. In addition, you
would receive a $275 credit (2.75 x $100 = $275) for the short option on
100 shares of stock. The risk profile for this trade is shown in Figure 4.12.

If the stock rises from $49 to $50, the strike price of the option, you
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make an additional $100. You also get to keep the $275 credit you re-
ceived. In total, your profit will be $375. If the stock goes to $55 you still
get $375. If the shares go to $100 you still get only $375. In both these in-
stances, you have to deliver the shares to the assigned purchaser of the
option as it will be exercised at expiration since the option is in-the-
money (i.e., the share price is greater than the strike price of the option).
That means that for an investment of $2,075: ($2,450 — $375 = $2,075), you
can make $375 if the stock rises to at least $50 by expiration—a 17 per-
cent return in only 40 days.

Lastly, the breakeven of a covered call is calculated by subtracting the
credit received on the short call from the price of the underlying security
at trade initiation. In this trade, the breakeven is 46.25: (49 — 2.75 = 46.25).

In Figure 4.12, the risk graph for the covered call example, notice how
the profit line slopes upward from left to right, conveying the trader’s de-
sire for the market price of the stock to rise slightly. It also shows the
trade’s limited protection. As XYZ declines beyond the breakeven (47.25),
the value of the stock position plummets as it falls to zero. Thus, the inherent
risk in this strategy rears its ugly head.

Overall, the covered call offers a slightly better approach than if you
simply purchase the stock at $49 and watch it drop, because you have re-
duced your breakeven price by 2.75 points. XYZ must drop below this new
breakeven price (46.25) to start losing money at expiration. But once it
falls below the breakeven, losses can accumulate quickly.

Now let’s say you sell the October 55 calls at 1.75; then your
breakeven price is higher at $47.25 ($49 less the 1.75 received for selling
the 55 call). By selecting the higher strike call option to sell, you will re-
ceive less of a credit and will raise your breakeven price for the stock.
However, then you have a greater potential return on the investment if
and when the stock goes up. Obviously, you lose money when the stock
goes below the breakeven price. Bottom line: each option has a certain
trade-off for the option writer. You have to decide which one best fits the
market you are trading.

As mentioned previously, if the price of XYZ stock has been going up
significantly over the past year, covered call writing would not have hurt
you. You may not have received the 400 percent gain stock purchasers re-
ceived, but perhaps you could have slept better at night, as you would
have reduced your breakeven point. Unfortunately, traders may select
stocks that have just begun a tailspin and lose 50 percent of their value
overnight. In these cases, a covered call strategy will not help. These
traders may get to keep the short option’s credit, but that will not go very
far in light of losing 50 percent or more on the total price of the stock.
There are numerous examples of companies losing 30 percent, 40 percent,
75 percent, or all their value in one day. Do not count on this strategy to
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save you from losing large sums of money if the stock makes a big drop.
Writing covered calls can work. However, you must find stocks that meet
one of two criteria: trending upward or maintaining a trading range.

As exhibited with XYZ, covered calls work well with stocks on the
rise. Unfortunately, even stocks with upward trends have moments in
which they make sharp corrections. These periods are difficult for cov-
ered call writers as they watch their accounts shrink, because the covered
call does not offer comprehensive protection to the downside. However,
in many cases good stocks will rebound. If you do choose to write cov-
ered calls, do so only in high-grade stocks that have been in a consistent
uptrend and have exhibited strong growth in earnings per share.

To protect yourself from severe down moves, you can combine cov-
ered calls with buying puts for protection. If you purchase long-term puts
(over six months), you can continue to write calls month after month, but
you will have the added protection of the right to sell the underlying stock
at a specific price.

Exiting the Position

Since a covered call protects only a stock within a specific range, it is vi-
tal to monitor the daily price movement of the underlying stock. Let’s in-
vestigate optimal exit strategies for the first covered call example, the
sale of the 50 call.

e XYZ rises above the short strike (50): The short call is assigned.
Use the 100 shares from the original long stock position to satisfy your
obligation to deliver 100 shares of XYZ to the option holder at $50 a
share. This scenario allows you to take in the maximum profit of $375.

e XYZ falls below the short strike (50), but stays above the ini-
tial stock price (49): The short call expires worthless and you get to
keep the premium ($275) received. No losses have occurred on the
long stock position and you can place another covered call to offset
the risk on the long stock position if you wish.

e XYZ falls below the initial stock price (49), but stays above
the breakeven (46.25): The long stock position starts to lose money,
but this loss is offset by the credit received from the short call. If XYZ
stays above 46.25, the position will break even or make a small profit.

e XYZ falls below the breakeven (46.25): Let the short option ex-
pire worthless and use the credit received to partially hedge the loss
on the long stock position.

Covered calls are one of the most popular option strategies used in
today’s markets. If you want to gain additional income on a long stock
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Covered Call

Strategy: Buy the underlying security and sell an OTM call option.

Market Opportunity: Look for a bullish to neutral market where a slow
rise in the price of the underlying is anticipated with little risk of decline.

Maximum Risk: Limited to the downside below the breakeven as the
stock falls to zero.

Maximum Profit: Limited to the credit received from the short call option
+ (short call strike price — price of long underlying asset) x 100.

Breakeven: Price of the underlying asset at trade initiation — short call
premium.

Margin: Amount subject to broker’s discretion.

position, you can sell a slightly OTM call every month. The risk lies in the
strategy’s limited ability to protect the underlying stock from major
moves down and the potential loss of future profits on the stock above
the strike price. Covered calls can also be combined with a number of
bearish options strategies to create additional downside protection.

Covered Call Case Study

Covered calls are often used as an income strategy on stocks that we are
holding long-term. They also can be used as a short-term profit maker by
purchasing the stock and selling the call at the same time. The idea is to
sell a call against stock that is already owned. If we do not want to give up
the stock, we must be willing to buy the option back if it moves in-the-
money. However, if we feel the stock will not rise above our strike price,
we would benefit by selling the call.

On December 1, 2003, shares of Rambus (RMBS) were falling back af-
ter an attempt to break through resistance at $30. The stock rose to a high
of $32.25, but ultimately ended flat on the session right at $30 a share.
Viewing the chart, we might have decided that $30 would hold and that en-
tering a covered call strategy might work well.

By entering a short call, we have unlimited risk to the upside. How-
ever, by owning the stock, we mitigate this risk because we could use the
stock to cover the short call. Let’s assume we didn’t already own Rambus,
so we need to purchase 500 shares at $30 and sell 5 December 30 calls at
$2.05 each. Our maximum profit for this trade is $1,025 [(2.05 x 5 ) x 100]
and this occurs if the stock is at or above 30 on December 19. The maxi-
mum risk is still large because the amount of the credit for selling the calls
does little for a major drop in the stock. Our breakeven point is at 27.95,
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which is figured by taking the credit received and subtracting it from the
price of the underlying at trade initiation (30 — 2.05). Figure 4.13 shows the
risk graph for this trade.

Though we have limited our upside risk by using stock to cover the
short call, we still have significant risk to the downside if the stock were
to fall sharply. However, if the stock remains near $30, we get to keep the
entire credit, even though there wasn’t a loss in the shares of stock. Since
the passage of time erodes the value of the option, it’'s best to use short-
term options.

In our example, shares of RMBS did try several times to break higher,
but each time resistance held and the stock ultimately closed at $26.37 on
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Covered Call Case Study

Strategy: With the stock trading at $30 a share on December 1, sell 5 De-
cember 30 calls @ 2.05 and buy 500 shares of Rambus stock.

Market Opportunity: Expect consolidation in shares after failure to
break out.

Maximum Risk: Limited as the stock moves lower (as the stock can only
fall to zero). In this case, the loss is $790.

Maximum Profit: Credit initially received. In this case, 5 calls @ 2.05
each = $1,025.

Breakeven: Price of the underlying asset at trade initiation — call option
credit. In this case, 27.95: (30 — 2.05).

Margin: None.

expiration December 19. At expiration, the stock position was down $3.63
a share, or $1,815: (3.63 x 500). However, the loss was offset by the $1,025
received from the credit from the short calls. So, the trade results in a
$790 loss. A trader could continue to sell calls against the stock each
month if it is felt the stock will remain near the strike price.

LONG PUT

In the long put strategy, you are purchasing the right, but not the obliga-
tion, to sell the underlying stock at a specific price until the expiration
date. This strategy is used when you anticipate a fall in the price of the un-
derlying shares. A long put strategy offers limited profit potential (limited
because the underlying asset can fall no further than zero) and limited
downside risk. It is often used to get high leverage on an underlying secu-
rity that you expect to decrease in price.

If you want to go long a put, your risk curve would look like the graph
in Figure 4.14. Note how the profit/loss line for a long put strategy slopes
upward from right to left. When the underlying instrument’s price falls,
you make money; when it rises, you lose money. Note how the profit on a
long put is limited as the price of the underlying asset can only fall to zero.

The long put strategy is often used to get high leverage on an underly-
ing security that is expected to decrease in price. It requires a fairly small
investment and consists of buying one or more puts with any strike and
any expiration. The buyer of put options has limited risk over the life of
the option, regardless of the movement of the underlying asset. The put
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Long 1 Mar XYZ 50 Put @ 5.00
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option buyer’s maximum risk is limited to the amount paid for the put.
Profits are realized as the put increases in value as the underlying asset’s
value falls. Buying a put is a limited-risk bearish strategy that can be used
instead of shorting stock. It is best placed when the option is exhibiting
low implied volatility. Keep in mind that the further away the expiration
date is, the higher the premium. But the cost that time contributes to a put
premium must be balanced out by the need for sufficient time for the
underlying shares to move into a profitable position.

Long Put Mechanics

Let’s create an example by going long 1 January XYZ 50 Put @ 5. The cost
of this position is $500 (5 x 100 = $500) plus commissions. The maximum
risk for this trade is limited to the premium of the put option while the re-
ward is limited to the downside until the underlying asset reaches zero.
Looking at the risk graph in Figure 4.14, notice how potential profit and
loss values correspond to underlying share prices. Can you see the
breakeven point? The breakeven is calculated by subtracting the put pre-
mium from the put strike price. In this trade, the breakeven is 45 (60 — 5 =
45), which means that XYZ would have to fall below 45 for the trade to
start making a profit.
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Exiting the Position

Choosing an exit strategy depends on the movement of the underlying
shares as well as changes in volatility.

e XYZ falls below the breakeven (45): Either offset the long put by
selling a put option with the same strike and expiration at an accept-
able profit or exercise the put option to go short the underlying mar-
ket. You can hold this short position or cover the short by purchasing
the shares back at the current lower price for a profit.

e XYZ rises above the breakeven (45): You can wait for a reversal
or offset the long put by selling an identical put option and using the
credit received to mitigate the loss. The most you can lose is the initial
premium paid for the put.

In this example, let’s say the price of XYZ falls from $50 to $40. This
results in a rise in the premium of the October 50 put to 13.75. You now
have a decision to make. To exit a long put, you can offset it, exercise it,
or let it expire. To offset this position, you can sell the March 50 put and
reap a profit of $875: (13.75 — 5) x 100 = $875. If you choose to exercise
the position, you will end up with a short position of 100 shares of XYZ
at $50. This would bring in an additional credit of $5,000 (minus com-
missions). However, you would then be obligated to cover the short
sometime in the future by purchasing 100 shares of XYZ at the current
price. If you covered the short with the shares priced at $40, you would
make a profit of $500: (5,000 — 4,000 = $1,000 for the stock minus $500
for the cost of the put). Therefore, offsetting the option yields a higher
profit. In fact, you almost never want to exercise an option with time
value remaining because it will be more profitable to simply sell the op-
tion. In addition, exercising the long put requires enough money in your
trading account to post the required margin to short the shares.

Strategy: Buy a put option.

Market Opportunity: Look for a bearish market where you anticipate a
fall in the price of the underlying below the breakeven.

Maximum Risk: Limited to the price paid for the put option premium.

Maximum Profit: Limited below the breakeven as the stock price can
only fall to zero.

Breakeven: Put strike price — put premium.
Margin: None.
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Long Put Case Study

A long put involves the purchase of just one option strike and one expira-
tion month. Buying a long put is a strategy that benefits from a decline in the
underlying security. However, unlike selling stock short, there isn’t a need
to use margin and entering the put is an easy process. As with any long debit
strategy, a long put will suffer from time decay, so we want to use options
that have at least 60 days, and preferably more, until expiration.

By entering a long put, we have limited our risk to the initial cost of
the put. At the same time, we have limited reward to the downside as the
underlying can only fall to zero. Let’s go back to the fall of 2000 and see
how entering a put on the Nasdaq 100 Trust (QQQ or Qs) would have
worked following a triple top formation.

The Qs moved above 100 on August 31, but then formed a bearish pat-
tern on September 1. At this time, it seemed that a break back below 100
would be bearish for the Qs. Thus, on September 5, an option trader could
have entered a long put when the Qs closed at $99.50.

The December 100 puts could be purchased for $8 each. Our maxi-
mum risk would then be $4,000 if we were to buy five contracts. Figure
4.15 shows the risk graph for long puts on the Qs.

The risk graph shows that as the Qs fall, the puts increase in worth. Of
course, if this trade were to be held until expiration, the price of the Qs
would need to be below 92 to make a profit. However, the quicker the Qs
drop, the larger the profit in the near term. In order to see a double in this
trade, a move to about 85 would need to occur.

At the close of trading the very next day (September 6), these puts
were worth $9.38, a gain of nearly $700 in one day. The Qs continued to
fall during the next several months, leading to a sharp decline for security,
but a large increase in the long puts. Selling continued after the Qs fell

Long Put Case Study

Strategy: With the security trading at $99.50 a share on September 5,
2000, buy 5 December 100 puts @ 8.00 on the Nasdaqg 100 Trust (QQQ).

Market Opportunity: Expect decline in shares following bearish chart
pattern.

Maximum Risk: Limited to initial debit of $4,000.

Maximum Profit: $46,000 if Qs were to go to zero. In this case, the puts
increased to $17 each for a profit of $4,500.

Breakeven: Strike minus the initial cost per put. In this case, 92: (100 - 8).

Margin: None.
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FIGURE 4.15 Risk Graph of Long Puts on the QQQ (Source: Optionetics
Platinum © 2004)

through their 200-day moving average and were unable to recapture this
prior support level. On the close of trading October 3, 2000, the Qs were at
84 and the puts were now selling for $17 each. At this time, the long puts
could have been sold for a profit of $4,500: [(17 — 8) x 5] x 100 = $4,500.

SHORT PUT

A short put strategy offers limited profit potential and limited, yet high
risk. It is best placed in a bullish market when you anticipate a rise in
the price of the underlying market beyond the breakeven. By selling a
put option, you will receive the option’s premium in the form of a credit
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into your trading account. The premium received is the maximum re-
ward for a short put position. In most cases, you are anticipating that the
short put will expire worthless.

If you want to go short a put, your risk curve would look like the
graph in Figure 4.16. A short put strategy creates a risk profile that slants
downward from right to left from the limited profit. Notice that as the
price of the asset falls, the loss on the short put position increases (until
the price of the underlying stock hits zero). Additionally, the profit is lim-
ited to the initial credit received for selling the put. When the underlying
instrument’s price rises, you make money; when it falls, you lose money.
This strategy provides limited profit potential with limited risk (as the un-
derlying can only fall to zero). It is often used to get high leverage on an
underlying security that you expect to increase in price.

As explained earlier, when you sell options, you will initially receive
the premium for which you sold the option in the form of a credit into your
account. The premium received is the maximum reward. The maximum
loss is limited to the downside until the underlying asset reaches zero.

What kind of a view of the market would you have to sell puts? You
would have a bullish or neutral view. The breakeven for initiating the
trade is the strike price at which the puts are sold minus the premium re-
ceived. If the market were to rise, the position would increase in value
to the amount of premium taken in for the puts. Looking at the risk
graph, notice that as the price of the asset falls, the loss of your short put
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position increases (see Figure 4.16). This strategy requires a heavy mar-
gin deposit to place and is best placed using short-term options with
high implied volatility, or in combination with other options.

Short Put Mechanics

Let’s create an example by going short 1 January XYZ 50 Put @ 5. The
maximum profit on this trade is equal to the amount received from the op-
tion premium, or $500 (5 x 100 = $500) minus commissions. To calculate
the breakeven on this position, subtract the premium received from the
put strike price. In this case, the breakeven is 45 (60 — 5 = 45). If XYZ rises
above $45, the trade makes money. You earn the premium with the passage
of time as the short option loses value.

A short put strategy creates a risk profile that slants downward from
right to left (see Figure 4.16). Notice that as the price of the asset falls, the
loss of your short put position increases until the price of the underlying
stock hits zero. This signifies that the profit increases as the market price
of the underlying rises.

Exiting the Position

A short put strategy offers three distinct exit scenarios. Each scenario
primarily depends on the movement of the underlying shares.

e XYZ rises above the put strike price (50): This is the best exit
strategy. The put expires worthless and you get to keep the premium,
which is the maximum profit on a short put position.

e XYZ reverses and starts to fall toward the breakeven (45): You
may want to offset the position by purchasing a put option with the
same strike price and expiration to exit the trade.

e XYZ falls below the put strike price (50): The short put is as-
signed and the put writer is obligated to buy 100 shares of XYZ at $50
per share from the put holder. The short put seller now has a long
shares position and can either sell the XYZ shares at a loss or wait for
a reversal. The maximum loss occurs if the price of XYZ falls to zero.
The short put writer then loses $5,000 (100 shares x 50 = $5,000) less
the $500 credit received from the premium, or a total loss of $4,500
(5,000 - 500 = $4,500).

Short Put Case Study

When we buy a put, we want the underlying security to move lower. Thus,
when we sell a put, we want the stock to rise. However, our maximum
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Strategy: Sell a put option.

Market Opportunity: Look for a bullish or stable market where a rise
above the breakeven is anticipated.

Maximum Risk: Limited as the stock price falls below the breakeven
until reaching a price of zero.

Maximum Profit: Limited to the credit received from the put premium.
Breakeven: Put strike price — put premium.
Margin: Required. Amount subject to broker’s discretion.

profit is the premium we receive for selling the put, so if we expect a large
move higher in the stock, we would be better off to buy a call. Selling a
put is best used when we expect a slightly higher price or consolidation to
take place.

When a stock falls sharply to support in one or two sessions, this is
often a good time to look at selling puts. If we expect that the stock
might start to consolidate following a decline, selling a put could pro-
vide nice profits. However, the risk remains rather high because the
stock could continue to fall and a put seller is at risk the whole way
down to zero.

On July 31, 2003, shares of Cardinal Health (CAH) fell $10 to about
$55 a share. This drop might have seemed overdone given the circum-
stances and a trader could have entered a short put near the close of
the session. The August 55 put could be sold for $1.65, which means
selling five contracts would bring in $825. We want to use the front
month option because time value works in our favor. If CAH were to
stay at $55 or move higher by August 15, the trader would receive the
maximum profit.

The risk graph shown in Figure 4.17 details how the risk in this trade
is rather high compared with the reward. This means that margin will be
an issue and that a large amount of margin will be needed to enter this
type of trade. The breakeven point for this trade is calculated by subtract-
ing the credit received from the strike price (55 — 1.65 = 563.35). Thus, even
a slight move lower would still generate a profit in this trade, but if CAH
were to fall below $53.35 the losses would start to grow.

Fortunately, shares of CAH did move higher after this decline, leaving
the trader with the maximum profit of $825 from the sale of five puts.
Later, we will talk about a less risky way to profit using spreads instead of
naked options.
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Short Put Case Study

Strategy: With the stock trading at $54.75 a share on July 31, 2003, sell 5
August 55 puts @ 1.65 each on Cardinal Health (CAH).

Market Opportunity: Expect CAH to consolidate or move higher follow-
ing large one-day drop in shares.

Maximum Risk: Unlimited as stock falls all the way to zero.
Maximum Profit: Initial credit received. In this case, $825: (5 x 1.65) x 100.

Breakeven: Strike price minus the initial credit per put. In this case, 53.35:
(55 - 1.65).

Margin: Extensive.
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COVERED PUT

You can also use a covered put in a bearish market to profit from a possi-
ble increase in a short stock or futures position. A covered put consists
of selling the underlying futures or stock position and selling a put to
cover the underlying asset’s position. This trade can be very risky, be-
cause it involves short selling a stock, which requires a high margin. The
reward on a covered put is limited to the difference in the initial price of
the short underlying asset minus the strike price of the short put plus the
credit received for the option premium.

Covered Put Mechanics

In this example, let’s go short 100 shares of XYZ @ 50 and short 1 June
XYZ 45 Put @ 2.50. The risk graph below shows a covered put position at
expiration. Once the market moves to the upside above the breakeven,
there is unlimited risk. Margin is $7,500 (stock price plus 50 percent
more); however, the credit on the short stock is $5,000. In addition, the
credit on the short put is $250. Total credit is $5,250. The maximum re-
ward on this trade occurs if XYZ closes at or below 45 at expiration. The
maximum profit for this trade is $750: (50 — 45) + 2.50 x 100 = $750. Figure
4.18 shows the risk profile for the covered put example.

As with most short strategies, this trade is hazardous because it
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comes with unlimited risk. The breakeven of a covered put strategy
equals the price of the underlying asset at trade initiation plus the option
premium. In this trade, the breakeven is 52.50: (50 + 2.50 = 52.50). That
means that if XYZ moves above $52.50, the trade will lose $100 for each
point it rises. In fact, the higher the underlying asset climbs, the more
money will be lost (see Figure 4.18).

Exiting the Position

Since a covered put protects a stock only within a specific range, it is vital
to monitor the daily price movement of the underlying stock. Let’s investi-
gate optimal exit strategies in the following scenarios:

e XYZ declines below the short strike price (45): The short put is
assigned and you are obligated to buy 100 shares of XYZ from the op-
tion buyer at $45 per share. However, you can unload these shares for
the short share price of $50. This exit process garners the maximum
profit of $750.

e XYZ declines below the initial stock price (50), but remains
above the short strike price (45): The short put expires worthless
and you get to keep the premium received. No losses have occurred
on the short stock position and you are ready to place another cov-
ered put to bring in additional profit on the position if you wish.

e XYZ rises above the initial stock price (50) but stays below
the breakeven (52.50): The short stock position starts to lose
money, but this loss is offset by the credit received from the short put.
As long as the stock stays below the breakeven, the position will
break even or make a small profit.

e XYZ rises above the breakeven (52.50): Let the short put expire
worthless and use the credit received to partially hedge the loss on
the short stock position.

Both covered calls and covered puts are high-risk strategies, although
they can be used to try to increase the profit on a trade. It is essential to be
aware of the risks involved and to be extremely careful in selecting the
underlying markets for your covered call or put writing strategies.

Covered Put Case Study

A covered put can be used to profit in the short term by going short a
stock and then selling a put to bring in additional income. The reason a
covered put is not a suggested strategy for most traders is because it has
unlimited risk. The sale of the put does help offset the cost of the short
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Strategy: Sell the underlying security and sell an OTM put option.

Market Opportunity: Slightly bearish to neutral. Look for a market where
you expect a decline or stability in price with little risk of the market rising.

Maximum Risk: Unlimited as the price of the underlying increases to the
upside above the breakeven.

Maximum Profit: Limited to the credit received on the short put option +
(price of security sold — put option strike price) x 100.

Breakeven: Price of underlying security at trade initiation + put premium
received.

Margin: Required. Amount subject to broker’s discretion.

stock, but if the stock rises, this income might mean very little. Let’s use
Rambus (RMBS) once again to show how a covered put would have
worked for this stock when compared to a covered call.

By entering a short put, we have limited risk to the downside all the
way to zero. At the same time, we have unlimited risk to the upside and a
large margin requirement for selling the stock short. Let’s assume we didn’t
already own Rambus, so we need to sell short 500 shares at $30 and sell
five December 30 puts. Remember, RMBS shares were trading right at $30
a share, so we would be able to keep the entire premium from the put if the
stock closes at or above this point. However, as the stock declines, we
profit from being short on Rambus.

The December 30 puts could be sold for 2.10 each and Rambus shares
could be sold short for $30 a share. Thus, we would receive a credit of
$16,050 for entering the covered put. However, the maximum profit would
be limited to just $1,050. The best way to see this is by looking at a risk
graph of the trade shown in Figure 4.19. Notice how the risk continues to
grow as the stock moves higher. This is because the amount of money
brought in from selling the put does little to offset the potential loss ob-
tained from selling RMBS shares short. However, no matter how low the
stock moves, our maximum profit is achieved because the gain in the
short stock will offset the loss in the short put.

In our example, shares of RMBS did try several times to break higher,
but each time resistance held and the stock ultimately closed at 26.37 on
expiration (December 19). This would have resulted in the maximum
profit of $1,050. The short put would have had a value of 3.70 to buy back
on expiration. This results in a loss of 1.60 each (or $800 for five con-
tracts) for the put. However, the 500 shares of RMBS sold short are now
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showing a profit of 3.63: (30 — 26.37). This means the profit from the short
stock is $1,815: (3.63 x 500). If the option were not bought back, the trader
would be forced to buy shares to cover the short, but the net result would
still be a profit.

This might seem like a good way to bring in premium on a stock ex-
pected to move lower. However, the margin required would be large
and the risk is normally just too high to be a consistently profitable
strategy.
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Covered Put Case Study

Strategy: With the stock trading at $30 a share on December 1, sell 5 De-
cember 30 puts @ 2.10 each and sell short 500 shares of Rambus stock.

Market Opportunity: Expect consolidation in shares after failure to
break out.

Maximum Risk: Unlimited to the upside above the breakeven.

Maximum Profit: Limited to the credit received on the short put option +
the price of security sold — put option strike price x 100. In this case, the
maximum profit is $1,050: (5 x 210) + (30 - 30) x 100 = $1,050.

Breakeven: Strike price + put option credit. In this case, 32.10: (30 + 2.10).
Margin: Significant.

STRATEGY ROAD MAPS

For your convenience, the following subsections provide step-by-step
analyses of the basic strategies discussed in this chapter.

Long Call Road Map
In order to place a long call, the following 13 guidelines should be observed:

1. Look for a low-volatility market where a rise in the price of the under-
lying stock is anticipated.

2. Check to see if this stock has liquid options available.

3. Review options premiums with various expiration dates and strike
prices. Use options with more than 90 days until expiration.

4. Investigate implied volatility values to see if the options are over-
priced or undervalued. Look for options with low implied volatility.

5. Review price and volume charts over the past year to explore price
trends and liquidity.

6. Choose a long call option with the best profit-making probability.
Determine which call option to purchase by calculating:

e Limited Risk: Limited to the initial premium required to purchase
the call.

¢ Unlimited Reward: Unlimited to the upside as the underlying
stock rises above the breakeven.

¢ Breakeven: Call strike + call premium.

7. Create a risk profile for the trade to graphically determine the trade’s
feasibility. The long call’s risk profile slants upward from left to right.
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8.

10.

11.

12.

13.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

. Make an exit plan before you place the trade. Determine a profit and

loss percentage that will trigger an exit of the position. Close out the
entire trade by 30 days to expiration.

Contact your broker to buy the chosen call option. A margin deposit is
not required.

Watch the market closely as it fluctuates. If the market continues to
rise, hold onto the call option until you have made a satisfactory profit
or a reversal seems imminent.

If the underlying market gives a dividend to its stockholders, this will
have a negative effect on the price of a call option because a dividend
usually results in a slight decline in the price of a stock.

Choose an exit strategy based on the price movement of the underly-
ing stock and the effects of changes in the implied volatility of the
call option:

e The market rises above the breakeven: Offset the position by
selling a call option with the same strike price and expiration at an
acceptable profit; or exercise the option to purchase shares of the
underlying market at the lower strike. You can then hold these
shares as part of your portfolio or sell them at a profit at the current
higher market price.

e The market falls below the breakeven: If a reversal does not
seem likely, contact your broker to offset the long call by selling an
identical call to mitigate your loss. The most you can lose is the
initial premium paid for the option.

Short Call Road Map
In order to place a short call, the following 13 guidelines should be observed:

1.

Look for a high-volatility market where a fall in the stock’s price is
anticipated.

Check to see if this stock has liquid options available.

Review options premiums with various expiration dates and strike
prices. Options with less than 45 days until expiration are best.

. Investigate implied volatility values to see if the options are over-

priced or undervalued. Look for options with high implied volatility
and, thus, a higher premium.

Review price and volume charts over the past year to explore price
trends and liquidity.
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6.

10.

11.

12.

13.

Choose a short call option with the best profit-making probability.
Determine which call option to sell by calculating:

¢ Unlimited Risk: Unlimited to the upside as the underlying stock
rises above the breakeven.

¢ Limited Reward: Limited to the initial call premium received as a
credit.

e Breakeven: Call strike + call premium.

Create a risk profile for the trade to graphically determine the
trade’s feasibility. A short call’s risk profile slants down from left
to right showing the limited profit and unlimited risk as the stock
rises.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

. Make an exit plan before you place the trade. Determine a profit

and loss percentage that will trigger an exit of the position. For
example, a 50 percent profit or loss is an easy signal to exit the
position.

Contact your broker to go short (sell) the chosen call option. Margin
is required to place a short call, the amount of which depends on your
broker’s discretion.

Watch the market closely as it fluctuates. If the price of the underlying
stock rises above the strike price of the short call option, it is in dan-
ger of being assigned. If exercised, the option writer is obligated to
deliver 100 shares (per option) of the underlying asset at the short call
strike price to the option holder.

If the underlying market gives a dividend to its stockholders, this will
usually cause the price of the call option to decline slightly, which
works in favor of the short call strategy.

Choose an exit strategy based on the price movement of the under-
lying stock and the effects of changes in the implied volatility of the
call option:

e The market falls below the strike price: Wait for the call to
expire worthless and keep the credit received from the premium.

e The market reverses and begins to rise above the call strike
price: Exit the position by offsetting it through the purchase of an
identical call option (same strike price and expiration date) to
avoid assignment.
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Covered Call Road Map

In order to place a covered call, the following 13 guidelines should be
observed:

1.

A covered call is a conservative income strategy designed to pro-
vide limited protection against decreases in the price of a long un-
derlying stock position. Look for a range-bound market or a bullish
market where you anticipate a steady increase in the price of the
underlying stock.

2. Check to see if the stock has liquid options.

3. Review call option premiums and strike prices no more than 45

10.

days out.

. Investigate implied volatility values to see if the options are over-

priced or undervalued. Look for expensive options to get the most out
of selling the call.

Explore past price trends and liquidity by reviewing price and volume
charts over the past year.

Choose a higher strike call no more than 45 days out to sell against
long shares of the underlying stock and then calculate the maximum
profit, which is limited to the credit received from the sale of the short
call plus the profit made from the difference between the stock’s price
at initiation and the call strike price.

Determine which spread to place by calculating:

e Limited Risk: Limited to the downside as XYZ can only fall below
the breakeven to zero.

¢ Limited Reward: Limited to the credit received from the short call
plus the strike price minus the initial stock price.

e Breakeven: Calculated by subtracting the short call premium from
the price of the underlying stock at initiation.

Create a risk profile of the most promising option combination and
graphically determine the trade’s feasibility. Note the unlimited risk
beyond the breakeven.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

Make an exit plan before you place the trade. You must be willing to sell
the long stock at the short call’s strike price in case the call is assigned.
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11.

12.

13.

Contact your broker to buy and sell the chosen options. Place the
trade as a limit order so that you limit the net debit of the trade.

Watch the market closely as it fluctuates. The profit on this strategy is
unlimited—a loss occurs if the underlying stock closes at or below
the breakeven points. You can also adjust the position back to a delta
neutral to increase profit potential.

Choose an exit strategy depending on the movement of the underlying
stock:

e The price of the stock rises above the short strike: The short
call is assigned and exercised by the option holder. You can then
use the 100 shares from the original long stock position to satisfy
your obligation to deliver 100 shares of the underlying stock to the
option holder at the short call strike price. This scenario allows you
to take in the maximum profit.

e The price of the stock falls below the short call strike price,
but stays above the initial stock price: The short call expires
worthless and you get to keep the premium received. No losses
have occurred on the long stock position and you are ready to sell
another call to offset your risk.

e The stock falls below the initial stock price but stays above
the breakeven: The long stock position starts to lose money, but
this loss is offset by the credit received from the short call. As long
as the stock does not fall below the breakeven, the position will
break even or make a small profit.

e The stock falls below the breakeven: Let the short option ex-
pire worthless and use the credit received to partially hedge the
loss on the long stock position.

Long Put Road Map

In order to place a long put, the following 13 guidelines should be observed:

1.

Look for a low-volatility market where a steady decrease in price is
anticipated.

Check to see if this stock has liquid options available.

3. Review options premiums with various expiration dates and strike

prices. Use options with more than 90 days to expiration.

. Investigate implied volatility values to see if the options are over-

priced or undervalued. Look for options with low implied volatility.
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5.

6.

Review price and volume charts over the past year to explore past
price trends and liquidity.

Choose a long put option with the best profit-making probability. De-
termine which option to buy by calculating:

¢ Limited Risk: Limited to the initial premium required to purchase
the put option.

¢ Limited Reward: Limited to the downside as the underlying stock
can only fall to zero.

¢ Breakeven: Put strike — put premium.

Create a risk profile for the trade to graphically determine the trade’s
feasibility. The profit/loss line slopes up from right to left.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

9. Make an exit plan before you place the trade. Determine a profit and

10.

11.

12.

13.

loss percentage that will trigger an exit of the position. Close out the
entire trade by 30 days to expiration.

Contact your broker to buy the chosen put option. A margin deposit is
not required.

Watch the market closely as it fluctuates. If the market continues to
fall, hold onto the put option until you have hit your target profit or a
reversal seems imminent.

If the underlying market gives a dividend to its stockholders, this will
have a positive effect on the price of a put option because a dividend
usually results in a slight decline in the price of a stock.

Choose an exit strategy based on the price movement of the underly-
ing stock and the effects of changes in the implied volatility of the
put option:

e The underlying stock falls below the breakeven: Either offset
the long put by selling a put option with the same strike and expira-
tion at an acceptable profit or exercise the put option to go short the
underlying market. You can hold this short position or cover the short
by buying the shares back at the current lower price for a profit.

e The underlying stock rises above the breakeven: You can
wait for a reversal or offset the long put by selling an identical put
option and using the credit received to mitigate the loss. The most
you can lose is the initial premium paid for the put.
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Short Put Road Map
In order to place a short put, the following 13 guidelines should be observed:

1.

Look for a high-volatility market where an increase or steady rise is
anticipated.

2. Check to see if this stock has liquid options available.

3. Review options premiums with various expiration dates and strike

10.

11.

prices. Options with less than 45 days to expiration are best.

Investigate implied volatility values to see if the options are over-
priced or undervalued. Look for options with high implied volatility,
and thus a higher premium.

Review price and volume charts over the past year to explore past
price trends and liquidity.

. Choose a short put option with the best profit-making probability.

Determine which put option to sell by calculating:

¢ Limited Risk: Limited to the downside below the breakeven as the
underlying stock can only fall to zero.

e Limited Reward: Limited to the initial put premium received as a
credit.

¢ Breakeven: Put strike — put premium.

Create a risk profile for the trade to graphically determine the trade’s
feasibility. The risk graph slopes down from right to left, showing a
limited profit.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

. Make an exit plan before you place the trade. Determine a profit and

loss percentage that will trigger an exit of the position.

Contact your broker to sell the chosen put option. This strategy
requires a margin deposit; the amount depends on your broker’s
discretion.

Watch the market closely as it fluctuates. If the price of the underly-
ing stock falls below the short strike price, it will most likely be as-
signed. If exercised, the option writer is obligated to purchase 100
shares of the underlying asset at the short strike price (regardless
of the decrease in the price of the underlying stock) from the option
holder.
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12. If the underlying market gives a dividend to its stockholders, this will
have a negative effect on the price of a short put because a dividend
usually results in a slight decline in the price of a stock.

13. Choose an exit strategy based on the price movement of the underly-
ing stock and the effects of changes in the implied volatility of the put
option:

e The underlying stock continues to rise or remains stable:
Wait for the option to expire worthless and keep the credit received
from the premium.

e The underlying stock reverses and starts to fall: Exit
the position by offsetting it through the purchase of an identical
put option (same strike price and expiration date) to avoid
assignment.

Covered Put Road Map

In order to place a covered put, the following 13 guidelines should be
observed:

1. Look for a range-bound market or bearish market where you antici-
pate a slow decrease in the price of the underlying stock.

2. Check to see if this stock has options.

3. Review put option premiums and strike prices no more than 45
days out.

4. Explore past price trends and liquidity by reviewing price and volume
charts over the past year.

5. Investigate implied volatility values to see if the options are over-
priced or undervalued.

6. Choose a lower strike put no more than 45 days out to sell against
short shares of the underlying stock.

7. Determine which trade to place by calculating:

e Unlimited Risk: The maximum risk is unlimited to the upside
above the breakeven. Requires margin to place.

e Limited Reward: The maximum profit is limited to the credit re-
ceived from the sale of the short put option plus the profit made
from the difference between the stock’s price at initiation and the
short put strike price.
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10.

11.

12.

13.

¢ Breakeven: Calculated by adding the short put premium to the
price of the underlying stock at initiation.

Risk is unlimited to the upside as the underlying asset rises above the
breakeven. Create a risk profile for the trade to graphically determine
the trade’s feasibility.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

Choose your exit strategy in advance. How much money is the maxi-
mum amount you are willing to lose? How much profit do you want to
make on the trade?

Contact your broker to sell the stock and sell the chosen put option
against it. Choose the most appropriate type of order (market order,
limit order, etc.). This strategy will require a large margin to place,
depending on your brokerage’s requirements.

Watch the market closely as it fluctuates. The profit on this strategy is
limited. Keep in mind that an unlimited loss occurs if and when the
underlying stock rises above the breakeven point.

Choose an exit strategy:

e The price of the stock falls below the short put strike price:
The short put is assigned to an option holder. You can then use the
100 shares you are obligated to buy at the short put strike price to
cover the original short stock position. This scenario allows you to
take in the maximum profit.

e The price of the stock rises above the short strike, but stays
below the initial stock price: The short put expires worthless
and you get to keep the premium received. No losses have occurred
on the short stock position and you are ready to place another
short put position to bring in additional profit on the short stock
position if you wish.

e The price of the stock rises above the initial stock price, but
stays below the breakeven: The short stock position starts to
lose money, but this loss is offset by the credit received from the
short put. As long as the stock doesn’t rise above the breakeven,
the position will break even or make a small profit.

e The price of the stock rises above the breakeven: Let the
short put expire worthless and use the credit received to partially
hedge the increasing loss on the short stock position.
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CONCLUSION

Having been involved in teaching options strategies for more than a
decade, I'm still amazed by the lack of knowledge pertaining to what I be-
lieve is the most flexible investment vehicle available: the option. The
number one question I receive from publications, individual investors, and
almost everyone I meet is: Why should anyone trade options? After all, op-
tions are so risky. This line of reasoning makes me cringe. It’s obvious that
educators, brokers, and the overall investment community simply haven’t
done a good enough job informing investors of the benefits of trading op-
tions. Yes, there are risks if you haven’t taken the time to learn how to
trade options. But that goes for stocks, too! Knowledge is power. In my
opinion, every trader should attain enough knowledge to be able to make
informed decisions about whether to include options as part of their
investment arsenals.

The initial eight strategies covered in this chapter—long stock, short
stock, long call, short call, covered call, long put, short put, and covered
put—are the fundamental building blocks of intermediate and advanced
trading techniques. It is absolutely essential to your success as an options
trader to develop a solid understanding of these basic strategies. Your
knowledge level is what will ultimately determine how successful you will
be. The primary reason that beginning traders do not last is because they
do not educate themselves enough. The more knowledge you have in your
field, the more confidence you have, and that will inevitably enhance your
trading results. I am still learning and trying to increase my trading savvy
on a daily basis. This is the type of hunger for knowledge that you need to
have—not only to thrive, but also to survive in the volatile markets of the
twenty-first century.

Covered calls are the most popular option strategy used in today’s
markets. If you want to gain additional income on a long stock position,
you can sell a slightly OTM call every month. The risk lies in the strategy’s
limited ability to protect the underlying stock from major moves down
and the potential loss of future profits on the stock above the strike price.
Covered calls, however, can be combined with a number of bearish op-
tions strategies to create additional downside protection.

While covered calls are a very popular strategy, covered puts enable
traders to bring in some extra premium on short positions, but with
high risk involved. Once again, you can keep selling a put against the
short shares every month to increase your profit. However, shorting
stock is a risky trade no matter how you look at it because there is no
limit to how much you can lose if the price of the stock rises above the
breakeven. There are many other ways to take advantage of a stock’s
bearish movement, using options to limit the trade’s risk and maximize
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the leveraging ability of your trading account. In fact, we will cover 19
additional strategies in this book.

Covered writes also enable traders to weather moderate price fluctua-
tions without accumulating losses. This should help reduce stress; any
technique that helps to reduce stress is a worthwhile addition to a trader’s
arsenal. To gain added protection, try buying a long put against a covered
call or a long call against a covered put. The extra outlay of premium acts
as an insurance policy, and that could mean the difference between losing
a little on the premium versus taking a heavy loss in a volatile market.



CHAPTER 5

Introducing
Vertical
Spreads

trend, it is essential to learn how to apply strategies that limit your

losses to a manageable amount. A variety of options strategies can
be employed to hedge risk and leverage capital. Each strategy has an opti-
mal set of circumstances that will trigger its application in a particular
market. Vertical spreads are basic limited risk strategies, and that’s why I
tend to introduce them first. These relatively simple hedging strategies en-
able traders to take advantage of the way option premiums change in rela-
tion to movement in the underlying asset.

Vertical spreads offer limited potential profits as well as limited risks by
combining long and short options with different strike prices and like expi-
ration dates. The juxtaposition of long and short options results in a net
debit or net credit. The net debit of a bull call spread and a bear put spread
correlates to the maximum amount of money that can be lost on the trade.
Welcome to the world of limited-risk trading! However, the net credit of a
bull put spread and a bear call spread is the maximum potential reward of
the position—a limited profit. Success in this kind of trading is a balancing
act. You have to balance out the risk/reward ratio with the difference be-
tween the strikes—the greater the strike difference, the higher the risk.

One of the keys to understanding these managed risk spreads comes
from grasping the concepts of intrinsic value and time value—variables
that provide major contributions to the fluctuating price of an option.
Although changes in the underlying asset of an option may be hard to
forecast, there are a few constants that influence the values of options
premiums. The following constants provide a few insights into why

S ince all markets have the potential to fluctuate beyond their normal
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vertical spreads offer a healthy alternative to traditional bullish and bear-
ish stock trading techniques:

e Time value continually evaporates as an option approaches expira-
tion.

e OTM and ATM options have no intrinsic value—they are all time value
and therefore lose more premium as expiration approaches than ITM
options.

¢ The premiums of ITM options have minimum values that change at a
slower pace than OTM and ATM options.

¢ Vertical spreads take advantage of the differing rates of change in the
values of the options premiums.

The four vertical spreads that we use can be broken down into two
kinds of categories: debit and credit spreads, each with a bullish or bear-
ish bias. The success of these strategies depends on being able to use op-
tions to exploit an anticipated directional move in a stock. As usual,
timing is everything. To become good at forecasting the nature of a direc-
tional trend, try to keep track of a stock’s support and resistance levels.
Remember, a breakout beyond a stock’s trading range can happen in ei-
ther direction at any time. Limiting your risk is a great way to level the
playing field.

VERTICAL SPRFEAD MECHANICS

Vertical spreads are excellent strategies for small investors who are get-
ting their feet wet for the first time. Low risk makes these strategies invit-
ing. Although they combine a short and a long option, the combined
margin is usually far less than what it would cost to trade the underlying
instrument. If you are new to the options game, take the time to learn
these four strategies by paper trading them first. The rest of this chapter is
designed to help you become familiar with these innovative strategies.

There are two kinds of debit spreads: the bull call spread and the
bear put spread. As their names announce, a bull call spread is placed in
a bullish market using calls and a bear put spread is placed in a bearish
market using puts. Debit spreads use options with more than 60 days un-
til expiration. The maximum risk of a debit spread is limited to the net
debit of the trade.

In contrast, the maximum profit of a credit spread is limited to the net
credit of the trade. There are two kinds of credit spreads: the bull put
spread and the bear call spread. The bull put spread is placed in a bullish



132 THE OPTIONS COURSE

TABLE 3.1 Vertical Spread Definitions

Type Strategy Components

Debit Bull call spread Long lower strike call and short higher strike call(s)
Bear put spread Long higher strike put(s) and short lower strike put(s)

Credit Bull put spread Long lower strike put(s) and short higher strike put(s)
Bear call spread  Long higher strike call(s) and short lower strike call(s)

market using puts and a bear call spread is placed in a bearish market us-
ing calls. In general, credit spreads have lower commission costs than
debit spreads because additional commissions are avoided by simply al-
lowing the options to expire worthless. Since credit spreads offer a lim-
ited profit, make sure that the credit received is worth the risk before
placing the trade.

To determine which strategy is the most appropriate, it is important to
scan a variety of strike prices and premiums to find the optimal risk-to-
reward ratio. This is accomplished by calculating the maximum risk, max-
imum reward, and breakeven of each potential spread to find the trade
with the best probability of profitability. Choosing the type of trade (debit
or credit) depends on whether you prefer to pay for a trade out-of-pocket
or take the credit and ride the bear or bull all the way to expiration (see
Table 5.1).

BULL CALL SPREAD

The bull call spread, also called the long call spread, is a debit strategy
created by purchasing a lower strike call and selling a higher strike call
with the same expiration dates. The shortest time left to expiration often
provides the most leverage, but also provides less time to be right. This
strategy is best implemented in a moderately bullish market. Over a lim-
ited range of stock prices, your profit on this strategy can increase by as
much as 1 point for each 1-point increase in the price of the underlying as-
set. However, the total investment is usually far less than the amount re-
quired to buy the stock shares. The bull call strategy has both limited
profit potential and limited downside risk.

The maximum risk on a bull call spread is limited to the net debit of
the options. To calculate the maximum profit, multiply the difference in
the strike prices of the two options by 100 and then subtract the net debit.
The maximum profit occurs when the underlying stock rises above the
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strike price of the short call causing it to be assigned and exercised. You
can then exercise the long call, thereby purchasing the underlying stock at
the lower strike price and delivering those shares to the option holder at
the higher short price. The breakeven of a bull call spread is calculated by
adding the net debit to the lower strike price.

Choosing the Options

In order to choose the options with the best probability of profitability for
a debit spread, it is important to balance out four factors:

1. The options need at least 60 days until expiration in order to give the
underlying stock enough time to move into a profitable position.

2. Keep the net debit as low as possible to make the trade worthwhile.

3. Make the difference in strikes large enough to handle the net debit so
that the maximum profit is worthwhile.

4. Make sure the breakeven is within the trading range of the underlying
shares.

Bull Call Spread Mechanics

With XYZ trading at $51, let’s create an example by going long 1 XYZ Sep-
tember 50 Call @ 3.50 and short 1 XYZ September 55 Call @ 1.50. The dif-
ference between the premium for the long 50 call and the credit received
from the short 55 call leaves a net debit of 2 points. The maximum risk for
this trade is the debit paid for the spread, or $200: (3.50 — 1.50) x 100 =
$200. The maximum reward for the trade is calculated by subtracting the
debit paid from the differences in the strike: [(55 — 50) — 2] x 100 = $300.
The breakeven on this strategy occurs when the underlying asset’s price
equals the lower strike plus the net debit. In this case, the net debit is 2
points, so the breakeven is 52: (50 + 2 = 52). Thus, the trade makes money
(theoretically) as long as the underlying asset closes above 52 by expira-
tion. The risk profile for this trade is shown in Figure 5.1.

The risk profile for a bull call spread visually reveals the strategy’s
limited risk and profit parameters. Notice how the maximum profit occurs
at the short call strike price.

To find a market that is appropriate for placing a bull call spread, look
for any markets that are trending up nicely or have reached their support
level and are poised for a rebound. Your intention is for the market to rise
as high as the strike price of the short call. That way, if the short call is ex-
ercised early, you can make the maximum return on the trade by exercis-
ing the long call and pocketing the difference.
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Long 1 Sep XYZ 50 Call @ 3.50

and 1 Short Sep XYZ 55 Call @ 1.50
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FIGURE 5.1 Bull Call Spread Risk Graph

Exiting the Position

To exit a bull call spread, it is important to monitor the daily price move-
ment of the underlying stock and the fluctuating options premiums. Let’s
explore what happens to the trade in the following scenarios:

XYZ rises above the short strike (55): The short call is assigned
and you are obligated to deliver 100 shares of XYZ to the option
holder at $55 a share. By exercising the long call, you can buy 100
shares of XYZ at $50 a share and pocket the difference of $500 (not in-
cluding commissions). By subtracting the cost of the trade ($200), the
net profit on the spread is $300—the maximum profit available.

XYZ rises above the breakeven (52), but not as high as the
short strike (55): Offset the options by selling a 50 call at a profit
and buying a 55 call back at a slight loss, pocketing a small profit.
XYZ remains below the breakeven (52), but above the long
strike (50): Sell a 50 call at a profit and buy a 55 call at a loss, pock-
eting a small profit; or wait until expiration and sell the long call at a
slight profit to offset the trade’s net debit and let the short option
expire worthless.

XYZ falls below the long strike (50): Let the options expire worth-
less, or sell a 50 call prior to expiration to mitigate some of the loss.
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Bull Call Spread

Strategy: Buy a call at a lower strike price. Sell a call at a higher strike
price. Both options must have identical expiration dates.

Market Opportunity: Look for a moderately bullish to bullish market
where you expect an increase in the price of the underlying asset above
the price of the call option sold.

Maximum Risk: Limited to the net debit paid for the spread. Maximum risk
results when the market closes at or below the strike price of the long call.

Maximum Profit: Limited. (Difference in strike prices — net debit paid) x
100. Profit results when the market closes above the breakeven.

Breakeven: Strike price of lower call + net debit paid.

Margin: Required. Amount subject to broker’s discretion.

Bull Call Spread Case Study

A bull call spread is used when a trader is moderately bullish on a stock or
index. By using a spread, the up-front cost to enter the trade is lower, but
the offset is that the maximum reward is limited. Even so, when we ex-
pect to sell a stock at a given price anyway, it makes sense to lower the
cost and thereby limit the risk to a manageable amount.

A bull call spread consists of buying a call and selling a higher strike
call. The sale of the higher strike call brings in premium to offset the cost
of buying the lower strike call. What we then have is a limited risk, limited
reward strategy.

On October 24, 2003, the Semiconductor HOLDRS (SMH) put in a bot-
tom formation. This was a good time to enter a bull call spread on SMH
shares, looking for about a 6-point move in the shares. As of the close on
this day, SMH shares were priced at $38.55. The January 40 calls could be
purchased for $2.05 and the January 45 call could be sold for $0.50. This
left us with a debit of $1.55 a contract to enter a bull call spread. The risk
graph for this trade is shown in Figure 5.2.

When trading a bull call spread, it’s best to see a 2-to-1 reward-to-risk
ratio. This trade meets this qualification. The maximum reward is calcu-
lated by subtracting the net debit (1.55) from the difference between
strikes (45 — 40 = 5) and then multiplying this number by 100. Thus, the
maximum reward on this trade is $345: (5 — 1.55) x 100 = $345. By enter-
ing five contracts, this trade would have cost $775, with a maximum re-
ward of $1,725. The breakeven point is found by adding the net debit to
the lower strike price. In this case, the breakeven is 41.55: (40 + 1.55 =
41.55). The risk graph of this trade is shown in Figure 5.2.
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FIGURE 5.2 Risk Graph of Bull Call Spread on SMH (Source: Optionetics
Platinum © 2004)

On November 7, 2003, shares of SMH closed at $43.99 after trading
slightly higher during the session. Since $44 was our price target, we
could have sold on this day for nearly a 100 percent profit. The January 40
call could be sold for $5.30 and the January 45 call could be purchased
back for $2.40. This equates to credit of $2.90 a share, but we then need to
subtract the initial debit of $1.55. Thus, our total profit was $135 a con-
tract, or $675 overall.

Though buying a call outright would have created a larger profit, the
risk also would have been greater. If SMH shares had fallen lower follow-
ing the entry into this trade, a bull call spread would have seen a much
smaller loss than a straight call.
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Bull Call Spread Case Study

Strategy: With the security trading at $38.55 a share on October 24,
2003, buy 5 January 40 calls @ 2.05 and sell 5 January 45 calls @ .50 on
Semiconductor HOLDRS (SMH).

Market Opportunity: Expect a move higher in shares following a bounce
from support.

Maximum Risk: Limited to initial net debit of $775: [(2.05 —.50) x 5] x 100.

Maximum Profit: (Difference in strikes — net debit) x 100. In this exam-
ple, the maximum profit is $1,725 and the actual realized profit is $675.

Breakeven: Lower strike + net debit paid. In this case, the breakeven is
41.55: (40 + 1.55).

BEAR PUT SPREAD

A bear put spread, or long put spread, is a debit spread that is created by
purchasing a put with a higher strike price and selling a put with a lower
strike price. Both options must expire in the same month. This is a bearish
strategy and should be implemented when you expect the market to close
below the strike price of the short put option—the point of maximum re-
ward (at expiration).

This high-leverage strategy works over a limited range of stock and
futures prices. Your profit on this strategy can increase by as much as 1
point for each 1-point decrease in the price of the underlying asset. Once
again, the total investment is usually far less than that required to short
sell the stock. The bear put spread has both limited profit potential and
limited upside risk. Puts with the shortest time left to expiration usually
provide the most leverage, but also reduce the time frame you have for the
market to move to the maximum reward strike price.

The maximum risk of a bear put spread is limited to the net debit of
the trade. The maximum profit depends on the difference in strike prices
minus the net debit. It is important to find a combination of options that
provides a high enough profit-to-risk ratio to make the spread worthwhile.

Bear Put Spread Mechanics

With XYZ currently trading at $56, let’s create a bull put spread by going
long 1 XYZ September 55 Put @ 2 and short 1 XYZ September 50 Put @ .50.
The difference between the long 55 put premium of 2 ($200) and the credit
received for the short 50 put (.50 or $50) is a net debit of $150. The net
debit is the maximum risk for a bear put spread. The maximum reward for
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the trade is calculated by subtracting the net debit paid from the differ-
ence between strike prices: (55 — 50) — 1.50 x 100 = $350. Even though the
reward is limited to $350, the sale of the 50 put has lowered the breakeven
on this position. The breakeven occurs when the underlying asset’s price
equals the higher strike price minus the net debit. In this case, the
breakeven would be 53.50: (65 — 1.50 = 53.50). The risk graph for this trade
is shown in Figure 5.3.

The risk profile (see Figure 5.3) of a bear put spread slants upward
from right to left, displaying its bearish bias. Once the underlying stock
falls to the price of the short put, the trade reaches its maximum profit po-
tential. Conversely, if the price of the underlying stock rises to the strike
price of the long put, you will lose the maximum limited amount. Once
again, it is important to monitor this trade for a reversal or a breakout to
avoid losing the maximum amount.

Exiting the Trade

To exit a bear put spread, you have to monitor the daily price movement
of the underlying stock and the fluctuating options premiums. Let’s ex-
plore what you can do to profit on a bear put spread if one of the following
scenarios occurs.

Long 1 Sep XYZ 55 Put @ 2.00

and Short 1 Sep XYZ 50 Put @ .50
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FIGURE 5.3 Bear Put Spread Risk Graph
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Bear Put Spread

Strategy: Buy a higher strike put and sell a lower strike put with the same
expiration date.

Market Opportunity: Look for a bearish market where you anticipate a
modest decrease in the price of the underlying asset below the strike
price of the short put option.

Maximum Risk: Limited to the net debit paid.

Maximum Profit: Limited. (Difference in strike prices — net debit) x 100.
Breakeven: Higher put strike price — net debit paid.

Margin: Required. Amount subject to broker’s discretion.

e XYZ falls below the short strike (50): The short put is assigned
and you are obligated to purchase 100 shares of XYZ from the option
holder at $50 a share. By exercising the long put, you can turn around
and sell those shares at $55 a share and pocket the difference of
$500. By subtracting the cost of the trade ($150), the profit on the
spread is $350—the maximum profit available.

e XYZ falls below the breakeven (53.50), but not as low as the
short strike (50): Offset the trade by selling a 55 put at a profit and
buying a 50 put at a loss, pocketing a small profit.

e XYZ remains above the breakeven (53.50), but below the
long strike (55): Sell a 55 put at a profit and buy a 50 put at a loss,
pocketing a small profit, or wait until expiration and sell the long
put at a slight profit to offset the trade’s net debit and let the short
option expire worthless.

e XYZ rises above the long strike (55): Let the options expire
worthless, or sell the 55 put at expiration to mitigate some of the loss.

Bear Put Spread Case Study

A bear put spread is used when a trader is moderately bearish on a stock
or index. By using a spread, the up-front cost to enter the trade is lower,
but the offset is that the maximum reward is also lower. Even so, when we
expect to cover short stock at a given price anyway, it makes sense to
lower our cost.

A bear put spread consists of buying a put and selling a lower strike
put. The sale of the lower strike put brings in premium to offset the cost of
buying the higher strike put. What we then have is a limited risk, limited
reward strategy.
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On June 5, 2003, shares of Cigna (CI) were showing bearish tenden-
cies. The stock closed the session on June 5 at $52 and a trader might have
anticipated a move lower to support near $40. The move was expected to
occur within the next few months, so a trader could have used the Octo-
ber options. By purchasing a 50 put and selling a 40 put, the trader would
have entered a bear put spread for a total of $3.05 per contract. The long
put would have cost $4.00 and the short put could have been sold for
$0.95. In this case, let’s assume the trader decides to place a trade for five
bull call spreads. The risk graph for this trade is shown in Figure 5.4.

Just like a bull call spread, we want to see a reward-to-risk ratio of at
least 2-to-1. For this trade, the maximum risk is the initial debit of $305, or
$1,525 for 5 contracts. The maximum reward is calculated by subtracting
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FIGURE 5.4 Risk Graph of Bear Put Spread on Cl (Source: Optionetics
Platinum © 2004)
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Bear Put Spread Case Study

Strategy: With the security trading at $41.04 a share on June 5, 2003, buy
5 October 50 puts @ 4.00 and sell 5 October 40 puts @ .95 on Cigna (Cl).

Market Opportunity: Expect a moderate decline in the price of the un-
derlying stock.

Maximum Risk: Limited to initial net debit. In this case, $1,525: [5 x
(4 - .95)] x 100.

Maximum Profit: (Difference in strikes — net debit) x 100. In this exam-
ple, the maximum risk is $3,475 and the actual realized profit is $1,875.

Breakeven: Upper strike minus the net debit paid. In this case, the
breakeven is 46.95: (50 - 3.05).

the debit (3.05) from the difference in strike prices (50 — 40 = 10). Thus,
the maximum reward of this trade is $695: (10 — 3.05) x 100 = $695 per
contract, or $3,475 for all five contracts. This creates a reward-to-risk ratio
of 2.28 to 1 (6.95/3.05).

On July 15, 2003, shares of CI closed at $41.04, leaving this trade with
a very nice gain. Though the price target of $40 hadn’t quite been reached,
the trade was up more than 100 percent and this would have been a good
time to take profits. The October 50 put could be sold for $9.50 and the
October 40 put could be purchased back for $2.70. This equates to a credit
of $6.80 a share, but we then need to subtract out the initial debit of $3.05.
Thus, our total profit was $3.75 a share, $375 a contract, and $1,875 for all
five contracts—a gain of 123 percent.

Though buying a put outright would have created a larger profit, the
risk also would have been greater. If CI shares had risen following the en-
try into this trade, a bear put spread would have seen a much smaller loss
than a straight put.

BULL PUT SPREAD

A bull put spread is a credit spread created by the purchase of a lower
strike put and the sale of a higher strike put using the same number of op-
tions and identical expirations. The maximum reward of this strategy is
limited to the credit received from the net premiums and occurs when the
market closes above the strike price of the short put option. Therefore,
this strategy is implemented when you are bullish and expect the market
to close above the strike price of the put option sold.

The maximum profit of a bull put spread is limited to the net credit
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received on the trade. The maximum risk is calculated by subtracting the
net credit from the difference in strikes and then multiplying this number
by 100. The breakeven of a bull put spread is calculated by subtracting
the net credit from the higher strike put.

Choosing the Options

In order to choose the options with the best probability of profitability for
a credit spread—bull put and bear call spreads—it is important to balance
out five factors:

1. The profit on these strategies depends on the options expiring worth-
less; therefore, it is best to use options with 45 days or less until expi-
ration to give the underlying stock less time to move into a position
where the short put will be assigned and the maximum loss occur.

2. Since the maximum profit is limited to the net credit initially received,
keep the net credit high enough to make the trade worthwhile.

3. Keep the short strike at-the-money—try to avoid selling an in-the-
money put.

4. The difference between strikes must be small enough so that the
maximum risk is low enough to make the trade worthwhile.

5. Make sure the breakeven is within the underlying shares’ trading range.

Bull Put Spread Mechanics

Let’s say you are bullish on XYZ, currently trading at 44. You expect a
move upward for a close above 50 by next month. To initiate a bull put
spread, you sell a higher strike XYZ June 50 put at $7.50 and purchase a
lower strike XYZ June 45 put at $3. Both strikes are close enough to allow
XYZ to reach the projected strike price of 50. Remember, the object of this
strategy is to have both options expire worthless and be able to keep the
net credit. In this example, the maximum reward is the net credit of 4.50,
or $450 per contract. The breakeven occurs when the underlying asset’s
price equals the higher strike price minus the net credit. In this case, the
breakeven equals 45.50: (50 — 4.50 = 45.50).

This trade makes the maximum profit if XYZ closes at or above 50 at
expiration. You get to keep a lesser portion if the trade closes between
45.50 and 50. As long as XYZ closes above the breakeven point of 45.50,
you won't lose money. The maximum risk is calculated by subtracting the
net credit from the difference between strike prices multiplied by 100. In
this trade the maximum risk is $50: (50 — 45) — 4.50 x 100 = $50. Therefore,
if XYZ closes below 45, you lose $50. The risk profile for this bull put
spread example is shown in Figure 5.5.
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FIGURE 5.5 Bull Put Spread Risk Graph

The risk profile of a bull put spread slants upward from left to right
displaying its bullish bias. If the underlying shares rise to the price of the
short put, the trade reaches its maximum profit potential. Conversely, if
the price of the underlying stock falls to the strike price of the long put,
the maximum limited loss occurs. Always monitor the underlying stock
for a reversal or a breakout to avoid the maximum loss.

Exiting the Trade

To exit a bull put spread, you have to monitor the daily price movement of
the underlying stock and the fluctuating options premiums. Although each
trade is unique, let’s explore what happens to the trade in the example in
the following scenarios:

e XYZ rises above the short strike (50): Let the options expire
worthless and keep the maximum credit received when the trade was
initiated ($450).

e XYZ stays above the breakeven (45.50), but does not rise
above the short strike (50): The short put is assigned and you are
obligated to purchase 100 shares of XYZ from the option holder at $50
a share. You can sell the shares at the current price, which is above
the strike price of the long put and incur a small loss that can be offset
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by the initial credit received. You can also offset the long put by sell-
ing it to garner an additional profit.

e XYZ falls below the breakeven (45.50), but stays above the
long strike (45): Once again, the short put is assigned and you are
obligated to purchase 100 shares of XYZ from the option holder at $50
a share. You can sell the shares at the current price, which is slightly
above the strike price of the long put. In this case, the loss on the
shares will not be balanced out by the credit received. Selling the long
put may bring in additional money to mitigate some of the loss.

e XYZ falls below the long strike (45): The short put is assigned and
you are obligated to purchase 100 shares of XYZ from the option holder
at $50 a share. You can now exercise the long put to sell the shares at $45
each, incurring the maximum loss of $500, which is balanced by the $450
credit received at initiation for a total loss of $50 (plus commissions).

Bull Put Spread Case Study

A bull put spread is a credit strategy that benefits when the underlying se-
curity trades sideways or higher. Stocks often hit support, which sends
the stock higher. At these times, using an at-the-money credit spread can
bring in profits. A credit spread profits if the stock moves in two of the
possible three directions a stock can move. Both a bear call spread and a
bull put spread benefit from sideways movement, with the former benefit-
ing from a down move and the latter from an up move.

A bull put spread consists of selling a put and buying a lower strike
put. The sale of the higher strike put brings in premium, which is larger
than the cost of purchasing the lower strike put. What we then have is a

Bull Put Spread

Strategy: Buy a put at a lower strike price. Sell a put at a higher strike
price. Both options must have identical expiration dates.

Market Opportunity: Look for a moderately bullish to bullish market
where you expect an increase in the price of the underlying asset above
the strike price of the put option sold.

Maximum Risk: Limited. (Difference in strikes — net credit) x 100.

Maximum Profit: Limited to the net credit received. Profit is made when
the market closes above the strike price of the short put option. This is a
credit trade when initiated.

Breakeven: Higher put strike price — net credit received.

Margin: Required. Amount subject to broker’s discretion.
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limited risk/limited reward strategy. Unlike a debit spread, though, the
risk is often higher than the reward while the odds of success are usually
very high.

On December 11, 2003, shares of Inco Limited (N) formed a bullish for-
mation. The stock closed the session at $34.86, but it looked as if the stock
would move higher and use $35 as support. Using this forecast, a bull put
credit spread could have been implemented. Since a credit spread benefits
from time decay, it’s usually best to use front month options. However, the
December option had just six days left, so we would have used the January
options. By selling the January 35 put for 1.65 and buying the January 30
put for 0.35, this bear call spread would have brought in a credit of $1.30
per contract. The risk graph for this trade is shown in Figure 5.6.
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FIGURE 5.6 Risk Graph of Bull Put Spread on N (Source: Optionetics
Platinum © 2004)
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Bull Put Spread Case Study

Strategy: With the security trading at $34.86 a share on December 12,
2003, sell 5 January 35 puts @ 1.65 and buy 5 January 30 puts @ 0.35 on
Inco Limited (N).

Market Opportunity: Expect a moderate move higher in the underlying
or at least consolidation above $35.

Maximum Risk: (Difference in strikes — net credit) x 100. In this case,
$370: [(35-30)-1.30] x 100 or $1,850 for 5 contracts.

Maximum Profit: Net credit received. In this case, $650: (5 x 1.30) x 100.

Breakeven: Higher strike minus the initial credit per contract. In this
case, 33.70: (35 - 1.30).

This bullish credit spread would see the maximum profit achieved as
long as shares of N were at or above $35 on February 20, which was op-
tions expiration. The maximum risk is calculated by subtracting the net
credit per contract of $1.30 from the difference between strikes (30 — 25 =
5). Therefore, the maximum risk is $370 per contract [(5 — 1.30) x 100 =
$370] or $1,850 for five contracts. The breakeven is calculated by subtract-
ing the net credit of 1.30 from the higher strike of 35. Thus, the breakeven
for this trade was at $33.70. Once again, let’s assume the trade consists of
five contracts for a maximum profit of $650.

Shares of N did indeed move higher from this point, leaving the trader
with the maximum profit of $650. In this example, the trader had to do
nothing but watch the options close worthless, leaving the entire credit in
the trader’s account.

BEAR CALL SPREAD

A bear call spread consists of selling a lower strike call and buying a
higher strike call using the same number of options and identical expira-
tion dates. This is a credit trade when initiated and makes money when
the market closes below the strike of the short option. This strategy is
used when you have a bearish view of a market. It offers a limited profit
potential with limited risk. The maximum reward is achieved when the
closing price of the underlying security is below the lower strike call,
yielding the full net credit for the trade. Therefore, this trade should be
implemented by selling options that have a high probability of expiring
worthless so you can keep the net credit.
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The maximum risk is equal to the difference between strike prices mi-
nus the net credit times 100. The maximum risk occurs when the stock or
futures contract closes at or above the strike price of the option pur-
chased. This means that the short option will have increased in value
while the one purchased has not increased in value as much. The
breakeven is calculated by adding the strike price of the lower call to the
net credit received.

Bear Call Spread Example

Let’s say XYZ is trading at $51 and you think it’s ready for a correction.
You decide to initiate a bear call spread by going short 1 XYZ June 50 Call
@ 3.50 and long 1 XYZ June 55 Call @ 1.00. When you initiate this trade,
you receive a credit of 2.50, or $250 per contract: (3.50 — 1.00) x 100 =
$250. This is the maximum reward that would be earned at expiration if
XYZ closes at or below $50 per share.

Since the maximum risk is equal to the difference between strike
prices minus the net credit, the most you can lose in this example is $250:
(55 = 50) — 2.50 x 100 = $250. Maximum risk occurs if XYZ closes at or
above 55. The short option would have a value of 5: (55 — 50 = 5). The long
55 call would expire worthless; therefore, your position would lose 5
points, or $500 if the position closes at the higher strike price. However,
you received a credit of $250; therefore, your risk is a net $250: ($500 —
$250 = $250). The breakeven on this trade occurs when the underlying
stock price equals the lower strike price plus the net credit. In this trade,
the breakeven is 52.50: (60 + 2.50 = 52.50). The trade breaks even or
makes money as long as XYZ does not go above 52.50 at expiration. The
risk graph of this trade is shown in Figure 5.7.

The risk graph of a bear call spread slants downward from left to
right, displaying its bearish bias. If the underlying shares fall to the strike
price of the short call, the trade reaches its maximum profit potential.
Conversely, if the price of the underlying shares rises to the strike price of
the long call, the maximum limited loss occurs. Always monitor the under-
lying shares for a reversal or a breakout to avoid incurring a loss.

Exiting the Trade

e XYZ rises above the long strike (55): The short call is assigned
and you are obligated to deliver 100 shares of XYZ to the option
holder at $50 per share. By exercising the long call, you can turn
around and buy those shares at $55 each, thereby losing $500. This
loss is mitigated by the initial $250 credit received for a total loss of
$250 (not including commissions).
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FIGURE 5.7 Bear Call Spread Risk Graph

e XYZ falls below the long strike (55), but not below the
breakeven (52.50): The short call is assigned and you are obligated
to deliver 100 shares of XYZ to the option holder at $50 a share by pur-
chasing XYZ at the current price. This loss is mitigated by the initial
$250 credit received. You can also sell the 55 call to offset and further
reduce the loss.

e XYZ falls below the breakeven (52.50), but not as low as the
short strike (50): The short call is assigned and you are obligated to
deliver 100 shares of XYZ to the option holder at $50 a share by pur-
chasing XYZ at the current price. The loss is offset by the initial $250
credit received. Selling the 55 call can bring in some additional money
to offset the loss.

e XYZ falls below the short strike (50): Let the options expire
worthless to make the maximum profit of $250.

Bear Call Spread Case Study

A bear call spread is a credit strategy that benefits from the underlying se-
curity trading sideways or lower. Stocks often run into resistance, which
impedes higher movement. At these times, using an at-the-money credit
spread can bring in profits. A credit spread profits if the stock moves in
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Bear Call Spread

Strategy: Buy a call at a higher strike price. Sell a call at a lower strike
price. Both options must have identical expiration dates

Market Opportunity: Look for a moderately bearish to bearish market
where you expect a decrease in the price of the underlying asset below
the strike price of the call option sold.

Maximum Risk: Limited. (Difference in strikes — net credit) x 100. Maxi-
mum risk results when the market closes at or above the strike price of
the long option.

Maximum Profit: Limited to the net credit received. Maximum profit is
made when the market closes below the strike price of the short calls.
This is a credit trade when initiated.

Breakeven: Strike price of lower call + net credit received.

Margin: Required. Amount subject to broker’s discretion.

two of the possible three directions a stock can move. A bear call spread
benefits from sideways movement as well as a decline in prices.

Let’s review: A bear call spread consists of selling a call and buying a
lower strike call. The sale of the higher strike call brings in premium that
is larger than the amount it costs to buy the lower strike call, thereby cre-
ating a limited risk/limited reward strategy. However, unlike a debit
spread, the potential loss on a credit spread is almost always higher than
the potential profit. However, the odds of success are very high, which is
why these strategies are worthy of additional study.

On September 23, 2003, shares of Monster Worldwide (MNST) were
showing bearish tendencies. The stock closed the session on September
24 at $27.74 and it looked likely that $25 would be broken. During the next
session, it was possible to enter a bear call spread for a nice credit. Since
a credit spread benefits from time decay, it's important to use front month
options. By selling the October 25 call for 3.10 and buying the October 30
call for 0.70, this bear call spread would have brought in a credit of $2.40
per contract. The maximum risk would be $2.60 per contract, which is a
rather good reward-to-risk ratio for a credit spread. The risk graph for this
trade is shown in Figure 5.8.

In two out of every three cases, credit spreads expire with the
trader keeping the entire credit. This is because traders of bear call
spreads profit if the stock stays constant or moves down. For this ex-
ample, the maximum reward is the credit received, which for five con-
tracts would be $1,200. The maximum risk is found by subtracting the
credit per contract from the difference between strikes (30 — 25 = 5).
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FIGURE 5.8 Risk Graph of Bear Call Spread on MNST (Source: Optionetics
Platinum © 2004)

Thus, the maximum risk is $260 per contract [(5 — 2.40) x 100 = $260)]
or $1,300 for five contracts, and the reward/risk ratio is 0.92 to 1.00. The
breakeven is determined by adding the initial credit to the lower strike,
or 27.40: (25 + 2.40 = 27.40).

So let’s take a look at what happened in the real world. Shares of
MNST traded near $25 for the next week, but on October 10, they shot
sharply higher. However, the upper strike was not penetrated, with the
high of the session coming at $29.35. During the next week, shares of
MNST fell and on expiration Friday, October 17, the stock traded as low as
$25 and the short call could have been purchased back for anywhere from
$0.25 to $1.70. In this case, the October 25 call was purchased back for
$0.45, leaving a profit of $195 per contract or $975 for all five contracts.
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Bear Call Spread Case Study

Strategy: With the security trading near $27 a share on September 24,
2003, sell 5 October 25 calls @ 3.10 and buy 5 October 30 calls @ 0.70 on
Monster Worldwide (MNST).

Market Opportunity: Expect a moderate decline in the underlying stock
price.

Maximum Risk: (Difference in strikes x 100) — net credit. In this case,
$1,300: 5 x {[(30 — 25) x 100] — 240} = $1,300.

Maximum Profit: Net credit = Short premium — long premium. In this
case, $1,200: 5 x (3.10-.70) = $1,200.

Breakeven: Lower strike plus the initial credit per contract. In this case,
27.40: (25 + 2.40).

GETTING FILLED

Now that you've been introduced to spread trading, there are a few me-
chanical realities that must be dealt with—namely, getting your spread or-
der filled at a price you can live with. There are many factors involved
between the time you hit the send button and the time you receive confir-
mation that your spread has been “filled.” Before you hit send, make sure
you assess the bid/ask price of the spread. The bid is the highest price a
prospective buyer (trader or dealer) is prepared to pay for a specified time
for a trading unit of a specified security. Thus, the bid is also the price at
which an investor can sell to a broker-dealer. The ask is the lowest price
acceptable to a prospective seller (trader or dealer) of the same security.
The ask, therefore, is the price at which an investor can buy from a
broker-dealer. Together, the bid and ask prices constitute a quotation or
quote and the difference between the two prices is the bid-ask spread.
Sometimes you may have a hard time cutting the bid/ask on a spread, and
even miss getting filled at or above the asking price. What I'm talking
about is a common occurrence that goes something like this:

You like stock XYZ, which is trading at 110. You decide you’d like to
go four months out on the 100/120 bull call spread. The bid on the spread
is 5.50 and the ask is 6.50. In other words, if you owned the spread, it
would have a selling value of 5.50. If you were buying the spread it would
have an asking price of 6.50. Not wanting to pay what the market is ask-
ing, you put in a limit order of 6 on the buy side, meaning that you’ll pay
up to $600 for the spread. As the day wears on, you check your account
online and see you haven't been filled. The stock dips some, and you
check the bid/ask on the spread again; it’'s now 5.75 bid, 6.75 ask. Still you
haven'’t been filled, and you're feeling frustrated! What’s going on?



152 THE OPTIONS COURSE

Here’s the explanation: In order to complete a spread as a single transac-
tion, the traders on the floor must find market makers to match up both sides
of the spread in a single transaction. There has to be someone willing to sell
a 100 call while someone else buys a 120 call. This is a much more difficult
task than simply selling or buying calls as individual transactions. So, even
though you may only be trying to cut the bid/ask by a small amount, it can be
difficult to get a market maker to take this as a combination order. This is es-
pecially true in fast moving markets where scores are being reeled off in
hundreds of individual contracts. Now the trader who has your ticket has the
market maker stop, calculate the net amounts, and then make a decision.

I had an interesting and frustrating event a few months back that will
shed some light on this topic. I wanted the August YHOO 55/65 bull call
spread at 5.50. The bid/ask was approximately 5 and 6, so I was trying to
shave a small amount, half a point. Hours went by and I checked again.
YHOO had dipped intraday as I expected, and I was looking for my fill
confirmation. The ask was now 5.75 and I still didn’t have my order filled! I
had the head of my brokerage office call down to the floor and I learned
that in a fast moving market (as it was) no one wants to stop to calculate a
spread when individual calls and puts are flying back and forth in lots of
20, 50, or 100 contracts on a stock like YHOO. I could have legged in, but I
have a rule that I trade a vertical spread only as a limit order on the cost of
the overall spread—no legging in. So I missed the trade.

However, sometimes this situation can work to your advantage. Let’s say
you offer 8.50 on a spread that was bid/ask at 7.50 and 9.50. Then the under-
lying stock, XYZ, starts to fall; the ask on the spread had fallen to 7.75. You
decide to cancel and try the trade again when it’s on the way up. You hold
your breath, hoping you didn’t already get filled as the asking price passed
down through your offer of 8.50. Sure enough, you get your cancel confirma-
tion in a little while and breathe a sigh of relief. Sure, XYZ will likely come
back, but it would be better to place the bull call spread buy on the way up
than on the way down—unless you're specifically targeting a certain price.

One more piece of advice: Don’t chase the market. I sometimes wish I
had raised my offer on YHOO; but I won on that transaction anyway be-
cause I stuck to my principles. Besides, the money I would have put in
YHOO is working for me in another trade. If you wish to leg in (buying the
lower call, then selling the higher call), be sure you've solidly confirmed
the market direction first.

BID-ASK SPREAD: A CLOSER LOOK

From the first moment we are exposed to a real options quote, we realize
that options do not trade at just one price. There is a bid price and an ask
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(or offer) price. For example, the Cisco (CSCO) October 20 calls do not
trade for 55 cents. Instead, you may see a quote similar to this: CSCO
22.50 Calls: .50-.60.

In this example of the CSCO 22.50 calls, $.50 is the bid and $.60 is the
ask (or offer). That means that everyone who is interested in selling CSCO
22.50 calls can do so at $.50 and all interested buyers of CSCO 22.50 calls
can own them for $.60. Since we are not market makers, in order to guar-
antee ourselves a fill, we must pay the ask and sell the bid.

To illustrate the meaning of these two prices, imagine walking into a
car dealership. A dealer has two prices on a car. There is a dealer invoice
and a sticker price. A car dealer is willing to buy cars for dealer invoice,
and is happy when they’re sold at sticker price. Unless the dealer is trying
to pad the sales numbers to meet some quota, we will not be lucky enough
to drive a car off a lot for dealer invoice. However, in buying cars as well
as in trading options, we try our best not to pay sticker price. Of course,
this means the dealer can refuse to sell us the car, just as a market maker
can refuse to trade with us. Only by paying the full no-haggle price can we
be assured a fill on a trade.

In trading options, the reality is that while the quoted best ask in
CSCO 22.50 calls may read $.60, someone in the CSCO pit may be willing
to sell those calls for less. A car dealer may be willing to sell you a car for
less than sticker price, but why pass on the chance that you or someone
else might pay full fare? So the ask price will remain $.60 until someone
tests it—namely with a limit order between the two amounts that define
the bid/ask spread.

A limit order is an order to buy or sell a financial instrument (stock,
option, etc.) at or below a specified price. For instance, you could tell a
broker to “Buy me one January XYZ call at $8 or less” or “Sell 100 shares
of XYZ at $20 or better.”

I bring up the example of CSCO because of the incredible liquidity in
that stock. That liquidity in the stock and in its corresponding options al-
lows the bid-ask spread to be very tight—10 cents wide, in this case. So
the question then arises: Is there anything that keeps the market makers
from creating wider spreads? In the case of less liquid stocks, is there a
chance that spreads can become too wide? Is there anything to protect us
from abusively wide spreads? Actually, there is! It may not seem like it at
times, but there exist legal width limits for options. This practice was in-
stituted by the exchanges to keep the market makers in check and to en-
tice retail customers to trade more. These limits are based on the option
price—the higher the price of the option, the higher the allowable width
of the bid-ask spread. The limits are shown in Table 5.2.

One small note: For option prices $3 and up, options no longer trade
in nickels. The smallest denomination for those options is dimes. So do
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TABLE 5.2 Option Values and Limits

Option Values Limit

$0 to $1.95 25 cents
$2 to $5 40 cents
$5.10to $10 50 cents
$10.10 to $20 80 cents
$20.10 and up 1 dollar

not try to pay $3.65 for an option. We must make up our mind to make our
purchase price either $3.60 or $3.70. A pet peeve of many market makers
is a retail customer who does not know this information.

Now let’s look at a practical application of legal widths and how they
can affect us. Let us revisit those same CSCO October 22.50 calls with a
bid-ask of .50—.60. If we decide to be aggressive and pay the ask, we are in-
curring 10 cents of slippage (the difference between the bid price and the
ask price). Now let’s say we were right and CSCO shoots up $5; our calls
are now worth somewhere around $5.50! As we look to exit our trade, we
may look forward to a market quote of 5.40-5.60. However, the limit on
the width of those options is 50 cents. Hence the real quote facing us may
be closer to 5.20-5.70. Fifty cents of slippage is quite possible. We may
console ourselves with the fact that we made some money in our trade,
but that’s no excuse for giving up so much on our exit. We can usually di-
minish the problem by testing the market and placing limit orders inside
of the bid-ask spread.

STRATEGY ROAD MAPS

For your convenience, the following subsections provide step-by-step
analyses of the vertical spreads discussed in this chapter.

Bull Call Spread Road Map

In order to place a bull call spread, the following guidelines should be
observed:

1. Look for a bullish market where you anticipate a modest increase in
the price of the underlying stock.

2. Check to see if this stock has options available.

3. Review call options premiums per expiration dates and strike
prices. Bull call spreads are best placed on stocks that have at least
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10.

60 days until expiration. The utilization of LEAPS options is a good
choice for this strategy. LEAPS give you the opportunity to put time
on your side.

Investigate implied volatility values to see if the options are over-
priced or undervalued.

Explore past price trends and liquidity by reviewing price and volume
charts over the past year.

Choose a lower strike call to buy and a higher strike call to sell. Both
options must have the same expiration date. In general, a good combi-
nation is relatively low “buy” strikes combined with higher “sell”
strikes. Get the breakeven low enough so that you can sleep at night.
The lower buy strikes lower the breakeven point. Give yourself plenty
of room to profit if the stock runs. This is accomplished by choosing
higher sell strikes.

Determine the specific trade you want to place by calculating:

e Limited Risk: The most that can be lost is the net debit of the two
options.

e Unlimited Reward: Calculated by subtracting the net debit from
the difference in strike prices times 100.

e Breakeven: Calculated by adding the lower strike price to the net
debit.

e Return on Investment: Reward/risk ratio.

Create a risk profile for the trade to graphically determine the trade’s
feasibility. The risk profile for a bull call spread visually reveals the
strategy’s limited risk and profit parameters. Notice how the maxi-
mum profit occurs at the short call strike price.

. Write down the trade in your trader’s journal before placing the trade

with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

Create an exit strategy before you place the trade.

e Consider doing two contracts at once. Try to exit half the trade
when the value of the trade has doubled or when enough profit ex-
ists to cover the cost of the double contracts. Then the other trade
will be virtually a free trade and you can take more of a risk, allow-
ing it to accumulate a bigger profit.

e If you have only one contract, exit the remainder of the trade when
it is worth 80 percent of the maximum possible value of the spread.
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The reason for this rule is that it usually takes a very long time to
see the last 20 percent of value in a profitable vertical spread. It’s
better to take the trade off and look for new trades where the
money can be put to better use. We recommend exiting the trade
prior to 30 days before expiration.

11. Contact your broker to buy and sell the chosen call options. Place the
trade as a limit order so that you limit the net debit of the trade.

12. Watch the market closely as it fluctuates. The profit on this strategy is
limited—a loss occurs if the underlying stock closes below the
breakeven point.

13. Choose an exit strategy based on the price movement of the underly-
ing stock:

e The underlying stock rises above the short strike: The short
call is assigned and you are obligated to deliver 100 shares (per
call) to the option holder at the short strike price. Exercise the long
call to buy the underlying stock at the lower strike and deliver
these shares to the option holder. The resulting profit is the maxi-
mum profit available.

e The underlying stock rises above the breakeven, but not as
high as the short strike: Sell a call with the long call strike and
buy a call with the short strike. There should be a small profit re-
maining.

e The underlying stock remains below the breakeven, but
above the long strike: Offset the options by selling a call with the
long strike and buying a call with the short strike to partially miti-
gate the initial debit or allow you to pocket a small profit; or wait
until expiration and sell the long call to offset the trade’s net debit
and let the short option expire worthless.

e The underlying stock falls below the long option: Let the op-
tions expire worthless, or sell the long call prior to expiration to
mitigate some of the loss.

Bear Put Spread Road Map

In order to place a bear put spread, the following guidelines should be
observed:

1. Look for a bearish market where you anticipate a modest decrease in
the price of the underlying stock.

2. Check to see if this stock has options available.
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3. Review put options premiums per expiration dates and strike prices.
Buy options with at least 60 days until expiration.

4. Investigate implied volatility values to see if the options are overpriced
or undervalued. These spreads are best placed when volatility is low.

5. Explore past price trends and liquidity by reviewing price and volume
charts over the past year. Look for chart patterns over the past one to
three years to determine where you believe the stock should be by the
date of expiration.

6. Choose a higher strike put to buy and a lower strike put to sell. Both
options must have the same expiration date. Determine the specific
trade you want to place by calculating:

e Limited Risk: The most that can be lost on the trade is the net
debit of the two option premiums.

e Unlimited Reward: Calculated by subtracting the net debit from
the difference in strike prices times 100.

e Breakeven: Calculated by subtracting the net debit (divided by
100) from the long strike price.

e Return on Investment: Reward/risk ratio.

7. Create a risk profile for the trade to graphically determine the
trade’s feasibility. If the underlying stock increases or exceeds the
price of the short put, the trade reaches its maximum risk (loss) po-
tential. Conversely, if the price of the underlying stock decreases or
falls below the strike price of the long put, the maximum reward is
attained.

8. Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

9. Make an exit plan before you place the trade.

¢ Consider doing two contracts at once. Try to exit half the trade
when the value of the trade has doubled or when enough profit ex-
ists to cover the cost of the double contracts. Then the other trade
will be virtually a free trade and you can take more of a risk allow-
ing it to accumulate a bigger profit. If the spread doubles, exit half
of the position.

e If you have only one contract, exit the remainder of the trade when
it is worth 80 percent of its maximum value.

e Exit the trade prior to 30 days before expiration.
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10. Contact your broker to buy and sell the chosen put options. Place the
trade as a limit order to limit the net debit of the trade.

11. Watch the market closely as it fluctuates. The profit on this strategy
is limited—a loss occurs if the underlying stock rises above break-
even point.

12. Choose an exit strategy based on the price movement of the underly-
ing stock.

e The underlying stock falls below the short strike: The short
put is assigned and you are obligated to purchase 100 shares (per
option) of the underlying stock from the option holder at the
short put strike price. By exercising the long put, you can turn
around and sell the shares received from the option holder at the
higher long put strike and pocket the difference—the maximum
profit available.

e The underlying stock falls below the breakeven, but not as
low as the short strike: Sell a put with the long put strike and
buy a put with the short strike. There should be a small profit
remaining.

e The underlying stock remains above the breakeven, but be-
low the long strike: Sell a put with the long strike and buy a put
with the short strike, which will partially offset the initial debit or
allow you to pocket a small profit; or wait until expiration and sell
the long put to offset the trade’s net debit and let the short option
expire worthless.

e The underlying stock rises above the long option: Let the op-
tions expire worthless, or sell the long put prior to expiration to
mitigate some of the loss.

Bull Put Spread Road Map

In order to place a bull put spread, the following guidelines should be
observed:

1. Look for a bullish market where you anticipate a modest increase in
the price of the underlying stock.

2. Check to see if this stock has options available.

3. Review put options premiums per expiration dates and strike prices.
Look for combinations that produce high net credits. The Optionet-
ics.com Platinum site allows for searches that will quickly qualify can-
didates for you. Since the maximum profit is limited to the net credit
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10.

11.

initially received, try to keep the net credit as high as possible to make
the trade worthwhile.

Investigate implied volatility values to see if the options are over-
priced or undervalued. Look for options with forward volatility
skews—where the higher strike option you are selling has higher IV
than the lower strike option you are purchasing.

Explore past price trends and liquidity by reviewing price and volume
charts over the past year or two.

Choose a lower strike put to buy and a higher strike put to sell. Both
options must have the same expiration date. Keep the short strike at-
the-money. Try to avoid selling an in-the-money put because it is al-
ready in danger of assignment.

Place bull put spreads using options with 45 days or less until expira-
tion. Since the profit on this strategy depends on the options expiring
worthless, it is best to use options with 45 days or less until expiration
to put time decay on your side.

Determine the specific trade you want to place by calculating:

e Limited Risk: The most you can lose is the difference between
strikes minus the net credit received times 100.

e Limited Reward: The net credit received from placing the combi-
nation position.

¢ Breakeven: Calculated by subtracting the net credit from the short
put strike price. Make sure the breakeven is within the underlying
stock’s trading range.

¢ Return on Investment: Reward/risk ratio.

. Create a risk profile for the trade to graphically determine the

trade’s feasibility. The diagram will show a limited profit above the
upside breakeven and a limited loss below the downside
breakeven. In the best scenario, the underlying stock moves above
the higher strike price by expiration and the short options expire
worthless.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.

Make an exit plan before you place the trade.

¢ Consider doing two contracts at once. Try to exit half the trade
when the value of the trade has doubled or when enough profit ex-
ists to cover the cost of the double contracts. Then the other trade
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will be virtually a free trade and you can take more of a risk, allow-
ing it to accumulate a bigger profit.

If you have only one contract, exit the remainder of the trade when
it is worth 80 percent of the maximum possible value of the spread.
The reason for this rule is that it usually takes a very long time to
see the last 20 percent of value in a profitable vertical spread. It's
better to take the trade off and look for new trades where the
money can be put to better use.

12. Contact your broker to buy and sell the chosen put options. Place the
trade as a limit order so that you maximize the net credit of the trade.

13.

14.

Watch the market closely as it fluctuates. The profit on this strategy is
limited—a loss occurs if the underlying stock falls below the
breakeven point.

Choose an exit strategy based on the price movement of the underly-
ing stock:

The underlying stock rises above the short strike: Options
expire worthless and you keep the initial credit received (maxi-
mum profit).

The underlying stock rises above the breakeven, but not
as high as the short strike: The short put is assigned and you
are then obligated to purchase 100 shares from the option holder
of the underlying stock at the short strike price. You can either
keep the shares in hopes of a reversal or sell them at the current
price for a small loss, which is not completely balanced out by
the initial credit received. To bring in additional money, sell the
long put.

The underlying stock remains below the breakeven, but
above the long strike: The short put is assigned and you are then
obligated to purchase 100 shares of the underlying stock from the
option holder at the short strike price. You can either keep the
shares in hopes of a reversal or sell them at the current price for a
small loss, which is not completely balanced out by the initial
credit received. To mitigate this loss, sell the long put.

The underlying stock falls below the long option: The short
put is assigned and you are then obligated to purchase 100 shares
of the underlying stock from the option holder at the short strike
price. By exercising the long put, you can sell these shares at the
long strike price. This loss is partially mitigated by the initial credit
received and results in the trade’s maximum loss.
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Bear Call Spread Road Map

In order to place a bear call spread, the following guidelines should be
observed:

1.

Look for a moderately bearish market where you anticipate a modest
decrease in the price of the underlying stock—not a large move.

Check to see if this stock has options.

Review call options premiums per expiration dates and strike prices.
Look for combinations that produce high net credits. The Optionet-
ics.com Platinum site allows for searches that will quickly qualify
promising candidates for you. Since the maximum profit is limited to
the net credit initially received, keep the net credit as high as possible
to make the trade worthwhile.

Investigate implied volatility values to see if the options are over-
priced or undervalued. Look for options with a reverse volatility
skew—lower strike options have higher implied volatility and higher
strike options have lower implied volatility.

Explore past price trends and liquidity by reviewing price and volume
charts over the past year or two.

Choose a higher strike call to buy and a lower strike call to sell. Both
options must have the same expiration date. Place bear call spreads
using options with 45 days or less until expiration.

Determine the specific trade you want to place by calculating:

¢ Limited Risk: The most you can lose is the difference in strike
prices minus the net credit times 100.

e Limited Reward: The maximum reward is the net credit received
from placing the combination position.

¢ Breakeven: Lowest strike price plus net credit received
e Return on Investment: Reward/risk ratio.

. Create a risk profile for the trade to graphically determine the trade’s

feasibility. The risk graph of a bear call spread slants downward from
left to right, displaying its bearish bias. If the underlying stock falls to or
past the price of the short put, the trade reaches its maximum profit po-
tential. Conversely, if the price of the underlying stock rises to or ex-
ceeds the strike price of the long put, the maximum limited loss occurs.

Write down the trade in your trader’s journal before placing the trade
with your broker to minimize mistakes made in placing the order and
to keep a record of the trade.



162 THE OPTIONS COURSE

10. Make an exit plan before you place the trade.

11.

12.

13.

¢ Consider doing two contracts at once. Try to exit half the trade
when the value of the trade has doubled or when enough profit ex-
ists to cover the cost of the double contracts. Then the other trade
will be virtually a free trade and you can take more of a risk, allow-
ing it to accumulate a bigger profit.

e If you have only one contract, exit the remainder of the trade when
it is worth 80 percent of its maximum value.

Contact your broker to buy and sell the chosen call options. Place the
trade as a limit order so that you maximize the net credit of the trade.

Watch the market closely as it fluctuates. The profit on this strategy is
limited—a loss occurs if the underlying stock rises above the
breakeven point.

Choose an exit strategy based on the price movement of the underly-
ing stock:

e The underlying stock falls below the short strike: Let the op-
tions expire worthless to make the maximum profit (the initial
credit received).

e The underlying stock falls below the breakeven, but not as
low as the short strike: The short call is assigned and you are
then obligated to deliver 100 shares of the underlying stock to the
option holder at the short strike by purchasing these shares at the
current price. The loss is offset by the initial credit received. By
selling the long call, you can bring in an additional small profit.

¢ The underlying stock remains above the breakeven, but be-
low the long strike: The short call is assigned and you are then
obligated to deliver 100 shares of the underlying stock to the option
holder at the short strike price by purchasing these shares at the
current price. This loss is mitigated by the initial credit received.
Sell the long call for additional money to mitigate the loss.

e The underlying stock rises above the long option: The
short call is assigned and you are then obligated to deliver 100
shares of the underlying stock to the option holder at the short
strike. By exercising the long call, you can turn around and buy
those shares at the long call strike price regardless of how high
the underlying stock has risen. This limits your loss to the maxi-
mum of the trade. The loss is partially mitigated by the initial
credit received on the trade.



Introducing Vertical Spreads 163

CONCLUSION

The four vertical spreads covered in this chapter—Dbull call spread, bear put
spread, bull put spread, and bear call spread—are probably the most basic
option strategies used in today’s markets. Since they offer limited risk and
limited profit, close attention needs to be paid to the risk-to-reward ratio.
Never take the risk unless you know it's worth it! Each of these strategies
can be implemented in any market for a fraction of the cost of buying or
selling the underlying instruments straight out.

In general, vertical spreads combine long and short options with the
same expiration date but different strike prices. Vertical trading criteria
include the following steps:

1. Look for a market where you anticipate a moderately directional
move up or down.

2. For debit spreads, buy and sell options with at least 60 days until expi-
ration. For credit spreads, buy and sell options with less than 45 days
until expiration.

3. No adjustments can be made to increase profits once the trade is
placed.

4. Exit strategy: Look for 50 percent profit or get out before a 50 percent
loss.

In general, volatility increases the chance of a vertical spread making
a profit. By watching for an increase in volatility, you can locate trending
directional markets. In addition, it can often be more profitable to have
your options exercised if you're in-the-money than simply exiting the
trade. This isn’t something you really have any control over, but it is im-
portant to be aware of any technique for increasing your profits.

These strategies can be applied in any market as long as you under-
stand the advantage each strategy offers. However, learning to assess mar-
kets and forecast future movement is essential to applying the right
strategy. It’s the same as using the right tool for the right job; the right tool
gets the job done efficiently and effectively. Each of the vertical spreads
has its niche of advantage. Many times, price will be the deciding factor
once you have discovered a directional trend.

The best way to learn how these strategies react to market movement
is to experience them by paper trading markets that seem promising. You
can use quotes from The Wall Street Journal or surf the Internet to a
number of sites including www.cboe.com (for delayed quotes) or www.
optionetics.com. Once you have initiated a paper trade, follow it each day
to learn how market forces affect these kinds of limited risk strategies.



CHAPTER 6

Demystifying
Delta

Learning how to trade delta neutral provides traders with the ability

to make a profit regardless of market direction while maximizing
trading profits and minimizing potential risk. Options traders who know
how to wield the power of delta neutral trading increase their chances of
success by leveling the playing field. This chapter is devoted to providing a
solid understanding of this concept as well as the mechanics of this innov-
ative trading approach.

In general, it is extremely hard to make any money competing with
floor traders. Keep in mind that delta neutral trading has been used on
stock exchange floors for many years. In fact, some of the most successful
trading firms ever built use this type of trading. Back when I ran a floor
trading operation, I decided to apply my Harvard Business School skills to
aggressively study floor trader methods. I was surprised to realize that
floor traders think in 10-second intervals. I soon recognized that we could
take this trading method off the floor and change the time frame to make it
successful for off-floor traders. Floor traders pay large sums of money for
the privilege of moving faster and paying less per trade than off-floor
traders. However, changing the time frame enabled me to compete with
those with less knowledge. After all, 99 percent of the traders out there
have very little concept of limiting risk, including money managers in
charge of billions of dollars. They just happen to have control of a great
deal of money so they can keep playing the game for a long time. For ex-
ample, a friend once lost $10 million he was managing. Ten minutes later I
asked him, “How do you feel about losing all that money?” He casually

D elta neutral trading is the key to my success as an options trader.
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replied, “Well, it's not my money.” That’s a pretty sad story; but it’s the
truth. This kind of mentality is a major reason why it’s important to man-
age your accounts using a limited risk trading approach.

Delta neutral trading strategies combine stocks (or futures) with op-
tions, or options with options in such a way that the sum of all the deltas
in the trade equals zero. Thus, to understand delta neutral trading, we
need to look at “delta,” which is, in mathematical terms, the rate of change
of the price of the option with respect to a change in price of the underly-
ing stock.

An overall position delta of zero, when managed properly, can en-
able a trade to make money within a certain range of prices regardless
of market direction. Before placing a trade, the upside and downside
breakevens should be calculated to gauge the trade’s profit range. A
trader should also calculate the maximum potential profit and loss to
assess the viability of the trade. As the price of the underlying instru-
ment changes, the overall position delta of the trade moves away from
zero. In some cases, additional profits can be made by adjusting the
trade back to zero (or delta neutral) through buying or selling more op-
tions, stock shares, or futures contracts.

If you are trading with your own hard-earned cash, limiting your risk
is an essential element of your trading approach. That’s exactly what delta
neutral trading strategies do. They use the same guidelines as floor trading
but apply them in time frames that give off-floor traders a competitive
edge in the markets.

Luckily, these strategies don’t exactly use rocket science mathemat-
ics. The calculations are relatively simple. You're simply trying to create a
trade that has an overall delta position as close to zero as possible. I can
look at a newspaper and make delta neutral trades all day long. I don’t
have to wait for the S&Ps to hit a certain number, or confuse myself by
studying too much fundamental analysis. However, I do have to look for
the right combination of factors to create an optimal trade.

An optimal trade uses your available investment capital efficiently to
produce substantial returns in a relatively short period of time. Optimal
trades may combine futures with options, stocks with options, or options
with options to create a strategy matrix. This matrix combines trading
strategies to capitalize on a market going up, down, or sideways.

To locate profitable trades, you need to understand how and when to
apply the right options strategy. This doesn’t mean that you have to read
the most technically advanced books on options trading. You don’t need
to be a genius to be a successful trader; you simply need to learn how to
make consistent profits. One of the best ways to accomplish this task is to
pick one market and/or one trading technique and trade it over and over
again until you get really good at it. If you can find just one strategy that
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works, you can make money over and over again until it's so boring you
just have to move on to another one. After a few years of building up your
trading experience, you will be in a position where you are constantly
redefining your strategy matrix and markets.

Finding moneymaking delta neutral opportunities is not like seeking
the holy grail. Opportunities exist each and every day. It’s simply a matter
of knowing what to look for. Specifically, you need to find a market that
has two basic characteristics—volatility and high liquidity—and use the
appropriate time frame for the trade.

THE DELTA

To become a delta neutral trader, it is essential to have a working under-
standing of the Greek term delta and how it applies to options trading. Al-
most all of my favorite option strategies use the calculation of the delta to
help devise managed risk trades. The delta can be defined as the change in
the option premium relative to the price movement in the underlying in-
strument. This is, in essence, the first derivative of the price function, for
those of you who have studied calculus. Deltas range from minus 1
through zero to plus 1 for every share of stock represented. Thus, because
an option contract is based on 100 shares of stock, deltas are said to be
“100” for the underlying stock, and will range from “~100” to “+100” for the
associated options.

A rough measurement of an option’s delta can be calculated by divid-
ing the change in the premium by the change in the price of the underlying
asset. For example, if the change in the premium is 30 and the change in
the futures price is 100, you would have a delta of .30 (although to keep it
simple, traders tend to ignore the decimal point and refer to it as + or — 30
deltas). Now, if your futures contract advances $10, a call option with a
delta of 30 would increase only $3. Similarly, a call option with a delta of
10 would increase in value approximately $1.

One contract of futures or 100 shares of stock has a fixed delta of
100. Hence, buying 100 shares of stock equals +100 and selling 100
shares of stock equals —100 deltas. In contrast, all options have ad-
justable deltas. Bullish option strategies have positive deltas; bearish op-
tion strategies have negative deltas. Bullish strategies include long
futures or stocks, long calls, or short puts. These positions all have posi-
tive deltas. Bearish strategies include short futures or stocks, short calls,
or long puts; these have negative deltas. Table 6.1 summarizes the plus
or minus delta possibilities.

As a rule of thumb, the deeper in-the-money your option is, the
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TABLE 6.1 Positive and Negative Deltas

Market Up Market Down
(Positive Deltas) (Negative Deltas)
Buy calls. Sell calls.

Sell puts. Buy puts.

Buy stocks. Sell stocks.

Buy futures. Sell futures.

higher the delta. Remember, you are comparing the change of the fu-
tures or stock price to the premium of the option. In-the-money options
have higher deltas. A deep ITM option might have a delta of 80 or
greater. ATM options—these are the ones you will be probably working
with the most in the beginning—have deltas of approximately 50. OTM
options’ deltas might be as small as 20 or less. Again, depending how
deep in-the-money or out-of-the-money your options are, these values
will change. Think of it another way: Delta is equal to the probability of
an option being in-the-money at expiration. An option with a delta of 10
has only a 10 percent probability of being ITM at expiration. That option
is probably also deep OTM.

When an option is very deep in-the-money, it will start acting very
much like a futures contract or a stock as the delta gets closer to plus or
minus 100. The time value shrinks out of the option and it moves almost
in tandem with the futures contract or stock. Many of you might have
bought options and seen huge moves in the underlying asset’s price but
hardly any movement in your option. When you see the huge move, you
probably think, “Yeah, this is going to be really good.” However, if you
bought the option with a delta of approximately 20, even though the fu-
tures or stock had a big move, your option is moving at only 20 percent
of the rate of the futures in the beginning. This is one of the many rea-
sons that knowing an option’s delta can help you to identify profitable
opportunities. In addition, there are a number of excellent computer
programs geared to assist traders to determine option deltas, including
the Platinum site at Optionetics.com.

Obviously, you want to cover the cost of your premium. However, if
you are really bullish on something, then there are times you need to step
up to the plate and go for it. Even if you are just moderately friendly to
the market, you still want to use deltas to determine your best trading op-
portunity. Now, perhaps you would have said, “I am going to go for some-
thing a little further out-of-the-money so that I can purchase more
options.” Unless the market makes a big move, chances are that these
OTM options will expire worthless. No matter what circumstances you
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encounter, determining the deltas and how they are going to act in differ-
ent scenarios will foster profitable decision making.

When I first got into trading, I would pick market direction and then
buy options based on this expected direction. Many times, they wouldn’t
go anywhere. I couldn’t understand how the markets were taking off but
my options were ticking up so slowly they eventually expired worthless.
At that time, I had no knowledge of deltas. To avoid this scenario, remem-
ber that knowing an option’s delta is essential to successful delta neutral
trading. In general, an option’s delta:

e Estimates the change in the option’s price relative to the underlying
security. For example, an option with a delta of 50 will cost less than
an option with a delta of 80.

e Determines the number of options needed to equal one futures con-
tract or 100 shares of stock to ultimately create a delta neutral trade
with an overall position delta of zero. For example, two ATM call op-
tions have a total of +100 deltas; you can get to zero by selling 100
shares of stock or one futures contract (—100 deltas).

e Determines the probability that an option will expire in-the-money. An
option with 50 deltas has a 50 percent chance of expiring in-the-
money.

e Assists you in risk analysis. For example, when buying an option you
know your only risk is the premium paid for the option.

To review the delta neutral basics: The delta is the term used by
traders to measure the price change of an option relative to a change in
price of the underlying security. In other words, the underlying security
will make its move either to the upside or to the downside. A tick is the
minimum price movement of a particular market. With each tick change, a
relative change in the option delta occurs. Therefore, if the delta is tied to
the change in price of the underlying security, then the underlying security
is said to have a value of 1 delta. However, I prefer to use a value of 100
deltas instead because with an option based on 100 shares of stock it’s
easier to work with.

Let’s create an example using IBM options, with IBM currently trading
at $87.50.

e Long 100 shares of IBM = +100 deltas.
e Short 100 shares of IBM = —-100 deltas.

Simple math shows us that going long 200 shares equals +200 deltas,
going long 300 shares equals +300 deltas, going short 10 futures contracts
equals —1,000 deltas, and so on. On the other hand, the typical option has a
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delta of less than 100 unless the option is so deep in-the-money that it acts
exactly like a futures contract. I rarely deal with options that are deep in-
the-money as they generally cost too much and are illiquid.

All options have a delta relative to the 100 deltas of the underlying se-
curity. Since 100 shares of stock are equal to 100 deltas, all options must
have delta values of less than 100. An Option Delta Values chart can be
found in Appendix B outlining the approximate delta values of ATM, ITM,
and OTM options.

VOLATILITY

Volatility measures market movement or nonmovement. It is defined as
the magnitude by which an underlying asset is expected to fluctuate in a
given period of time. As previously discussed, it is a major contributor to
the price (premium) of an option; usually, the higher an asset’s volatility,
the higher the price of its options. This is because a more volatile asset of-
fers larger swings upward or downward in price in shorter time spans
than less volatile assets. These movements are attractive to options
traders who are always looking for big directional swings to make their
contracts profitable. High or low volatility gives traders a signal as to the
type of strategy that can best be implemented to optimize profits in a spe-
cific market.

I like looking for wild markets. I like the stuff that moves, the stuff
that scares everybody. Basically, I look for volatility. When a market is
volatile, everyone in the market is confused. No one really knows what’s
going on or what'’s going to happen next. Everyone has a different opinion.
That’s when the market is ripe for delta neutral strategies to reap major re-
wards. The more markets move, the more profits can potentially be made.

Volatility in the markets certainly doesn’t keep me up at night. For the
most part, I go to bed and sleep very well. Perhaps the only problem I
have as a 24-hour trader is waking up in the middle of the night to sneak a
peek at my computer. If I discover I'm making lots of money, I may stay up
the rest of the night to watch my trade.

As uncertainty in the marketplace increases, the price for options usu-
ally increases as well. Recently, we have seen that these moves can be
quite dramatic. Reviewing the concept of volatility and its effect on option
prices is an important lesson for beginning and novice traders alike. Basi-
cally, an option can be thought of as an insurance policy—when the likeli-
hood of the “insured” event increases, the cost or premium of the policy
goes up and the writers of the policies need to be compensated for the
higher risk. For example, earthquake insurance is higher in California
than in Illinois. So when uncertainty in an underlying asset increases (as
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we have seen recently in the stock market), the demand for options in-
creases as well. This increase in demand is reflected in higher premiums.

When we discuss volatility, we must be clear as to what we're talking
about. If a trader derives a theoretical value for an option using a pricing
model such as Black-Scholes, a critical input is the assumption of how
volatile the underlying asset will be over the life of the option. This volatil-
ity assumption may be based on historical data or other factors or analy-
ses. Floor and theoretical traders spend a lot of money to make sure the
volatility input used in their price models is as accurate as possible. The
validity of the option prices generated is very much determined by this
theoretical volatility assumption.

Whereas theoretical volatility is the input used in calculating option
prices, implied volatility is the actual measured volatility trading in the
market. This is the price level at which options may be bought or sold. Im-
plied volatilities can be acquired in several ways. One way would be to go
to a pricing model and plug in current option prices and solve for volatil-
ity, as most professional traders do. Another way would be to simply go
look it up in a published source, such as the Optionetics Platinum site.

Once you understand how volatilities are behaving and what your as-
sumptions might be, you can begin to formulate trading strategies to capi-
talize on the market environment. However, you must be aware of the
characteristics of how volatility affects various options. Changes in
volatility affect at-the-money option prices the most because ATM options
have the greatest amount of extrinsic value or time premium—the portion
of the option price most affected by volatility. Another way to think of it is
that at-the-money options represent the most uncertainty as to whether
the option will finish in-the-money or out-of-the-money. Additional volatil-
ity in the marketplace just adds to that.

Generally changes in volatility are more pronounced in the front
months than in the distant months. This is probably due to greater liquid-
ity and open interest in the front months. However, since the back month
options have more time value than front month options, a smaller volatil-
ity change in the back month might produce a greater change in option
price compared to the front month. For example, assume the following
(August is the front month):

¢ August 50 calls (at-the-money) = $3.00; Volatility = 40%
e November 50 calls (at-the-money) = $5.00; Volatility = 30%

Following an event that causes volatility to increase we might see:

e August 50 calls = $4.00; Volatility = 50%
e November 50 calls = $6.50; Volatility = 38%
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We can see that even though the volatility increased more in August,
the November options actually had a greater price increase. This is due to
the greater amount of time premium or extrinsic value in the November
options. Care must be taken when formulating trading strategies to be
aware of these relationships. For example, it is conceivable that a spread
could capture the volatility move correctly, but still lose money on the
price changes for the options.

Changes in volatility may also affect the skew: the price relationship
between options in any given month. This means that if volatility goes up
in the market, different strikes in any given month may react differently.
For example, out-of-the-money puts may get bid to a much higher relative
volatility than at-the-money puts. This is because money managers and in-
vestors prefer to buy the less costly option as disaster protection. A $2 put
is still cheaper than a $5 put even though the volatility might be signifi-
cantly higher.

So how does a trader best utilize volatility effects in his/her trading?
First, it is important to know how a stock trades. Events such as earnings
and news events may affect even similar stocks in different ways. This
knowledge can then be used to determine how the options might behave
during certain times. Looking at volatility graphs is a good way to get a
feel for where the volatility normally trades and the high and low ends of
the range.

A sound strategy and calculated methodology are critical to an option
trader’s success. Why is the trade being implemented? Are volatilities low
and do they look like they could rally? Remember that implied volatility is
the market’s perception of the future variance of the underlying asset.
Low volatility could mean a very flat market for the foreseeable future. If a
pricing model is being used to generate theoretical values, do the market
volatilities look too high or low? If so, be sure all the inputs are correct.

The market represents the collective intelligence of the option play-
ers’ universe. Be careful betting against smart money. Watch the order
flow if possible to see who is buying and selling against the market mak-
ers. Check open interest to get some indication of the potential action, es-
pecially if the market moves significantly. By keeping these things in mind
and managing risk closely, you will increase your odds of trading success
dramatically.

RELATIONSHIP BETWEEN VOLATILITY AND DELTA

One of the concepts that seems to confuse new options traders is the rela-
tionship between volatility and delta. First, let’s quickly review each topic
separately. Volatility represents the level of uncertainty in the market and
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the degree to which the prices of the underlying are expected to change
over time. When there is more uncertainty or fear, people will pay more
for options as a risk control instrument. So when the markets churn, in-
vestors get fearful and bid up the prices of options. As people feel more
secure in the future, they will sell their options, causing the implied
volatility to drop.

Delta can be thought of as the sensitivity of an option to movement in
the underlying asset. For example, an option with a delta of 50 means
that for every $1 move in the underlying stock the option will move $0.50.
Options that are more in-the-money have higher deltas, as they tend to
move in a closer magnitude with the stock. Delta can also be thought of
as the probability of an option finishing in-the-money at expiration. An
option with a delta of 25 has a 25 percent chance of finishing in-the-
money at expiration.

An increase in volatility causes all option deltas to move toward 50.
So for in-the-money options, the delta will decrease; and for out-of-the-
money options, the delta will increase. This makes intuitive sense, for
when uncertainty increases it becomes less clear where the underlying
might end up at expiration. Since delta can also be defined as the proba-
bility of an option finishing in-the-money at expiration, as uncertainty in-
creases, all probabilities or deltas should move toward 50-50. For
example, an in-the-money call with a delta of 80 under normal volatility
conditions might drop to 65 under a higher-volatility environment, reflect-
ing less certainty that the call will finish in-the-money. Thus, by expiration,
volatility is zero since we certainly know where the underlying will finish.
At zero volatility, all deltas are either 0 or 1, finishing either out-of-the-
money or in-the-money. Any increase in volatility causes probabilities to
move away from 0 and 1, reflecting a higher level of uncertainty.

It is always important to track volatility, not only for at-the-money op-
tions but also for the wings (out-of-the-money) options as well. A trade
may have a particular set of characteristics at one volatility level but a
completely different set at another. A position may look long during a rally
but once volatility is reset, it may be flat or even short. Knowing how
deltas behave due to changes in volatility and movement in the underlying
is essential for profitable options trading.

APPROPRIATE TIME FRAME

The next step is to select the appropriate time frame for the kind of trade
you want to place. Since I am no longer a day trader, 'm usually in the 30-
to 90-day range of trading. And for the most part, I prefer 90 days. Since 1



Demystifying Delta 173

don’t want to sit in front of a computer all day long at this point in my trad-
ing career, I prefer to use delta neutral strategies. They allow me to create
trades with any kind of time frame I choose.

Delta neutral strategies are simply not suitable for day trading. In fact,
day trading doesn’t work in the long run unless you have the time and the
inclination to sit in front of a computer all day long. Day trading takes a
specific kind of trader with a certain kind of personality to make it work.
My trading strategies are geared for a longer-term approach.

If you're going to go into any business, you have to size up the compe-
tition. In my style of longer-term trading, my competition is the floor
trader who makes money on a tick-by-tick basis. But I choose not to play
that game. I've taken the time frame of a floor trader—which is tick-by-
tick—and expanded it to a period floor traders usually don’t monitor. Ap-
plying my strategies in longer time frames than day-to-day trading is my
way of creating a trader’s competitive edge.

CONCLUSION

Delta neutral trading combines options with stocks (or futures) and op-
tions with options to create trades with an overall position delta of zero.
To set up a balanced delta neutral trade, it is essential to become famil-
iar with the delta values of ATM, ITM, and OTM options. Deltas provide a
scientific formula for setting up trading strategies that give you a com-
petitive edge over directional traders. Experience will teach you how to
use this approach to take advantage of various market opportunities
while managing the overall risk of the trade efficiently. I cannot stress
enough the importance of developing a working knowledge of the deltas
of options.

Professional options traders think in terms of spreads and they hedge
themselves to stay neutral on market direction. The direction of the un-
derlying stock is less important to them than the volatility of the options
(implied volatility) and the volatility of the underlying stock (statistical or
historical volatility).

Professional options traders also let the market tell them what to do.
They recognize the market is saying that the appropriate strategy is to sell
premium when option volatility is high (options are expensive). Con-
versely, they understand the market is saying that the low-risk strategy is
to buy premium when implied volatility is low (options are cheap).

The most difficult aspect of delta neutral options trading is learning to
stay focused on volatility. The reason it’s psychologically hard to trade on
volatility considerations is because it’s natural to look at a price chart,
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draw conclusions about future market direction, and be tempted to bias
your positions in the direction you feel prices will move.

However, the point of delta neutral trading is that you want to make
money based on how accurately you forecast volatility; you don’t want to
run the risk of losing money by forecasting market direction incorrectly.
That’s why you should initiate your spreads delta neutral. It’s also why you
should adjust them back to neutral if they later become too long or short—
which brings us to the second most difficult aspect of delta neutral options
trading: acting without hesitation when the market tells you to act.

If your position becomes too long or short, you must mechanically ad-
just it without hoping for the price to move in the direction of your delta
bias. While it’s natural to want to give the market a chance to go your way,
the fact of the matter is that the market has already proven you wrong, so
it would only be wishful thinking to expect it will suddenly move the way
you want. Every delta neutral trader knows the feeling of having a weight
lifted from his shoulders the moment he or she does the right thing by
executing an adjustment to get neutral.

When you buy premium, be prepared to take action if the market
makes a big move so you can lock in profits. When you sell premium, don’t
expect volatility to collapse right away. You will probably need to be pa-
tient. You hope the underlying asset won’t move a lot while you're waiting.
However, time decay helps you while you're waiting.

As you can see, the concept of delta neutral is not one trade, but
rather a method of advanced thinking. If you can master the basics of
delta neutral thinking, then you can create delta neutral trades from any
combination of assets. The concept is to be able to make a profit regard-
less of where the stock moves.



CHAPTER 7

The
Other
Greeks

of short and long positions that combine to create an overall posi-

tion delta of zero. To accomplish this goal, it is helpful to review a
variety of risk exposure measurements. The option Greeks are a set of
measurements that can be used to explore the risk exposures of specific
trades. Since options and other trading instruments have a variety of
risk exposures that can vary dramatically over time or as markets move,
it is essential to understand the various risks associated with each trade
you place.

T o create a delta neutral trade, you need to select a calculated ratio

DEFINING THE GREEKS

Options traders have a multitude of different ways to make money by trad-
ing options. Traders can profit when a stock price moves substantially or
trades in a range. They can also make or lose money when implied volatil-
ity increases or decreases. To assess the advantage that one spread might
have over another, it is vital to consider the risks involved in each spread.
When making these kinds of assessments, options traders typically refer to
the following risk measurements: delta, gamma, theta, and vega. These
four elements of options risk are referred to as the option “Greeks.” Let’s
take a deeper look at the most commonly used Greeks and how they can
be used in options trading.

First, I would like to go over a couple of technical issues in regard to
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the Greeks. These numbers are calculated using higher-level mathematics
and the Black-Scholes option pricing model. My objective is not to explain
those computations, but to shed some light on the practical uses of these
concepts. Additionally, I would suggest using an options software pro-
gram to calculate these numbers so that you are not wasting precious time
on tedious mathematics. Lastly, it is important to realize that these num-
bers are strictly theoretical, meaning that model values may not be the
same as those calculated in real-world situations.

Each risk measurement (except vega) is named after a different let-
ter in the Greek alphabet—delta, gamma, and theta. In the beginning, it
is important to be aware of all of the Greeks, although understanding
the delta is the most crucial to your success. Comprehending the defini-
tion of each of the Greeks will give you the tools to decipher option
pricing as well as risk. Each of the terms has its own specific use in day-
to-day trading by most professional traders as well as in my own trad-
ing approach.

e Delta. Change in the price (premium) of an option relative to the price
change of the underlying security.

e Gamma. Change in the delta of an option with respect to the change
in price of its underlying security.

e Theta. Change in the price of an option with respect to a change in its
time to expiration.

e Vega. Change in the price of an option with respect to its change in
volatility.

Each of these risk measurements contains specific important trading
information. As you become more acquainted with the various aspects of
options trading, you will find more and more uses for each of them. For
example, they each make a unique contribution to an option’s premium.
The two most important components of an option’s premium are intrinsic
value and time value (extrinsic value).

In an effort to understand the elements that influence the value of an
option, various option pricing models were created, including Black-
Scholes and Cox-Rubinstein. To comprehend the Greeks, we must under-
stand that they are derived from these types of theoretical pricing models.
The values that are needed as inputs into the option pricing models are re-
lated to the Greeks. However, the inputs for the models are not the Greeks
themselves. A common mistake among options traders is to refer to vega
as implied volatility. When we refer to the Greeks, we are talking about
risk that will ultimately affect the option’s price. Therefore, a more accu-
rate description of vega would be the option’s price sensitivity to implied
volatility changes.
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Delta

The concept of the option’s delta seems to be the first Greek that everyone
learns. It’s basically a measure of how much the value of an option will
change given a change in the underlying stock. When the strike price of
the option is close or at-the-money, the delta of the option will be around
50 for long call options and —50 for long put options. In the case of a call
option, the option’s delta could be higher if the value of the stock has ex-
ceeded the option’s strike price significantly. If our call option’s strike
price were much higher than the price of the shares, the value of the delta
would be smaller. For example, if XYZ stock is trading for $50 per share
and I own the $60 strike price call, my delta may be around 30. Recall that
delta is computed using an option pricing model. It will vary based on the
difference between the stock price and the strike price of the option as
well as the time left until expiration. In this case, let’s assume the delta of
this option is 30, or .30. Therefore, my position will theoretically make $30
for every $1 increase in XYZ stock based on the option’s delta.

There are many ways that traders can use the delta, or hedge ratio, in
their options analysis. A very basic way to use delta is in hedging a shares
position. Let’s suppose that I have 500 shares of XYZ and that I want to
purchase some puts to protect my position. Most traders would purchase
five at-the-money puts. This creates a synthetic call position. The idea is
that the trader can exercise the puts if the market moves against him. In
this respect the purchased options become like insurance for the stock
trader. However, there is another way to look at this scenario. If I have 500
shares of XYZ stock, I can hedge the delta of the stock by purchasing 10 of
the XYZ at-the-money puts. Since the delta of each share of stock is 1 and
the delta of each at-the-money put is —50, I would need 10 puts to hedge
the deltas of the long stock position. The results are similar to a straddle.

Example
Long 500 shares of XYZ Delta = +500
Long 10 ATM puts Delta = -500
Net delta 0

Gamma

Gamma tells us how fast the delta of the option changes for every 1 point
move in the underlying stock. For this reason, some traders refer to
gamma as the delta of the delta. However, gamma is different from delta in
that it is always expressed as a positive number regardless of whether it
relates to a put or a call. If the price of the stock increases $1 and the delta
increases or decreases by a value of 15 then the gamma is 15. Remember,
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we are using our option pricing model to make this determination. An-
other interesting characteristic of gamma is that it is largest for the at-the-
money options. This means that the deltas for the at-the-money options
are more sensitive to a change in the price of the underlying stock.

While I have been talking about delta and gamma in relation to the un-
derlying stock price, it is important to note that they are also influenced
by time and volatility. Statistical (or historical) volatility is a measure of
the fluctuation of the underlying stock. As I have already noted, delta is a
measure of how the options price will change when the underlying stock
changes. Therefore, the delta of the options will be generally higher for a
higher-volatility stock versus a lower-volatility stock. This is due to the
fact that the stock’s volatility and the option’s delta are related to the
movement of the stock. Also, ITM and ATM option deltas fall faster than
OTM options as they approach expiration.

Theta

The theta of an option is a measure of the time decay of an option. Theta
can also be defined as the amount by which the price of an option exceeds
its intrinsic value. Generally speaking, theta decreases as an option ap-
proaches expiration. Theta is one of the most important concepts for a be-
ginning option trader to understand for it basically explains the effect of
time on the premium of the options that have been purchased or sold. The
less time that an option has until expiration, the faster that option is going
to lose its value. Theta is a way of measuring the rate at which this value is
lost. The further out in time you go, the smaller the time decay will be for
an option. Therefore, if you want to buy an option, it is advantageous to
purchase longer-term contracts. If you are using a strategy that profits
from time decay, then you will want to be short the shorter-term options
so that the loss in value due to time decay happens quickly.

Since an option loses value as time passes, theta is expressed as a
negative number. For example, an option (put or call) with a theta of —.15
will lose 15 cents per day. As noted earlier, time decay is not linear. For
that reason, options with less time until expiration will have a higher
(negative) theta than those with only a few days of life remaining.

Vega

Vega tells us how much the price of the options will change for every 1
percent change in implied volatility. So, if we purchased the XYZ option
for $100 and its vega is 20, we can expect the cost of the option to increase
by $20 when implied volatility moves up by 1 percent. Vega tends to be
highest for options that are at-the-money and decreases as the option
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reaches its expiration date. It is interesting to note that vega does not
share the correlation to the stock’s fluctuation that delta and gamma do.
This is because vega is dependent on the measure of implied volatility
rather than statistical volatility. This is an important distinction for traders
who like to trade options straddles.

We all know that there is time value associated with the value of an
option. The rate at which the option’s time premium depreciates on a daily
basis is called theta. It is typically highest for at-the-money options and is
expressed as a negative value. So, if I have an option that has a theta of
-.50, I can expect the value of my option to decrease 50 cents per day until
the option’s expiration. This characteristic of the option’s time premium
has particular interest to the trader of credit spreads.

ASSESSING THE RISKS

As options traders become more experienced with creating spreads, they
should become more aware of the types of risks involved with each
spread. To reach this level of trading competence, options traders should
combine the values of the Greeks used to create the optimal options
spread. The result will allow the trader to more accurately assess the risks
of any given options spread.

Understanding the relative impact of the Greeks on positions you
hold is indispensable. Here are six of the more salient mathematical rela-
tionships of these Greek variables:

1. The delta of an at-the-money option is about 50. Out-of-the-money op-
tions have smaller deltas and they decrease the farther out-of-the-
money you go. In-the-money options have greater deltas and they
increase the farther in-the-money you go. Call deltas are positive and
put deltas are negative.

2. When you sell options, theta is positive and gamma is negative. This
means you make money through time decay, but price movement is
undesirable. So profits you're trying to earn through option time de-
cay when you sell puts and calls may never be realized if the stock
moves quickly in price. Also, rallies in price of the underlying asset
will cause your overall position to become increasingly delta-short
and to lose money. Conversely, declines in the underlying asset price
will cause your position to become increasingly delta-long and to
lose money.

3. When you buy options, theta is negative and gamma is positive. This
means you lose money through time decay but price movement is de-
sirable. So profits you're attempting to earn through volatile moves of
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the underlying stock may never be realized if time decay causes
losses. Also, rallies in price result in your position becoming increas-
ingly delta-long and declines result in your position becoming increas-
ingly delta-short.

4. Theta and gamma increase as you get close to expiration, and they're
greatest for at-the-money options. This means the stakes grow if
you're short at-the-money because either the put or the call can easily
become in-the-money and move point-for-point with the equity. You
can’t adjust quickly enough to accommodate such a situation.

5. When you sell options, vega is negative. This means if implied
volatility increases, your position will lose money, and if it de-
creases, your position will make money. When you buy options,
vega is positive, so increases in implied volatility are profitable and
decreases are unprofitable.

6. Vega is greatest for options far from expiration. Vega becomes less of
a factor while theta and gamma become more significant as options
approach expiration.

TIME DECAY’S EFFECT ON STRATEGY SELECTION

Since the rate of time decay varies from one options contract to the next,
the strategist generally wants to know how time is impacting the overall po-
sition. For instance, a straddle, which involves the purchase of both a put
and a call, can lose significant value due to time decay. In addition, given
that the rate of time decay is not linear, straddles using short-term options
are generally not advised. Instead, longer-term options are more suitable for
straddles and the trade should be closed well before (30 days or more be-
fore) expiration. (The straddle strategy is explored in Chapter 8.)

Some strategies, on the other hand, can use time decay to the option
trader’s advantage. Have you ever heard that 85 percent of options expire
worthless? While that is probably not entirely true, a large number of op-
tions do expire worthless each month. As a result, some traders prefer to
sell, rather than buy, options because, unlike the option buyers, the option
seller benefits from forces of time decay.

The simplest strategy that attempts to profit from time decay is the
covered call—or buying shares of XYZ Corp. and selling XYZ calls. Per-
haps a better alternative, however, is the calendar spread (see Chapter
10). This type of spread involves purchasing a longer-term call option on
a stock and selling a shorter-term call on the same stock. The goal is to
hold the long-term option while the short-term contract loses value at a
faster rate due to the nonlinear nature of time decay. There are a number
of different ways to construct calendar spreads. Some diagonal spreads,
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butterflies, and condors are examples of other strategies that can benefit
from the loss of time value. In each instance, the strategist is generally
not interested in seeing the underlying asset make a dramatic move
higher or lower, but rather seeing the underlying stock trade within a
range while time decay eats away at the value of its options.

VOLATILITY REVISITED

Volatility can be defined as a measurement of the amount by which an un-
derlying asset is expected to fluctuate in a given period of time. It is one of
the most important variables in options trading, significantly impacting
the price of an option’s premium as well as contributing heavily to an
option’s time value.

As previously mentioned, there are two basic kinds of volatility: im-
plied and historical (statistical). Implied volatility is computed using the
actual market prices of an option and one of a number of pricing models
(Black-Scholes for shares and indexes; Black for futures). For example, if
the market price of an option increases without a change in the price of
the underlying instrument, the option’s implied volatility will have risen.
Historical volatility is calculated by using the standard deviation of under-
lying asset price changes from close-to-close of trading going back 21 to
23 days or some other predetermined period. In more basic terms, histori-
cal volatility gauges price movement in terms of past performance. Im-
plied volatility approximates how much the marketplace thinks prices will
move. Understanding volatility can help you to choose and implement the
appropriate option strategy. It holds the key to improving your market
timing as well as helping you to avoid the purchase of overpriced options
or the sale of underpriced options.

In basic terms, volatility is the speed of change in the market. Some
people refer to it as confusion in the market. I prefer to think of it as in-
surance. If you were to sell an insurance policy to a 35-year-old who drives
a basic Honda, the stable driver and stable car would equal a low insur-
ance premium. Now, let’s sell an insurance policy to an 18-year-old, fresh
out of high school with no driving record. Furthermore, let’s say he’s dri-
ving a brand-new red Corvette. His policy will cost more than the policy
for the Honda. The 18-year-old lives in a state of high volatility!

The term vega represents the measurement of the change in the price
of the option in relation to the change in the volatility of the underlying as-
set. As the option moves quicker within time, we have a change in volatil-
ity: Volatility moves up. If the S&P’s volatility was sitting just below 17,
perhaps now it’s at 17.50. You can equate that .50 rise to an approximate 3
percent increase in options. Can options increase even if the price of the
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underlying asset moves nowhere? Yes. This frequently happens in the
bonds market just before the government issues the employment report
on the first Friday of the month. Before the Friday report is released, de-
mand causes option volatility to increase. After the report is issued,
volatility usually reverts to its normal levels. In general, it is profitable to
buy options in low volatility and sell them during periods of high volatility.

When trading options, you can use a computer to look at various indi-
cators to assess whether an option’s price is abnormal when compared to
the movement of the underlying asset. This abnormality in price is caused
mostly by an option’s implied volatility, or perception of the future move-
ment of the asset. Implied volatility is a computed value calculated by us-
ing an option pricing model for volume, as well as strike price, expiration
date, and the price of the underlying asset. It matches the theoretical op-
tion price with the current market price of the option. Many times, option
prices reflect higher or lower option volatility than the asset itself.

The best thing about implied volatility is that it is very cyclical; that is,
it tends to move back and forth within a given range. Sometimes it may re-
main high or low for a while, and at other times it might reach a new high
or low. The key to utilizing implied volatility is in knowing that when it
changes direction, it often moves quickly in the new direction. Buying op-
tions when the implied volatility is high causes some trades to end up los-
ing even when the price of the underlying asset moves in your direction.
You can take advantage of this situation by selling options and receiving
their premium as a credit to your account instead of buying options. For
example, if you buy an option on IBM when the implied volatility is at a
high you may pay $6.50 for the option. If the market stays where it is, the
implied volatility will drop and the option may then be priced at only $4.75
with this drop in volatility.

I generally search the computer for price discrepancies that indicate
that an option is very cheap or expensive compared to its underlying as-
set. When an option’s actual price differs from the theoretical price by any
significant amount, I take advantage of the situation by purchasing op-
tions with low volatility and selling options with high volatil