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An Investment
with Many Faces

ost people recognize and understand some types

of investments: Stocks, mutual funds, and real

estate, for example, are widely popular forms of
investment, and so many people take part in them in one
form or another that a common knowledge exists that is
easily available. These investments are generally accepted
as good investments engendering a sense of legitimacy
among investors. When first thinking about investing,
people usually turn to the stock market and consider buy-
ing stocks directly or through mutual funds. Some new
investors are so comfortable with what they believe about
the stock market that they are unaware of its risks. Those
risks can be learned and managed, however, by using the
services of a stockbroker or financial advisor.

When we buy our own homes, we buy security and
long-term appreciation. That is also a form of investment.
Because home buyers are so directly involved in the
process—Ilooking at open houses, studying listings, talk-
ing to agents—the risks are better understood and appre-
ciated by the homeowner/investor. Like new stock market
investors, new real estate investors can educate them-
selves by asking questions, reading a broad range of books
and articles on the topic, and working with an agent.

Learning about markets and risks makes new in-
vestors smarter and improves their chances for success. In
those broadly popular markets of stocks and real estate, a



lot of help is available, so the newcomer who wants to
learn has little trouble finding information. The investor
who develops understanding can enter specific markets
with relative ease. The popularity of well understood mar-
kets has led to the availability of information; and the
availability of information makes it easier for more new
investors to enter the market. This is a healthy process
that leads to a robust, broadly represented market. The
more the public knows, the better it is for everyone who
places money at risk.

Just as well-informed investors make markets health-
ier and better for everyone involved, poorly-informed in-
vestors make markets unhealthy and dangerous. When
investors do not understand markets, those markets can-
not thrive. Successful markets depend more than any-
thing else on informed, educated investors who know the
risks they face and who understand not only the potential
for profit but also the potential for loss. For example,
smart investors in the stock market have profit goals and
bail-out points (the point at which they will cut their
losses). They know realistically that they stand to win or
to lose, and they approach risk with a complete under-
standing of how much they can afford. They diversify
among several investments rather than risking everything
in one place. And they educate themselves by reading and
keeping up to date with changing trends.

Some markets are too exotic for mainstream tastes.
They may contain risks that are too high, require too
much capital, or depend on too much technical knowl-
edge for the average investor. Only a small number of
knowledgeable specialists can participate successfully in
such markets.

Certain markets fall somewhere in between these ex-
tremes. They are not broadly understood like stocks or
real estate. Yet, with knowledge, many investors can find
ways to participate profitably and manage risks. Typically,
such markets are poorly understood by the investing pub-
lic. From a lack of understanding, the risks in a market
may be exaggerated or overstated; the complexity may be
emphasized, when in fact it is only a matter of terminol-
ogy that confuses or frightens would-be investors.



The options market is one such market. It is not
broadly understood, and most investors who have heard
about options see this market as highly risky and danger-
ous. Lack of understanding creates fear and apprehension,
and appropriately so. As a premise to this book, the fol-
lowing general rule for investing is stated:

No one should ever invest in any market without
first becoming educated as to that market’s risks, op-
portunities, rules of trading, and terminology.

One of the guidelines of investment advisors is
called the “know your customer” rule. Stockbrokers and
other advisors are supposed to know the customer’s level
of sophistication, what that person can afford, and what
risks he or she is willing and able to accept. The same ap-
proach should be taken by the customer. Use the “know
your investment” rule before you invest. And if you use
the services of a stockbroker or other financial advisor,
you should also apply the “know your advisor” rule.
Make sure your advisor knows a market before giving you
advice.

The “know your investment” rule is a good place to
start. When you hear the word options, what is your reac-
tion? Some people equate options with complexity and
risk, and reject the whole market because they believe it is
only appropriate for speculators willing to take very high
risks. This is not necessarily true. Options might be
highly speculative or very conservative, depending on the
strategy employed. The options market can be used in
many ways, and includes many different strategies. Op-
tions can be used to hedge other investment positions, or
as insurance to reduce possible losses. You will be able to
overcome apprehension about options by gaining knowl-
edge about the range of investment possibilities. Learning
about a market leads to informed judgments.

Hf, upon learning about options, you decide this mar-
ket is not right for you, that will be an informed judgment
rather than just an opinion. Rejecting an investment mar-
ket without first learning what risks and ranges of possi-
bilities are involved could be a lost opportunity. Any



market could be beneficial to you; how will you know un-
less you investigate it?

Options were first traded publicly in 1973. The stock
market has been around for centuries in one form or an-
other, so that the rules of trading have been refined and
fine-tuned over a great many years. However, the options
market has had a relatively short trading and performance
history. This disparity makes it difficult to compare op-
tions with the stock market. You might ask, “If options are
not as risky as I've heard, why don’t more people take part
in options trading?” The answer is twofold. First, the rela-
tively brief existence of the market itself has kept it out of
the public eye. Second, while the various strategies in-
volved in options trading are not as technically compli-
cated as many people think, the language of options is
highly specialized. When language is overly technical, the
average person feels alienated and intimidated by it. Un-
fortunately, the terminology in the options market is not
user-friendly at all. One of the main features of this book
is that it carefully attempts to make clear the ideas behind
the terminology through examples and explanations.

Because options are relatively new, we cannot see
what would have happened to options investments in the
crash of 1929, nor how options investors would have
fared in the bull market of the 1950s. We can only apply
an understanding of options to the market as we see it to-
day. Most investors can relate to this. If your parents in-
vested in stocks, you probably have a well developed
knowledge about that market and an opinion about risks
that is based on your parents’ experience in that market.
But it is less likely that your parents invested in the op-
tions market over many years.

Options today serve a number of different purposes.
This book is concerned with the strategic uses of stock
options that are traded publicly (i.e., on the public ex-
changes), either for speculation or for one of the more
conservative and less risky purposes many people have
learned. On the speculative side, options are pure risks, a
form of betting on a stock’s future movement. On the con-
servative extreme of the spectrum, options can be em-
ployed to insure against losses in a stock investment, by



hedging a position. In between these two extremes, a
broad range of possible strategies and combinations of
strategies can be employed. To decide how you might best
use options in your investment portfolio—or to deter-
mine first whether options are even appropriate in your
situation—you need to go through a four-step process of
evaluation:

1. Master the terminology of this highly specialized
market. Recognize that it is not the complexity of the in-
vestment, but rather the complexity of its language, that
makes it difficult for new investors to understand what is
going on. The language of options is foreign even to sea-
soned stock market investors, because many ideas utilized
in the options market are not common to the stock mar-
ket. Options traders and experts have developed a short-
hand language of their own in order to quickly
communicate with one another.

2. Study the options market in terms of risk. Break
down each proposed idea and strategy (or combination of
strategies) in terms of the risk level you are willing and
able to assume for yourself. Don't expect one profile to fit
everyone. Your situation is unlike anyone else’s, so a pro-
posed strategy that is right for one investor is not neces-
sarily right for you. Many investors and speculators use a
broad range of strategies in their portfolios that involve
options, and not always in the same way. Because of the
wide range of possible uses for options, it's likely that one
investor will find dissimilar uses for options, often oppos-
ing strategies at the same time. Because it's possible to
take opposing positions in stocks, for example, it is just as
realistic to run into a situation in which opposing option
strategies will be required.

This means that a broad range of risk is sometimes
necessary as well, as you might imagine. The traditional
investor in the stock market buys shares, holds them, and
eventually sells them. However, some investors “go
short,” meaning they sell shares of stock that they have
not yet purchased. In that situation, a different risk profile
is undertaken. Certain option strategies apply and can be
helpful to short sellers in the market. The broader a stock



investment strategy, the broader the likely and corre-
sponding option strategy will be as well. The same argu-
ment goes for risk. If you expand your range of stock
market strategies, you broaden your risks.

You will need to determine whether you are a high-
rolling speculator willing to take high risks or a very con-
servative investor who wants to insure against every
possible unanticipated event. Chances are you’re some-
where in between. Just as you carefully decide how to buy
and sell stocks as defined by acceptable risks, you will need
to use the same range of risk identification for options.

3. Observe the market. Learn how to read option
listings as well as the stock listings in the newspapers.
Track the way options rise or fall over time, and note how
option pricing reacts to price and volume changes in the
broader market. What factors besides stock prices affect
option values? When does time work for you and when
does it work against you? By identifying the important
factors influencing option values, you will be equipped to
evaluate each option strategy and select the one that best
suits you.

4. Set a risk standard for yourself. This is the most
critical step in any form of investing. You should have
specific goals, because without goals you cannot know
when to buy or sell, why you're investing in the first
place, or even whether a particular strategy is appropriate.
Everything is defined by goals, and goals dictate appropri-
ate timing and use of strategies. The decisions you make
and how well they are clarified by standards and goals ul-
timately determine your success as an investor.

This four-part process should apply to all forms of
investing, not just to the options market. Even when you
buy shares of stock, the same four steps are useful and im-
portant. Successful investing depends on developing a
thorough knowledge of how the market works and what
levels of risk are involved. After identifying risks, the im-
portant step of tracking the market and matching chang-
ing circumstances to personal goals defines the difference
between successful investors and those who are some-
times just lucky.



You have a tremendous advantage over the option
investor and speculator of the mid-1970s. Today, rela-
tively inexpensive computer programs and wide use of
on-line modem access to the floor of an exchange have
made option investing instantaneous, simple, and afford-
able. With access to information once available only to
stockbrokers, you can place orders 24 hours a day, track
your option investment by the minute if you want to, and
enjoy the same advantages previously available to only a
few people on the trading floor in a major exchange.

Not very many years ago, all forms of stock market
investing were inconvenient and remote, meaning that a
delay of from 15 minutes up to an hour or more was not
uncommon between the time of decision and execution of
an order. Investment volume depended upon the limited
ability of a finite number of brokers to react to orders. To-
day, though, you have computerized power and access
unimagined 20 years ago. In addition, until recently only
a few specialists even remotely understood the options
market. Today, this market is growing in popularity as au-
tomation makes it available and practical for ever-growing
numbers of investors. As the popularity and applications
grow, so do the opportunities.

The technical convenience is not enough. Your bro-
ker should be expert in options trading, and should be
able to steer you to the right strategies in line with your
goals. If you get to the point of being proficient enough to
make your own decisions without help from a stockbro-
ker, you will save a lot of expense by trading through a
discount broker. Be sure to comparison shop so that you
will get the best possible rates for the type of trading and
the frequency of transactions you are undertaking. When
working with a broker, remember that the broker’s liveli-
hood is based on commissions. A broker might not be as
competent in the options market as you would hope. If
you trade often, you might become more knowledgeable
than the broker, and it will be time to move on. In this
highly specialized market, you should be willing to take
responsibility for making your own decisions. Even when
working directly with a broker, it is your money and ulti-
mately your decision how to invest.



This book is designed to introduce you to this highly
specialized market, to show how the opportunities can be
best put to use, and to help you define your personal in-
vestment goals. The book does not recommend any one
course of action, nor even that you should become an op-
tions investor. Everyone is different. To make a broad as-
sumption and a single recommendation would violate the
very principle upon which this book is designed and pre-
sented. The book does attempt to carefully and com-
pletely define terminology, to explain options investing in
an order that makes sense, and to present strategies that
you might be able to put to work for yourself. Each chap-
ter takes a step-by-step approach to its topic, combining
terminology with practical examples, and, when helpful,
by presenting likely outcomes on a graph. The purpose in
this approach is to help you to comprehend in real terms
exactly what a particular strategy achieves, and how much
risk—or what range of risk—is involved. The risk profiles
show maximum potential profit and loss in each strategy
through identification of “profit zones” and “loss zones.”

In many cases, the discussion involves the cost of an
option, sale price, and profit, but excludes calculation of
brokerage and trading commissions. Every time you buy
or sell options, you are charged a transaction fee, just as
you are charged for buying and selling shares of stock.
This factor is left out of the examples for two practical
reasons. First, every brokerage rate differs, so an example
won't be representative in every case. Second, commission
rates vary by the volume involved. For example, the per-
option commission will normally be higher for a single
option trade than it would be for a set of 5, 10, or 20 op-
tions. As a general rule, the rate decreases as more units
and more dollars are involved. As you compare the exam-
ples in this book to your own case, be sure to modify the
assumed ranges of profit or loss to allow for brokerage
commissions as they will be applied to you.

In order for any strategy to work, it must be appro-

.priate, comfortable, and affordable. No one idea works for
every investor, and options are no exception to this rule.
No matter how easy, practical, or foolproof an idea seems
in print, and no matter how well it works out on paper,



remember that any investment should feel right. It should
be both profitable and enjoyable for you. Too many
would-be investors make their decisions on the basis of
advice from others—friends, family members, brokers, or
books—without really researching on their own. They
forget the importance of research and practical application
of information in a real situation, using real money and
taking real risks. Analysis by itself is not enough, while
action by itself is poor planning.

You will have the best chance of success by first
gathering the facts and information you need to make an
intelligent decision. Mere profit is not worth the effort if it
is obtained at the expense of your peace of mind and per-
sonal satisfaction. Success in the market is a combination
of personal accomplishment and financial gain. Part of the
accomplishment is the satisfaction of mastering a difficult
and complex market to the extent that you are in control.
By applying information to your own situation, you will
have mastered one of the many possible avenues to be-
coming a successful and knowledgeable investor.






Calls and Puts

here are only two overall methods of investing—

equity and debt. An equity investment is purchase

of part ownership in a company. The best-known
example of this is the purchase of stock through the stock
market. Each share of stock represents part of the capital,
or ownership in the company. The second broad form is a
debt investment, also called a debt “instrument.” A debt in-
vestment is a loan to the company, and the best-known
example is the bond. Corporations, cities and states, and
the federal government finance their operations through
bond issues, and investors in bonds are lending money to
the issuer. :

When you buy 100 shares of stock, you are in com-
plete control of that investment. You decide how long to
hold the shares, and when to sell. Stocks give you a tangi-
ble value, because they represent part ownership in the
company. Owning stock entitles you to dividends and
gives you the right to vote in matters before the board of
directors. If the stock rises in value, you will gain a profit.
If you wish, you can hold that stock for many years, even
for your whole life. Stocks, because they have tangible
value, can be traded to other people or used as collateral
to borrow money.

When you own a bond, you also have tangible
value because you are a lender. You have a contract with
the issuer, who promises to pay you interest and to repay

1

investment
an investment in
the form of part
ownership, such
as the purchase

in a corporation
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investment
an investment in
the form of loan
made to earn

interest, such as

option
the right to buy
orto sell 100

a specified, fixed
price and by a
specified date in
the future

the purchase of a f
bond ;

shares of stock at [

that loan by a specific due date. Like stocks, bonds can be
transferred or used as collateral. They also rise and fall in
value based on their interest rate in comparison to
changed rates in today’s market.

The purpose of this very brief rundown is to intro-
duce you to a third method of investing. Most investors
take comfort in the fact that stocks and bonds are tangi-
ble and contain tangible features. They earn dividends or
interest and they don’t expire when a deadline is passed.
For most investors, the idea of putting money in an in-
tangible investment that literally evaporates upon the
passing of a deadline is beyond consideration. Imagine an
intangible investment that is guaranteed to be worth-
less—in fact, nonexistent—in less than one year. To
make it even more interesting, imagine that the value of
this intangible investment will decline just because time
goes by.

These are some of the features of options, the subject
of this book. And although at first glance it seems that in-
tangible investments like options-are too risky and of
questionable value, you should read on. This book shows
you a variety of very interesting uses to which options can
be put. Not all methods of investing in options are as
risky as you might think. Some are quite conservative.
However you might use options in the future, the many
strategies available certainly make them one of the more
interesting ways to invest,

An option is a contract providing you with the right
to execute a stock transaction, that is, to buy or to sell 100
shares of stock at a specified, fixed price and by a specified
date in the future. When you own an option, you do not
own any equity in the stock, and you don’t have a debt
position either; you only have the contractual right to buy
or to sell 100 shares of a company’s stock. Since you can
always buy or sell 100 shares anyway, you-might ask,
“Why do I need to purchase an option to gain that right?”
The answer is that the option fixes the price of the 100
shares. That is the key to everything. Prices are dynamic;
they rise and they fall, sometimes substantially. The op-
tion freezes the price as far as you are concerned, so that
no matter how much movement occurs in the stock’s



value, you as an option owner have fixed the price of your
purchase (or sale), and that fixed price determines the op-
tion’s value as time goes by.

Some restrictions come with the option. Such a right
is not offered indefinitely, but only exists for a few
months. When the deadline has passed, the option is
worthless. So the value of the option tends to decrease as
the deadline approaches. In addition, each option applies
only to 100 shares of stock, no more and no less. Stock
transactions normally occur in blocks divisible by 100,
and that has become the standard, acceptable trading unit
of publicly traded shares of stock. You have the right in
the market to buy any number of shares you want, but
you are charged a higher commission when you buy fewer
than 100 shares (called an “odd lot”).

There are two types of options. First is the call op-
tion, which grants its owner the right to buy 100 shares of
stock in a company on which the option is given. Every
option is related specifically to the stock of one company
specifically, and to its per-share price. When you buy an
option, it is as though someone is saying to you, “I will al-
low you to buy 100 shares of this company’s stock, at a
specified price per share, at any time between now and a
date in the future. For that privilege, 1 expect you to pay
me a price.”

That price is determined by how attractive an offer is
being made. If the price per share of stock specified in the
option is attractive based on the current price of the stock,
the cost will be higher. The more attractive the fixed op-
tion price per share, the higher the cost of the option.
Each option’s value changes according to the changes in
the price of the stock. If a stock’s value goes up, the value
of a call option will go up as well. And if the stock’s mar-
ket price falls, the call option’s value will fall as well.
When an investor buys a call, and the stock’s market value
rises after the purchase, the investor profits because that
call becomes more valuable. The value of the option is di-
rectly related to the value of the stock.

The second type is the put option. This contract
grants its owner the right to sell 100 shares of a specified
company’s stock in the future. When you buy a put, it is

an option ac- ‘
quired by a buyer |
orgranted bya |
seller, to buy 100 |
shares of stock at |
a fixed price

faiasitaon:

put
an option ac- :
quired by a buyer |
or granted by a
seller, to sell 100
shares of stock at
a fixed price




market
value

the value of an
investment at
any given time or
date; the amount
a buyer is willing
to pay to acquire
an investment,
and that a seller
is also willing to
receive to trans-
fer the same
investme
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as though someone said to you, “I will allow you to sell
100 shares of this company’s stock, at a specified price per
share, at any time between now and a date in the future.
For that privilege, I expect you to pay me a price.”

Remember, the buyer of a call option hopes the
stock’s value will rise. If that happens, the call becomes
more valuable. The put buyer hopes the opposite, believ-
ing that the value of the stock will fall. If that happens, the
put becomes more valuable. Calls and puts are opposites,
and investors in each have opposite beliefs in the stock’s
future price movement.

If an option buyer—dealing either in calls or in
puts—is correct about the future movement in a stock’s
market value, then that investor earns a profit. When it
comes to options, an additional factor has to be remem-
bered: the movement in the stock’s market value has to
occur by the deadline attached to every option. In other
words, you might be right about a stock’s prospects in the
long term, but options relate only to the stock’s short-term
value. This is a critical point: Options are finite. Unlike
stocks, which you can hold as long as you want, or bonds,
which are paid by a due date, options cease to exist and
they lose all value by a short-term deadline. Because the
option ceases to exist altogether within a few months,
time is a determining factor in whether or not a buyer will
have a profit or a loss.

Why does the option’s market value change when
the stock’s price moves up or down? First of all, the op-
tion is only a right, and has no tangible value of its own.
That right is related to a specific stock and to a specified
price, but only for a limited amount of time. Conse-
quently, if the timing of the purchase is poor—meaning
the stock’s movement doesn’'t happen by the deadline—
then the buyer of a call or a put will not be able to earn a
profit. -

When you buy a call, it is as though you are saying,
“I am willing to pay the price being asked to acquire a
contractual right. That right enables me to buy 100 shares
of stock at the specified fixed price per share, and I can
buy those shares at that price at any time between now
and the specified deadline.” If the stock’s market price



rises above the fixed price indicated in the option con-
tract, the call becomes more valuable. Imagine that you
buy a call option giving you the right to buy 100 shares at
the price of $80 per share. Before the deadline, though,
the stock’s market price rises to $95 per share. As the
owner of the call option, you have the right to buy those
100 shares at $15 lower than current market value.

The same scenario can be applied to put buying, but
with the stock moving in the opposite direction. When
you buy a put, it is as though you are saying, “I am willing
to pay the asked price to buy a contractual right. That
right enables me to sell 100 shares of stock at the indi-
cated price per share, at any time between now and the
specified deadline.” If the stock’s price falls below that
level, you will be able to sell 100 shares above current
market value. Using the same example as before, let’s say
you buy a put option giving you the right to sell 100
shares at $80 per share. Before the deadline, the stock’s
market value falls to $70 per share. As the owner of the
put option, you have the right to sell 100 shares at $10 per
share higher than current market value. As you can see,
the potential value of options is in the contractual right
they provide. This contract right is so important that each
option is referred to as a contract.

THE CALL OPTION

A call is the right to buy 100 shares of stock at a fixed
price per share, any time between purchase of the call and
the specified deadline in the future. The time is limited.
As a call buyer you acquire the right and as a call seller
you grant the rights in the option to someone else. (See
Figure 1.1.)

Let's walk through the illustration and apply both
buying and selling to call options:

1. Buyer of a call: When you buy a call, you hope
the stock will rise in value, because that will cause the
call’s value to rise as well. As a result, it can be sold for
more money than the original purchase price.

contract
a single option,
the agreement .
providing a buyer
with the rights
the option grants |
(Those rights
include identifica- {
tion of the stock,
the cost of the
option, the date
the option will
expire, and the
fixed price per
share of the
stock to be

bought or sold
under the right of |
option.) ’

gt

the

e

buyer
an investor who
purchases a call
or a put option;
the buyer realizes
a profit if the
value of the op-
tion rises above
the purchase




an investor who
grants the rights
in an option to
someone else;

the seller realizes |

a profit if the
value of the op-
tion falls below

the sale price f

buyer seller

acquires . the right to purchase <980t |
100 shares at a
specified price

FIGURE 1.1 The call option.

2. Seller of a call: When you sell a call, you hope the
stock will fall in value, because that will cause the call to
fall in value as well. As a result, it can be repurchased for
less money than the original sale price.

In the stock market, you can sell options (and stocks) be-
fore you buy. This idea—being a seller before buying, is
difficult to grasp at first. However, it is not unique to the
options market. In fact, calls are used in many ways, but
are not always referred to as calls.

Example: You own a house and use it as a rental prop-
erty. You lease it to a tenant who expresses an interest in
buying it, but who does not have enough for a down pay-
ment. So you enter into a contract called a lease with an
option to buy (or, “lease option™). The contract breaks
down a monthly payment into two parts. First is the
monthly rent, and second is a partial payment toward the
down payment to purchase the house. The future price of
the house is fixed at $125,000, but the tenant agrees to
close the deal within three years. If the tenant decides not
to buy the house within that term, the accumulated de-
posit will be returned. However, as long as the lease op-
tion contract is in effect, you agree that you will not sell
the house to anyone else. .

Three years later, real estate prices have risen dra-
matically and that house is now worth $150,000, or
$25,000 more than the agreed lease option price. The ten-
ant has the right to buy the house for $125,000. You
might approach the tenant and say, “1 would like to cancel



your option to buy my house. I will give you back the ac-
cumulated deposit, plus an additional $10,000, if you will
agree to cancel.” The tenant might respond, “I am still in-
terested in buying the house at the agreed-upon price. If 1
go elsewhere, 1 will have to pay $150,000 for a compara-
ble house. So 1 will agree to cancel our agreement, but in-
stead of $10,000, I want $15,000.”

This is exactly the same as a call option. Because the
market value of the house grew beyond the agreed-upon
price, the owner had an incentive to pay in order to can-
cel the agreement. The tenant was in the position of
knowing that values had risen, so that his lease option
appreciated in value. In this example, the option is nego-
tiated between the landlord (seller of the option) and
tenant (buyer of the option). Because the property in-
creased in value, the option became a valuable asset. As
long as both sides are able to agree on a price to cancel
the option, the contract can be nullified. If not, then the
tenant would have the right to buy the house at the
agreed price. .__

The arguments might be different if the house fell in
value. For example, let's say the lease option specified a
price of $125,000, but the market value of the house had
fallen to $110,000. The tenant would have no incentive to
buy that house for $125,000, so the option would have no
market value.

Listed options—those traded publicly through ex-
changes like the New York, Chicago, and Philadelphia
Stock Exchanges—are not negotiated in the same way.
Due to a high volume of trading every business day, listed
option prices are established strictly through the auction
market under the same principles that govern the buying
and selling of stocks. An increase in demand for a partic-
ular stock or option drives up its price, while a decrease
in demand leads to more availability and lower prices.
Market value is the current price in the auction market
that buyers are willing to pay and that sellers are willing
to receive. Under this system, call buyers and sellers al-
ways have a ready market, and will always be able to can-
cel an option contract at the current market price.
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This feature is of critical importance. If, for exam-
ple, there were always many more buyers than sellers of
options, the market value would be vastly distorted. If
buyers had to scramble to find unwilling sellers for their
options, the market would not be efficient. The demand
between buyers and sellers is rarely equal, so the public
exchanges place themselves in a position to make the
market operate efficiently. They “facilitate” the market by
acting as seller to every buyer, and as buyer to every
seller.

How Call Buying Works

When you buy a call, you are not obligated to buy the 100
shares of stock. In fact, it’s reasonable to say that the vast
majority of call buyers do not actually buy 100 shares of
stock. You have until the expiration date to decide what
action to take. There are several choices, and the best one
to make depends entirely on what happens to the market
price of the underlying stock, and on how much time re-
mains in the option period.

1. If the market value of the underlying stock rises,
you can do one of two things. First, you can exercise the
option and buy the stock below current market value. Or
if you don’t really want to own 100 shares of stock, you
can sell the option for a higher premium than you paid,
and realize a profit in the difference. Remember, every
option fixed the price of the 100 shares of stock. That
fixed price is called the striking price of the option. Strik-
ing price is expressed as a number equivalent to the dol-
lar price per share, without dollar signs. Striking price is
always divisible by 5.

Example: You decided two months ago to buy a call. You
paid the price of $200, which entitled you to buy 100
shares of a particular stock at $55 per share. The striking
price is therefore 55. The option will expire later this
month. The stock is currently selling at $60 per share, and
the option’s current market value is $600. You have a
choice: Either exercise the call and buy 100 shares at the



agreed price of $55 per share, which is $5 per share below
current market value, or sell the call for $600, realizing a
profit of $400 on the investment (current option value of
$600, less original price of $200).

2. If the market value of the stock does not change
after a call has been purchased, the purchaser has three al-
ternatives: sell that call before its expiration date (after
which the option will be worthless); hold onto the option,
in the hope that the stock will rise before expiration, re-
sulting in a rise in the call’s value as well; or sell the call
now and take a loss. The last choice is sometimes advis-
able, because a limited loss may be better than a total loss
later on. An option is a wasting asset. If the market value
of the stock does not rise above the striking price before
its expiration date, it will eventually lose its value. The
premium value—the current market value of the option—
will be less near expiration than it was at the time you
purchased it. The difference reflects the value of time it-
self. The longer the time until expiration, the more oppor-
tunity there is for the stock (and the option) to change in
value.

Example: You purchased a call a few months ago “at 5.”
(This means you paid $500.) You hoped that the underly-
ing stock would increase in value, causing the option to
also rise in value. The call will expire later this month but,
contrary to your expectations, the stock’s price fell. Your
call is now worth only $100. You may sell and accept a
loss of $400 or you can hold, hoping for a last-minute rise
in the stock’s price. Either way, you need to take action
before the expiration date, when the call will become
worthless.

3. If the market value of a stock falls, calls written
on that stock will fall as well. The value of the call is di-
rectly tied to the value of the stock. If the stock’s price
drop is substantial, your call will be worth much less than
you paid. You may sell and accept a limited loss or, if the
option is worth nearly nothing, you also have the opnon
of letting it simply expire.
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Example: You bought a call four months ago and paid 3
(a premium of $300). You expected the stock’s value to
rise, resulting in a rise in the call’s value as well. But the
stock’s market value fell instead, and the option’s pre-
mium value followed suit. It is now worth 1 ($100). You
have a choice: Either sell the call for 1 and accept a $200
loss, or hold onto the call until just before expiration. It
can happen that a stock will rise in value at the last
minute, for any number of reasons. However, by holding
you risk further deterioration in the call’s premium value.
Of course, if you wait until expiration, the call will be
worthless. Buying options is risky. Because they have a
limited life, time works against the call buyer; you could
lose the entire investment. However, one advantage of in-
vesting in calls is that the risk is limited. Rather than invest-
ing a large sum in the stock itself, you expose yourself to a
limited risk of loss and to the potential for substantial gain.

Example: You bought a call last month for 1 (premium
of $100). The current price of the stock is $80 per share.
For your $100 investment, you have a form of control
over 100 shares with a market value of $8000. (Of course,
that control does not include voting rights or dividend in-
come, only price control.) Even if the stock’s value falls far
below the current market price per share of $80, your risk
is limited. The most you can ever lose is $100, the pre-
mium you paid to buy the option. In comparison, if you
put $8000 in the stock, all of that money is at risk, and it
is all tied up and unavailable for other investments. Pric-
ing of options depends on the current market value of the
stock, in comparison to the striking price of the call and
the time remaining until expiration. The pricing of calls is
explained later in this chapter.

Example: You gain control over 100 shares of stock at
$80 per share by purchasing a single call option at 1
($100). Your potential loss is limited to $100; your poten-
tial gain is limited only by time. By using this tactic and
accepting the limitation of time, you do not need to tie up
$8000. For the benefit of limited time control, you are re-
quired to commit much less capital.



In some respects, this comparison defines the difference
between “investment” and “speculation.” Investment usu-
ally indicates a longer-term mentality. Because stock does-
n't expire, investors have the luxury of being able to wait
out short-term market movement, hoping that over sev-
eral years that company’s fortunes will lead to profits—
not to mention dividends in the meantime. It cannot be
denied that investors have advantages in actually owning
shares of stock. Speculators, in comparison, risk losing
all of their investment or realizing spectacular gains.
However, when it comes to options, exposure to this po-
tential risk/reward scenario is severely limited by the
ever-looming expiration date. To truly understand how
the speculative nature of call buying affects you, consider
the two following examples.

Example when the stock price rises: You buy a call
for 2 ($200), giving you the right to buy 100 shares of a
specific stock for $80 per share. If the stock’s value rises
above $80, your call will rise in value nearly dollar for
dollar with the stock. So if the stock goes up four dollars
per share (to $84), the option will also rise four points, or
$400. You will earn a profit of $400—if you sell the call at
that point. That would be the same profit you would real-
ize by investing $8000 and buying 100 shares. (This com-
parison also ignores the brokerage commission, which
would be much greater to transact 100 shares than it
would be for a single call option.)

Example when the stock price falls: You buy a call
for 2 ($200), giving you the right to buy 100 shares of a
particular stock at $80 per share. By expiration date of the
call option, the stock has fallen in value to $68 per share.
You lose the entire $200 investment. However, if you had
purchased 100 shares and paid $8000, your loss at this
point would be $1200 ($80 per share previously, less cur-
rent market value of $68 per share). Compared to buying
the stock directly, your option risks are smaller. Stockhold-
ers have the right to wait out a temporary drop in price,
even indefinitely. But remember, in the stockholder’s situa-
tion, $8000 is tied up and there is no way to tell how long it



might take to realize a profit. As an option buyer, you are at
risk for only a few months. Stockholders often suffer the op-
portunity cost of holding stocks—their capital is committed
and meanwhile other opportunities come and go.

In situations where an investment in stock falls,
stockholders can wait until the stock rebounds. During
that time, they are entitled to dividends, so their invest-
ment is not completely in limbo. If an investor is inter-
ested in long-term gains, a temporary drop is not
catastrophic. That individual should not be working with
options, which are short-term in nature. Another feature
of owning stock is that the investment can be pledged as
collateral, which is not the case for option buyers. The op-
tion itself has no tangible value, so its value cannot be
pledged like stock.

The real advantage in buying calls is that you are not
required to tie up a large sum of money and keep it at risk;
yet, you control the same 100 shares as though you had
bought them outright. Losses are limited to the amount of
the premium you pay, and only during the life of that op-
tion.

Investment Standards for Call Buyers

People who work in the stock market—including brokers
who work with investors and help them buy and sell—
regularly offer advice on stocks. If a stockbroker or finan-
cial planner is qualified, he or she may also offer advice on
buying options. Several critical points should be kept in
mind when working with a broker, especially for calls:

1. The broker might not know as much about the
market as you do. Just because a person has a license does
not mean he or she is an expert on all types of invest-
ments. Even brokers with expertise in the stock market
might be completely ignorant about options. One rule for
all options investors is: Be your own expert and don't de-
pend on others to give you working strategies.

2. Don’t expect a broker to train you. Remember,
the broker earns a living by earning commissions on or-



ders. That means the primary motive is to get investors to
buy and sell. The broker is not a teacher, and, although
many talented and caring brokers will give you guidance
about the market, that should not be expected as part of
the service.

3. There are no guarantees. Risk is everywhere and
in all markets. While it’s true that buying calls contains
specific risks, that doesn’t mean that stock investing is al-
ways safe in comparison. It all depends on timing, on the
market, and on what changes in investment value happen
in the future. But if you invest money in the market, you
will be taking some form of risk.

4. Options are highly specialized and every individ-
ual should design a program and a series of strategies to
suit his or her own requirements. For that reason, it might
not make sense to work with a broker at all. You might
consider investing through a discount broker who offers
only a transaction service and no advice. A broker is paid,
theoretically, for giving advice. But in the options market,
changes happen too rapidly and strategies must be indi-
vidualized, so that a broker’s advice is not always helpful
and in fact may be contrary to your best interests.

Brokers are required by law to ensure that you are
qualified to invest in options. That means you should
have at least a minimal understanding of the risks in the
market, the procedures, and the terminology, and that
you understand what you're doing. Brokers are required
to apply a rule called “know your customer.” Most bro-
kerage firms ask options investors to complete a short
form explaining their knowledge or experience with op-
tions, and they also give out an options prospectus,
which is a disclosure report explaining the risks in the
market, along with the advice to read the prospectus be-
fore investing.

The investment standard for buying calls is that you
understand how the market works, and that you invest
only money that you can afford to have at risk. Beyond
that, you have every right to decide for yourself how
much risk you are willing to take. Ultimately, vou are re-
sponsible for your own profit and loss in the market. The



role of the broker is to document the fact that the right
questions were asked before your money was taken and
put into the investment.

How Call Selling Works

Buying calls is similar to buying stocks. You invest money
and after some time has passed you decide whether or not
to sell. The transactions occur in a predictable order. First
you buy, then you sell. Call selling doesn’t work that way.
A seller starts by selling a call and later buys the same call
to close out the transaction.

Many people have trouble grasping the idea of sell-
ing before buying. A common reaction is, “Are you sure?
Is that legal?” or “How can you sell something you don’t
own?” It is legal, and it is possible to sell something be-
fore you buy it. This is done all the time in the stock mar-
ket through a device known as “short selling.” An
investor sells short, meaning stock is sold that is not
owned by the investor. Later, a separate “buy” order is en-
tered to close out the position.

The same technique is used in the options market,
and is far less complicated. Because options have no tan-
gible value, becoming an option seller is relatively easy.
‘Instead of buying a right, option sellers sell the right
granted in the option. A call seller grants the right to
someone else to buy 100 shares of a specified stock, at a
fixed price per share by a specified expiration date. In re-
turn, the call seller is paid a premium. As a call seller, you
are paid but you must also be willing to deliver the 100
shares if the call buyer exercises the option. This strategy
has greater risks than buying calls, because you could end
up having to furnish 100 shares of stock.

When you are an option buyer, the decision to exer-
cise or not is entirely up to you. But as a seller, that deci-
sion belongs to someone else. As an option seller, you can
make or lose money in one of three ways:

1. If the market value of the underlying stock rises,
the value of the call rises as well. For a buyer, this is good
news. But for the seller, the opposite is true. If the buyer



exercises the option, referred to as “calling” the 100
shares of stock, you will be required to deliver those
shares to the buyer. That doesn't literally mean you have
to buy them yourself and then sell them; you merely pay
the difference when the call is exercised. However, that
means you will lose money. Remember, an option will be
exercised only if the stock’s current market value is higher
than the striking price. So that would mean you will have
to pay the difference.

Example: You sell a call on a stock which specifies a
striking price of $40 per share. You happen to own 100
shares of the stock, so you consider your risks minimal
in selling a call. In addition, the call is worth $200, and
that is paid to you in exchange for selling the call. One
month later, the stock’s market value rises to $46 per
share. The buyer exercises the call, and you are obligated
to deliver your 100 shares at $40 per share. That is $6
per share below current market value. Although you re-
ceived a $200 premium for selling the call, you lose the
market value of $600 because the stock is $6 per share
higher than the striking price of your call. Your net loss
is $400 (market value loss of $600, less premium you re-
ceived of $200).

Example: Given the same circumstances as above, but
assuming you do not own 100 shares, what happens if the
option is exercised? In this case, you are still required to
deliver 100 shares at $40 per share. You will be required
to pay the difference of $600 (market value of $46 less
striking price of $40 per share) to satisfy the contract.

2. If the market value of the stock remains at or
near the level when you sell a call, the value of the call de-
clines over time. Remember, the call is a wasting asset.
While that fact is a problem for the call buyer, it is a great
advantage for the call seller. While time is working against
buyers, it works for sellers. You have the right to cancel
your position at any time. So if you sell a call and it falls in
value, you have the right to buy it at a lower premium and
realize a profit.



Example: You sell a call for a premium of 4 ($400). Two
months later, the stock’s market value is about the same as
it was when you sold the call. The option has fallen in
value to 1 ($100). You cancel your position by buying the
option at 1, realizing a profit of $300.

Example: Given the same situation as above, you have a
second choice. Instead of buying the reduced-value option
and closing the position, you can simply hold onto it, hop-
ing the stock does not recover its value before expiration.
If the stock remains at the current level and the option ex-
pires, then the entire $400 premium will be profit to you.

3. If the market value of the stock falls, the option
will also decline in value. This gives you an advantage as a
call seller. Remember, you were paid a premium for selling
the call, and you want to buy it for less at a later date, or al-
low it to expire worthless. You have a choice: Buy the option
and cancel the position at any time, or wait for it to expire.

Example: You sell a call and receive a premium of 5
($500). The stock’s market value later falls far below the
striking price of the option and, in your opinion, a recov-
ery is not likely. If the market value of the stock is at or
below the striking price of the option as of expiration, the
option will not be exercised. By allowing the option to ex-
pire in this situation, the entire $500 is a profit for you.

Example: Given the same circumstances as above, you are
not certain whether the stock will recover. In the past, the
stock’s market value has tended to have sudden fluctuations
up or down, and the option has more than three months to
go until expiration. The calls value is now at $200. Rather
than risk exercise in the future, you decide to buy, closing
the position and taking your profit of $300 (original sales
premium of $500, less current premium of $200).

You need to remember three important points as a
call seller. First, the transaction is backwards, with a sale
occurring before a purchase. Second, when you sell a call,
you are paid the premium, compared to buying a call and



paying the same premium. And third, what is good news
to a buyer is bad news for you, and vice versa. A call seller
wants the stock’s value to fall, not rise. A rise in market
value is bad news, because that means the option is worth
more than it was when you sold it. You may better under-
stand how call selling works by reviewing some similar
transactions in other markets: :

¢ An art dealer sells limited edition prints, but has
only one print to show each customer. After the sale
is made, she orders and pays for the prints needed to
deliver to purchasers. The art dealer has completed a
sale in advance of the purchase.

v/ A car dealer fixes the price of a car with special fea-
tures, and sells it to a customer. Only after the sale is
the car ordered from the factory. The car dealer has
sold the car before paying the factory to build it.

v A contractor sells hundreds of tract homes by showing
models before the homes themselves have been built.
The contractor sells the homes and uses the down pay-
ments to obtain financing to build the homes.

When you sell a call option, you assume what is
called a short position. The sale opens the position and it
can be closed in one of two ways. First, a buy order can be
entered, which closes the position. Or second, you can
wait until expiration, at which point the short position
ceases to exist and the entire premium becomes a profit.
In comparison, the more commonly understood “buy first
and then sell” approach is called a long position. A long
position is closed in one of two ways. First, you may sell
the investment, closing the position. Or second, in the
case of an option, you can allow it to expire worthless,
meaning the entire investment is a loss.

Investment Standards for Call Selling

The standards for investing as a call seller are vastly differ-
ent than those for call buying. It is still true that you
should understand the markets, the procedures, and the
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terminology of the options market; however, the risk lev-
els are substantially different, and that means a different
investment standard has to be applied to sellers.

As a call buyer, you have limited risk. You stand to
lose only the amount of the premium you have paid.
However, as a seller you are granting a right to someone
else and you receive a premium for granting that right. As
a consequence, your risk is virtually unlimited. As a prac-
tical matter, risk is limited by the time element and time is
on your side in most cases. However, stocks have been
known to take phenomenal leaps and if you're in a short
position when that happens, it could be costly.

Example: You sell a call on a specified stock and you are
paid a premium of 7 ($700). The striking price is $35 per
share. Two months later, an announcement is made that
the company has been sold to another corporation for $60
per share. Your option is exercised two days later and you
lose $1800. You are required to deliver 100 shares at $35
per share. However, the current market value of that stock
is now $60 per share. The difference translates to $2500.
You received an original premium of $700, so to meet the
call, you lose the difference of $1800.

From the point of view of the broker who allows you
to sell calls, the standards have to be higher than for call
buyers. For a buyer, the question of affordability relates
only to the level of premiums being paid. But for the call
seller, the question is whether you can afford to pay po-
tentially higher losses in the event of a large movement in
the value of the underlying stock.

The risk applies when you sell calls without already
owning the stock. Obviously, if you already own 100
shares of stock, you still suffer the losses but you already
have the stock on hand, so from the broker’s point of view,
the risk is minimal.

Example: Given the same circumstances as above, the
one difference is that you own 100 shares of the stock.
From your point of view, the $700 you receive for selling



the call would justify exercise because the stock is in your
portfolio and is available. When the announcement is
made that the stock is being sold for $60 per share, you
are still required to deliver the 100 shares, and you lose
the potential gain you would have made if you had not
sold the option. However, you do not have to come up
with an additional $1800 to meet the call. You lose only
the stock and the potential gain.

Such losses as the one described above are not necessarily
bad news. Some stock investors intentionally sell calls
against stock they own as a means of gaining profits. They
know that eventually their stock will be called away, but
they have already profited enough that the strategy is
worthwhile.

Example: Given the same circumstances as above, let’s
add a few other assumptions. The striking price is $35 per
share, but years ago, when you bought the stock, it cost
you only $20 per share. No matter what, your stock is
worth $15 per share more than when you bought it. So
selling a call for 7.($700) simply increases your profit to
$2200 ($1500 in stock appreciation plus $700 for option
premium). When the stock is called away because its mar-
ket value is $60, you are aware that the value went from
$35 per share to $60 per share overnight. So ask yourself
this question: Have you lost $25 per share, or have you
gained $22 per share?

The answer depends on your point of view. In real terms,
you have gained $22 per share because you paid $15 less
than the striking price, in addition to 7 ($700) paid for
the call. So you close out the entire transaction with a
$2200 profit. Some people see it in a different way, how-
ever. They argue that if they had not sold the call, they
would have made an additional $2500 ($60 per share less
$35 per share) and, in fact, that is a “loss.” But the truth
is, that’s only a paper loss, an unrealized profit from an
unexpected turn of events. It is one of the risks you take
when you sell a call and accept money for it.



THE PUT OPTION

A put is the opposite of a call. It is a contract granting the
right to sell 100 shares of stock at a fixed price per share and
by a specified expiration date in the future. As a put buyer,
you acquire the right to sell the stock and as a put seller, you
grant that right to someone else. (See Figure 1.2.)

Buying and Selling Puts

As a buyer of a put, you expect the underlying stock’s
value to fall. A put is the opposite of a call so, as a put-
buyer, you want the stock’s value to fall rather than to rise.
If the stock’s market value does fall, the put’s value rises;
and if the stock’s market value rises, then the put’s value
will fall. There are three possible outcomes when you buy
puts:

1. If the market value of the stock rises, the put’s
value falls in response. In that case, you can sell the put
for a price below what you paid, and take a loss; or you
can hold onto the put, hoping that the stock will fall be-
fore expiration date.

Example: You bought a put two months ago and paid a
premium of 2 ($200). You expected the stock price to fall,
in which case the value of the put would have risen. In-
stead, the stock’s market value rose, meaning the put’s
value fell. It is now worth only $25. You have a choice:
Sell the put and take the $175 loss, or hold onto the put,
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FIGURE 1.2 The put option.



hoping the stock will fall before expiration. If you hold
the put beyond expiration, it will become worthless.

This example shows how you need to assess risk.
For instance, with the put currently worth only $25—
nearly worthless—there is very little value left, so it might
be considered too late to cut your losses. Considering that
only $25 is at stake, it might be worth the long shot of
holding onto the put. If the stock’s price does fall before
expiration, you have a chance of making back the original
investment and possibly even a profit.

2. If the market value of the stock stays at about the
same value as when the put is bought, the value of that
put will still fall over time, because the put, like the call, is
a wasting asset. Some of its value is related to the amount
of time remaining between now and expiration. The
closer to expiration, the lower the value. In this situation,
you can either sell the put and accept the partial loss, or
hold onto it, hoping that the stock’s market price will fall
before expiration of the put.

Example: You bought a put three months ago and paid a
premium of 4 ($400). You had expected the stock’s mar-
ket value to fall, in which case the put’s value would have
risen. Expiration comes up later this month. Unfortu-
nately, the stock’s market price is about the same as it was
when you bought the put, and the put has declined in
value to $100. Your choices: Sell the put for $100 and ac-
cept the $300 loss, or hold onto the put on the chance the
stock’s value will fall before expiration.

The choice and assessment often comes down to a
matter of timing with options. The more time you have,
the easier the choice. For example, if there remain two
months until expiration, it is easier to adopt a wait-and-
see attitude. If the option expires next week, there is little
hope that a loss will reverse itself. Time is constrained at
that point and your decision is forced as a consequence.

3. If the market value of the stock falls, the puts
value will increase. You have three alternatives in this out-
come. First, hold onto the put in the hope that the stock’s



value will decline further and increase your profit; second,
sell the put and take your profit now; and third, exercise
the option and sell 100 shares of the stock at the fixed
price, which is higher than current market value. The de-
cision has to be made before expiration.

Example: You bought a put last month and paid a pre-
mium of $50. Meanwhile, the stock’s market price has
fallen $7 below the exercise price specified in the put con-
tract, so the put is now valued at $750. There are three
choices here. First, you can sell the option and take a $700
profit on your $50 investment. Second, you can hold onto
the put and hope for further decline in the stock’s market
value, meaning more profit in the put (and the risk that
the stock’s price will rise, meaning less profit in the put).
Third, you can exercise the option and sell 100 shares of
stock for $7 per share more than current market value.

Example: You own 100 shares of stock that you bought
last year for $38 per share. You are worried about the
threat of a falling market; however, you also would like to
hold onto the stock as a long-term investment. To protect
yourself against the threat of a falling market, you recently
bought a put option, paying a premium of '/, ($50). This
guarantees you the right to sell your 100 shares for $40
per share. Recently, the price of your stock did fall to $33
per share. The value of the put increased to $750, offset-
ting your loss in the stock.

You have a choice to make. You can sell the option
and realize the $700 profit, which also offsets the loss in
the stock. This choice is appealing because you take a
profit now on the option, but you still own the stock. So if
the stock’s price rebounds, you will benefit twice.

A second alternative is to exercise the option and sell
the 100 shares for $40 per share, which is $7 per share
above current market value (but only $2 per share above
the price you originally paid for the stock). This choice
may appeal to you if you believe that it was a mistake to
buy the stock in the first place. By bailing out now, you re-
cover your full investment even though the stock’s value
has fallen significantly.



Third, you can hold off taking any action at the mo-
ment. You have no real risk in taking no action, because
the option acts as insurance against further declines in the
stock’s value. For every dollar the stock value declines,
the option value will increase. And if the stock’s value in-
creases, the option’s value can be expected to decline to
the same degree. As long as the put is exercised or sold be-
fore expiration, doing nothing now has no risk to you.

While some investors buy puts in the belief that a
stock’s market value will fall, or to protect their own in-
vestment in the stock, other investors sell puts. As a put
seller, you grant someone else the right to sell 100 shares
of stock to you at a fixed price. If that put option is exer-
cised, you will be required to buy 100 shares at a price
above the current market value. For taking this risk, you
are paid a premium for selling the put. Like the call seller,
put sellers do not have as much control over the outcome
of their investment as do buyers, since it is the buyer’s
right to exercise.

Example: Last month, you sold a put with a striking
price of 50 ($50 per share). The premium was 2'/; ($250),
which was paid to you at the time of the sale. Since that
time, the stock’s market value has remained in a narrow
range between $48 and $53 per share. Currently, the price
is at $51. You don’t expect the stock’s price to fall below
the striking price of 50. As long as market value of the
stock remains at or above that level, which is the striking
price of your put, that put will not be exercised. (The
buyer will not exercise, meaning you will not be required
to buy 100 shares of the stock at $50 per share.) If your
speculation is correct and the stock’s price remains at or
above $50 per share, you will make a profit on your put.
Your risk is that the stock’s price will decline below
$50 per share before expiration, meaning you would be re-
quired to buy 100 shares at $50 per share. To avoid that risk,
you have the right to get out of the put at any time by buy-
ing it at current market value. The closer to expiration (and
as long as the stock’s market value is greater than the strik-
ing price), the lower the market price of the put will be.



The risk in selling puts is less than that of selling
calls. The strategy makes sense if you believe the price of
$50 per share is reasonable for the stock. In the “worst
case,” you will be required to buy those shares. Your ulti-
mate price in that case would be discounted, because you
were paid a premium for selling the put.

Example: You sold a put with a striking price of 50 and
received a premium of 21/, ($250). Immediately before ex-
piration, the stock’s market value is only $44 per share,
and the value of the put is 6 ($600). The buyer has the
right to exercise the put, requiring you to buy 100 shares
of the stock at $50 per share—$6 per share above current
market value. You have two alternatives: First, let the
buyer exercise the put, since you believe that $50 per
share is a reasonable and fair price. (Besides, your real cost
is only $47.50 per share, because you also received $250
for selling the put.) Second, you could buy the put to close
the position, and pay $600, accepting a loss of $350.

Selling puts is a vastly different strategy than buying
puts. From one point of view, it contains higher risks be-
cause you could be exercised and required to buy 100
shares. In response to this, set a logical standard for your-
self: Never sell puts unless you would be willing to acquire
100 shares of that stock at the striking price. An advantage
of selling puts, like that of selling calls, is that time works
for you. As expiration date approaches, the put loses value.
However, if movement in the underlying stock is opposite
the movement you expected, you could end up with a loss,
or buying stock for a higher price per share than the cur-
rent market value. Sudden and unexpected changes in a
stock’s value can happen at any time, and the more in-
clined a particular stock is to sudden movements, the
greater your risks as a seller. You may also notice as you
observe the pricing of options that due to the greater risks,
options on such stocks tend to have higher premium value
than options on more dependable stocks.

As a put seller, your risk is limited to the striking
price of the stock. In comparison, a call sellers risks are
unlimited, since a stock’s value can rise indefinitely, at



least in theory. Because a stock cannot fall below zero, a
put seller can theoretically identify the absolute worst
case. But in fact, the stock’s book value is the actual worst
case. That’s because book value represents the real, tangi-
ble value of the company: assets less liabilities. The maxi-
mum decline is restricted to book value.

Example: A stock is currently selling for $53 per share
and its book value is $35 per share. You are considering
selling a put with a striking price of 50, and you want to
analyze your worst-case risk. At first, you might reason
that if a stock’s value falls all the way to zero, your maxi-
mum risk is $5000 (if the stock lost all its value and you
were required to buy 100 shares, you would own worth-
less stock, but would be required to pay $50 per share). In
reality, however, your real worst-case risk is only $1500,
the difference between the striking price and book value.

Investment Standards for Buying
and Selling Puts

Every investor has to decide whether a particular invest-
ment or strategy is appropriate for him or her. This deci-
sion is not simple and it cannot be done by formula. For
example, what is right for you in one situation might not
work at all in another.

Example: You own 100 shares of stock that slowly but
steadily grows in value over time, and that pays a healthy,
consistent dividend. You also own 100 shares of stock that
tends to bounce up and down in a wide range, and for
which price movement is impossible to anticipate and
predict. Given these differences, it might make sense to
sell a put against the second issue as a means of insuring
against the possibility of loss. But the first 100 shares are
more stable, so writing puts against those might not make
as much sense.

Consider applying the following rules for buying or
for selling puts, remembering that the rules should be flex-
ible since different situations require different analysis.



1. Buy puts with money available for speculation. Never
buy puts with money you cannot afford to lose.

2. Buy puts only if you understand the risks involved,
with enough time until expiration so that there is a
reasonable opportunity for the stock’s market value
to fall.

3. Sell puts only if you are willing to buy 100 shares of
that stock at the striking price.

4. Trade in puts only if you are able to keep an eye on
the market, so that you will be able to react to move-
ment in the stock’s market value.

5. Plan ahead. Before you trade, establish what actions
you will take if the stock’s price rises, if it falls, or if
it remains within a narrow range and expiration is
approaching. Only by knowing ahead of time how to
react can you ensure that your strategies will make
sense.

THE UNDERLYING STOCK

Option values change in direct proportion to the market
value of the underlying stock. Every option is married to
the stock of a specific corporation, and how you will fare
as an options investor depends on how that stock’s value
changes in the immediate future.

This is critical to your success as an options investor.
The selection of the option cannot be made in isolation.
Whether you consider options as only side bets or use them
in conjunction with buying and selling stock, you should al-
ways use your best judgment in the selection itself—both of
the stock and of the option. Criteria for selection of stocks
are at the center of smart stock market investing. The need
for careful, thorough, and ongoing analysis cannot be em-
phasized too much. You will succeed in trading options only
when you are first aware of the attributes of the underlying
stock—financial strength, price stability, even quality of the
organization’s management. These are important fundamen-
tal considerations for buyers of stocks, and they are equally
important to traders of options.



Selection of stock, by itself, is a complex topic in-
volving variables and degrees of judgment that every in-
vestor has to sort through individually. This analysis is
made more complex when options are involved. Even
limiting the analysis to only price movement is not a sim-
ple task. As shown in Table 1.1, you will consider price
movement in the underlying stock as either positive or
negative, depending on whether you are a buyer or a
seller, and on whether you are involved with calls or with
puts.

Example: Two months ago, you bought a call and paid a
premium of 3 ($300). The striking price was 40 ($40 per
share). At that time, the underlying stock’s price was $40
per share. In this condition—when the option’s striking
price is identical to the current price of the stock—the op-
tion is said to be at the money. If the market value per
share of the stock increases so that the per-share value is
above the option’s striking price, an option is said to be in
the money. And if the price of the stock decreases so that
the per-share value is below the option’s striking price, an
option is said to be out of the money.

Figure 1.3 shows the in the money, at the money, and
out of the money ranges in comparison with striking price
of a call. For a put, the terms are reversed. When the mar-
ket value of an underlying stock is lower than the striking
price of a put, it is in the money, and when the market
value is higher than the striking price of the put, it is out
of the money.

TABLE 1.1 Prlce Movement
m the Underlymg Securlty i e

Increase Decrease

in Price in Price
Call buyer Positive Negative
Call seller Negative Positive
Put buyer Negative Positive
Put seller Positive Negative
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FIGURE 1.3 Market value of the underlying stock.

The approximate dollar-for-dollar movement of an
option’s value occurs whenever an option is in the money.
At those times, the tendency is for option values to
change one dollar for each corresponding change in the
stock’s per-share value. When the option is out of the
money, changes in value are not as directly affected by
changes in the stock’s market value.

Example: You bought a put last month with a striking
price of 30 ($30 per share) and paid 2 ($200). At that
time, the stock’s market value was $34 per share, so the
option is $4 out of the money. (Remember, for puts, when
the stock’s value is higher than the striking price, it is out
of the money, the reverse rule than that for calls.) More re-
cently, the stock’s price fell to $31, a downward movement
of 3 points. However, your put has increased in value only
1!/, points. Because the option is out of the money, its
value does not react as directly to changes in the stock’s
pricing as it will when in the money.

Now the stock’s market value continues to fall, going
into the money by declining to less than the striking price



of 30. Once in the money, the option’s price will change
dollar for dollar with changes in the underlying stock. For
every dollar the stock falls, the option will increase in
value by a dollar.

Example: You bought a call with a striking price of 45
($45 per share) and paid a premium of 3 ($300). At the
time you bought the call, the stock’s price was $44 per
share. About two weeks later, the stock’s price rose to $45.
The option is now at the money. However, you observe
that your option’s value has not changed at all. The next
day, the stock’s market price rose '/, point, and the option
also rose by /> ($50). The following week, the stock’s
price went up 7 points, and the option’s premium value
also rose 7 points, for a current value of $1050 (original
cost $300 plus 7Y% points, $750 = $1050). If you were to
sell the option at this point, you would earn a profit of
$750. Note that when the option was in the money, price
movement corresponded to price movement in the under-
lying stock. But when the option was out of the money,
the option’s premium value was not directly responsive to
those movements.

The value of options in the money is inescapably related
directly to the underlying stock. But “value” in the mar-
ket also depends on two additional factors. First is
volatility—the degree of change in value of both the op-
tion and the underlying stock. Second is the time remain-
ing until expiration. Also, changes in value often are
accompanied by changes in volume, the level of trading
activity in a stock, an option, or the market as a whole, at
any given time. The level of volume in trading on an un-
derlying stock also tends to affect the value of an option
written on that stock.

How to Pick a Stock

The question of selecting stocks is more involved and
complex than picking options. For options, the decision
has to do with risk assessment, current value, and your
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own tolerance for risk. For stocks, there is no dependable
way to know with certainty how a particular stock will act
in the market of the future.

The selection of a stock is the critical decision point
in determining whether or not you will succeed in op-
tions investing. You cannot just pick options based on
current value and hope to succeed without also consider-
ing the prospects for the stock itself. Because option valu-
ation is a factor of stock price and movement, time,
volatility, volume, and quality of the company, its product,
its markets, competition, and a broad range of other fac-
tors, you need to develop a means for evaluating stocks
themselves.

Some investors select stocks strictly on the basis of
fundamental analysis. This includes comparisons of finan-
cial statements, dividends paid by the company, its man-
agement, position within its industry, debt and capital
financing, product or service, and a wide range of other
strictly factual information. Other investors depend on
technical analysis, the study of price trends in the stock.
Both fundamental and technical approaches offer tech-
niques that every investor can use.

Many investors use subscription services to analyze
stocks. One broadly used industry standard for the study
and comparison of stocks is Value Line, a service that con-
stantly studies major stock issues for fundamental and
technical changes, and ranks them into comparative level
of recommendation. The same company also offers simi-
lar services for options investors. Numerous other sub-
scription services are available, as well as newsletters,
financial newspapers, and reports issued by brokerage
houses. For the investor interested in research, there is no
shortage of information.

No investor should select a stock or options related
to a stock without a thorough investigation—not only of
the issue itself, but of the various methods used for analy-
sis of those stocks and options. You should not depend on
the advice of a broker, a friend, or anyone else as to which
investments or strategies should be used. You need to per-
form your own research and find your own method for se-
lection.



Why can’t you depend on advice provided by those
experts and professionals in the business? The answer is
simple: Brokers are in the business of making money on
commissions paid for transactions, and they often are in-
structed as to which issues to promote on any given day—
not necessarily because of investment opportunities, but
because the firm is a dealer in that stock. A study released
in 1996 by Columbia University confirmed that taking a
broker’s advice is not always best for the investor. That
university's business school analyzed more than 8000
stock evaluations made by brokerage companies. The
study concluded that brokers are often pressured to give
their clients overly optimistic reports on securities sold by
client companies of the brokerage firm. While this fact
has long been known in general, the Columbia University
study is the first extensive analysis that proves that the
problem exists. '

So to the question every investor faces—How do 1
pick a stock?—the answer is: Read and research. Ask bro-
kers their opinions on specific issues, rather than asking
them to tell you which stocks to buy. Read industry re-
ports, study Value Line and other subscription services,
and read the financial press. Become familiar with the var-
ious methods in the broad classifications of fundamental
and technical analysis, and learn how to pick stocks on a
consistent basis that you believe points the way to future
market performance.

Intrinsic Value and Time Value

Once you are comfortable with the methods of selecting
stocks, you will be ready to comfortably and confidently
approach the options market. For purposes of under-
standing the market, we assume that this discussion in-
volves only the listed option market, or those options
publicly traded on a stock exchange. It might be true that
an option will be offered or traded privately, but that is
not the subject of this book. A listed option and its pricing
structure is best understood by breaking its value down
into two parts. First is its intrinsic value, which is the por-
tion of option premium equal to the degree that itis in the
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that portion of an
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value above in-

money. Any additional value is known as time value,
which predictably declines over the life of the option.
With many months to go, time value can be a substantial
portion of the option’s total value, but as it approaches ex-
piration, time value evaporates to nothing. In addition,
the farther away from at the money, the less time value an
option has. The relative degree of intrinsic value and time
value is determined by the distance between striking price
and current market value of the stock, adjusted for the
amount of time remaining until expiration of the option.

Example: A call has a current premium of 3 ($300) and a
striking price of 45 ($45 per share). At the time you buy
the call, the underlying stock’s market value is $45 per
share. Because the option is at the money, there is no in-
trinsic value in this option. The entire premium repre-
sents time value. Time value will decrease over time so
that, by expiration, there will be no time value remaining
in this option. If the stock’s market value remains at or be-
low the striking price, there will be no intrinsic value by
expiration. If the stock’s market value rises above striking
price, for each dollar it rises, the option will gain one
point in intrinsic value. If at some point the stock is worth
$46 per share, the option with a striking price of 45 will
have one point of intrinsic value; any additional premium
will be time value.

A comparison of option premium and the underlying
stock is presented in Table 1.2. This reveals the direct re-
lationship between intrinsic value of the option, market
value in the underlying stock, and the declining nature of
time value. Figure 1.4 shows how movement in the un-
derlying stock (top graph) is identical to the option’s in-
trinsic value (bottom graph). The underlying stock’s
pattern is identical to intrinsic value movements (darker
portion) when in the money. Note how time value moves
independently but declines as expiration approaches.
When the option is at the money or out of the money;, it
has no intrinsic value. And when the option is in the
money, the intrinsic value matches the number of points
that the stock’s value exceeds striking price of the op-
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tion—exactly. You can also see how time value predictably
dissolves over the life of the option.

The total amount of option premium might vary
greatly between two stocks at the same price and with
identical options, due to outside influences. These include
the perception of value by other investors, as well as a
stock’s price history, the company’s fundamental and tech-
nical indicators, the industry of the company, and a broad
range of other influences. For example, two companies
have stock with current options, both with striking prices
of 55, and both stocks currently valued at $58 per share,
and with identical time until expiration. Yet, the option
premium for one is 5 and for the other at 7.

The variable is always in the time value, and that is
where market factors come into play. In addition, time
value will not always change in the same manner. The
pattern and trend is predictable, but those outside vari-
ables will influence time value in different ways for differ-
ent stocks, and at different market conditions. For

lIntrinsic value reflects the price difference between the stock’s current market value and
the option’s striking price.
2Time value is greatest when the expiration date is furthest away and declines as
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FIGURE 1.4 Time and intrinsic values of underlying stock
and options.

example, one company might be rumored as a candidate
for a pending takeover. That news, true or false, affects
the market value of the stock, volume, and time value of
all related options. The stock’s volume may be much
higher than normal, and its price movements more



volatile than their historical trends. The potential for price
movement in the stock’s value may be perceived to be
greater than normal, creating more interest in the stock—
and of course, in all options related to that stock. Option
buyers are willing to pay more in terms of time value
when they perceive greater potential for price movement
(upward movement for calls, downward movement for
puts); and when a stock is perceived to be relatively lack-
luster, the time value is lower due to less interest. Also,
because of uncertainty pertaining to a particular stock,
risks are higher for sellers and higher time value premi-
ums will be demanded to justify those higher risks.

Making sound judgments about an option’s time
value is one important way to find bargains in the options
market, whether as a buyer or a seller, or as both. To gain
some insight takes experience and practice. Suppose, for

-instance, that an option with many months until expira-
tion has an exceptionally low time value today; but it is
close to the money. As a buyer, you might recognize that
the option’s price is almost all intrinsic value. Or suppose
that an option with a striking price close to the current
value of the stock has an unusually high time value and
relatively short time until expiration. That could be an op-
portunity to sell the option and earn a profit based on
changes you anticipate in the near future, in time value of
that option. You know that as expiration approaches, the
time value will disappear quickly. Such opportunities are
rare, but can be caused by outside influences, such as
market rumors.

You can easily recognize the time value in any option
by comparing the stock’s current value and the option’s
premium. For example, a stock currently priced at $47
per share and an option with a premium of 3 and with a
striking price of 45, and how the premium for that option
breaks down between intrinsic value and time value:

Stock Price

Current market value $47
Less striking price -45
Intrinsic value $ 2



Option Premium

Premium $3
Less intrinsic value =2
Time value $1

In the next chapter, several important features of op-
tions—striking price, expiration date, and exercise—will
be more fully explored, especially in light of how these
features affect your personal options strategy.



Opening, Closing, and
Tracking the Option

very option is distinguished by four major attrib-

utes, collectively called the terms of the option.

These are the striking price, expiration month,
type of option (call or put), and the underlying security.
These are also called standardized terms.

These are the four essential bits of information needed
to tell which option is being discussed and how it differs
from every other option. In making evaluations of risk and
potential profit, every buyer and seller needs to have these
four pieces of information. Of course, because the point of
view is opposite, advantages to one may be disadvantages
to the other. That is the nature of option investing: You
have the choice of taking a position on either side, depend-
ing on where you think the advantage can be found.

1. Striking price. The striking price is the fixed price
at which the option can be exercised. It is the price for
which the underlying security will be traded if and when
that option is exercised. The striking price is always divisi-
ble by 5 (except for some stocks with very low share prices,
for which striking prices may be divided into 2'/>-point in-
tervals, and higher-priced stocks, which have intervals di-
visible by 10 points). The striking price is the set,
unchanging price at which 100 shares of stock can be
bought or sold, no matter how much change occurs in the
market value of that stock.
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For the buyer, the striking price identifies the price
at which 100 shares can be bought (for a call option) or
sold (for a put option) if that buyer decides to exercise
that option. For a seller, the striking price is the opposite:
It is the price at which 100 shares of stock can be sold (for
a call option) or bought (for a put option), in the event
the buyer exercises the option and imposes the transaction
on the seller.

2. Expiration date. Every option exists for only a
limited number of months. That is the problem or the op-
portunity, depending on your point of view and on the
strategies you employ. Every option is eventually canceled
out, exercised, or allowed to expire, but it will not just go
on forever. Because it is not tangible, the number of po-
tential options is unlimited except by market demand.
These factors increase risks, since buyers are not always
able to make a profit by expiration date, and demand for
the stock (and for options) will be reflected in pricing. At
the same time, these factors work to the advantage of all
sellers, since pending expiration eliminates time value, of-
ten quickly in the final weeks of an option’s life. So while
the buyer stands to lose money due to falling premium
value, the seller depends on that for his or her profit. The
buyer’s greatest enemy is time, which is the seller’s great-
est advantage.

3. Type of option. The distinction between calls and
puts is essential to success in the options market; even so,
many first-time investors are confused by this distinction.
The identical strategies cannot be used for calls and puts,
as they are opposites. The call gives its buyer the right to
purchase 100 shares; the put gives the buyer the right to
sell the same 100 shares. If you believe the underlying
stock will increase in value, you will want to buy calls (or
sell puts). If you believe the underlying stock will go
down in value, you will want to buy puts (or sell calls).
This is only the most obvious of possible strategies, how-
ever. As we will see in later chapters, calls and puts can be
used for many reasons and in many different strategies,
including the use of both calls and puts at the same time.

4. Underlying stock. Every option is identified with a
specific company’s common stock. Listed options are of-



fered on a limited number of stocks, and are traded only
on certain exchanges (some options trade on more than
one exchange). Options can exist only when a specific un-
derlying stock is identified, since it is the stock’s market
value that determines the option’s value in the market. All
of the options traded for a specific underlying stock are
referred to as a single class of options. Thus, a single stock
might have a number of calls and puts with various expi-
ration prices and dates, and all belong to the same class.
In comparison, all of those options with the same combi-
nation of terms—identical striking prices, expiration
month, type (call or put), and underlying stock—are con-
sidered a single series of options.

A Note on the Expiration Cycle

Expiration dates for options of a single underlying stock
" come up on a predictable expiration cycle. Every stock
with listed options can be further broken down by the cy-
cle in which its options expire. These cycles are:

¢/ January, April, July, and October
¢ February, May, August, and November
¢/ March, June, September, and December

In addition to these fixed expiration cycle dates, active
options might also be available at any time for expiration in
the next month and in the month following, regardless of
the cycle in which that stock’s options operate. For example,
on issues with opticns expiring in the cycle month of April,
contracts might also be available on a short-term basis, so
that in February, you will be able to trade in options expir-
ing in March, April, July, and October.

An option’s expiration occurs on the third Saturday
of the expiration month. An order for closing a position
or for expiration must occur on the last trading day and
before the indicated expiration time for the option. As a
general rule, that means before close of business on the
last trading day; however, not all brokerage firms enforce
the same rules, so investors should ensure that they know

last
trading day
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ceding the third
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expiration month
of an option

expiration
time
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open
position
the status of a
transaction when
a purchase (a
long position) or
a sale (a short
position) has
been made, and
before cancella-
tion, exercise, or §
expiration

opening
purchase trans-
action

an initial transac-
tion to buy, also
known as the
action of “going
long”

opening
sale transaction
an initial transac-
tion to sell, also
known as the
action of “going
short”

their brokerage firm’s rules for expiration cutoff time. An-
other point to remember: Some firms enforce automatic
exercise rules for all options in the money as of expiration
time. Every options investor should find out the rules and
be sure he or she knows what will occur (or will not occur
without special instructions) when their options are
scheduled to expire.

Example: You bought a call scheduled to expire in the
month of July. Its expiration date is the third Saturday in
that month. You must place a sell order before expiration
time on the preceding Friday, which is the last trading day
before expiration. If you do not place your sell order by
that time, the option will expire worthless and you will re-
ceive nothing.

OPENING AND CLOSING OPTION TRADES

Every option trade you make must specify all four of the
terms: striking price, expiration month, call or put, and
the underlying stock. If any one of these terms changes, it
represents an entirely different option.

Whenever you make a trade, the terms must be de-
scribed fully. Later in this chapter, you will learn the details
of how trades are made by way of coded abbreviations.
That makes it easier for brokers and customers to commu-
nicate. For now, it is only important to understand that
there are two ways to open an option position: by buying
and by selling. And there are three ways to close an option
position: by cancellation (selling a previous “buy” or buy-
ing a previous “sell”), exercise, or expiration.

Whenever you buy an option and are holding it, or
sell an option and it is being held, that is an open position.
If you buy an option to open a position, it is called an
opening purchase transaction. And if you start out by sell-

ing an option, that is called an opening sale transaction.

Example: You bought a call two months ago. When you
entered your order, it was an opening purchase transac-



tion. That status remains the same as long as you take no
further action. The position is closed upon entering a
closing sale transaction, or upon exercise or expiration.

Example: You sold a call last month, putting yourself in a
short position. As long as you take no further action, you
are at risk of exercise. The buyer on the other end of the
transaction can exercise at any time before expiration. You
have choices. You can wait out the period between now
and expiration, hoping the option does not go in the
money (which would probably lead to exercise, requiring
that you sell 100 shares at the striking price). Or you may
choose to execute a closing purchase transaction, and end
the option before expiration.

~

DEFINING POSSIBLE OUTCOMES
- OF CLOSING OPTIONS

Every option will be canceled by an offsetting closing
transaction, exercise, or expiration. The results of each af-
fect buyers and sellers in different manners.

Results for the Buyer

1. 1f you cancel your open long position with a closing
sale transaction, you will receive payment. If that
price is higher than the original purchase amount,
you realize a profit; if lower, you suffer a loss.

2. If you exercise the option, you will receive (for a
call) or sell (for a put) 100 shares of stock at its
striking price. You will exercise only if this action is
advantageous, based on the current market value of
the underlying stock. That means market value will
be higher than the striking price (of a call) or lower
than the striking price (of a put).

3. 1f you allow the option to expire, you will lose the
entire premium amount you paid for the original
purchase. It is a complete loss.

closing 4
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Results for the Seller

1. 1f you cancel your open position with a closing pur-
chase transaction, you will pay a premium, which is
due on the following business day. If the price is
lower than the price you received for the original
opening sale transaction, you realize a profit; if
higher, you suffer a loss.

2. 1f your option is exercised by the buyer, you are re-
quired to deliver 100 shares of the underlying
stock at the striking price (for a call), or to pur-
chase 100 shares of the stock' at the striking price
(for a put).

3. If the option expires worthless, you earn a profit.
Your open position is canceled by the expiration,
and the premium you received at the time you orig-
inally sold the option is yours to keep. It is all
profit.

These outcomes are summarized in Figure 2.1. No-
tice that buyers and sellers have opposite results for each
option upon close. The buyer receives cash, while the
seller pays. The buyer chooses to exercise, while the
seller has no choice in the decision. And upon expira-
tion, the buyer has a total loss, while the seller has a to-
tal profit.

buyer's seller's
__Option ooton
canceled canceled
exercised 2, q.q’“q% > exercised
X
o s &
expired R expired
P
option
exchange
worthless

FIGURE 2.1 Outcomes of closing the position.



EXERCISING THE OPTION

Option transactions occur through the exchange on
which that option is listed. While several different ex-
changes handle trading of options and the trend today is
toward automated trading throughout the country, the
Options Clearing Corporation (OCC) is the registered
clearing agency for all stock options traded in the United
States. The broad function of the OCC is to provide for or-
derly settlement of all listed option contracts, which oc-
curs through contact between brokers and customers.
When a option investor notifies a broker of the desire to
execute a transaction, the OCC ensures that the terms of
the contract will be honored. In this way, the seller and
buyer do not have to depend on one another; the transac-
tion is facilitated through the OCC, which depends on its
. member brokers to enforce assignment. Since there is no
specific matching of open positions between buyers and
sellers, the question arises: How does a seller know
whether his or her option will be exercised? You cannot
know. This is a risk, but it wont necessarily happen.
When exercise occurs long before expiration date, the or-
der can be assigned to any of the sellers with open posi-
tions in that option. This takes place either on a random
basis or on the basis of first-in, first-out (the earliest sell-
ers are the first ones exercised). Upon exercise of an op-
tion, 100 shares must be delivered. Delivery is the
movement of stock ownership from the seller to the
buyer. The buyer exchanges payment and receives regis-
tration of the shares, and the seller receives payment and
relinquishes ownership of the same shares.

When a buyer decides to exercise an option, 100
shares of stock are either purchased (“called from”) or
sold (“put t0”) the seller. When you have sold a call, ex-
ercise by the buyer means 100 shares are called from you
and transferred to the buyer; and when you sell a put, ex-
ercise requires you to buy 100 shares. The process of call-
ing and putting stock upon exercise is called conversion.
Stock is assigned at the time of exercise, a necessity since
the number of buyers and sellers will rarely, if ever,
match; so exercise is assigned at the time the election is

brokerage firms

the act of exer-
cise against a
seller, done on a
random basis or
in accordance
with orderly pro-
cedures devel-
oped by the
Options Clearing
Corporation and
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away

the result of
having stock
assigned (Upon
exercise, 100
shares of the
seller’s stock are
called away at
the striking
price.)

early
exercise

ing an option
prior to expira-
tion date

automatic
exercise

action taken by
the Options
Clearing Corpora-
tion at the time
of expiration,
when an in-the-
money option
has not been
otherwise exer-
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the act of exercis-

s it i

made. When a call is assigned, the stock is said to be
called away.

Is exercise always a negative to the seller? At first
glance, it would seem that exercise is most likely to occur
at a bad time, considering the relative market value of the
stock and the striking price of the option. However, the
answer to this question really depends on the original
purpose in going short by selling options. Most option
sellers want to avoid exercise either by closing the posi-
tion when the option is in the money or by initially select-
ing options considered most likely to expire worthless.
Sellers have to be aware that exercise is a likely risk for
any option, and they have to prepare for that outcome.
Exercise can occur at any time, although the real risk ex-
ists only when those options are in the money. It is gener-
ally assumed that the majority of exercises occur at or
shortly before expiration date; but remember, the buyer
does have the right to exercise at any time (early exercise).

Exercise is not always generated by the buyer’s ac-
tion. Automatic exercise can occur due to action by the
Options Clearing Corporation. Remember that the OCC,
acting through the exchanges, acts as buyer to every
seller, and as seller to every buyer. It will match up exer-
cise for buyers against open positions held by sellers
whenever possible. But if, at the time of expiration, there
exists an excess of sellers, options in the money will be
automatically exercised.

The decision to avoid exercise is made on the basis
of current market value. As long as options are out of the
money, there is no point in exercise and thus no danger of
its occurring on the other side of the transaction. But once
the option goes in the money, sellers must decide whether
to risk exercise or to cancel the position with an offsetting
transaction.

Example: You bought 100 shares of stock two months
ago, paying $57 per share. You invested $5700 plus bro-
kerage fees. Last month, the stock’s market value was $62
per share. At that time, you decided to sell a call with a
striking price of 60 ($60 per share). As the seller, you
were paid a premium for that call of 7 ($700). You were



willing to be placed in this short position. Your reasoning;
If the call is exercised, your total profit will be $1000 be-
fore brokerage fees. That consists of 3 points per share
(market value of $60, less your original cost of $57) plus
$700 you were paid for selling the call:

Striking price $60
Less: your cost per share =57
Stock profit $3
Plus: option premium 7
Total profit per share $10

This example shows that it is possible for an investor
to sell a call that is in the money, hoping for exercise. In
the event of exercise, you stand to profit, both from the

_option premium and from a gain on the stock itself. At the
same time, you protect profits already earned. That’s be-
cause you receive money for selling the option. In the
above example, the premium was $700. You could look at
that as a discount on your original stock investment of
$5700, or an adjusted basis of $5000. So even if the stock
were to fall seven points, your original investment would
still be intact.

Example: You recently sold a put and were paid a pre-
mium of 3 ($300). The striking price was 35. At the time
of your transaction, the stock’s market value was $33 per
share, and today it continues to trade at about the same
level. Even though the put is two points in the money, you
are not concerned. If the put is exercised, you will be re-
quired to buy 100 shares at $35, two points above current
market value. However, keep three things in mind: First,
you received a premium of $300, so that in the event of ex-
ercise, your real cost is still one point lower than current
market value. Second, whenever you sell a put, you should
consider the striking price as a reasonable amount to pay
for the stock. In the event of exercise at $35 per share, you
would not mind owning 100 shares of stock. And third, if
the stock’ value rises above the striking price and remains
there until expiration, it will not be exercised.



market value
the market value
of stock at any

given time

current

Example: You have owned 100 shares of stock for several
years. You purchased the stock at $48 per share, and cur-
rent market value is $59 per share. You want to sell a call
against this stock. Recognizing that you are $11 per share
ahead of your original cost, you are willing to risk part of
your profit to earn a higher premium for selling a call. You
decide to sell a call with a striking price of 55, which is 4
points in the money. For selling this call, you receive a pre-
mium of 6 ($600). In the event of exercise, you will not
only gain $700 on the stock, you will also keep your op-
tion premium of $600, for a total profit of $1300. The
$600 you were paid for the call consists of four points of
intrinsic value (striking price, minus current market
value) and two points of time value. As a seller, time is on
your side, so, unless the option is exercised, the time value
will come out of the premium by expiration date.

The decision to act or wait often is determined by
the amount of time value in the option premium. As a
general rule, the longer until expiration, the higher the
time value will be; and the closer the gap between striking
price and market value, the more important the time
value level is, both to buyer and to seller. For the buyer,
time value is a negative, so the higher the time value, the
more risk. The opposite is true for the seller. Buyers pay
an amount above intrinsic value—the difference between
the stock’s current market value and the option’s striking
price—knowing that the time value will disappear by the
time of expiration. But as a seller, that same time value
represents a potential profit. So the greater the time value
when you sell an option, the greater your chance for
profit, for the same reason: Time value will disappear be-
tween now and expiration date.

Example: You have decided to buy a call with a striking
price of 30. The underlying stock’s current market value is
$32 per share, and the option premium is 5 ($500). Your
premium will include 2 points of intrinsic value (the dif-
ference between current market value of the stock and
striking price of the option). The balance, 3 points, repre-
sents time value. If the stock’s market value does not in-



crease by expiration, all of the time value will evaporate.
The stock’s market value must increase by 3 points in or-
der for you to break even, and by more to produce a profit.

This demonstrates the risk evaluation option buyers
need to perform. In this example, time value represents
three-fifths of the premium. If expiration comes up
quickly, the stock will have to increase very dramatically
in a short period of time if you hope to profit.

Example: Consider the same facts as in the previous ex-
ample, but from the seller’s point of view. You sell the op-
tion instead of buying it. That means you receive $500
instead of paying it. Of that, $300 is time value—a benefit
rather than a problem. And the question of time until ex-
piration is opposite as well. The sooner the option ex-
pires, the better. Now, the point of view is changed. As
long as the stock’s market value does not increase by more
than 3 points between now and expiration, your transac-
tion will be profitable. The premium you received will
more than offset any difference of 3 points or less in a
change in the stock’s market value.

By the time of expiration, all of the time value will
have disappeared from the option’s premium value, and
all remaining premium will consist entirely of intrinsic
value. This condition is known as parity.

Using the Daily Options Listings

When you invest in shares of stock, a lot of emphasis is
placed on research and tracking before the investment is
made. Once you have the stock, in most situations, you
can afford to let matters take their own course. With op-
tions, however, you need to be able to keep an eye on a
quickly changing market on an almost daily basis. Both
buyers and sellers have to watch the stock’s price move-
ment as well as the option, so that they can take advan-
tage of momentary opportunities, or take quick action to
avoid suddenly evolving dangers. Open positions on both
sides must be monitored.

parity
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an option at expi- ;
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With the widespread use of home computers and
modem systems for investments, you can easily monitor
your options values on an almost instantaneous basis.
In the past, it was necessary to call a broker to check
prices, or to wait until the following day and read listings
in the paper. If you did not subscribe to a specialized fi-
nancial publication, chances were quite high that your
daily paper was inadequate. Detailed options listings, be-
ing of interest to only a small number of investors and
taking up a lot of room, are simply not printed in
broadly circulated daily newspapers. Options investors
today have a great advantage over their counterparts one
decade ago.

Example: You bought a call for 3 ($300) and a striking
price of 50. Your goal is to sell when the stock’s market
value rises by 5 points or more. But you also know that
time is working against you. With that in mind, you
would like to anticipate trends in the underlying stock. So
you track two things: the stock’s price movement and the
daily changes in the option’s premium value. You plot
these trends on a scaled chart.

Whether you use an automated system or published
options listings, you need to learn how to read the list-
ings. A typical daily options listing is shown in Figure
2.2. The first column identifies the underlying stock and
the current price. In this example Delta closed at $37 per
share. The second column shows the striking price for

CALLS PUTS
JAN |APR | JUL JAN [APR |JUL

Delta 25 12 |14 17Vva Yie| s s

37 30 7%| 8% 9 r Y| r

37 35 2% | Sw| 7 38| 2 312

37 40 Wi 1%« 34| 5 r

37 45 4 r s 81a(11 14 1

r - no trades this date

§ =~ not offered

FIGURE 2.2 Example of daily option listing.



each available option. As a general rule, stocks valued at
$100 or less have options in 5-point intervals; above
$100, in 10-point intervals. It is possible that options will
be open above or below the ranges shown in the listings,
but volume may be so small that they are not reported.

Columns three through five show current premiums
for calls, and columns six through eight are the put premi-
ums. Delta reports options on the January, April, July, and
October (JAJO) cycle, so three different expiration dates
are shown. Since options only exist for nine months or so,
the farthest month in the cycle is not shown. In this illus-
tration, no listing is provided for October calls or puts.
That will appear only after the January options have ex-
pired. Notice that those options with the greater amount
of time remaining until expiration tend to have greater
time values than those nearer to expiration.

In this example, Delta’s current market value is $37
per share. So the 35 calls are 2 points in the money and
the 30 calls are 7 points in the money. The January 35
calls include 2 points of intrinsic value and only /sth of a
point of time value; for the longer-term 35 calls, time
value is greater. The 30 calls include 7 points of intrinsic
value. On the put side, the 40 contract is 3 points in the
money, and current premium values reflect intrinsic value
of at least that much.

Making an Evaluation

As an option investor, you need to make several judgment
calls concerning the option and the underlying stock, in-
cluding:

v’ Recent volatility and volume in stock trading.
v’ Time until expiration of specific options contracts.
¢ Relative levels of time and intrinsic value.

¢/ Current premium levels.

Example: You are interested in buying calls on a particu-
lar stock you have been following. You recognize that cer-
tain stocks experience price movements desirable for



particular option strategies. This stock is at present selling
for $47 per share. You eliminate as possibilities those calls
with striking prices of 35 and 40 as being too expensive.
And the 55 striking price is 8 points out of the money.
Considering the time problem, your most likely prospects
are calls with striking prices of 45 and 50.

In this example, the 45 option is 2 points in the money, so
you know that the value of the call will change almost
dollar for dollar with the underlying stock. If the stock
rises $2 per share, the 45 call will increase in value by 2
($200) as well. But if the stock falls to $45 per share, the
option will lose 2 points.

Also in this example, the January option will expire
in the very near future. If you buy that option, you will be
paying almost nothing for time value. From that point
alone—and for the moment, ignoring the time factor—
the January option represents the best bargain.

However, the time factor cannot ever be ignored in
the options market. Because of the short time until expi-
ration, you have greater risks that the option will expire
before there is an opportunity for the underlying stock’s
value to increase. The pricing of options is invariably a
balance between time value and expiration. In the above
example, you might buy the option and the stock could
go up 1 point the following day, creating a $100 profit im-
mediately. It could also fall 1 point. Or, because time is
short, the stock might not move at all between now and
expiration.

The transaction cost is always a factor. Although that
is not included in any of the examples in this book, you
need to conduct your own analysis on a net basis. So in
order to net a $100 profit, a change of 1!/, points might be
required; if a stock transaction is involved as well, you
might require an even larger gap.

These are the points of evaluation and analysis to
keep in mind when considering an option investment, ei-
ther as buyer or as seller. The same processes should be
applied to puts. In order to profit from investing in puts,
you depend on changes in the underlying stock’s value be-



fore expiration. For buyers, the desirable direction is
downward. As a buyer of puts, you hope a decline in value
is sufficient to:

v Offset time value premium.

v/ Cover brokerage transaction fees of buying and sell-
ing.
v Yield a reasonable profit net of costs.

For sellers, time is on your side. You hope that time value
comes out of the premium without excessive movement
in the underlying stock. With puts, you want the underly-
ing stock to move in the opposite direction than with
calls, but the motives and strategies are identical.

Opening and Closing Stock Trades

Many option investors are first attracted to the market be-
cause they already invest in common stocks. In fact, a sig-
nificant number of option investors use options in
conjunction with stocks they own and trade. As you will
see in coming chapters, the speculation in short-term
price movement is only the most obvious reason for buy-
ing or selling options.

With the connection between stocks and options, you
should know how to trade in stocks as an essential part of
your option strategy. The stock market is operated by a
number of dealers and brokers. They execute trades for all
customers. Institutional investors (insurance companies,
pension plans, mutual funds, and other large investors) are
responsible for the bulk of large-volume trades; but in sheer
numbers, the individual investors taking part in the market
dominate. They are called “retail” investors because they
pay relatively higher commissions than those trading in
blocks of 10,000 or more shares at one time.

A trade is executed by placing a call to a broker, or
by entering a trade electronically from your home com-
puter. You specify your account identification, the stock,
the number of shares, whether you want to buy or sell,



and price information. Trades can be made “at market”—
meaning at the current available price—or at a specified
level. In some orders, the timing is specified. For example,
you can instruct a broker to make a trade if and when a
certain price level is reached, but to be effective only until
the end of the trading day. The variety of trading limits
makes it possible to satisfy the trading preferences of al-
most all investors.

The many methods of selecting and evaluating
stocks is not the subject of this book. An options investor
should be comfortable in the stock market and should
have a fair understanding, at the very least, of how the
market works before embarking on an options program.
Below is a brief summary of how to read a stock listing
from the financial pages, offered here only as a review of
what every investor in the market should know well.

The daily listing for every stock includes on one line a
great deal of useful information used by analysts to judge
the relative health and history of a stock’s price and yield.
For example, a typical stock exchange listing looks like this:

37Y4 22', Ronbar 1 234 33/, 33 33V, -/,

All of these items have a meaning. The first two columns
summarize the trading range of the past 12 months. During
the past 12-month period, the fictitious stock Ronbar
traded between its high of 37'/4 and low of 22'/,. Its regular
dividend is $1 per share (represented by the “1” after the
name). This means a 25-cents-per-share dividend is paid
each quarter. The next column, 234, is the volume of the
previous day’s traded shares. Since this represents the num-
ber of trades in equivalent round lots, it reveals that 23,400
shares were traded. The following columns show the high
and low prices for the day. In this example, the stock traded
in a relatively small range between 33/, and 33 (dollars per
share). The next column reports 334, which is the day’s
closing price. Finally, the last column shows ~Y/4, meaning
the stock lost 25 cents per share, or '/4 point on the day.
The stock market includes much more than the
stock daily listing: Using the possible methods of funda-
mental and technical analysis can be a full-time job for



any investor. The purpose here is simply to review the ba-
sics. The abbreviated terminology for the stock market
may be universally understood by investors, while a sepa-
rate series of codes and abbreviations is used in the op-
tions market. Even a seasoned stock market investor who
is not involved in the options market will be unfamiliar
with the specialized coding for options trading.

Understanding Option Abbreviations

Option values are expressed in abbreviated form in list-
ings and in communication between brokers and their
clients. The value of a contract is always expressed in frac-
tional value per 100 shares, or for a single option contract.
Table 2.1 shows fractions and their equivalent dollar val-
ues; 3 means $300 and 2%/s means $262.50. Options trade
down to fractional values as small as sixteenths of a point,
with each sixteenth being equal to $6.25.

The abbreviated expression of options and their
terms goes beyond the current premium. Both the expira-
tion month and the striking price are expressed in short-
hand form as well. For example, an October option with a
striking price of 35 per share is called an OCT 35 option.
And a January option with a 50 striking price is a JAN 50.
Like the premium value, striking price is expressed with-
out dollar signs.

 TABLE 2.1 Fractional Value: L
Dollar Dollar |
Fraction Value Fraction Value |

/16 $ 6.25 /16 $ 56.25
A 12.50 5/s 62.50 |:
316 18.75 /16 68.75 |
s 25.00 34 75.00 |
5/16 31.25 Ty 81.25 |
3/s 37.50 /s 87.50 |
/16 43.75 15/16 93.75 |
'/2 50.00 ] 100.00 |



A complete option description must include the un-
derlying stock, expiration month, striking price; type of
call, and current premium: all of the terms and the current
value. A sample of this is shown in Figure 2.3. In this il-
lustration, all of the necessary elements are expressed.
The terms, when expressed together in this manner, dis-
tinguish all options from all other options.

When you call a broker to make an option trade, it is
possible to give trading instructions without abbreviations;
but that requires the broker to translate your description
into abbreviated form before placing the order. Whenever
translation is required, the chance of error is increased. So it
helps both sides to learn the abbreviations commonly used
for option trading, including a series of symbols used to rep-
resent expiration month and striking price. Considering the
volume of transactions possible for options trading and the
urgency of timing, abbreviated forms of communication are
essential in the options market. Figure 2.4 summarizes the
symbols used by virtually all brokerage firm traders when
placing buy and sell orders for their customers.

The expiration month is always expressed first, fol-
lowed immediately by striking price. Note that the strik-
ing prices of 5, 105, and 205 have the same symbol. One
symbol is used for all three, since the daily price of the
underlying stock dictates which of the three prices is ap-
plicable to a particular stock.

Example: You want to trade in call options with Octo-
ber expiration and a 35 striking price. The symbol
(from Figure 2.4) consists of “J” for the expiration

expiration type of
month option

[Delta_Airlines OCT 35 Calis at 3]

underlying striking premium
stock price

FIGURE 2.3 A complete option description.



expiration month striking price
symbols symbols
MONTH CALLS|PUTS STRIKING PRICE T$YMBOL
January A M S5 105 205 A
February B N 10 110 210 B
March o} o 15 115 21§ C
Apri D P 20 120 220 D
May E Q 25 125 225 E
June F R 30 130 230 F
July G S 35 135 235 G
August H T 40 140 240 H
September 1 U 45 145 245 |
October J v 50 150 250 J
November K w 65 155 255 K
December L X 60 160 260 L
65 165 265 M
70 170 270 N
75 175 2715 (o]
80 180 280 P
85 185 285 Q
90 190 290 R
95 195 295 S
100 200 300 T
™ - - u
12% - - v
17% - - w
22% - - X

FIGURE 2.4 Option trading symbols.

month and “G” for striking price. Thus, the call option
is a JG option. If the option is a put, the correct symbol
would be VG.

The complete option quote also includes an abbreviated
symbol for the underlying stock. Each listed stock has a
unique abbreviation used universally to describe it in
trading. Delta Airlines, for example, is abbreviated as
DAL. So a Delta Airlines call with a striking price of 35,
expiring next October, consists of five letters. As illus-
trated in Figure 2.5, the stock code is listed first, followed



DAL.JG

October
cal

Airlines

FIGURE 2.5 Example of option quote.

by a period and the two-letter code identifying the month
and striking price. Distinction between call and put is in-
cluded in the month code.

SETTING STANDARDS

Before entering into any option trade, you should establish
specific standards for yourself. This is true, of course, for all
investing; you need to know when to make decisions and
what decisions to make, based on your standards. Having
decided what you expect to achieve, decisions are easier.
Several questions arise with option investing, such as:

¢’ Should the position be closed or allowed to expire?

¢ On what basis should the decision to close be made?
Should you establish a minimum acceptable profit
level that you will accept, or a minimum loss that
you are able to tolerate?

v’ What types of options should you buy, and for what
purpose?

v/ How much money should you invest in options and
keep at risk?

¢ What portion of your portfolio or available cash
should be placed into options?

Setting standards helps you to decide what levels and
types of risks are acceptable to you. This is a requirement
at every phase of investing. Without setting goals and



defining investment standards, you have no means for
measuring your success, and to what degree you are suc-
ceeding in executing your plan. Without this step, you
don’t really have a plan at all. Identifying risks is a crucial
part of this, and is essential to success in the market, par-
ticularly in options investing.

Example: You purchase a call and pay 3 ($300). The op-
tion will expire in seven months. In this case, you are ac-
cepting the risk that the underlying stock’s market value
will not go in the money sufficiently to yield a profit
higher than the $300 (your original premium cost). No
matter what market value existed at the time of your pur-
chase, it must be high enough to yield you the required
profit at some point prior to expiration.

The prospect of yielding a profit must be a part of your

“goal if your only purpose in buying the call is to earn such
a profit. For this to occur, price will have to go in the
money at some point before expiration; it is dangerous to
depend on profiting as a buyer just on time value. That
will not happen in normal conditions. Time value rarely
increases. '

As a buyer of the call in the previous example, you
should be willing to risk $300 on the chance that the
stock will exceed 3 points of premium value in the
money at some point before expiration. So, for example,
you might set a standard for yourself in these circum-
stances that you will sell when the premium is at or
above 5 ($500). That action will yield you a profit and
also provide a goal. Reaching that goal should generate
a sell order. One of the greatest risks in option investing
is the greed factor. You might have a poorly defined
goal, only to put off action because you believe the po-
tential is there for even more gain. That might be true,
but you most likely will end up losing more than you
gain if you fail to adhere-to established investment stan-
dards and personal goals. You should always understand
the risks and set standards before embarking on the in-
vestment.



Example: You have 100 shares of stock in your portfo-
lio, currently valued at $46 per share. You sell a call
with a striking price of 45 and receive a premium of 4
($400). You realize that if the call is exercised, your
stock will be called away at $45 per share. The risk is
that the stock’s market value will increase substantially
above that level. However, you are willing to accept that
risk in exchange for the certainty of receiving $400 in
premium today.

In this example, you have set a standard. It states
that you are willing to let the stock go for $45 per share in
exchange for $400. You are willing to have your option
exercised even if the stock’s value climbs far above that
level. You can set additional standards as well. For exam-
ple, you might decide that if the option’s value declines by
two points, you will buy it and close the position, accept-
ing a $200 profit. This frees you to sell another call if the
stock later rises.

You should consider what could happen if you do
not set a standard. A pattern might develop in which you
can never win. This is a common problem for those who
trade options, because some traders discover they cannot
resist current trends. Rather than operating from a well
planned and firm standard, they react to what appears to
be happening from day to day.

Example: You bought a put two weeks ago, believing
that the underlying stock’s market value would fall. You
paid a premium of 2 ($200). Originally, you hoped to
double your money, which would require the stock’s
falling two points or more. Once in the money, the put
would increase in value one dollar for each point the
stock declined in value. As of last week, the stock’s market
value had fallen 3 points and your put option was worth 5
($500). You could have sold it and realized a profit of
$300. But you did not sell because you thought the stock
might continue its downward movement. Three days ago,
the stock rebounded two points, so that your option’s
value was reduced to 3 ($300). You now see that you
could have sold when you had the chance. So you re-



solved that if that opportunity comes up again, you will
sell and take your profit.

Yesterday, the stock’s value fell to its lowest point yet,
down 4 points. The put was worth 7 ($700). You knew
you should sell and take your profit, but again you specu-
lated that the stock might continue to fall, and you did
nothing. Today, the stock rebounded several points, and
now your put is worth 1 point, half of the price you origi-
nally paid.

This type of scenario is not uncommon. Many paper
profits have been lost because investors failed to set stan-
dards, or failed to observe them once they were set. When
the decision point arrives, you need to be able to make
your decision with confidence, and take action immedi-
ately. The option market is changing constantly, and time
_ does not wait while investors change their minds. You are
better off losing future unrealized profit potential than
you are losing money today. If you are willing to take
greater risks and pass up short-term profits, you also need
to be willing to experience more losses than those who set
and follow specific rules.

You can set and enforce your own standards with the
use of a device called a stop order. This order is placed
with a broker and will be executed only if the price speci-
fied in the order is reached. The stop order does not en-
sure that the transaction will be made at that price. It
happens at that price or above (for a buy) or below (for a
sell). Once the threshold price has been reached, the or-
der becomes a market order, meaning to buy at the lowest
available price or to sell at the highest available price. The
market order is the most common form of order. For op-
tion buyers, the stop order can serve as a valuable tool for
preventing losses arising from hesitation. They can be put
into effect as a way of ensuring that you follow your own
standards.

N
Example: You bought a call last week for 6 ($600) in
the hope that the stock’s market value would rise. How-
ever, you are aware of the risk that the stock will fall,
meaning an immediate loss of value in your call. So you

stop order |
an order from an
investorto a
broker to buy at
or above a speci-
fied price, or to
sell at or below a
specified price
level (Once that
level has been
met or passed,
the order
becomes a mar-

an order from an
investor to a
broker to buy or
sell at the best
available price




stop-limit
order

an order from an
investor to a
broker to buy or

sell at a specified }

price (or within a

specified range) ‘

place a stop order for 4. If the option’s value falls to 4
points or below, a sale will be executed automatically,
and as soon as possible. This does not mean you will
necessarily receive $400. If the options value falls
rapidly, the premium value could be lower than 4 at the
time the sale is executed.

Example: You buy a call for 4 ($400) and place a stop or-
der for 3. If the value falls to 3 or below, a sale will be exe-
cuted automatically and as soon as possible. There is no
guarantee that the sale will occur at 3. The actual sale
price could be lower.

You can also specify an exact price. This ensures that
a transaction will occur only if that price is available. The
problem here is that the specified price could be sur-
passed rapidly and might never be available again. Such
an order is called a stop-limit order. With such an order,
the investor instructs the broker to execute a trade at a
specified price, or within a specified price range. For ex-
ample, you might tell your broker to sell an option after it
has fallen to 4 or below, but not below 2.

Stop-limit orders are useful for both buy and sell
transactions, and can be used to help you enforce your
standards when you can’t watch the market and its move-
ments constantly. A word of caution: Not every exchange
allows the use of stop orders for option trading, and the
rules of one exchange might not apply on another. Before
devising a strategy including the use of stop orders, check
with your broker and make sure that the exchange on
which the options are traded allows them.

It is fair to say that the use of these devices makes it
easier to enforce a standard. But whether you use stop or-
ders or not, you should establish standards before invest-
ing money. Know when to close a position, whether
you’re winning or losing, based entirely on the formula
you develop in advance. Many investors try the options
market; some succeed and others fail. The majority of
those who fail did not establish a standard for them-
selves. All investing contains a gambling element. But
proper research, an understanding of a market’s attrib-



utes, careful timing, and firm standards all add to your
chances of success; the lack of these features virtually en-
sures failure.

CALCULATING RATE OF RETURN
FOR SELLERS

Investors guide themselves and judge their success by their
rate of return. In a single transaction involving one buy
transaction and one sell transaction, rate of return is easy to
calculate. Simply divide the net profit by the total purchase
amount; the resulting percentage is the rate of return.
When you sell options, though, the rate of return is more
complicated. Remember, when you sell an option, the sale
precedes the closing purchase transaction. Rate of return
_will vary depending on several possible events, including:

1. Ownership of 100 shares of stock for each option
sold.

2. Exercise of the option by a buyer.

3. Closing a position after favorable decline. in pre-
mium value.

4. Significant change in the stock’s market value.

Rate of return should always be studied and com-
pared on an annualized basis. Because different invest-
ments may be owned for different lengths of time, it is not
realistic to simply calculate rate of return and compare
them. A 50 percent return in 2 months is much more sig-
nificant than the same rate of return for an investment
held for 10 months. To annualize a rate of return, follow
these steps:

1. Calculate the rate of return. Divide the net profit by
the amount at purchase, and express the result as a
percentage.

2. Divide the percentage rate of return by the number
of months the investment position was open.

3. Multiply by 12.

rate of
return

the yield from
investing, calcu-
lated by dividing
net cash profit
upon sale by the
amount spent at
purchase

annualized |
basis

a method for
comparing rates
of return for
holdings of vary-
ing periods, in
which all returns
are expressed as
though invest-
ments had been
held over a full
year (It involves |
dividing the hold- |
ing period by the |
number of
months t\/he posi-
tions were open,
and multiplying
Lt:;e result by 12.)
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Example: You had a rate of return of 12 percent from an
investment. Annualized rate of return will vary depend-
ing on the number of months the investment was earned.

1. Three months:
net profit 12 + 3 =4
4x12=48% (If you had held this investment
and realized the same yield over a
full year, the return would have
been 48 percent)

2. Eight months:
net profit 12 + 8=1.5

1.5%x12=18% (If you had held this investment
and realized the same yield over a
full year, the return would have
been 18 percent)

3. Fifteen months:
net profit 12 + 15 = .8

8X%X12=9.6% (If you had held this investment
and realized the same yield only
one year, the return would have
been 9.6 percent) '

As these examples demonstrate, annualized rate of
return differs dramatically when the number of months
varies. Annualizing works for periods greater than one
year, in which case the annualized rate of return should be
less than the straight rate (Example 3, above). Just as a
short period should be extended and expressed as though
it had been realized over a full year, a period greater than
one year should be contracted and expressed as though
the return applied only to one year.

Through annualizing, all rates of return are ex-
pressed on a comparable basis. This makes analysis of op-
tion trading more realistic. However, annualizing does not
always indicate the true overall performance. Remember
that for very short periods, an annualized rate of return is
of little use for judging overall return.



Example: You recently bought a call for 1 and two weeks
later sold it for 3. The profit of 200 percent, expressed on
an annualized basis, is 4800 percent. Even though this is
an impressive rate of return, it does not indicate the types
of returns you earn consistently in every other option in-
vestment.

The nature of option investing makes annualized
rate of return a tool for use in overall analysis, not in indi-
vidual transactions. Option investing typically involves
several transactions during the year, which might include
both long and short positions. A particular strategy could
dictate longer holding periods than another strategy. You
will discover that application of annualized return over a
broad range of transactions and over time is meaningful,
but that isolated analysis is not aided by it. Too much can
happen to distort the averages. For example, you might
‘have a 4800 percent annualized return this month; but
that money may sit idle for three months. In a fair analy-
sis, the idle time has to be counted in overall annualized
return. Or you might follow that profit with a 9600 per-
cent annualized loss. Different investment amounts will
be involved in each transaction. In short, a variety of fac-
tors are involved in the overall combination of strategies
option investors use.

Even when reviewing a simple rate of return or an-
ticipating likely outcomes, you sometimes need to make
calculations based on more than one possible outcome.
When you are considering selling options, you need to
judge risks based on two possible outcomes: return if ex-
ercised and return if unchanged.

Return if exercised is the return you will realize if the
underlying stock is called away by the buyer. Return if un-
changed is the return you will realize if the underlying
stock is not called away through exercise. In both forms of
return, the calculation includes income or loss from all
sources. The major difference between the two rates has
to do with profit or loss on the stock. Return if exercised
includes the sale of 100j shares. However, return if un-
changed is based on the assumption that the stock price

return if
exercised

the estimated
rate of return

earn in the event
the buyer exer-
cises the option
(The calculation

toss on the un-
derlying stock,
dividends
earned, and pre-
mium received
for selling the
option.)

option sellers will |

includes profit or §

return if
unchanged
the estimated
rate of return
option sellers will
earn in the event
the buyer does
not exercise the
option (The cal-
culation includes
dividends earned

stock, and the
premium
received for sell-

ing the option.)

on the underlying |
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remains out of the money; thus, there is no exercise and
no profit or loss from a stock transaction.

In computing return, always remember to include
computation of a broker’s commission; that can make the
difference between profit and loss. Commission rates vary
greatly from one broker to another, and if you plan to exe-
cute a large volume of transactions, shopping around may
be worth thousands of dollars. In the majority of the illus-
trations presented here, single contract examples are
used; in reality, many option traders transact many op-
tions at the same time. The greater the number of con-
tracts, the lower the commission. All of these factors
should be kept in mind when studying examples.

Example: You own 100 shares of stock originally pur-
chased for $58 per share. Current market value is $63 per
share. You sell a call with a striking price of 60 and receive
a premium of 7 ($700). Between the time of selling the call
and expiration, you are paid two dividends, totaling $68.

Return if Exercised

Striking price $6000
Original cost 5800
Profit $ 200
Dividends 68
Call premium __700
Total profit $ 968

Return if exercised ($968 + $5800) = 16.69%

Return if Unchanged

Call premium $ 700
Dividends 68
Total profit $ 768

Return if unchanged ($768 + $5800) = 13.24%

The next step—to accurately compare the two returns—is
to annualize. For example, if the time between purchase



of the stock and expiration of the option is nine months,
annualized return if exercised is:

16.69% + 9 = 1.85%
1.85% x 12 = 22.20%

This calculation assumes that exercise occurs at the point
of expiration, which is the most likely time. In compari-
son, return if unchanged is:

13.24% +9=1.47%
1.47% x 12 = 17.64%

So, on an annualized basis, we can conclude that re-
turn if exercised would be 22.20%, and return if un-
changed would be 17.64%. These calculations can be
‘performed in advance of even making the decision to sell
a call. From the comparison, you may conclude that exer-
cise would produce a greater return than nonexercise.

A problem in comparing these returns is that one is
based on the sale of the underlying stock, while the other
involves only option premium and dividend. The compar-
ison is not valid, because you need to assess whether or
not you're willing to sell the stock at the striking price. As
a general rule, you should not sell a call if you are not
willing to release the stock upon exercise. In addition to
the flaw in comparison between the two outcomes, the
sale of the stock also means there will be a tax conse-
quence, a point to keep in mind when planning out-
comes. Make your own comparisons on a net basis,
meaning you also calculate the taxes on your profit. Taxes
have not been calculated here because tax rates differ
vastly for individuals on the federal level, and state and
local taxes will be different for everyone as well.

Once an option is exercised, you face another prob-
lem—a sum of available cash that you probably will want
to reinvest. Depending on the timing and market condi-
tions, exercise could create problems for you that you do
not anticipate when simply evaluating option investments.

Obviously, the likely outcomes are far from comparative,
(



given that each outcome creates a different set of circum-
stances for you.

Consider how these computations can be used. In
deciding whether or not to enter into a particular option
transaction, an understanding of possible outcomes—ex-
ercised or unchanged—will help you to judge risks as well
. as potential profit. With this in mind, the relatively easy
calculations are valuable to you whenever you are think-
ing about an option transaction. In other words, assuming
that you are willing to sell the stock, suffer the tax conse-
quences of the profit, and risk the timing of the market
and the need to reinvest your proceeds, comparisons of
outcome are valuable tools.

In comparing return if exercised and return if un-
changed, also note whether you have owned the stock for
more than the option period. If you have owned the stock
for many years, it is not accurate to include the gain on
the stock in the calculated annualization along with the
option premium. The longer you have owned the stock,
the greater the distortion. Another factor: If the striking
price is actually lower than the original cost of that stock,
then return if exercised involved offsetting an option
profit with a stock loss. This also affects annualization, es-
pecially if you have owned the stock for many years.

Example: You bought 100 shares of stock last year and
paid $37 per share. Last month, you sold a call with a
striking price of 35—two dollars below your basis. You
were paid a premium of 6; you will also receive a dividend
of $40 between now and expiration.

Return if Exercised

Striking price $3500
Original cost 3700
Loss $(200)
Dividends 40
Call premium __ 600
Net profit $ 440

Return if exercised ($440 + $3700) = 11.89%



" calculating Rate of Return for Sellers

As an aware options trader, you need to calculate the
risks in advance of entering a trade. You also need to set
standards for yourself. In the above example, a return of
11.89% might be considered a reasonable way to profit
from the option while also selling stock that has not lived
up to expectations. Your own standards may vary, and op-
tions can be used to create profits, minimize losses, or ex-
pand your opportunities for success in the market.
Standards identify the desired level of profit you hope to
achieve, while also limiting your exposure to loss. Any
options investor who experiences an unexpected loss has
failed to evaluate all of the possibilities of a particular
strategy. If you set standards and perform your evaluation
properly, you will not suffer any unexpected surprises.

Success in the options market means entering an
open position with complete awareness of all the possible
outcomes. You will also know when to cancel a position
with an offsetting closing transaction, based on changes in
circumstances; when to exercise and when to allow op-
tions to expire; and what will happen to you as a seller in
the event of exercise. You need to have complete under-
standing of the range of outcomes before making any de-
cision. Knowledge of profit potential is not enough. You
also need to be aware of all of the risks involved in any
strategy and any decision.






Buying Calls

call grants the buyer the right to buy 100

shares of a specified stock, at a specified strik-

ing price, on or before a specified expiration
date in the future. The premium the buyer pays acquires
that right. As a call buyer, you choose among three al-
ternatives: First, you can sell the call before it expires;
second, you can exercise the call and buy 100 shares of
the stock; or third, you can allow the call to expire
worthless.

You are never obligated to buy 100 shares when
you are the buyer. The seller, in contrast, would be re-
quired to deliver 100 shares if the buyer exercised the
option. The decision you make as the buyer (owner) of
a call will depend on:

v’ The actual movement of the underlying stock and
the resulting effect on the call’s value.

¢/ Your reasons for buying the call in the first place.

v’ Your risk posture and willingness to wait out the
future movement of the stock and the option, ver-
sus taking a sure profit today. (This is where set-
ting and following your standards comes into

play.)
19



the use of money
to assume risks
for short-term
profit, in the
knowledge that
substantial or
total losses are
one possible out-
come (Buying
calls for leverage
is one form of
speculation. The
buyer may earn a
very large profit
in a matter of
days, or could
lose the entire

amount invested.) |
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UNDERSTANDING THE LIMITED LIFE
OF THE CALL

You can become a call buyer purely in the interest of
making a profit within a limited period of time. That
profit is made by selling the call at a higher price than
you paid for it, or by exercising the call to buy 100 shares
of stock below current market value. The call can also be
used to offset losses in a short position held in the under-
lying stock. These uses of the call are explained later in
this chapter.

Every investor experiences risk, and the risks for
buyers are not the same as those for sellers. Before becom-
ing an options buyer, examine the risks and be completely
familiar with the potential losses as well as the potential
gains. Since the purchased option exists for only a very
limited period of time, you will need to achieve your ob-
jective before expiration. Otherwise, the investment will
quickly become worthless.

Anyone who has purchased stock knows that time is
a luxury. In fact, one bit of wisdom about the stock mar-
ket is that wise investors often must be patient. It takes
time for companies to mature, and long-term growth
means stockholders often need to settle back and wait for
several years before their investment really pays off. The
stockholder decides when and if to sell. Most people buy
shares of stock for dividend income and long-term appre-
ciation, so the time factor is a benefit. Call buyers, in com-
parison, cannot afford to wait too long. For the call buyer,
time is the enemy.

A simple comparison between purchasing stock and
purchasing options defines speculation. Typically, specula-
tors accept the risk of total loss for the opportunity to be
exposed to potentially substantial profits. Because a rela-
tively small amount of money can be used to tie up 100
shares of stock, it is reasonable to describe call buying as
one form of leverage. One of the most common examples
of leverage is borrowing money to invest. However, buy-
ing options is another form. Because options are only
rights and include no tangible ownership, and because
they exist for only a limited period of time, they are essen-



tially side bets in the market. A buyer is betting that the
stock’s market value will rise, and a seller is betting that
market value will fall. Fast—and significant—profits or
losses can and do occur for call buyers, and knowing the
extent of those potential profits and losses is an important
first step. :

Knowing what you're getting into, determining that
the strategy is appropriate for you, and comprehending
the risks involved define the idea of suitability for a partic-
ular investment or market strategy. Too often, would-be
investors understand only the profit potential in a strat-
egy, but are not aware of the risks.

Example: An investor has no experience whatsoever in
the market; he has never owned stock before and does not
know how the market works. He has $1000 to invest to-
.day, and decides he wants to earn a profit as fast as possi-
ble. A friend told him that fast and large profits can be
earned by buying calls. He needs at least $1500 by Sep-
tember, when a debt will be due. Even though he cannot
really afford to risk the $1000, he wants to buy three calls
for 3 ($300) each. If the stock goes up at least 3 points, he
will double his money; if the stock goes down or does not
move at all, he will lose all of his money.

This investor does not meet the suitability standards
for investing in options. He does not know what factors
cause stocks to rise and fall; he cannot afford to lose the
$1000; he is aware of the profit potential, but not aware
enough of the loss potential. In this situation, the broker
is responsible for recognizing that option buying is not
appropriate. The broker should discourage this investor
from buying calls and, if the investor persists, the broker
should refuse to execute the order.

Call buyers who succeed develop a sense of timing.
However, that sense grows from observing how the under-
lying stock moves. That cycle might not be easy to de-
scribe; it occurs in a somewhat predictable pattern, but
the astute investor times option decisions based on expe-
rience. Not only is the timing important based on move-
ments in the stock, but also the distance between the

leverage
the use of invest-
ment capital in a
way that a rela-
tively small g
amount of money ‘
enables the in-
vestor to control a |
relatively large '
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example, using
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stocks or bonds—
or through the -
purchase of op-
tions, which exist
for only a short
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enable the option
buyer to control
100 shares of
stock. As a gen-
eral rule, the use
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creases potential
for profit as well
as for loss.)
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which a particu-
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risks involved.)

purchase and expiration may also affect the risk level, and
that level could be different for each stock. Because timing
is so important for option buyers, the novice tends to suf-
fer more losses than profits.

Example: An investor has several years’ experience in
the stock market. Even though she has never played the
options market before, she has spent a lot of time reading
about it, learning the terminology, and learning how to
read options listings. She has tracked a few hypothetical
option purchases over the past two or three months, and
has begun to see the patterns of pricing changes. She also
has a portfolio of relatively secure and diversified stocks
and shares of mutual funds, and about $1000 in cash that
she is willing to risk in the options market. She wants to
buy three calls at 3 ($300) each, knowing the extent of
potential gain and loss.

This situation is vastly different than the first exam-
ple. This investor understands the market; she can afford
to place the $1000 at risk; she knows both the profit and
the loss potential. And even though she has no experi-
ence, she has spent the time to learn how the options
market works, and has tracked a few hypothetical invest-
ments. For this investor, a limited experiment in the op-
tions market is entirely suitable. She understands that
time works against the buyer, and that timing could spell
the difference between profit and loss. She will be making
an informed decision.

Suitability refers not only to your ability to afford
losses, but also to the risks involved in the market. If this
investor works with an experienced broker, it would
make sense to also listen to that broker’s advice about the
proposed options investment. However, everyone who
wants to become involved with options should also be
aware that not every broker understands the market well
enough to offer advice. Make sure your broker can really
help and be willing to determine the course of your own
investment decisions, even with the help of an experi-
enced broker.



JUDGING THE CALL

Most call buyers lose money. Even with the most ad-
vanced understanding of the stock and options market,
this fact cannot be overlooked. In many cases, the under-
lying stock’s market value rises in value, but not enough
to exceed the declining time value in the option. So in
some instances, a modestly rising stock value is not
enough to produce profits for the option investor.

Example: You recently bought a call for 4 ($400) when it
was at the money (meaning the current market value and
the striking price were identical)—at $45 per share. By
expiration, the stock had risen to $47 per share, but the
call was worth only 2 ($200). Why? The entire $400 pre-
mium at the time of purchase consisted of time value, and
‘intrinsic value was zero. That evaporated completely by
expiration. The remaining value of $200 represents the 2
points in the money and is all intrinsic value. The best ac-
tion in this case would be to sell the option just before ex-
piration and accept the $200 loss. The alternative would
be to lose the entire amount by allowing the call to expire
worthless.

Example: You bought a call two months ago at %
(8$37.50) when the stock was 7 points out of the money
(current market value was 7 points below striking price).
Now the expiration date has arrived. The stock has expe-
rienced a 6-point rise, which is dramatic. However, the
option is worthless because even with the dramatic rise in
market value of the underlying stock the option is still out
of the money. The premium at the time of purchase repre-
sented time value, and no intrinsic value exists.

Call buyers will lose money if they fail to set goals
for themselves. If the premium value falls below their
original cost, they have to overcome not only the fallen
price, but time as well. That is why it is important to set a
bail-out point for yourself, to cut your losses at some
point. If the premium value rises above original cost,

4
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know in advance when you will sell, and follow that rule.
Otherwise, today’s profit may disappear tomorrow and the
opportunity will be lost. Successful call buyers set and fol-
low goals.

Example: You are the type of investor who believes in
setting specific rules and standards. So when you bought a
call at 4 ($400), you promised yourself you would sell if
the call's premium value fell to 2 ($200), and that you
would accept a $200 loss. You also vowed to sell the call if
its value rose to 7 ($700), in which case you would have a
$300 profit. You reasoned that if you followed your own
rules, you would limit your losses and take your profits
when available. You know that with options, time is al-
ways limited and opportunities might not be repeated. As
an option buyer, you often do not get a second chance.

Realized profits occur only when a position is closed.
For a buyer, that requires an offsetting sale; and for a
seller, it requires a closing purchase. As an option buyer,
you need to decide at what point you will sell, and that
decision has to be made before you enter the position. 1f
you want to succeed, you also need to stick to the stan-
dard, and act when the moment arrives. Otherwise, you
will only watch the potential for realized profits come and
go. You will earn only paper profits but end up with real-
ized losses.

Most call buyers study four attributes: current pre-
mium value, the portion representing time value, months
until expiration, and perception of the underlying stock.
For example, you might look through listings in the Wall
Street Journal, seeking a call available for a premium of 2
or less, that is at the money or close to it, that has at least
three months to expiration, and that is available on one of
a limited number of companies you consider strong
prospects for short-term price increase. However, this
method is flawed. The smaller premiums do not always
represent the best values.

The best premium bargains for options with the
longest time until expiration are those that are the greatest
number of points in the money. If the striking price is 40,



and the stock is now worth less than $35 per share, you
can probably easily find a call with six months until expi-
ration for a very low price. Of course, you will also need
that stock’s market value to grow substantially in order for
the option to have any intrinsic value by expiration. Or, in
the alternative, time value needs to grow in the immediate
future in order for your position to become profitable.

Trading on time value is a very poor strategy. It is
possible that time value will increase in the very short
term; but it is more likely that out-of-the-money options
will be unresponsive to stock movement below striking
price. In other words, if striking price is 40 and the option
is trading between 34 and 39, don’t expect time value to
move much at all. While those price movements are oc-
curring, time is going by. That means that time value will
evaporate due to the passage of time and not due to
_changes in the stock’s out-of-the-money value.

Example: You bought a call with a striking price of 40
and paid a premium of 1 ($100). The option will expire in
seven months, meaning there is a lot of time in which the
stock’s market value might change. The stock is now at
$34 per share, 6 points out of the money. In order for you
to realize a profit on this call, the stock’s market value
must be greater than $41 per share (before considering
broker charges), because you can estimate only the future
intrinsic value, and not time value.

In the case above, time is definitely working against
you as a buyer. You need the stock to grow by 7 points
just to break even, and by more in order for you to realize
a profit. If you simply look at the relationship between
current premium and time until expiration, you can de-
ceive yourself. Never trade on time value. It will require a
substantial and very short-term increase in the stock’s
value in order for time value to increase enough to create
a profit.

It might be possible to profit entirely on time value,
meaning buying an option out of the money and hoping for
short-term premium growth due to sudden out of the
money increases in the stock’s value; but you cannot count
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on that occurring. If the stock were to rise several points im-
mediately after you bought the call, time value would in-
crease as well, and you could close the position with a
profit. The greater the distance between current market
value of the stock and striking price of the option—in other
words, the wider the out-of-the-money range—the greater
the chance that you will not be able to realize a profit. Re-
member that the real leverage value of options is found in
the movement of stock and option when the stock is in the
money. Thats where the point-for-point movements occur.
As shown in Figure 3.1, whenever the stock is more than 5
points below the striking price of the call, it is said to be
deep out of the money. For puts, the number of points is the
same but the direction is opposite: “Deep out” refers to the
market value of the stock being above the option’ striking
price. And if the stock is 5 points above the calls striking
price (or below the put’s striking price), it is said to be deep
in the money.
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Deep in/deep out stock prices for calls.
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FIGURE 3.1



ESTABLISHING GOALS

Most people think of buying options as a purely specu-
lative activity. If the price goes up, you make a profit,
and if the price goes down, you lose. While that is es-
sentially true about the speculative nature of buying
calls simply to make a profit, calls can also be used for
other reasons.

Goal 1: Gaining Leverage

We previously described leverage as using a small
amount of money to control a larger investment. This is
the perfect description of call buying. For a few hundred
dollars, you control 100 shares of stock. By “control” we
mean that you may choose to buy those 100 shares at any
time before expiration. Leverage is the most common rea-
son for buying calls—that is, calls create the potential for
substantial gain through the use of a limited amount of
money. This is why so many investors are willing to take
the risks associated with buying calls. The potential for
profits makes it worthwhile to them. To show just how
rapidly profits can occur, let’s assume you are comparing
risks between the purchase of 100 shares of stock, and
the purchase of a call that will expire in four months. See
Figure 3.2.

The stock is selling at $62 per share. You may ei-
ther buy 100 shares at a cost of $6200, or purchase a
call with a striking price of 60 for a cost of 5 ($500). Of
the total premium, 2 points are intrinsic value and 3
points are time value.

If you buy 100 shares of stock, you must pay for
the purchase within five business days. If you buy the
call, you must make payment on the business day after
the transaction. The payment deadline for any transac-
tion is called the settlement date.

As a call buyer, your plan is to sell the option be-
fore expiration. Like most call buyers, you have no in-
tention of actually exercising the option and buying 100
shares, but are hoping the stock’s current market value

..... ’ settlement |
the date on
which a buyer is
required to pay |
for purchases, or |
on which a seller
is entitled to
receive payment
(For stocks, set-
tlement date is
five business
days after the
transaction. For
options, settle- |
ment date is one ‘
business day
from the date of |.
the transaction.)




will increase enough so that the option’s intrinsic value
will also grow. That will produce a profit.

For $500, you have control over 100 shares of
stock. That’s leverage. You do not need to invest $6200
to gain that control. (The stockholder, in comparison, is
entitled to dividends and does not have to worry about
time.) Without considering the commission costs of °
buying and selling options, what could happen in the
immediate future?

If the stock rises 5 points, the stockholder’s $500
profit represents an 8.1 percent return. Because the pre-
mium of the option will rise dollar for dollar, the call
buyer will realize a 100 percent return in the same situa-
tion: 5 points over and above the $500 investment. The
profit will occur only if the call’s value increases before the
3 points of time value evaporate. Conceivably, if the 5-
point gain occurred only at the point of expiration, it
would translate to only a 2-point gain:

STOCK (1) CALL (2)

PROFIT | RATE OF|| PROFIT |RATE OF
OR LOSS| RETURN || OR LOSS| RETURN

price increase

of 5 points $500 | 8.1% || $s00 | 100%
Pecr ,,‘2?,{? ase $100 | 16% || s$100 | 20%
change. of o o| o

2?",",,‘3,‘2‘,"{““ -$100 |-1.6% || -$100 | -20%
g;‘?p%?nﬁ;“” -$500 | -8.1% || -$500 [-100%

(1) purchased at $62 per share ($6200)
(2) striking price 60, premium 5 ($500)

FIGURE 3.2 Rate of return: buying stocks versus calls.



Original cost $500

Less: evaporated time value ~ -300
Original intrinsic value $200
Plus: increased intrinsic value +500
Value at expiration $700
Profit $200

A point-for-point change in option premium value is
substantial. An in the money increase of 1 point yields 1.6
percent to the stockholder in this example, but a full 20 per-
cent to the option buyer. If there is no price change between
purchase and expiration, three-fifths of the option premium
will evaporate because it is time value. By waiting without
price movement, the call buyer risks losses due strictly to
evaporation of time value.

As a call buyer, you are under pressure of time for two
reasons. First, the option will expire at a specified date in the
future. And second, as you approach expiration, the rate of
decline in time value accelerates. This is why the chance of
loss for the option buyer is high. An increase in the value of
the underlying stock is not sufficient. The increase must be
enough to offset time value and yield a profit above the strik-
ing price adequate to exceed the total premium you paid.

You can buy calls that have little or no time value. But
to do so, you need to select calls that are close to expiration,
meaning you have only a short time for the stock’s value to
increase.

Example: In the second week of May, the May 50 call is
selling for 2, and the underlying stock is worth $51%5 (1%
points in the money). You buy one call. By the third Friday
(next week), you are hoping for an increase in the underly-
ing stock’s value. If the stock goes up 1 point, the option will
be profitable. Because time is short, your chances of realiz-
ing a profit are limited. But profits—if they do occur—will
be close to dollar for dollar with movement in the stock. So
if the stock were to jump 3 points, you could double your
money in a day or two. And of course, if the stock were to
drop 2 points or more, the option would be worthless.



The greater the time until expiration, the greater the
time value premium-—and the greater the increase you will
require in the underlying stock just to maintain option
value. For the buyer, the interaction between time and time
value is critical. See Figure 3.3.

Example: You buy an option for 5 when the stock is at or
near the striking price of 30. Your advantage is that you
have eight months until expiration. For six months the un-
derlying stock remains fairly close to the striking price, and
the option’s value—all or mostly time value—declines over
the same period. Suddenly, the stock moves up to $33 per
share. But because much of the time value has disappeared,
the option is worth only 3; you have lost $200.

Buying calls for leverage—controlling 100 shares of
stock for a relatively small amount of money—offers the po-
tential for substantial gain. But because time value declines
as the expiration date comes ever closer, risks are also great.

underlying stock
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FIGURE 3.3 Diminishing time value of the call relative to -
the underlying stock.



Even with the best timing and analysis, it is extremely diffi-
cult to consistently earn profits through buying calls and
hoping for timely price increases.

Goal 2: Limiting Risks

In one respect, the limited amount of money you put into
buying calls reduces your risk. A stockholder’s losses are
potentially greater when a stock falls many points.

Example: You bought a call two months ago and paid a
premium of 5 ($500). It is scheduled to expire this month
and is now virtually worthless, since the stock’s market
value has fallen 12 points—well below striking price. You
expect to lose the entire $500 but, in comparison, stock-
holders have lost $1200 for every 100 shares owned. You
controlled the same amount of stock with a $500 invest-
ment, meaning less capital at risk; your loss is limited to
only the $500. Offsetting this feature, stockholders can wait
for the stock to rebound even if that takes years; you will
lose if the stock does not rebound by expiration this month.

The time factor impedes the value of limiting risks.
You benefit only so long as the option exists, with expira-
tion a reality you cannot escape. The stockholder has
more money at stake, but is not concerned with expira-
tion dates. It would make no sense to buy calls only to
limit risks. That is a side benefit of leverage. You may as-
sume that if you buy a call, it will be in the expectation of
rising stock prices in the immediate future. But in the
event you are wrong, your losses are limited to the
amount you risk in the form of a premium.

Goal 3: Planning Future Purchases

When you own a call, you fix the price of a future pur-
chase in the event you decide to exercise. This use of calls
goes beyond pure speculation.

Example: The market recently experienced a severe drop
in value. You have been following one company and



tracking its stock value, which was trading in a range be-
tween $50 and $60 per share. You would like to buy 100
shares at today’s depressed value, with the stock currently
trading at $39 per share. You believe that when the market
turns around, this stock will prove to be a bargain at that
price. However, you do not have $3900 available to buy
100 shares. You will receive enough cash to make this
purchase in six months. Not knowing what will happen -
between now and then, but expecting a rebound, one so-
lution is to buy a call.

To fix the price, you can buy calls while the market
is low, with the intention of exercising that call when you
do have the money. The 40 call is at present selling for 3
($300), and you purchase one contract at that price. Six
months later, the stock has increased to $58 per share.
The option is worth 18 just before expiration date.

In this example, the option buyer has a choice: Ei-
ther sell the call for 18 and realize an immediate profit of
$1500; or exercise the call and buy 100 shares at $40 per
share. If you seek long-term growth and prefer the perma-
nent value of owning stock, this is one way to use op-
tions—that is, to buy calls when you consider prices to be
exceptionally low, and exercise those calls if and when the
stock’s market value rises.

The advantage in this strategy is that your invest-
ment is limited. So if you’re wrong and the stock contin-
ues to fall, you lose only the option premium. If you are
right, you pick up 100 shares of stock below market value
by exercising.

Goal 4: Insuring Profits

A final reason to buy calls is to protect a short position in
the underlying stock. Most investors buy stocks hoping
values will rise in the future. At some point, they intend
to sell those shares at a profit. Other investors believe val-
ues will fall, and they sell shares by taking a short posi-
tion. If they are right, values will decline and their short
positions can be closed out at a profit.



Example: An investor sells short 100 shares when mar-
ket value is $58 per share. A month later, the stock’s value
has fallen to $52 per share. He makes a closing purchase
transaction—buying 100 shares—and realizes a profit of
$600.

A short seller’s risks are virtually unlimited. If he is
wrong and values increase, he can close a position only by
buying 100 shares at a higher price than the market value
at the time the short sale was made. To protect themselves
against this risk, short sellers may buy calls.

Example: An investor sells short 100 shares when the
market value is $58 per share. At the same time, she
buys one call with a striking price of $65, paying a pre-
mium of "/ ($87.50). Her risk is no longer unlimited. If
- market value rises above $65 per share, the value of the
call protects the position. Risk is limited to 7 points (be-
tween short sale price of $58 and call’s striking price
of 65).

In this example, a deep-out-of-the-money call was
fairly inexpensive, yet it provided a form of insurance for
the short seller. Of course, this protection is good only as
long as the call exists. So the short seller needs to decide
to exercise the call, buy the stock and close the position,
continue without protection, or buy an additional call
later. Short sellers reduce and limit risks but also erode
their potential profits by buying calls. The premium paid
can become an expensive form of insurance. Just as every-
one buying any form of insurance needs to assess the cost
versus the protection, short sellers need to compare their
costs and risks.

Example: A short seller pays a premium of 2 for the call
she needs over the next eight months. If the value of the
stock declines by 2 points, she would normally sell and
take the profit; but because she also paid insurance in the
form of buying a call, she will have only broken even at
that point:



even price (also
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Profit on the short sale $200
Loss in the purchase of the call -200
Net $ 0

Calls serve an important function when used by short
sellers to limit risks. They also take part of the potential
profit away from the short selling strategy. In the event the
stock falls in value, the short seller will absorb the pre-
mium cost. If stock values rise, having the protection of a
call can save thousands of dollars.

Example: An investor sold short 100 shares of stock at
$58 per share. At the same time, he bought a call with a
striking price of 65, and paid a premium of 2 ($200). A
few weeks later, the underlying stock rose dramatically on
rumors of a merger, to a price of $75 per share. The short
sell currently is down $1700 (for shares sold for $58, cur-
rently valued at $75). However, the call is worth 10
($1000) in intrinsic value, plus whatever time value re-
mains as well. To close the position, the investor can exer-
cise the call and pay only the difference between sale price
of the stock ($58) and striking price of the option ($65).
Without the call, the loss would be $1000 more.

DEFINING PROFIT ZONES

Whatever strategy you employ in your portfolio, be aware
of what is required to create a profit and the ranges of po-
tential loss to which you are exposed. You need to be
aware of the break-even price as well as the profit zone and
the loss zone. See Figure 3.4.

Example: You buy a call and pay a premium of 3 ($300),
with a striking price of 50. What must the stock’s price be
by the point of expiration, in order for you to break even?
What price must the stock achieve in order for you to
achieve a profit (assuming only intrinsic value remains by
that time)? And at what price will you suffer a loss?
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FIGURE 3.4 A call’s profit and loss zones.

In this example, a loss occurs if the option expires

_ out of the money, as is always the case. Because you paid

a premium of 3, when the underlying stock’s price is 3
points or less above striking price, the loss will be lim-
ited; the option will have some intrinsic value, but not
enough to produce a profit. So if at expiration the stock
is worth $52, the option will be worth 2, which is 1
point below your cost. And if the stock is at $53 per
share, you break even (not counting broker fees). When
the stock ends up above $53 per share, you are in the
profit zone.

Defining break-even price and profit and loss zones
helps you to develop a goal with full awareness of the
range of potential profit and loss. Be willing to accept
limited losses rather than risk losing everything, when
expiration is pending. An example of a call purchase
with defined profit and loss zones is shown in Figure
3.5. In this example, the investor bought one May 40 call
for 2 ($200). In order to profit from this strategy, the
call's value must increase to a point greater than the
striking price plus the cost of the option (40 plus 2). So
$42 per share is the break-even price. Even when buying
a call that will expire within a few months, you should
know in advance what risks you take and how much
price movement is required to yield a profit.

the underlying

option investor
realizes a profit
(For the call buyer,
the profit zone
extends upward
from the break-
even price. For
the put buyer, the
profit zone ex-
tends downward
from the break-

even price.)
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FIGURE 3.5 Example of call purchase with profit and loss
zones.

Example: You have been tracking a stock with the idea
of buying calls. Right now, you could buy a call with a
striking price of 40 for a cost of 2 ($200). The stock’s mar-
ket value is $38 per share, 2 points out of the money. In
deciding whether or not to buy this call, you understand
that between now and expiration the stock will need to
rise by no less than 4 points—2 points just to get to strik-
ing price and 2 points to cover your cost. If this occurs by
expiration, the option will be worth what you will pay for
it today—your break-even price. Remember, when the en-
tire premium consists of time value, the stock must
achieve intrinsic value by rising to striking price, and then
it must increase in value enough points to more than
cover your cost. You might conclude from this that spend-
ing $200 is not worth the risk.

Example: Another stock you have been following has an
option with a premium of 1 ($100), and is currently at the
money. Expiration is two months away and the stock is only
1 point below break-even (because of your premium cost).
Considering these circumstances, you might conclude that
the potential for profit is worth the risk in this case.

In the first example, a break-even price was actually 4
points away, and the option cost $200. In the second ex-
ample, only 2 points of price movement are required to



create a profit, and the option is available at half the price.
In addition, the potential loss is only $100, half the risk in
the first example.

You might make as much profit from a $100 invest-
ment as you will from an equally valuable $200 invest-
ment. The size of initial premium cost cannot be used to
judge potential profits; often the premium level is decep-
tive, and a more thoughtful analysis will reveal the real
risk/reward potential.

Before buying any options, you may evaluate the un-
derlying stock’s attributes as well. These include price,
dividend rate, volatility, and other features that, collec-
tively, define the stock’s safety and stability. There is no
point in picking what seems a viable option purchase if
the stock itself is weak or unpredictable. At the very least,
you need to determine from recent history how respon-
. sive the stock is likely to be to the general movement of
the market as a whole. In a greater sense, options cannot
be evaluated apart from their underlying stock; the real
value and profit potential in the option is directly a factor
of how that stock is likely to perform in the near future.

You may also evaluate the entire stock market before
deciding whether your timing is good for investing in op-
tions. For example, do you believe the market has recently
risen at too fast a rate, and is likely to have a correction
soon? You may want to wait before buying calls, or you
may want to buy puts in response to that belief. The prob-
lem is that all of these judgments are only opinions; no one
really knows how market movements will occur in the fu-
ture, and you might be wrong. The entire process of buy-
ing and selling is based on timing and opinion. See
Chapter 6 for a more expanded explanation and discussion
of stock selection.

Beyond the point of stock and option analysis, you
have to learn to manage the time factor for options. Your
call will expire within a few months, meaning you have
only a very limited time for it to accumulate value. Any
time value in the option today will be gone by expiration,
and needs to be offset by increased value in the stock itself.

In the next chapter, strategies for buying puts are ex-
amined and explained in depth.

/






" ou will recall that call buyers acquire the right to
buy 100 shares of an underlying stock. In compar-
B ison, a put grants the buyer an opposite right: to
sell 100 shares of stock. The premium paid to acquire a
put grants that right to the buyer. On the opposite side of
this transaction is the put seller, who has agreed to buy
100 shares of the underlying stock at the specified exer-
cise price—if you exercise the put.

As a put buyer, you have a choice to make in the near
future. You may sell the put before it expires; you may ex-
ercise the put and sell 100 shares of the underlying stock at
the exercise price; or you may let the put expire worthless.

You are not obligated to sell 100 shares just by virtue
of owning the put. That decision is entirely up to you, and
it is a right but not an obligation. The seller, however,
would be obligated in the event you decide to exercise the
put. The decision you make as a put buyer depends on the
same features that motivate call buyers. These are:

¢ The movement in the underlying stock and how that
movement affects the put’s premium value.

v’ Your motives for purchasing the put, and how today’s
market conditions meet or fail to meet the purpose.

¢’ Your willingness to wait out a series of events be-
tween now and expiration and see what happens,
versus the desire for a sure profit today.
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UNDERSTANDING THE LIMITED LIFE
OF THE PUT

Puts can be purchased strictly on speculation. If you be-
lieve the underlying stock will be worth less in the near
future, you can either sell the stock short, sell calls, or buy
puts. As a put buyer, you want the stock to decrease in
value, the opposite of the call buyers desire. In that re-
spect, it is reasonable to consider call buyers optimists
and put buyers pessimists.

Short selling of stock is a strategy employed by in-
vestors who believe the stock’s value will fall. If they are
correct, they will be able to close their positions by buying
an equal amount of stock at a lower price than the open-
ing sale transaction. Short sellers borrow the stock from
the brokerage firm and then sell it. The brokerage firm de-
mands a deposit of a portion of the stock’s market value as
collateral at the time of the short sale. If the stock’s market
value rises, the brokerage firm requires that more money
be put on account.

The short seller risks the entire amount of the stock’s
market value. A deposit is required and the short seller
has to pay interest on the value of the borrowed stock. So
short selling involves even more investment risk than
buying stock: Risk is virtually unlimited because the
stock’s market value might rise to any potential level. The
advantage is that short sellers do not have to worry about
expiration as option investors do.

Selling short is a very risky strategy because of the
unlimited risk. A short seller hopes to gain from price de-
cline. But if that timing is wrong and the stock goes up,
the short seller will have to take a loss.

Selling calls achieves the same result and investors
who sell calls are subject to the same market changes.
However, the call seller can cover a short position by
owning 100 shares of the underlying stock. If the sold
call is exercised, the 100 shares are available to be called
away at the striking price. Selling calls has many simi-
larities to selling short, but risks can be much lower.
Call selling is described in greater detail in the next
chapter.



The final strategy for those who believe the stock.
will fall is buying puts. You will have the same risks as
call sellers in some respects. Time works against you
and time value will evaporate as expiration approaches.
If the stock declines but not enough to offset time value,
you may only break even or have a limited loss. If the
stock rises so that it is out of the money, the put will
have no value by expiration. However, your risk is lim-
ited only to the amount of the put premium. Unlike
short selling of stock or selling of calls, buying puts lim-
its your risks.

Compare the various stock market and option
strategies:

You Believe that the Market Will:
Go Up Go Down

Stock strategy Buy shares Sell shares
Option strategy (long) Buy calls  Buy puts
Option strategy (short) Sell puts Sell calls

Example: You have been following a specific stock over
the past few months. You believe it is overpriced today
and that market value will fall in the near future. So you
instruct your broker to sell short 100 shares. A few weeks
pass and the stock has fallen 8 points. You call your bro-
ker again and place a closing purchase transaction order
to buy 100 shares of stock. Because the price today is
lower than when you sold, you realize a profit of $800.

Example: You sold short a stock last month when it
was selling at $59 per share. At that time, you believed
the stock was overpriced and that it would decline in
value. However, a few days ago the company announced
a tender offer for the company’s stock at $75 per share.
The stock immediately jumped to $73. If you enter a
closing purchase transaction order now, you will lose
$1400 (the difference between your initial sale price
and current market value). If the tender offer is ac-
cepted or if the stock continues to rise for any other rea-
son, the loss will increase.



Example: You believe a particular stock is going to fall in
value, so you sell a call, and receive a premium of 4
($400). 1f you are right and the stock falls in value, the
value of the call will also decline, and you will either be
able to close it by purchasing it for less than the sale price,
or wait until expiration when—as long as the stock’s mar-
ket value remains below the striking price—it will expire
worthless.

Example: You believe a stock will fall in value, but you
do not want to sell a call, fearing that your potential loss
could be too significant. You are willing to risk a few
hundred dollars in a long position, however. So you buy
a put, paying a premium of 3 ($300). If you are right and
the stock falls, the value of the put will rise one dollar
for each dollar the stock declines (as long as it is in the
money). If you are wrong and the stock’s value rises, you
will lose.

You benefit from a stock’s declining market value
when you buy puts, and are able to avoid the risks asso-
ciated with short positions. When you sell short a stock
or when you sell a call, you expose yourself to poten-
tially large losses, often for potentially small gains that
might not justify the risk. Buying puts allows you to
have a potential for gain with only a limited exposure to
loss.

The limit of risk is a positive feature in put buying.
However, the put—like all options—will exist only for a
limited time. If the strategy is to be profitable, price
movement in the underlying stock must occur before
expiration date—and not just price movement, but
enough price movement to offset time value and pro-
duce a profit. So as a put buyer, you trade limited risk
for limited life.

Understanding the potential benefit is only part of
the formula necessary to succeed as a put buyer. You
also need to understand the risks and know in advance
how much price movement will be needed in the under-
lying stock in order to produce the needed profit. Too
many speculators buy puts with high time value, so that



many points of decline will be required to produce a
profit. If the stock is fairly stable in price movement,
chances for profit are greatly reduced.

Put buying is suitable for you only if you understand
the risks and are familiar with price history in the under-
lying stock. You also need to be willing to lose the entire
put premium. There should be no doubt: Buying an op-
tion is a risky investment, and should be undertaken only
if you can afford a loss.

Example: An investor has $600 available to invest, and
believes that the market as a whole will fall in the near fu-
ture. One problem, however: She cannot afford to lose the
$600, which is her entire savings account. She buys two
puts valued at 3 ($300), spending the entire savings ac-
count. The market does fall as she predicted; but the stock
on which the puts were written remains fairly stable and
the puts gradually lose time value. At expiration date, the
puts are worth 1 each, and she sells, receiving $200.

This investor’s perception of the market was correct:
Prices fell. But the puts were not profitable because the
particular stock did not follow the broader trend in the
market, so profits were not produced in the limited life
span of the options. Additionally, this strategy was inap-
propriate for the investor; she could not afford to lose the
$600. She also failed to analyze the market regarding fea-
sibility of buying puts. Although her belief about market
direction was right, that alone was not adequate to justify
the decision to invest. She saw the potential for gain and
did not also consider sufficiently the potential for loss.
She also was unaware of the strength of the underlying
stock in a declining market, a factor necessary in selecting
the right stock for a particular strategy.

This experience is not untypical. For a number of
reasons, investing in options can turn out unprofitably—
not because the perception of the investor is wrong, but
because there simply is not enough time, because particu-
lar circumstances are not right, or because the overall im-
plications of buying options are not understood well
enough.



If you understand the risks and can afford to specu-
late, put buying might have a place in your portfolio.
However, it cannot be emphasized too much: You need to
understand the evaluation not only of options, but of the
stock itself and of the market as a whole.

Example: An experienced investor has a portfolio that is
well diversified. He owns several stocks in different indus-
tries, shares in two mutual funds, and some real estate. He
has been investing for several years and fully understands
the risks involved in various markets. He considers his
portiolio a long-term investment and has carefully se-
lected stocks with that goal in mind. Short-term price
movements do not concern his greatly. Outside of this
portfolio, he also has available several hundred dollars for
speculation. He believes the market will fall in the near
future. So he buys puts, selecting stocks that, in his opin-
ion, are most likely to fall enough to produce a profit.

This investor understands the difference between
long-term investment and short-term speculation. He has
a base in his portfolio and a thorough understanding of
the market. He can afford the losses because he is using
money specifically set aside for speculation. Buying puts
is an appropriate strategy, given his belief about current
conditions and likely price movement in the near future.
The money used to buy options is separate from the capi-
tal invested long-term. The ability to afford losses, the in-
vestor's understanding of the market, and the proper
selection of stocks on which to buy puts all add up to a
greater likelihood of success.

JUDGING THE PUT

Time works against all option buyers. Not only will your
option expire in a few months, but you also have to accept
the declining time value that offsets some gain in intrinsic
value.

You can select low-priced puts—ones that are out of
the money—but that means you need many points more



just to produce a profit. Or you can select puts in the
money, meaning that if the stock moves upward, you
stand to lose on a point-for-point basis.

Example: You bought a put and paid a premium of 5
($500). At that time, the stock’s market value was 4 points
below the striking price, or in the money by 4 points.
(You will recall that for calls “in the money” means the
stock’s value is higher than the striking price, and it is the
opposite for puts.) However, by expiration, the stock has
risen 4!/, points and the option is worth only /2 ($50).
The time value has completely disappeared, and you sell
on the last day before expiration. Your loss: $450.

Example: You bought a put several months ago, paying a
premium of /2 ($50). At that time, the stock’s market

“value was 5 points above the striking price (out of the
money). By expiration, the stock’s market value has de-
clined 5%, points, so that it is !/, point in the moneys; its
value is then !/; ($50). When you bought the put, it had
no intrinsic value and only a small amount of time value;
at expiration, the time value is gone, and only '/, point of
intrinsic value remains. You realize no profit, because the
net value has not changed; in reality, you will lose money
on brokerage fees just for opening and then closing the
position.

The problem is not limited to picking the right direc-
tion in which the underlying stock will move, although
many novice option investors fall into the trap of thinking
that is the only issue. Rather, the degree of movement in a
limited period of time must be great enough to produce
enough price change to offset decreasing time value, to
produce intrinsic value above the original cost, and to
cover brokerage costs.

Some speculators attempt to bargain hunt in the op-
tions market. The belief is that a cheap option is a better
buy than an expensive (or higher-priced) option. But this
is not always the case; some cheaper options are cheaper
because they are not good bargains. The question of qual-
ity should always be considered when comparing prices of



options (and other investments). Some options are low-
priced and also low-quality. This means your chances for
profit are correspondingly low. All option purchasers need
to examine the reasons that particular options are priced
at “bargain” levels: The low prices might reflect true
value. Just as “bargain” merchandise offered by stores may
be junk that no one really wants to buy, options some-
times fall into the same category.

Example: You bought a put last week when it was in the
money and paid 6 ($600). You believed the stock was
overpriced and was likely to fall. Two days after your pur-
chase, the stock fell 1 point. At that time, you sold and re-
ceived $700. This represents a return on your investment
of 16.7 percent in two days.

Goal-setting for put buyers is as important as it is for
call buyers. Do not allow the “greed factor” to distort your
views of the market, to take over, or to distract you from
your purpose. In the example above, the position is closed
after movement of only 1 point; the return is substantial
with that modest movement. Hesitation in the hopes of
greater profits might work out; it might also mean a large
loss. Setting standards gives you targets to aim for; once
the targets are hit, the position should be closed.

Example: You bought a put last month and paid a pre-
mium of 4 ($400). At that time, you decided to set a few
goals for yourself. First, you decided that if the puts value
fell by 2 points, you would sell and accept a loss of $200.
Second, you promised yourself that if the puts value rose by
3 points or more, you would sell immediately and take your
profit. You decided you would be willing to accept a 50 per-
cent loss, but would also close out the position if you could
get a 75 percent gain. And failing either of these outcomes,
you would sell the put at expiration for whatever its value.

Setting goals is the only way to succeed if you plan to
speculate by buying options. Too many speculators fall into
a no-win trap because they fail to set standards for them-
selves.



Example: You bought a put last month and paid 5
($500). Your plan was to sell if the value went up 2 points
or more. A week after your purchase, the stock’s market
value fell and the puts value went up to 8 ($800)—an in-
crease of 3 points. You didn't sell, though, because you
thought the stock’s market value might continue to fall,
meaning the puts value would rise even further. You didn't
want to lose any future profits. The week after that, the
stock’s value rose 4 points and the put lost 4 points. The
opportunity was lost.

Investors who fall into this trap find it impossible to
take profits or to cut losses in any circumstances. When
the option is more valuable than when they bought it, they
fear missing out on additional gains. When it is below
their basis, they convince themselves they have to get back
to where they started. In this situation, when do you sell?

The lost opportunity might not repeat itself and,
with options, usually does not. So potential profits aren’t
taken and are lost forever. The same logic is applied when
a put loses value.

Example: You bought a put last month and paid a pre-
mium of 6 ($600), resolving that you would sell if its value
rose or fell 2 points or more. A couple of weeks ago, the
stock’s market value rose and the puts value declined to
your bail-out target. You hesitated, though, hoping it
would rebound. As of today, the stock has risen a total of 5
points, and your $600 investment is now worth only $100.

Even if this stock did eventually fall, time is working
against you. The longer it takes for the turnaround in
value, the more time value you lose. The stock could fall a
point or two over a three-month period, in which case
you would trade time value for intrinsic value, with a net
effect of zero. You probably will never get back to an ac-
ceptable minimal loss level, and should have taken the
smaller loss when the chance presented itself.

The problem of time value is the same problem call
buyers experience. It does not matter whether price move-
ment is required to go up or down; time is the enemy, and



the movement has to offset time value plus produce
enough intrinsic value to surpass your purchase price.
The relationship between the underlying stock and time
premium value is summarized in Figure 4.1.

Example: You buy a put for a premium of 5 ($500) with
a striking price of 30. Between purchase date and expira-
tion, the underlying stock rises above the striking price,
but then falls to 27, which is 3 points in the money. If you
sell the put at expiration, you will lose $200, because time
value has evaporated. Even though the stock is 3 points in
the money, price movement was not adequate to produce
a profit on the $500 investment; for that, the stock would
have to be more than 5 points in the money.

The further out of the money the stock price, the
cheaper the premium for an option—and the lower the
potential for profit. This relationship is not a coincidence;
it is predictable. Likewise, the further in the money the

underlying stock
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FIGURE 4.1 Diminishing time value of the put relative to
the underlying stock.



Judging ‘the P

stock is, the more expensive the option—because you will
be paying for both time and intrinsic value.

If you buy an in-the-money put and the underlying
stock increases in value, you will lose 1 point of premium
value for every point of movement in the underlying
stock—as long as it remains in the money—and, by the
same argument, for every point the stock decreases in
value, the put will gain 1 point of value.

Whether you prefer lower-premium puts out of the
money, or higher-premium puts in the money, be aware of
the point distance between the stock’s current market
value and the striking price. For out-of-the-money op-
tions, the more points away, the greater your risk.

To minimize this risk, limit your speculation to
within 5 points from the striking price. You will see that
this seemingly small range is really quite large when you
compare premium costs to time until expiration and real-
ize how much price movement is required to produce a
short-term profit. As shown in Figure 4.2, you should
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FIGURE 4.2 Deep in/deep out stock prices for puts.
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avoid both deep in and deep out puts. The deep in puts
are expensive, and the deep out puts are too far from
striking price to promise a reasonable chance for profit.
Set goals and stay with them. Consider the premium
value, the mix of time and intrinsic value, time until expi-
ration, and the underlying stock’s price movement, finan-
cial strength, stability, and other features. Do not make
the most common speculator’s mistakes: shopping for
puts based only on premium bargain levels and time until

expiration. Look at the entire picture and remember that ™"

there is an inescapable relationship between the stock and
the put. Volatility and perceptions of that company by the
investing public will determine how your put performs
between purchase and expiration.

ESTABLISHING GOALS

There are three reasons to buy puts. The first is purely
speculative: the hope of realizing a substantial profit in a
short period of time. Second, you may buy puts to offset
the risk of short selling of stock. Third, puts can serve as a
form of insurance against declines in the market value of
stock you own.

Goal 1: Gaining Leverage

Most investors who buy puts are hoping to profit from
leverage. With a limited amount of money available, the
potential for profits is greater through puts than it is
through short selling. Risks are also limited. Here’s how
leverage works in the case of puts:

Example: A stock is currently valued at $60 per share. If
you sell 100 shares short and the stock drops 5 points,
you can close the position and realize a $500 gain. If you
believe the stock will fall but, instead of selling short, you
buy 12 puts at $500 each (total $6000), your potential
profit is far greater. A drop of 5 points will yield a gain of
$6000—a 100 percent return—assuming that no deterio-
ration also occurs due to falling time value.



This example assumes, of course, equal price movement
for both sides: selling short versus buying puts. It also as-
sumes you are willing and able to invest $6000 in either
strategy. While such assumptions will not always apply, the
example makes the point that the use of leverage with op-
tions creates the potential for greater profits but also
comes with correspondingly higher risks and the in-
escapable problem of time value and looming expiration.

If you do not have a large sum of capital available to
make such a choice, you can still use leverage to your ad-
vantage.

Example: You buy a put for a premium of 5 ($500) and a
striking price of 60. The stock is currently selling at $60
per share (at the money). Aware of the risks and potential
rewards in this strategy, you made your decision by com-
paring put buying to the relative risks and rewards of sell-
ing short. As shown in Figure 4.3, a drop of 5 points in
the stock’s market value would produce a $500 gain with
either strategy (this assumes immediate price movement
for the purpose of comparison, and does not consider
possible decline due to time value).

STOCK (1) PUT (2)

PROFIT |RATE OF|| PROFIT |(RATE OF
OR LOSS| RETURN (|lOR LOSS | RETURN

price decrease

of 5 points $500 8.1% || $500 | 100%
price decrease

of 1 point $100 1.6% $100 20%
no price

change o] 0 0 0
price increase

of 1 point -$100 | -1.6% || -$100 |- 20%
price increase

ot 5 points -$500 | -8.1% || ~$500 | -100%

(1) soild short at $62 per share ($6200)
(2) striking price 80, premium 5 ($500)

FIGURE 4.3 Rates of return: selling short versus buying
puts.



Because a short sale requires the combination of a
deposit equal to part of the stock’s value and interest pay-
ments on the borrowed stock, the short seller has a time
problem just as the option buyer does. While the option
buyer is concerned with diminishing time value and expi-
ration, the short seller is paying interest—which has the
effect of eroding future profits, which may or may not ma-
terialize—and must also live with the threat that the stock
might rise rather than fall.

A decline of 5 points—given this example—will pro-
duce an 8.1 percent profit to the short seller and a 100
percent return to the put buyer. For that difference in
yield, compare the risks. The short seller’s risks are unlim-
ited due to the potential that the stock’s market value
could rise. The put buyer’s risk is limited to the $500 in-
vestment in the option’s premium. A drop of 1 point in
the value of the stock will cause a 1.6 percent profit to the
short seller, but a 20 percent profit to the put buyer.

Losses can be compared on a similar basis. When a
short seller’s stock rises in value, the loss can be substan-
tial. But the amount of loss for the put buyer is strictly
limited to what was paid to buy the put. Most put buyers
never intend to exercise the put. If the put increases in
value, the most likely action is to sell that put at a higher
price than was paid for it, resulting in a net profit.

Goal 2: Limiting Risks

It is possible to double your money in a very short period
of time by speculating in puts. And the leveraging of your
money increases even a modest investment’s potential. In
one respect, leverage increases risks; in another, it de-
creases risks.

Risks are increased through leverage because you
might lose the entire amount invested. The more you in-
vest in buying puts, the more you stand to gain, or to lose.

Example: You recently bought a put and paid a premium
of 4 ($400). However, expiration date is coming up soon
and the stock’s market value has risen above striking
price. If the put expires, you will stand to lose the entire



$400. Time has worked against you. You know that the
stock’s market value might eventually fall below striking
price, but not necessarily in time to save the put’s value,
or to produce enough profit to cover your basis.

Risks decrease with puts when compared to short
selling. If a stock rises instead of falling as you expect,
your puts will decline in value; but if you sell short, you
need to make up the difference when you close the short
position. Before closing, you might be required to put up
more deposit and pay more interest, since the borrowed
stock’s market value is higher. These considerations
could mean your costs might rise well above what you
expected. The limited risk of put buying is a considerable
advantage.

Example: An investor sold short 200 shares of stock with
market value of $45 per share. The stock later rose to $52
and, fearing further price increases, the investor sold. His
loss was $1400. If that same investor had bought puts in-
stead of selling short, the potential loss would have been
limited to the total premium paid. (Amount of loss de-
pends, of course, on the level of the premium.) The fear of
further price increases would not have been a factor, at
least not in assessing additional losses. The short seller’s
potential loss is unlimited. The put buyer, though, can
never lose more than the cost of the premium.

This advantage is the privilege of taking a long position
over a short position. Although the strategy is employed
in pursuit of the same goal, risks are much different. Some
investors prefer short selling over buying puts, even with
_the risks in mind. The short seller’s primary advantage is
that the position does not expire like a put. The short po-
sition can be left open indefinitely, as long as the investor
is willing to continue paying interest on the borrowed
stock and can afford to keep the deposit on account with
the brokerage firm.

The risks of a short position can be reduced by buy-
ing calls, as explained in Chapter 3. The risk of rising
stock prices is insured against by buying calls since such
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increases are offset by the rising premium value of the call.
However, it becomes expensive to pay interest to the bro-
kerage firm and pay a premium on a call that will expire in
the near future. So for this level of protection, the short
seller has to be willing to risk replacing calls every few
months, as older ones expire. Buying calls to protect short
positions adds to the cost to a degree that brings the entire
strategy into question. The price movement required to
produce a profit becomes so high that the relative risks in
buying puts (or selling calls) are more affordable.

If you believe a stock’s value will fall, you may buy
calls and avoid the requirement of placing a deposit with
your broker and paying interest on borrowed stock. For
the convenience of leverage, you need to accept the possi-
bility of losses when stock goes up instead of down. You
should also be willing to live with the disadvantage of
time. Your put expires in a few months. Every put buyer
has the added disadvantage of having to overcome time
value premium. As expiration nears, that value disap-
pears, even when stock values do not change drastically.

Goal 3: Hedging a Long Position

Put buying is not always merely speculative. A very con-
servative strategy involves buying one put for every 100
shares of the underlying stock owned, as a way of protect-
ing yourself from declines in price. Just as calls can be
used for insurance against upward price movement in a
short position, puts can be used for insurance against
downward price movement in a long position. When a
put is used to hedge in this manner, it is called a married put,
since it is tied directly to the underlying stock.

The risk of declining prices is a constant concern for
every investor. If you buy stock and its value falls, you
might decide to sell in the belief that the downward
movement will continue. Or you might hold, hoping for a
rebound. It could take months, even years in some cases,
for a stock to recover from a severe decline; some stocks
never recover from a serious decline in value. For protec-
tion against such declines, some investors buy puts for in-
surance, which is known as a hedge strategy. In the event



of decline in stock value, the put can be exercised and
the stock sold at the fixed striking price; or the put can
be sold at a profit to offset the lowered value of the
stock. When you exercise a put, the action is called put
to seller.

Example: You own 100 shares of stock, which you origi-
nally bought for $57 per share. You bought the stock be-
cause it is volatile (prone to dramatic price swings). The
potential for gain is significant, but so is the risk of loss.
To protect yourself against the possibility of a loss in mar-
ket value, you purchase a put on the underlying stock.
You spend $100 and buy a put with a striking price of 50.
Two months later, the stock has declined to $36 per share
and your option is near expiration. The put has a current
premium value of $1400.

In this situation, you have two choices:

1. Sell the put and take the $1300 profit. Your origi-
nal cost for this investment was $58 per share (purchase
price of $57 plus $100 for the put). Your net cost is $45
per share ($5800 invested, less $1300 profit on the put).
Your basis is now 9 points above current market value. By
selling the put, you have the advantage of still owning 100
shares of stock. If that stock’s value rises above $45 per
share in the future, you will realize a profit. Without the
put, your basis would now be 21 points higher than cur-
rent market value. v

2. Exercise the put and sell the stock for $50 per
share. In this choice, you sell for 8 points below your
original basis. You will lose $100 paid for the put, plus 7
points in the stock.

Regardless of the choice made in this example, you
would end up better off having owned the put than you
would by simply owning the stock. The put provides you
a degree of protection. It either cuts the loss following a
severe decline or enables you to actually sell the stock for
a price well above current market value. It’s still a loss, but
a much smaller loss than you would have otherwise.
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The two choices—sell the put or exercise the put—
both result in losses. The purpose here is to demonstrate
that puts can be used to mitigate the damages, not to
guarantee that no losses will ever occur. It is also worth
noting that not all stocks have options available. This
strategy works only for stocks you own on which options
are publicly listed.

The put is used in this application to provide down-
side protection, which takes away from your potential prof-
its—because you must pay the put premium to gain the
insurance. And if this is a long-term strategy, you will need
to replace that put upon expiration. The money invested
in a put premium will reduce future profits, so this strategy
is useful only when concern for potential losses is severe
enough that the cost of buying puts justifies the decision.

In the event the stock’s market value rises, your po-
tential losses are frozen at the level of the put’s premium,
and no more. Whether you exercise the put or sell it at a
profit, downside protection establishes an acceptable level
of loss and fixes that loss at the striking price, at least for
the duration of the put’s life.

Example: You recently bought 100 shares of stock at $60
per share. At the same time, you bought a put with a strik-
ing price of 60 and paid a premium of 3 ($300). The total
amount invested is $6300. Before making your purchases,
you analyzed the potential profit or loss and concluded
that your losses would probably not exceed 4.8 percent
($300 paid for the put, divided by $6300, the total
amount spent). You also recognize that an increase in the
stock’s value of 3 points or less will not represent a profit
at all. Your total basis is $6300 (combining stock price of
$60 per share and the $300 paid for the put). So profits
cannot even begin until the stock’s market value exceeds
$63 per share.

A summary of this analysis is shown in Figure 4.4.
Note that regardless of the severity of decline in the
stock’s market value, the loss can never exceed 4.8 per-
cent of the total amount invested (the cost of the put).
That's because for every point of decline in the stock’s



PROFIT OR LOSS NET PROFIT

PRICE MOVEMENT, | STOCK | PUT ORLOSS (3)
UNDERLYING STOCK (1) (2) AMOUNT | RATE
down 20 points -$2,000| $1,700]|-$ 300|- 4.8%
down 5 points -$ 500 $ 200([-$ 300|- 4.8%
down 3 points -$ 300 0]|-$ 300|- 4.8%
no change 0|-$ 300]I-$ 300(|- 4.8%
up 3 points $ 300(-$ 300 of 0
up 5 points $ 500(-$ 300/ $ 200 3.2%
up 20 points $2,000{-$ 300|| $1.,700| 27.0%

(1) stock purchased at $60 per share
(2) put striking price 60, premium 3
(3) return based on totai cost of $6300

FIGURE 4.4 Downside protection: selling short versus
buying puts.

market value, the put will increase 1 point of intrinsic

value. This conclusion applies as long as the option does
not expire.

DEFINING PROFIT ZONES

To decide whether buying puts is a reasonable investment
strategy for you, always be aware of potential profits and
potential losses. Pay special attention to the number of
points the stock needs to move up or down to produce
profits, while also keeping in mind the time remaining
until expiration of the option.

Comparing limited losses to potential profits when
using puts for downside protection is one analysis that
helps determine the value of put buying. And when trying
to pick a sound speculative investment, the time until ex-
piration and the distance between current stock value and
the striking price—as well as time value—will help you to
identify a worthwhile risk.



The profit and loss zones for puts are the reverse of
the same zones for a call, because put owners depend on a
downward movement in the stock, while call owners an-
ticipate an upward movement. See Figure 4.5.

Example: You buy a put with a striking price of 50 and
pay a premium of 3 ($300). Your break-even price is $47
per share. If the underlying stock falls to that level, the
option will have intrinsic value of 3 points, the price you
paid originally. Your put can be sold when the stock is be-
tween $47 and $50 for a limited loss. And if the price of
the stock rises above $50 per share, the put will be worth-
less as of expiration.

Before buying any put, determine the profit and loss
zones and break-even price. For the amount of money
you will be putting at risk, how much price movement
will be required to produce a profit? How much time will
be required? Is the risk worth taking?

An example of a put purchase, with defined profit and
loss zones, is shown in Figure 4.6. In this example, you buy
one May 40 put for 3 ($300). The outcome of this strategy
is the exact opposite of buying a call for the same price and
same striking price. You will have a profit if the value of the
underlying stock falls below the striking price of 40. How-
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FIGURE 4.5 A put’s profit and loss zones.
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FIGURE 4.6 Example of put purchase with profit and loss
zones.

ever, the point decline must be greater than your purchase
price, and that level must be reached before expiration. Re-
member the guideline: Don’t depend on time value to pro-
duce profits between now and expiration, because it will
evaporate. If you do not experience a price decline in the
stock equal to or greater than the number of points you
paid for the put, you will have a loss. Like call purchasing,
time works against you when you buy puts. They will ex-
pire within a short period of time. However, your risk is
limited to the amount you spend on premiums.

The mistake many investors make is failing to set
any standards for themselves. You need to plan to cut
losses at a specific, predetermined level, or to sell your put
once you reach a specific, predetermined level of profit.

Remember the important points for evaluation when
buying puts:

¢’ Your motive (leverage, reduction of risk, or down-
side protection).

¢/ The premium and level of time value.
v/ Time until expiration.
v

Distance between the stock’s current market value
and striking price.

v The number of points needed to yield a profit.



¢ Characteristics of the underlyiﬁg stock (see Chapter
6 for guidelines for selecting stocks appropriate for
your option strategy).

Collectively, these points define an investment strategy
and are tools for evaluation of risks as well as profit poten-
tial. Option buyers have the opportunity to earn substan-
tial short-term profits, but they also have to accept the
disadvantage of time.

On the opposite side of the option transaction from
the buyer is the seller. Unlike buyers, sellers have an ad-
vantage in the passage of time, and the evaporating time
value defines opportunities in selling options. Time value
is reduced as expiration approaches, so sellers benefit to
the same degree that buyers suffer losses as time value
goes away. The next chapter explains strategies and risks
of selling calls.



Selling Calls

ost of us think about investing in a precise se-
quence. First, you buy a security; then, at a

- B later date, you sell. If the sale price is higher
than the purchase price, you realize a profit. If it is lower,
you have a loss. But when you become a call seller, this se-
quence is reversed.

If you buy a call and later sell it (see Chapter 3),
the transaction conforms with the familiar pattern. In
the following chapter the idea of selling first and buying
later is introduced. The outcomes of this short position
are the same as for the long position: Once both pur-
chase and sale are completed in either sequence, the po-
sition is closed. If purchase price is lower than sale
price, the result is a profit; if purchase price is higher,
the result is a loss.

By starting out with a sale of the option, you are
paid at the time you initiate the transaction. You will
pay the purchase price later on or, if the option expires
worthless, you never have to pay it. If all of this sounds
like a pretty good deal, remember that taking a short
position also involves some very special risks. These
risks are explained in this chapter and examined
through examples. You will see that some forms of call
selling are extremely risky, while other forms are very
conservative.
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All sellers enjoy some significant and important ad-
vantages over call buyers (and vice versa). The previous
two chapters provided numerous examples of how time
works against you when you are a buyer. The time factor
represents virtually the entire risk element in buying calls.
Even if the underlying stock moves in the desired direc-
tion, it might not happen soon enough and the extent of
that movement might not be enough to make the option
purchase profitable. This disadvantage for the buyer is an
advantage for the seller.

Because time value evaporates, buyers have to view
time as the enemy. For sellers, though, time is an ally.
The more time value declines, the more profitable the
short position in the option. At the time you initiate a
sale (the opening transaction), you want to have the
highest possible time value. Remember, while the buyer
looks for the lowest cost and the lowest possible time
value, sellers want high cost and high time value. You
sell calls in the hope that time value will disappear. Re-
member, because you sell the option before you buy it,
you want its value to decline. Then you can close the
position by buying the option at a lower price in the fu-
ture.

By selling a call, you grant the buyer the right to
buy 100 shares of the underlying stock at the striking
price, at any time prior to expiration. That means you
assume the risk of being responsible for selling the
buyer those shares, potentially at a price far below mar-
ket value.

Most investment strategies have specific risk char-
acteristics. These are clearly identified and should be
understood by anyone undertaking the strategy. The def-
inition of most strategies involves attributes that are un-
changing. For example, the risks of buying stocks or
bonds are consistent from one moment to another. Expe-
rienced investors understand this and accept the consis-
tency of risk. But call selling can be highly conservative
or highly risky, depending on how the strategy is under-
taken. It is one of the few investment strategies offering
an extreme on either end of the risk spectrum—and
many variations in between.



SELLING UNCOVERED CALLS

When call selling is looked at in isolation, it is indeed a
risky strategy. That is, if you sell calls without also owning
100 shares of the underlying stock, you undertake an un-
limited risk. In fact, this is one of the highest forms of risk
an investor can take: a short position with unlimited po-
tential for loss.

Remembering that the short position grants a buyer
the right to buy 100 shares at the striking price, you need
to be willing to deliver those shares if the call is exer-
cised—no matter how high the current price. If you do
not currently own 100 shares and you sell a call, you will
be required upon exercise to buy 100 shares at current
market value and then sell them at the striking price. The
gap between those values could be significant.

Example: You enter into an uncovered call position with
an opening sale transaction. At that time, the underlying
stock is valued at $44 per share. You sell an April 45 call
for 5 ($500), but you do not own 100 shares of stock. The
day after the order, your broker adds $500 to your ac-
count (less brokerage fees). Before the option expires, the
stock soars to $71 per share, and your call is exercised by
the buyer. You will lose $2100 (current market value of
$71, less striking price of $45 per share, and less $500
premium you were paid for selling the call):

Current market value $7100
Less: striking price —4500
Less: call premium — 500

Loss $2100

When you do not own 100 shares and the call is exer-
cised, you are required to deliver those shares at the strik-
ing price. That means you have to buy them at current
market value and then sell them at the striking price; thus
the loss in the example above. Because upward price move-
ment is unlimited, the per-share price risk is also unlimited.

The risk in selling calls in this manner is extreme.
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Because of this, your broker should allow you to sell calls
only if you meet specific requirements. These require-
ments include having enough value in your portfolio and
brokerage account to provide protection in the event of an
exceptionally high loss; the brokerage firm should believe
that it could sell other securities to cover a loss in that
event. You also need advance approval from the brokerage
firm in order to sell calls; the firm is required to determine
that you understand the risks involved and that you are
sophisticated and experienced enough to make decisions
in any high-risk market.

Thus you will not be allowed to write an unlimited
number of calls unless you also own 100 shares of stock.
The potential losses to you and to the brokerage firm nat-
urally place a limit on this activity. The requirement that
your portfolio include stocks, cash, and other assets is one
form of margin requirement imposed by your broker. Such
requirements apply not only to option transactions, but
also to short selling of stock or, most commonly, the pur-
chase of securities using borrowed funds.

When you enter into an opening sale transaction,
you are referred to as the writer. Call writers hope the
value of the underlying stock will remain at or below
striking price. If that occurs, the option will expire worth-
less and the writer’s profit will be derived from the evapo-
ration of time value (as well as reduction of any intrinsic
value in the option at the time of the write). For the
writer, the break-even price is the striking price plus the
number of points received for selling the call.

It is conceivable that a written call will be exercised
and the writer may still make a profit. For example, if you
sell a call for 5 ($500) and the stock is 2 points above
striking price as of exercise, the writer will earn $300
upon exercise ($500 premium received, less $200 differ-
ence between market value of the stock and striking
price):

Premium received $500
Less: loss upon exercise -200
Profit $300



As the writer, you can cancel out your open position
at any time prior to exercise by purchasing the call. The
purchase offsets the sale and closes the position. Remem-
ber, if you are the writer, you initiated the open position by
selling the call; you close the position by later purchasing
the same option. If time value declines or the underlying
stock’s value falls, or if both of these events take place, you
will be able to cancel your open position at a profit. There
are four events that may cause a seller to close the position:

1. The stocks value falls. As a result, the option’s cur-
rent value falls as well and the investor wants to take
a profit.

2. The stock’s value remains stable but the option’s
value falls due to declining time value. The investor
wants to take a profit.

3. The option value remains fairly stable due to ex-
change of time value for intrinsic value. In order to
avoid exercise, the investor closes the position, tak-
ing neither a profit nor a loss.

4. Stock value rises enough so that exercise is likely or
certain. The investor closes the position and accepts
a loss, avoiding exercise and the potential for an
even greater loss.

Example: You sold a call two months ago and were paid a
premium of 3 ($300). The underlying stock’s market
value has remained below the striking price, even though
it has not changed much during the time you have held
the open position in the call. Time value has shrunk
enough that you now have a choice: You can simply close
the position by buying the option at a lower price than
you originally paid; or you can wait for expiration and
keep the entire premium as profit (risking that the stock
might rise between now and then). Purchasing now en-
sures current profits. Waiting for expiration continues
your risk exposure, but could result in greater profits. 1f
you decide to hold, your break-even price is the striking
price plus 3 points (the premium you were paid when you
sold the call).



option

an option sold in
an opening sale
transaction when

the seller (writer)
does not own

100 shares of the

uncovered
option

the same as a
naked option—
the sale of an
option not cov-
ered, or
protected, by the
ownership of 100
shares of the
underlying stock

position
status for
investors when
they assume
short positions
in calls without
also owning
100 shares of
the underlying
stock for each

underlying stock E

call written

Whenever you sell a call and you do not also own
100 shares of the underlying stock, the option is referred
to as a naked option or an uncovered option. Your risk in a
naked position is not limited to the option’s status only at
point of expiration. The buyer has the right to exercise the
call at any time. So risk is constant. Most exercises occur
on the last trading day prior to expiration, but as a writer
you cannot count on that.

Example: You sold a naked call last week with four
months to go before expiration, so you were not worried
about exercise. However, the underlying stock went into
the money yesterday, and your broker telephoned this
morning and advised you that the call had been exer-
cised. You are now required to deliver 100 shares of the
underlying stock at the striking price. Your option no
longer exists.

In this example, you experience a loss on the stock
because you must purchase at current market value and
deliver at striking price. However, you will have an overall
profit or loss based on how much premium you received
for selling the call, and how much of a gap there is be-
tween market value and striking price. If that gap is lower
than the number of points you received for selling the
call, you will have a limited profit.

You cannot predict early exercise, since buyers and
sellers are not matched up one to one. The selection is ran-
dom. The Options Clearing Corporation (OCQC) acts as
buyer to every seller, and as seller to every buyer. When a
buyer exercises, the order is assigned at random to a seller.
You will not even know it has happened until your broker
calls or writes to inform you that the call has been exercised.

In order to give you a profit from selling calls, the
underlying stock must act in one of two ways:

1. Its market value must remain at or below striking
price of the option, so that time value will evaporate and
the option will expire worthless.

2. Its market value must remain at a stable enough



price level so that the option can later be purchased for a
lower premium than it was sold for, due to decline in time
value.

The profit and loss zones for uncovered calls are
summarized in Figure 5.1. Because you receive cash for
selling the call, the break-even price is higher than the
striking price. (Remember, though, that brokerage
transaction fees must also be factored into the calcula-
tion.) In this illustration, a call was sold for 5 ($500),
hence the break-even price is 5 points higher than strik-
ing price.

Your brokerage firm will require you to put on de-
posit a percentage of the total potential liability for writ-
ing calls. For example, if you write one call with a
striking price of 40, you have a potential liability. That
liability depends on the current market value of the un-
derlying stock at the time of exercise, if that occurs. The
price could be $45, $50, or $80 per share, or even
higher.

Many of the large stock market losses in October
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FIGURE 5.1 An uncovered call’s profit and loss zones.



1987 occurred because of excessive margin activity,
some involving calls or puts, or both. Even brokerage
firms did not anticipate the degree of potential loss re-
sulting from a sudden drop of several hundred points in
the market. Consequently, many brokerage firms no
longer permit public uncovered short selling in options,
or they severely restrict this activity by, for example, dis-
allowing such activity in margin accounts. If you want to
take high risks, you will be limited by the rules applied
by the brokerage firm. When large losses occur and in-
vestors cannot cover them, the brokerage firms are
forced to absorb those losses. To protect themselves, the
firms require pledges of cash or securities, often in
higher amounts than in the past.

Example: You have advised your broker that you intend
to write uncovered calls. Your portfolio is currently valued
at $20,000 in stocks and cash. Your broker will restrict
your uncovered call writing activity to a level that, in their
estimation, would not exceed maximum losses of
$20,000. However, if market conditions change and your
portfolio value declines suddenly, you could be forced to
either deposit more money or close some uncovered posi-
tions.

Example: You would like to write (sell) puts as part of
your investment strategy. You own stocks and cash valued
at $20,000. Your brokerage firm restricts you to positions
that they estimate would not be likely to exceed a $20,000
loss. Because you will be writing puts and not calls, the
potential for loss is much more limited—stocks can go
down only so far. Offsetting this, however, is a different
problem: If the market falls, you will lose value in your
uncovered puts, but your stock portfolio will also decline
in value.

Writing puts involves limited losses, since the
worst outcome is that a stock’s value could decline to
zero. (In reality, the maximum decline should be con-
sidered a decline only to book value of the stock; how-



ever, book value is often overlooked by the market.)
Puts have a finite worst-case loss, whereas uncovered
calls could result in losses much higher than expecta-
tions—especially if you write several uncovered calls at
the same time.

Assessing Uncovered Call Writing Risks

All investors need to assess their risks. The examples in
the preceding section demonstrate that risks can be sub-
stantial for uncovered calls. In future chapters and later in
this chapter, some alternatives will be presented showing
that not all call writing is risky.

For now, consider the risks involved in writing un-
covered calls, especially in light of the limitations broker-
age firms place upon this activity. As long as your
portfolio is limited in value, your call writing activity will
be limited as well. This naturally limits the profit potential
in call writing, while exposing you to risk in the event the
underlying stock rises instead of falling.

The risks of uncovered call writing are:

1. The stock may rise in value, and you will have to
buy the call to close the position and avoid further
losses or exercise.

2. The stock may rise in value, causing exercise and re-
sulting loss.

3. Although the stock is at or below striking price, it
might rise suddenly and be exercised; you are at risk
from the moment you sell until expiration.

4. The activity of writing options restricts other activ-
ity, because your brokerage firm wants to limit its
own risk exposure. As a consequence, you have to
pass up other momentary investment opportunities.

5. If your timing or estimation of the market is wrong
and you suffer large losses, your brokerage firm may
sell other long-term securities in your portfolio to
pay for the losses. In this scenario, your short-term
losses inadvertently affect your long-term portfolio.
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SELLING COVERED CALLS

In the examples of losses writing uncovered calls, the po-
tentially large losses result from being forced to satisfy ex-
ercise (or close out positions at a large loss). Typically,
uncovered call writers may be required to buy 100 shares
at current market value and sell them at a much lower
striking price.

Imagine being able to sell calls without that risk.
There is a way. By selling calls against stock you own in
your portfolio, you cover yourself by owning the shares.
In the event the option is called, you are prepared to meet
the call by simply selling the shares.

You enjoy several advantages with the covered call:

1. You are paid a premium for each option you sell,
which is cash placed into your account. While this is also
true of uncovered option writing, the same risks do not
apply. You can afford exercise because you already own
the stock and, upon exercise, would not be required to
buy it at then-prevailing market value.

2. The true net price of your 100 shares of stock is
reduced by the value of the option premium. It is a dis-
count, because you are paid for selling the option. This
gives you more flexibility, more downside protection,
and more versatility for selling options with high time
value.

3. Selling covered calls provides you with the free-
dom to accept moderate interim price declines, because
the premium received reduces your price. Simply own-
ing the stock without discounting through option sales
means that even a moderate decline represents a paper
loss.

Example: You own 100 shares of stock, which you
bought last year for $50 per share. Current market value
is $54 per share. You would be willing to sell this stock at
a profit. Accordingly, you write a November 55 call and
receive a premium of 5 ($500). Once this is done, your
real basis in the stock is $45 (original price of $50 per



share, discounted 5 points for selling the call, to $45 per
share). If the stock’s market value remains anywhere be-
tween $45 and $55 between now and expiration, your in-
vestment will be profitable. In addition, the call will not
be exercised under those circumstances, since striking
price is 55. If the stock’s market value declines, you can
buy the option at a profit.

One of three events can take place when you sell a
call for every 100 shares of stock you own: an increase in
price, a decrease in price, or no significant change. As
long as you own 100 shares, you continue to receive any
dividends earned regardless of whether you sell an option.
The value in writing covered calls should be compared to
the value of simply buying and holding stock, as shown in
Table 5.1.

Before you undertake any strategy, understand its
advantages and disadvantages, including the potential
sacrifice of future profits. A call seller can lock in the

. TABLE 5.1 Comparind; Strateg:i“"
Outcomes

Event

Owning Stock and
Writing Calls

Owning Stock
Only

Stock goes up in value

Stock remains at or
below the striking price

Stock declines in value

Dividends

Call is exercised; profits
are limited to striking
price and call premium.

Time value declines; the
call can be closed out

at a profit or allowed to

expire worthiess.

Stock price is discounted
by call premium; the

call is closed or allowed

to expire worthless.

Earned while stock is

Stock can be sold at a
profit.

No profit or loss until
sold.

Loss on the stock.

Earned while stock is
held.

held.
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price of the underlying stock in the event of exercise so
that regardless of how far the stock’s market price rises,
the seller will receive only the striking price value upon
exercise.

Assessing Covered Call Selling Risks

The seller of uncovered calls faces potentially large losses.
However, when you sell covered calls, your risks are
greatly reduced. In many instances, your risk is virtually
eliminated—because your profit in the stock more than
covers any potential loss in the option.

Many investors are concerned with the risked loss of
future profits. In other words, once you sell a call, you
risk missing out on the profit in the event the stock rises
in value significantly. Owning 100 shares protects the
short position in the call; but it is possible to have the
stock called away at the striking price, which could be
substantially lower than current market value.

By properly structuring a covered call writing strat-
egy, you can learn to accept the risk of losing future prof-
its, in exchange for predictability. The covered call write is
a fairly consistent strategy when applied and managed
correctly. Some pitfalls to be avoided include:

1. Setting up the call write so that, if exercised, you
create an unintended loss in the stock. This is possible if
you accept a striking price below your actual basis—es-
pecially if the option premium is not high enough to off-
set the difference. For example, if you buy stock at $34
and later sell a call at 30, and receive a premium of only
3 ($300), you could be setting up a loss upon exercise.
(Basis of $34 per share, less premium of 3, creates a net
basis of $31 per share; but if exercised, the stock is sold
for $30 per share, creating a $100 net loss before broker-
age fees.)

2. Becoming tied into positions you cannot afford to
close out. 1f you become involved in a high volume of call
writing, you may want to close out positions later but lack
the cash to take advantage of current conditions. Be sure



your cash reserves are adequate to provide yourself with
flexibility.

3. Writing calls on the wrong stock. When you begin
evaluating premium values and see exceptionally rich
time value, it will be tempting to buy 100 shares just to
write calls. However, such stocks tend to be volatile, and
that volatility and possible lack of safety are reflected in
call premium levels. You might profit on call trades, only
to end up with substandard stocks in your portfolio. One
moderate correction in the market could wipe out your
profits very suddenly.

CALCULATING RATE OF RETURN

If your purpose in owning stock is to hold it for many
years, writing calls is not usually an appropriate strat-
egy—although in some instances it can be used to en-
hance current income with only moderate risks of
exercise. The call writer’s objective is usually quite differ-
ent from the objective of the long-term investor and,
while the two objectives can coexist, it is more likely that
you will use covered options to create current income
rather than long-term growth. You have three potential
sources of income as a covered call writer:

v Call premiums.

v Capital gains on stock (limited due to the writing of
covered calls).

v/ Dividends.

Example: You bought 100 shares of stock and paid $32
per share. Several months later, the stock’s market value
rose to $38. You wrote a March 35 call and received 8
($800). Your reasoning: Since your basis in the stock was
$32 per share, if the call were exercised you would have to
sell at $35, gaining a profit of $3 per share. In addition,
you received money for writing the call, and that repre-
sents additional profit. In this case, your option premium
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sold for $800, of which 3 points were intrinsic value (the
difference between striking price of 35 and market value
of the stock of $38 per share) and 5 points were time
value. If exercised, your total profit would be $1100 ($300
from appreciation in the stock between your original basis
and the striking price, plus $800 from the call premium).
Two months after you sold the call, the stock’s market
value rose to $65 per share and the call was exercised.
Your profit was frozen at $1100 because you had locked in
at the striking price of $35 per share.

This example shows how a potential profit may be lost, a
fact that option writers have to accept. Simply owning the
stock—without writing any calls—would have produced
a profit of $3300 if you sold immediately after the price
run-up. Covered call writers limit their upside potential
in exchange for certainty regarding a smaller amount of
profit. Profits are ensured but limited.

What are the chances of a stock soaring in price? It
does happen, but you cannot depend on it. If you sell a
call and later limit your profits, have you really lost? In-
vestors will have differing points of view about this.
Some will claim that potential future profits not gained
are losses; however, when one sells a call, there is always
a possibility of lost future profits. We may further argue
that you lose whenever you fail to buy a stock that later
rises in value, or when you sell and take profits immedi-
ately before a large price increase.

A more reasoned point of view is one suggested for
option investors: Profits exist only if you take them. Cov-
ered call writers can consistently earn decent rates of re-
turn on their strategy, but they have to learn to live with
the occasional missed opportunity. Remember, as an op-
tion writer, you seek consistent and decent returns, and
you give up the occasional unexpected profit.

By accepting the limitation of writing covered calls,
you give up potential gains while you discount your price
in the stock. This provides a degree of downside protec-
tion against interim drops in stock value. You continue to
receive dividends. And while you will miss out on the oc-
casional spectacular rise, you settle for consistent and



better-than-average returns. It is fair to assume that most
writers of covered calls will ultimately earn higher profits
than those who seek exceptional and sudden increases in
stock prices.

A covered call writer should always identify both the
profit and loss zones as shown in Figure 5.2, and should
also calculate the rate of return under different outcomes.
A covered call’s profit and loss zones are determined by
the combination of two factors: the option’s premium
value and the underlying stock’s market value. If the stock
falls below a break-even price (the price paid for the
stock, less the premium received for writing the option),
then there will be a loss. Of course, when you own stock,
you decide when to sell, so such a loss becomes a realized
loss only if you sell the stock. You have the luxury of be-
ing able to let the option expire worthless, and waiting for
the stock’s market value to rebound.

You should make one important rule for yourself:
Never sell a covered call unless you would be completely
satisfied in the event it is exercised. Figure out your total
return before you sell a call, and enter the transaction only
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FIGURE 5.2 A covered call’s profit and loss zones.
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when you are confident that either outcome will be
worthwhile.

Total return includes stock appreciation, call pre-
mium, and dividend income. If the option expires worth-
less, one rate of return occurs; if you buy the option and
close the position, an entirely different rate of return oc-
curs. Because you do not sell the stock in that second
outcome, the rate of return can vary considerably.

Example: You own 100 shares of stock you bought at
$41 per share. Current market value is $44 per share, and
you are considering selling a July 45 call. The premium
value of that call is 5 ($500). Between now and expira-
tion, you will receive a total of $40 in dividends.

If this call were to be exercised, the return would
consist of all three elements:

Stock appreciation ~ $400

Call premium 500

Dividends __40
Total return $940
Yield 22.9%

If the call is not exercised but allowed to expire worth-
less, total return will not include appreciation from the un-
derlying stock, since it is still held. (The current value
compared to purchase price is a paper profit only and can-
not be calculated as a return.) Return in this case would be:

Call premium $500

Dividends _ 40
Total return $540
Yield 13.2%

Although the yield in the second instance is lower,
you still own the stock. After expiration, you are free to
sell the stock or to write another call—or to take no fur-
ther action whatsoever.



TIMING THE DECISION

A first-time call writer might be surprised to experience
immediate exercise. This can occur at any time you are in
the money. It is most likely to occur at or close to expira-
tion date, but you need to be prepared to give up 100
shares of stock for each call sold. That is, after all, the
contractual agreement involved in writing the call. This
can happen at any time, from the date of the transaction
to the last trading day.

As shown in Figure 5.3, during the life of a call, the
underlying stock might swing several points above or be-
low the striking price. If you own 100 shares and are con-
sidering selling a call, keep these points in mind:

1. When the striking price of the call is higher than
the original cost of the stock, exercise is not a negative,
since it will automatically create a double profit: from ap-
preciation in the stock and from the call premium.

underlying stock

| O®

—~ STRKKING PRICE - — —~ —

s a8

TIME

A in the money—best time
to seil a call

B out of the money—best
time to buy a call

C in the money at expiration
—calls will be exercised

FIGURE 5.3 Timing of call transactions relative to price
movement of underlying stock.



Example: You bought stock at $38 per share and later
sold a call with a striking price of 40. Your option pre-
mium was 3 ($300). You are not concerned with exercise,
because you know that will produce the double profit: 2
points on the stock plus 3 points on the sale of the option.

2. If you sell a call for a striking price below your
original cost of the stock, be sure that the premium you
receive is greater than the loss you will experience in the
event of exercise.

Example: You bought 100 shares of stock at $43 per share
and sold a call with a striking price of 40. If exercised, you
will lose $300 on the stock. If the premium you are paid is 3
($300) or less, you have defeated the purpose in selling
calls, because you will lose money. If the premium is 3 or
more, you will have a limited profit in the event of exercise.

3. In calculating potential yields, be sure to allow
for commission costs on stock and option upon both pur-
chase and sale (or exercise).

Example: You bought 100 shares of stock at $53 and later
sold a call with a striking price of 50, receiving a premium
of 3 ($300). In the event of exercise, the loss in the stock
will be offset by a profit in the option premium. But bro-
kerage transaction fees have to be taken into account as
well. In reality, if the call is exercised, you will have a loss.

4. For the benefit of producing a consistent profit
from writing calls, you give up the potential for larger
gains in the event the stock’s price rises.

Example: You bought 100 shares of stock at $22 and
later sold a call with a striking price of 25, receiving a pre-
mium of 4 ($400). However, the stock recently rose to
$34 and the call was exercised. Upon exercise, your profit
consisted of 3 points for the stock plus 4 points for the
call, a total of $700, or 28 percent return (before counting
dividends). But if you had not sold the call, your total
profit on the stock alone would have been $1200 (if you



had sold when the stock rose to $34 per share), a 48 per-
cent return.

You cannot depend on sudden increases in stock
value and, as a call writer, you recognize that consistent re-
turns are desirable over the big gain. The way you look at
such situations determines whether option selling is ap-
propriate for you. Select calls not in expectation of large
price movement in the stock, but with respect to the likely
trading range. Selecting an appropriate call depends on the
price you paid for the stock, compared to the current
price. An option’s premium at various price levels varies
depending on the striking price and time until expiration.

Example: You buy stock at $51 per share, and it then rises
to $53. Rather than sell the stock, you choose to sell a call with
a striking price of 50, and receive a premium of 7 ($700).

In this example, the premium is higher than average
because it includes 3 points of intrinsic value. This strat-
egy provides several advantages to you:

1. 1f the stock’s current market value falls below your pur-
chase price, you can buy the option to close the posi-
tion at a profit, or allow the option to expire worthless.

2. By selling the option, you discount your price from
$51 to $44 per share, providing yourself with down-
side protection of 7 points. In the event the stock’s
price declines, that is a substantial level of coverage.

3. You continue to receive dividends as long as the op-
tion is not exercised.

You might also choose to sell a call that is deep in the
money.

Example: You bought stock at $51 per share and it is
now worth $53 per share. You will receive at least $800 if
you were to sell a call with a striking price of 45 (because
there are currently 8 points of intrinsic value in the 45 op-
tion). That also vastly increases the likelihood of exercise.
And for the additional premium, exercise would represent
a 6-point loss in the stock:



Purchase price $5100
Exercise value -4500

Loss on stock $-600

If this comparison involved only intrinsic value, it
would hardly seem worthwhile to risk exercise for a net
profit of only $200 (option premium of 8 points, less loss
on the stock of 6 points). However, depending on the time
until expiration, the real profit from selling deep-in-the-
money calls comes from time value.

Example: You bought stock for $51 and it is currently
valued at $53 per share. Now, in the month of January,
you can sell a June 45 call and receive a premium of 11
($1100). In the event of exercise, you will earn a profit on
the overall transaction of $500:

Purchase price of stock $5100
Less: striking price of option -4500
Loss on stock $-600
Plus: option premium 1100
Net profit $ 500

This outcome is not an unreasonable way to create a
profit. And remember, this only occurs if the option is ex-
ercised. If the stock’s market value falls, the option value
will also fall point for point, so selling the option provides
you with downside protection. You can buy the option
and close the position at any time prior to exercise.

Example: Given the same circumstances as above, what
occurs if the stock’s market value falls 3 points, to $50 per
share? The option, sold for $1100, would then be worth
$800. You could execute a closing purchase transaction,
pay $800, and produce a $300 profit. You still own the
stock and are free to sell an option again. If the stock re-
bounds to $53 per share, you can enter a new option
transaction when that occurs.



Always select options and time purchases with all of
these points in mind:

v
v
v
v

Your original cost for the stock.
The amount of the premium.
The mix between time and intrinsic value.

Distance between current market value of the stock
and striking price of the option.

Time until expiration.

AN

Total return if the call is exercised, compared to total
return if the option expires worthless.

v’ Your objectives in owning the stock, compared to
your objectives in selling the call (immediate in-
come, downside protection).

AVOIDING EXERCISE

Assuming that you sell a call on stock originally pur-
chased as a worthwhile investment, you might want to
take steps to avoid exercise. First, though, remember the
overall rule: Never sell a call unless you are willing to go
through exercise, and expect exercise at any time you're in
the money. Given that rule, you might be able to defer or
avoid exercise while profiting on declining time value.

You avoid exercise in several ways. The following ex-
amples are based on the unexpected movement of stock to
a position that puts you in jeopardy of exercise. While
that outcome would not be altogether negative, we also
assume that you would prefer to avoid exercise, if only be-
cause the stock’s value is now substantially higher than it
was when you sold the call.

Example: You sold a May 35 call on stock when the
stock’s market value was $34 per share. The stock’s cur-
rent market value is $41 per share, and you would like to
avoid exercise and be able to take advantage of the higher
stock market value.



The first method you can use to avoid exercise in-
volves simply canceling the option by purchasing it. Al-
though this causes you to lose money on the option, it
will also be accompanied by an increased value in the un-
derlying stock. If time value has declined, this could be a
wise move—especially if the increased value of the stock
exceeds the amount of loss in the option.

Example: You bought 100 shares of stock at $21 per
share and later sold a June 25 call, receiving a premium of
4 ($400). The stock is at present valued at $30 per share,
and the option premium is at 6 ($600). If you buy back
the option, you will lose $200 on the transaction (sale at
4, less purchase at 6). However, by avoiding exercise at
the striking price of $25, you now own stock with current
market value of $30.

In this example, the outcome can be summarized in
two ways. First, remember that by closing the call posi-
tion at a loss, you still own the 100 shares of stock. That
frees you to immediately sell yet another call, perhaps one
with a striking price of 30—creating more income from
the option premium.

You can also analyze this situation by comparing
the exercise of the option versus closing the option and
selling the 100 shares at current market value. The flaw
in this method is that it assumes a sale of the stock,
which is not the desired result in avoiding exercise.
However, the comparison does enable you to study exer-
cise versus sale on the same basis, namely that the stock
is sold:

Exercise Sale
Basis in 100 shares of stock -2100 -2100
Call premium received 400 400
Option position closed —600
100 shares delivered at $25 2500
100 shares sold at $30 3000

Net profit $ 800 $ 700



This comparison concludes that it would be better by a
difference of $100 to allow exercise of the option. That is
true only if you would be willing to give up the 100
shares. However, do not overlook the opportunity to use
those appreciated shares to subsequently sell another call.
The purpose in avoiding exercise is usually to replace the
older position with a newer one.

In this example, the open position in the call also
provided downside protection. If the stock had fallen,
even to the level of $17 per share, you would have lost no
money. Your original basis of $21 per share was protected
down to 4 points represented by the option premium. But
since the stock’s market value rose, closing out the posi-
tion at a loss may be a smart move, because that leaves
open the opportunity to sell other, higher striking price
options right away. Considering the current market value
of the stock in comparison to striking prices of various op-
tions, you certainly have greater flexibility with appreciated
stock. Now that market value is $30 per share, by freeing
yourself from the short position in the option, you are free
to subsequently sell an option with more time until expira-
tion (meaning more time value and a higher premium).

As a second technique, you can avoid exercise by ex-
changing one call for another, and at the same time make
a profit. Since the premium value for the new option is
higher when there is more time until expiration, you gain
the advantage by trading on time value. This may defer
exercise until later while producing more profits, or buy
time during which the stock’s value might fall—meaning
you will make a profit on the new option. The technique
of trading on time value is called a roll forward.

Example: The May 40 call you wrote against 100 shares
of stock is near expiration and is in the money. To avoid or
delay exercise, you buy back the May 40 option, canceling
that position; then you immediately sell a July 40 call—it
has the same striking price but a later expiration date.

You still face the prospect of exercise at any time;
however, exercise is always more likely at or near expira-
tion date. In addition, if you think expiration is inevitable,

forward
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this technique provides you with additional income. In-
variably, later expiration dates provide greater time value
premium than those about to expire. The roll forward
technique can be used whether you have single call con-
tracts or several hundred shares of stock and several calls.
The more shares you own in a single underlying stock,
the greater your flexibility in rolling forward and adding
to your profits. Canceling a single call and rolling forward
can produce a marginal gain. However, you increase the
gain if you cancel one outstanding call and replace it with
two or more with later expirations. That is called incre-
mental return. Profits are increased as you increase the
number of options sold against your stock.

The roll forward maintains the same striking price
and buys time. However, that idea does not always suit
present circumstances. Another form of rolling is the roll
down.

Example: You originally bought 100 shares of stock for
$31 per share and later sold a call with a striking price of
35, receiving a premium of 3 ($300). The stock has fallen
in value and your call is worth 1 ($100). You cancel (buy)
it and realize a profit of $200, and immediately sell an-
other call with a striking price of 30, receiving a premium
of 4 ($400).

In this case, the first call was sold at a striking price 4
points higher than your basis. You realize a profit by can-
celing that position, effectively lowering your basis to $29
per share (purchase price of $31 less the 2-point profit
from selling the call). The second call further reduced
your basis to $25 per share ($29 less the 4 points received
for selling the second call).
Yet another technique is the roll up.

Example: You originally paid $31 per share for 100 shares
of stock, and later sold a call with a striking price of 35. The
stock’s current market value has risen to $39 per share. You
cancel (buy) the first call, accepting a loss, and offset that
loss by selling another call with a striking price of 40.



With this technique, the loss in the original call should
not exceed the number of points you pick up in the in-
creased striking price. You will probably need to com-
bine the roll up with the roll forward. In order to make
the transaction work, you may need the additional time
you get by taking a later expiration date for the option.
The rolling technique often involves a combination of
later expirations and higher striking prices. Conceiv-
ably, this can be carried on indefinitely. See Figure 5.4.
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Dec 22 | Dec 40 calls expire worthless = ha
totals $8800 $6100
profit $2700

FIGURE 5.4 Using the rolling technique to avoid exercise.




Example: You own 800 shares of stock that you origi-
nally bought at $30 per share (total basis is $24,000). You
expect the value of this stock to rise, but you also believe
you can write covered calls and increase your profit while
picking up downside protection. So on March 15, you sell
two June 30 contracts for a premium of 5 ($500) each,
and receive payment of $1000.

On June 11, the stock’s market value is at $38 per
share and you expect your calls to be exercised shortly. To
avoid exercise, you execute a closing purchase transac-
tion, buy the two calls and pay a premium of 8 (total cost,
$1600). You replace the canceled calls with five Septem-
ber 35 calls and receive a premium of 6 ($600) each, for a
total of $3000.

On September 8, the stock’s market value has risen
again, and is now valued at $44 per share. You again want
to avoid exercise, so you cancel (buy) your five open con-
tracts and pay a premium of 9 ($900) each, for a total cost
of $4500. You immediately replace these with eight De-
cember 40 calls, receiving a premium of 6 ($600) on each,
for a total of $4800.

By December 22, the day of expiration, the stock has
declined in value to $39 per share. Your eight outstanding
call contracts expire worthless. Your total profit on this se-
ries of transactions is $2700 in the calls. In addition, you
still own 800 shares of stock now valued at $39 per share,
which is $7200 above your basis. Furthermore, you are
entitled to all dividends on these shares during this entire
period.

For the volume of transactions, you might wonder if
the exposure was worth the $2700 profit. It certainly was,
considering that the strategy was dictated by the rising
price of the stock. While you received a profit, you were
also able to avoid exercise in a condition of rising prices.
The incremental return combining roll up and roll for-
ward demonstrates how you can avoid exercise while still
generating a profit. The example showed a rising stock
that happened to fall below striking price in the last series
of writes. While you cannot depend on this pattern to oc-
cur consistently, it does occur in the market. The investor



in the example, we have to assume, would have been
happy with exercise at any point along the way. Avoiding
exercise when the stock price is rising is a practical strat-
egy. If the investor in this example were to sell the 800
shares at the ending current market value of $39 per
share, total profit would be substantial:

Stock

Sell 800 shares at $39 each  $31,200

Original cost -24,000
Profit on stock $ 7,200

Options

Sell 2 June contracts $ 1,000

Buy 2 June contracts ~-1,600

Sell 5 September contracts 3,000
Buy 5 September contracts ~ —4,500

Sell 8 December contracts 4,800
Profit on options $ 2,700
Total profit $ 9,900
Yield 41.25%

Whenever you roll forward, higher time value be-
comes a benefit. Greater premium value will be found be-
cause time has value in option premiums, even when
striking price is the same. So the longer until expiration,
the higher your income from selling calls. In exchange for
that higher income, you agree to remain in the risk posi-
tion that much longer. You are locked in to the striking
price until you close the position, go through exercise, or
wait out expiration.

The strategies you may employ to defer or avoid ex-
ercise combine two dissimilar goals: increasing income
while also trying to hold on to the stock that has value
above the striking price. This is possible because the time
value of longer-term options is higher than the time value
of options about to expire.



Example: You own 200 shares of stock originally pur-
chased at $40 per share. You have an open June 40 call
you sold for 3. The stock is currently worth $45 per share

and you would like to avoid exercise at $40. Table 5.2 |
shows current values of options available on your stock. A
review of this table provides several rolling opportunities.

To begin with, you will need to make a closing pur-
chase transaction, a buy of your June 40 option at 6. This
represents a $300 loss on that option. To offset this loss,
one of the following strategies can be employed:

1. Strategy 1: Rolling Up and Forward. Sell one De-
cember 45 call at 5, producing a net income of $200 ($500
for the December call, less $300 loss on the June call).

2. Strategy 2: Rolling with Incremental Return. Sell
two September 45 calls, receiving $400 and producing net
income of $100 ($400 for the two September 45 calls, less
the loss of $300 for the June call).

3. Strategy 3: Rolling Forward Only. Sell one Septem-
ber 40 call at 8, producing net income of $500 ($800 for
the September call, less the $300 loss for the June call).

Note that in these strategies we refer to the loss on
the June call, and not the actual cash exchange. Because
the June call is valued at 6, it requires an outlay of $600 to
buy (close) that position. You previously received $300
when it was sold, so your net loss is $300; this is the
amount used to compare the three available strategies.

If the underlying stock is reasonably stable and its

. TABLES5.2 Current Call Option Values -
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market value moves up and down within a range of 5 points
or so, it is possible to sell calls in an indefinite series of
rolling techniques, canceling one open position and open-
ing another as time value is reduced. Rolling techniques are
especially useful when stocks break out of their short-term
trading ranges and you want to take advantage of increased
market value while still profiting from selling covered calls.
To show how such a strategy might work, refer to Table
5.3. This shows an actual example of a series of trades over a
period of 2/, years. The investor owned 400 shares of stock
and traded through a discount broker. The sale and purchase
prices show the actual amount of cash transacted, including
brokerage transaction fees, rounded to the nearest dollar.
The total net profit of $2628 occurred after 40 trades (20
buy orders and 20 sell orders). Total brokerage charges were

* TABLE 5.3 Selling Calls with Rolling Techniques

Calls Sold Bought
Traded  Type Date Amount Date Amount Profit Notes
1 Jul 35 3/20 $ 328 4/30 $ 221 $ 107
1 Oct 35 6/27 235 10/8 78 157
1 Apr 35 1/15 247 4/14 434 -187
1 Oct 35 4/14 604 6/24 228 376 1
] Oct 35 7/31 353 9/12 971 -618
2 Jan 45 9/12 915 12/16 172 743 2
2 Apr 45 12/16 379 2/24 184 195
4 Jul 40 3/9 1357 5/26 385 972 3
4 Oct 40 6/5 1553 7/22 1036 517
4 Jan 40 8/5 1504 9/15 138 366
Totals $7475 $4847 $2628

October 35 was profitable.

increased from one to two.

'A roll forward: The loss on the April 35 call was acceptable to avoid exercise, since the

2A combination roll forward and roll up: The loss on the October 35 call was acceptable
to avoid exercise at a low striking price. The number of calls was incrementally

3A roll down combined with an incremental return: The number of calls changed from
two to four, and the striking price of 45 was replaced with one for 40.




$722, so actual gross profits were $3350; the figure of $2628
represents the net profit actually realized.

The summary in Table 5.3 shows each type of rolling
trade plus an effective use of the incremental return tech-
nique. The investor was willing to increase the outstand-
ing number of covered calls on as many as 400 shares of
stock, in order to avoid exercise when current market
value was greater than striking price. And when the
stock’s price declined, the investor rolled down but did
not write calls below the original striking price of 35.

Any form of covered call writing should be planned
well ahead of time. Besides checking the attributes of the
option itself, judging the quality of the underlying stock is
critical. There is no point in profiting short-term on op-
tion writes if the stock itself is of poor quality, without any
potential for longer-term price appreciation. If you pur-
chase shares primarily to write covered calls, chances are
you will pick issues more volatile than average and more
vulnerable to value declines in response to momentary
corrections. These issues are likely to offer more attractive
option premiums and higher time value because of their
underlying volatility and lower safety.

Whether you intend to write uncovered or covered
calls, you will be less likely to succeed if you buy over-
priced stocks that later fall well below your basis. An ex-
ample of an uncovered call write, with defined profit and
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FIGURE 5.5 Example of uncovered call write with profit
and loss zones.



loss zones, is shown in Figure 5.5. In this example, one
May 40 call was sold for 2. This strategy exposes the in-
vestor to unlimited risk. If the stock rises above the strik-

ing price and exceeds the number of points equal to
premium value, exercise will result in a loss. The stock’s
market value could rise indefinitely. Upon exercise, the in-
vestor has to deliver 100 shares at the striking price of 40
per share, regardless of then-prevailing market value.

An example of a covered call write, with defined profit
and loss zones, is shown in Figure 5.6. In this example, the
investor owned 100 shares of stock originally purchased for
$38 per share. The investor then sold one May 40 call and
received 2. This strategy discounts the basis price of the
stock to $36 per share. As long as the stock’ value is at or
below striking price, the call will have no intrinsic value. If
that condition lasts until expiration, it will expire worth-
less. If the stock’s market value is above striking price, the
call will be exercised and the investor’s 100 shares will be
called away. In that case, total profit would be $400 (2
points of profit in the stock, plus 2 points received for sell-
ing the call). However, selling covered calls also locks in
the striking price. In the event of substantial price increase,
profits are limited under terms of the option contract.

As a call writer, stock selection is critically important
to you. The next chapter explains methods for picking
stocks with a call-writing strategy in mind.

45
W4ae
x

< 43 exercise zone

@
w 40 |————strking price
W38 fmited profit zone

break-e\(en point
loss 'zone

FIGURE 5.6 Example of covered call write with profit and
loss zones.






Choosing the Right Stock

areful, well-researched selection is the key to

good investing. This is true for all forms of in-

vestment and for all market strategies. Investors
whose stock portfolio is not performing as expected might
be tempted to augment lackluster profits by becoming in-
volved in options. The short-term income could close a
gap, improve yields, and even bail out a small loss by
transforming it into a small profit. However, supplemen-
tary short-term income is not a valid reason for using op-
tions. Your best chance for success as an option investor
comes from establishing rules and policies for selection of
sound stock investments, fitting a suitable option strategy
together with that stock selection, and then following
policies designed to maximize profits within a profile of
acceptable risks.

Once your investment policy has been established,
stay with it. A portfolio of excellent stocks represents a
long-term, worthwhile investment. It also offers opportu-
nities for short-term profits in the options market. As a
basic rule of thumb, select stocks you would like to hold
for many years whether or not you intend to write op-
tions.

One common error made by options investors is
buying specifically because the current premium for a par-
ticular option is attractive. Be aware that the attractive op-
tion premium might itself be an indication of problems
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with the stock. Pricing reflects the opinion of the market
at large, and exceptional risk arising from factors like
overpriced stock could be represented in unusually high
option premiums. For example, a call writer might buy
100 shares of a particular stock just to provide cover for
writing a call. If this is done without independent study of
the stock involved, it could spell trouble. Because of their
attributes, some of the more volatile stocks also are asso-
ciated with some of the most interesting option premiums
and short-term price movement. You should ensure that
your personal risk standards are given the highest prior-
ity—that they act as a guiding force and not just as a
checklist for possible stock selection. While certain op-
tion strategies can be highly profitable when the stock’s
price falls, you also need to look to the longer term. You
do yourself no good if you experience option profits but
end up with a portfolio of poor-quality stocks.

One of the great advantages to covered call writing is
that a minimum profit level is ensured as long as you also
remember that stock selection is a critical first step in the
strategy.

Example: You bought 100 shares of stock at $38 per
share. You bought the stock for reasons independent of
any option strategies or considerations. You are thinking
about selling a call. One call contract expires in three
months and has a striking price of 40 and a premium of 4.
During that period, you will also earn a $60 dividend on
the stock. Your calculations assure an annualized profit of
48.4 percent (if the call expires worthless) or 69.6 percent
(if the call is exercised at the point of expiration). The lat-
ter calculation assumes the dividend would be earned
even if the stock is exercised, as the calculation assumes
exercise at the date of expiration.

If the Call Expires:

Call premium $ 400

Dividend 60
Total profit $ 460

Basis in stock $3800



Yield if the Option Expires
$460 + $3800 = 12.1%

Annualized Return Earned in Three Months

(12.1% + 3) x 12 = 48.4%

If the Call Is Exercised:

Call premium $ 400
Dividend 60
Capital gain 200

Total profit $ 660
Basis in stock $3800

Yield if the Option Is Exercised
$660 + $3800 = 17.4%

Annualized Return Earned in Three Months
(17.4% + 3) x 12 = 69.6%
(Note: Annualized return is calculated by dividing the

yield by the number of months the investment was held
and multiplying that result by 12.)

DEVELOPING A PRACTICAL APPROACH

Earning a consistently high yield from writing calls is not
always possible, even for covered call writers. You might
be able to sell a call today that is rich in time value, and to
profit from the combination of capital gain, dividends,
and call premium profit. But the opportunity also depends
on a combination of factors:

1. The price of the underlying stock has to be at the
right place in two respects. First, the relationship between
current market value and the price you originally paid has
to justify exposure to exercise at a profitable level. If exer-



cise would result in a loss, you cannot profitably write a
call. And second, the current market value has to be right
in relation to the call option you're considering selling, or
the time value won't be high enough to justify the trans-
action.

Example: You bought 100 shares of stock at $43 per
share, and would like to write a call with a striking price
of 45. 1f exercised you would profit from the combina-
tion of the option premium and a 2-point capital gain on
the stock (plus any dividends). As long as the premium
is high enough to justify the decision, it will be a worth-
while strategy.

2. The volume of investor interest in the stock and
related options has to be high enough to make the call
rich in time value.

Example: The stock you recently bought has had ex-
ceptionally high volume lately, because it is rumored as a
takeover candidate. For the same reason, call premiums
on the underlying stock are very high in time value, the
best possible situation for call writing. Note, however,
that if the rumors are true, writing calls now has a
greater risk than in the past; if the stock rises suddenly
because the rumors are true, you could lose potential
profits—the trade-off for exceptionally high call premi-
ums now.

3. The time between now and expiration should fit
with your personal goals.

Example: You would like to sell your stock within four
months and use the proceeds to pay off a loan. You are
confident that the stock’s market value will hold up, but
in the meantime you would like to augment your income
by writing a call. Because you will need the money within
four months, that goal limits the practical range of calls
to those that will expire within four months or less. You
should also note that this deadline restricts your option
strategies. Rolling forward will not be a practical avail-



able strategy, since you must sell the stock within four
months.

These circumstances might not be repeated later. Call
writing requires patience and careful timing in certain
conditions, and decisiveness in others. You may have to
be willing to wait until all of the conditions are right, and
then move quickly.

In considering various covered call writing strate-
gies, a common mistake is to assume that today’s condi-
tions are permanent. For example, you might earn 48
percent on a single transaction, but you probably will not
be able to repeat that outcome every time, because mar-
kets are constantly changing. The ideal call write should
be undertaken when all four of the following conditions
are present:

1. The striking price of the option is higher than
your original basis in the stock. Thus, exercise will pro-
duce an automatic profit in both the stock and the op-
tion. If the striking price of the option is lower than
your basis in the stock, the option premium must be
higher than the difference; it must also contain enough
value to cover brokerage fees for both sides of the trans-
action.

2. The call is in the money. This means it contains
some intrinsic value, so that stock movements will be par-
alleled with dollar-for-dollar price changes in the option
premium. While being in the money increases the threat
of exercise, it also means higher option premium and the
likelihood of more time value. The greater the time until
expiration, the more valuable this interaction between in-
trinsic and time value.

3. There is enough time remaining until expiration
that the majority of premium in the option consists of
time value. So even with little or no movement in the
stock, time value will evaporate by expiration, making
your call write profitable. Remember, time value will ex-
ist whether or not any intrinsic value is also found in the
option. It is quite possible to write an in-the-money call
option that remains in the money over time, and still pro-



duces a profit for the writer—all based on evaporation of
time value.

4. Expiration will occur in six months or less,
meaning you will not be locked into the position for too
long a time. However, the point here is that you don’t
want to assume that circumstances as they are today
will remain into the indefinite future. While six months
is an estimation, you should be progressively uncertain
about the future as the distance increases. There is no
way to know what the future market will look like. In-
vestor moods can change drastically in a few months,
but are less likely to change drastically within the near
future.

5. The premium is high enough to justify locking in
the stock for the period until expiration and to risk exer-
cise due to future price movement in the stock. You might
conclude that a small premium, although representing a
short-term profit, is simply not worth the risk.

Example: You own 100 shares of stock that originally
cost $53 per share. The stock’s market value is currently at
$57. You write a call with a striking price of 55 that will
expire in five months and that offers a current premium of
6. All of the ideal circumstances exist: Striking price is 2
points higher than the stock’s original cost; the call is in
the money by 2 points, so price movement in the option
will be directly responsive to price movement in the
stock; two-thirds of current option premium is time value;
expiration will take place in less than six months; and the
amount of the premium is $600, a rich level. You will earn
a substantial return whether the call expires worthless or
is exercised. If time value declines, the position can also
be closed at a profit.

This example shows a practical and methodical ap-
proach to writing covered calls. For the 6 points received
from selling the call, you also gain 6 points of downside
protection. So the net basis of the stock becomes $47 per
share (original cost of $53, less 6 points received for sell-
ing the call). Even if the stock were to fall to that level,
you would not lose any money.



SELECTING STOCKS FOR CALL WRITING

Some investors choose stocks based only on the potential
yield gained from writing covered calls. This is a mistake.
Other criteria should be applied because the best-yielding
calls often are available only on the most volatile stocks.
So if you apply the criterion of yield from call writing as
the sole reason for picking one stock over another, you
also increase the chances of wide price swings in your
portfolio.

Example: You decide to buy stock based on the relation-
ship of current call premium to the price of the stock. You
have only $4000 to invest, so you review only those
stocks selling for $40 per share or less. Your objective is to
buy stock on which the call premium is no less than 10
percent of current value, with calls at the money or out of
the money. You prepare a chart summarizing available
stocks and options:

Current Value Call Premium
$36 $3
28 3,
25 1
39 4
27 134

You decide to buy the stock priced at $28 per share, since
the call’s value is 3'/;, a yield of 12.5 percent, the best
yield available from this range. On the surface, this analy-
sis appears reasonable; however, there are several prob-
lems with the approach. Most significant is the fact that
no distinction is made among the stocks other than price
and yield of their call options. The issue selected was
judged not on its own merits, but on that relationship.
And by limiting the selection of stocks below $40 per
share, the possible market for call writing is severely re-
stricted.

This method also fails to consider time until expira-



tion. You will receive higher premiums when expiration
dates are farther away, in exchange for which you lock in
for a longer period of time. Another flaw: These calls are
not judged in regard to the relationship between striking
price and stock market value. The immediate yield ap-
pears to be greater when it is in the money, which may de-
ceive the reviewer.

The value of locking in 100 shares to a fixed striking
price should be judged in relation to the number of
months until expiration. Otherwise, how can you know
the real value of that option? For example, a 10 percent or
higher yield might be attractive for calls with three to six
months remaining until expiration, but less attractive
when the call will not expire for eight months. Yield is not
a constant; it depends on time.

Comparing yields between current call premium and
stock price also ignores the equally important time factor,
potential price increase in the stock, and dividend yield.
Covered call writing is a conservative strategy, assuming
that you first know how to pick high-quality stock issues.
The stock should be picked first for its investment value,
meaning that option potential is not a major factor in the
selection. That is the proper way to select your stock. If
you analyze several stock issues and rate them all equally,
the option factor can then be brought in to decide which
stock to purchase.

Benefiting from Price Appreciation

You will profit from covered call writing when the under-
lying stock’s current market value is above the price you
paid for the stock. In that case, you protect your position
against a decline in price and also lock in a capital gain in
the event of exercise.

Example: You bought 100 shares of stock last year when
the price was $27 per share. Today the stock is worth $38.

In this case, you can afford to write in-the-money
calls without risking a loss, or you can write out-of-the-
money calls if justified by the level of time value. Re-



membering that your original cost was $27 per share—
compared with a value 11 points higher today—you
have four possible ways to write calls:

1. Write a call with a striking price of 25. This will
yield premiums including a full 13 points ($1300) in in-
trinsic value, plus whatever time value is available. If the
call is exercised, you will lose 2 points in the stock invest-
ment (original price of $27 per share, less $25 per share
when the option is called), but the entire amount of pre-
mium for the option will be profit to you. Meanwhile, if
the stock’s market value falls before exercise, or if time
value evaporates, you can cancel the open position, buy-
ing the call for less money than you were paid to sell it.
That yields a net profit to you.

Example: You sold a call with a striking price of 25. A
few weeks later, the stock has fallen 6 points. You can buy
the call and close the position with a profit of at least $600.
This offsets the price decline. If any time value has fallen
as well, that represents additional profit.

2. Write a call with a striking price of 30. In this case,
intrinsic value is 8 points, and you can apply the same
strategies as those described above. However, because your
position is not as deep in the money, chances for early exer-
cise are reduced and you might also notice a difference in
time value premium (this will vary for each case).

Example: You sold a call with a striking price of 30. Two
months later, the option has not been exercised, but 3
points of time value have evaporated. You buy the option,
closing the position and taking your $300 profit.

3. Write a call with a striking price of 35. With only
3 points in the money, chances for early exercise are fairly
low. In the event of even a minimal decline in market
value of the stock, you will be able to buy the call and
take your profit. Because striking price is fairly close to
current market value, time value may be another factor
with potential profit in the near future.



Example: You sold a call with a striking price of 35. One
month later, the stock has declined only 1 point, but the
call has lost an additional 2 points of time value. You buy
the option for $300 less than you paid.

4. Write a call with a striking price of 40 or 45.
These are out-of-the-money levels, so the entire premium
represents time value. The premium amount will be lower
for this reason, but this strategy gives you two advantages.
First, it will be easier to cancel the position at a profit, be-
cause time value will evaporate even if the stock’s market
value rises but remains at or below striking price. Second,
if the stock’s market value does rise and the option is exer-
cised, you will receive profit in the 100 shares of stock,
because the striking price is higher than current market
value.

If you are now holding stock that has appreciated in
value since the time you bought it, you face a dilemma
every stockholder has to resolve. On the one hand, you
can sell now and take your profit. On the other hand, if
the trend in this stock continues upward, you do not want
to sell too soon.

In this situation, covered calls might be your best
way to maximize your position. You provide yourself with
downside protection equal to the amount you receive for
the premium. You also lock in a capital gain at the striking
price, which is higher than your basis (or which is at or
near your basis, but accompanied with a write of a call
with a lot of intrinsic value).

Example: You bought 100 shares of stock several years
ago, paying $28 per share. Today that stock is worth $45
per share. You sell a call with a striking price of 45 and
with four months to go until expiration. The premium is
4, all of which is time value. This also discounts your
original basis to $24 per share (original cost of $28, less
$4 received for selling the option). If the stock were to fall
4 points or less, today’s market value of $45 per share is
protected by the option premium you received. And if the
price of the stock rises and the option is exercised, you



would consider the striking price of 45 a decent profit on
your investment. Even in the event of exercise, you would
consider this a successful rate of return.

In this example, two levels of downside protection are il-
lustrated: First is the protection of the original cost, and
second is protection of current market value. When your
stock has appreciated well beyond its original cost, it
makes sense to protect its current value because most in-
vestors would see a decline from that level as a loss—even
a paper loss is a loss if you fail to take the profit, or to
write options to protect it.

Selection Risks

Picking the best possible option in any situation is difficult.
Just as selection of the right stock contains risks, selection
of the best possible option depends on several factors:

1. The current price of the stock, versus your original
basis. This comparison certainly affects the decision about
which option to write. If the stock is below what you orig-
inally paid for it, writing calls is a problem, because pre-
mium has to more than exceed your basis to justify the
transaction. When the current price is substantially
higher than your original basis, you have vastly more flex-
ibility for creating profits.

2. Your goals in writing options. If your stock has ap-
preciated but you have no intention of selling it, writing
options may not be appropriate—even if you could use
the short-term income. In this situation, you may restrict
your option writing to calls out of the money, thus reduc-
ing the risk of exercise between now and expiration.

3. The comparison between intrinsic and time value.
This is always an important test for option selection. The
higher the time value, the greater your potential profit;
however, higher time value is also accompanied with
greater time until expiration. You pay for that time value
with longer-term lock in to the option position.

4. Length of time until expiration. The longer the time,
the more premium you can expect. Compare the number of
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months to the differences between available options. You
might find that for a very slight difference in premium lev-
els, you are expected to give up an additional three months.
Many successful option writers profit from transacting
short-term expiration contracts, making a profit not only on
time value but also on volume. Longer-term options lock in
your position too long for a high volume of trades.

5. Amount of premium, and whether or not the risks
justify being locked in. In some situations, you might find
all of the components present signaling the time for sell-
ing covered calls, but premium levels are so low that you
don’t want to expose yourself to the risks. Whenever you
have any doubts, waiting until more favorable conditions
arise is the more desirable course.

AVERAGING YOUR COST

Your can increase your advantage as a call writer using a
strategy known as the average up. When the price of the
stock has risen since your purchase date, this strategy al-
lows you to sell in-the-money calls on stock you own, on
which your average basis is always lower than the average
price you paid. (Basis is the overall price paid for all
shares currently owned.) So if you buy 100 shares and the
price rises, buying another 100 shares reduces the overall
cost to below current market value. The effect of averag-
ing up is summarized by example in Table 6.1.

How does averaging up help you as a call writer?
When you are writing calls on several hundred shares,
you should be concerned about the risk that the stock’s
price could fall. (While that means you can close out writ-
ten calls at a profit, it also means your investment in the .
stock is losing ground.) For example, if you have the cap-
ital to buy 600 shares, you can buy all 600 at today’s price;
or you can buy 100 shares and average the price as it
changes by buying an additional 100 shares at various
prices. This translates to much higher brokerage fees, but
it could also reduce the risk all stock purchasers face. The
advantage in buying periodically is in averaging the cost
without risking all of your capital in one transaction.



Shares Price per Average

Date Purchased Share Price
January 10 100 $26 $26
February 10 100 28 27
March 10 100 30 28
April 10 100 30 28'/,
May 10 100 31 29

June 10 100 32

Example: You buy 600 shares on January 10 at $26 per
share. The market value later falls to $20, and you have a
loss of $3600. Later, the price rises to $32, changing the
loss position to a paper profit of $3600.

Example: You buy 100 shares on the 10th of each month,
beginning in January. The price of the stock changes peri-
odically so that by June 10, your average price works out
to $29.50 per share.

In the second example, you reduce your risks by buying
100 shares per month. The average price is always less
than current market value as long as the trend in stock
price is upward. The risk level is built up gradually over
time. See Figure 6.1.

By average up and acquiring 600 shares over time,
you can also write six covered calls. Because your average
basis is 29'/, and the current market value as of June 10 is
32, you can sell calls with a striking price of 30 and win in
two ways:

v When the average price of the stock is lower than
the striking price, you will have a profit in the event
of exercise.

¢ The call is 2 points in the money, so movement in
the stock will be matched dollar for dollar in the call
premium level.
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FIGURE 6.1 Example of averaging up.

You also reduce your risks as a call writer if you aver-
age down over time. The results of this strategy are sum-
marized in Table 6.2.

One risk in buying stock today is that if its market
value falls, you will not be able to afford to sell covered
calls later, because striking prices with any worthwhile
premium value will have striking prices below your cost
basis. 1f basis is higher than current market value, you
will lose money in the event the calls are exercised. And if
you sell calls with higher striking prices, premiums will
be too minimal to risk the exposure or to justify the strat-
egy. The solution is averaging down.

Example: You buy 600 shares of stock on July 10 when
the price is $32 per share. The price rises 8 points and you
have a profit of $4800. The stock later falls to $24 per
share, and your paper loss is $4800.

Example: You buy 100 shares of stock each month, start-
ing on July 10, when the current market value is $32 per
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Shares Price per Average
Date Purchased Share Price

July 10 100 $32 $32
August 10 100 31 311/,
September 10 100 30 31
October 10 100 30 303/,
November 10 100 27 30

24

share. By December, after periodic price movements, the
current market value has fallen to $24 per share. The av-
erage cost, however, is $29 per share.

Your average cost is always higher than current market
value if you employ the average down technique, but not
as high as it would have been if you had bought 600
shares at the same time. See Figure 6.2.
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FIGURE 6.2 Example of averaging down.
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By owning 600 shares, you can write up to six cov-
ered calls. In the first example above, you are at a disad-
vantage. Your basis is $32 per share, but current market
value is 8 points below that. You will have to write calls
out of the money and premiums will be drastically re-
duced as a consequence. To lock in 600 shares at a strik-
ing price of 30, for example, would not be worthwhile. If
exercised, you will lose 2 points per share on the stock.

In the second example, your average basis is 29. By
writing calls with a striking price of 30 in this situation,
you will gain 1 point per share in the event of exercise.
That is a significant difference when compared to the first
example, and this demonstrates how averaging down can
be beneficial to call writers.

The average up and average down techniques are im-
portant tools, not only for writing calls but for acquiring
stock as well. Both techniques are referred to as dollar cost
averaging. Regardless of price movement, the strategy
moderates average price favorably.

ANALYZING STOCKS

Stocks should be selected based on fundamental or tech-
nical analysis, or on a combination of both. Too many
novice investors buy stocks only on recommendations
from others, without understanding the basis for the rec-
ommendation, or how that fits with personal investing
goals and risk standards. Option investors are especially
vulnerable to the temptation to buy stocks for the wrong
reason—namely to take advantage of attractively priced
options. Some high-premium options may be high-priced
specifically because the stock is a high risk.

Fundamental analysis—the study of financial infor-
mation, management of the company, dividend rate and
consistency, volatility and volume, and price history and
stability—is the most common method for analyzing
stocks. The fundamentals provide you with methods
needed for making sound financial estimations of value,
safety, and potential for profitable growth and price in-
crease in the future. Collectively, these factors are referred



to as the “strength” of a company. Financial and economic
factors, the company’s management, the industry’s status
and strength, the company’s competitive position within
that industry, and other tangible indicators are the compo-
nents of fundamental analysis. The fundamentalist studies
the balance sheet and income statement of the company
as the primary financial document for judging a stock.
Numerous other economic factors often influence judg-
ment about whether or not to invest, such as pending law-
suits or product-related problems, labor strikes, and
potential obsolescence of equipment, machinery, and even
products—anything that is likely to affect the profitability
of a company.

The technician, in comparison, is not as interested in
historical information or current financial status as in the
indications that can be taken from those numbers to pre-
dict the future. The technician uses financial data only to
the extent that it can help to affect a trend. Technicians
believe that trends provide the key for anticipating the fu-
ture, that recent events often dictate the direction of a
trend. This belief often is applied primarily to actual price
movement of the stock. Most market analysts recognize
the random nature of price movement in the short term,
but the true-believer technician believes that the actual
pattern of price movement makes the future predictable.
The “chartist” is a technician who studies price move-
ment patterns in an effort to predict the next direction in a
stock’s price and even watches trading patterns in an at-
tempt to correctly predict the future pricing of a stock.
Technicians also track insider trading in the company’s
stock and watch numerous other technical indicators in
following the market.

The relative value of either fundamental or technical
analysis can be debated. A fundamental approach assumes
that short-term price movement is completely random
and that long-term values are best identified by studying a
company’s financial strength and competitive position.
The technical approach relies on patterns of price move-
ment and other indicators not necessarily tied to financial
information. By studying support and resistance levels,
volume, volatility, trading trends, and other statistics,



technicians anticipate market perceptions of value, and
their decisions and timing are based on their interpreta-
tions.

Many successful investors, recognizing the value in
fundamental and technical methods, apply combinations
of both techniques to make their own judgments and to
time purchases and sales of stock. A truly wise investor
recognizes that fundamental and technical analysis are
merely tools for decision-making, and should never be
used to dictate every decision on their own merits with-
out also applying common sense and weighting informa-
tion according to the circumstances of each case.

Call writers should not overlook the importance of
tracking their stock. They tend at times to ignore the
stock itself, since the immediate profit or loss will occur
in the option premium. So a call writer might be inclined
to ignore the trends in stocks in the portfolio when, with-
out the options in play, that same investor would pay
more attention to the indicators available for determining
what actions to take in the market. Call writers become
preoccupied with other matters: movement of stock price,
but only in relation to striking prices and premium value;
chances of exercise and how to defer or avoid it; opportu-
nities to roll positions based on intermediate stock price
changes; and so forth. Such immediate concerns are re-
lated to the call value, but do not address the equally im-
portant questions every stockholder should ask: Should 1
keep the stock or sell it? Should 1 buy more? What
changes have occurred in the company, the industry, or
the market that might affect the value of this investment?

The time will come when, as a call writer, you will
want to close a call position and sell the stock. For exam-
ple, if you own 100 shares of stock on which you have
written several covered calls over the past few years, when
should you sell the stock? Perhaps the analysts are now
saying they expect a decline in popularity of the industry;
or the company itself is no longer in a strong competitive
position, and the stock’s market value might start to slip
as a result. You certainly should be watching for such in-
formation in the financial press, since it could be taken as
a sell signal. You might need to apply both fundamental



and technical tests to keep an eye on the continuing value
of the stocks you have selected for your portfolio—re-
gardless of the short-term opportunities in selling calls on
those stocks.

Fundamental Tests

The successful call writer not only tracks the everchang-
ing value and status of calls, but also carefully monitors
the stocks on which those calls have been written. Several
fundamental guidelines should be followed to decide
when to buy and when to sell. As a general rule for pru-
dent investing, the stock fundamentals should always
override any potential gains available in the related op-
tion.

The current market value of the stock (often simply
called the price) reflects the buying public’s and institu-
tional perception of value. This perception is affected by
changes in the payment and rate of dividends, and by
comparison of current price to earnings.

The price/earnings ratio (P/E ratio) is a popular indi-
cator of perceived value, and is most useful when com-
pared in one of two ways: either in relation to other stocks
or in relation to previous P/E ratios for the same stock. It
is computed by dividing current market value by the most
recent earnings per share of stock.

Example: A company’s recent stock sold for $35 per
share. Its latest annual profit and loss statement showed
$220 million in net profits and had 35 million shares out-
standing. That works out to $6.29 per share. The P/E ratio
is:

$35+$6.29=5.6
Example: A company earned $95 million and has 40 mil-
lion shares outstanding, so its earnings per share is $2.38.

The stock sells at $28 per share. The P/E ratio is calcu-
lated as:

$28 + $2.38=11.8
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The general rule of thumb is that lower P/E ratios in-
dicate lower risk. So in the first example, the P/E ratio of
5.6 will be perceived as a less volatile investment than the
second, with a P/E ratio of 11.8. But P/E ratio is not al-
ways an accurate measurement, and certainly should not
be taken as the only test needed to judge a stock’s value,
risk, or volatility. As a trend indicator only, it is a useful
tool for making comparisons. On a purely mathematical
basis, the P/E ratio is problematical. It compares unlike
factors derived in entirely unrelated ways. The earnings
per share reflect profitability in corporate operations over
a period of time, whereas the market value indicates the
current perception of value based on supply and demand
for the stock at this moment. Obviously, one factor is his-
torical and the other is current.

Still, the use of the P/E ratio does provide good com-
parative information among various stocks and from one
time to another in one stock. The number can give useful
indications of relative risk and potential profit. For example,
one stock may have had a P/E ratio of 15 last year and only
10 today. That change may indicate that the market value of
the stock is a better bargain today than it was last year.

The P/E ratio is an important fundamental test; but
you should also consider at the very least three additional
tests:

1. As an indicator of current income on the stock,
track dividend yield. This shows the current yield from
dividends expressed as a percentage. It is computed by di-
viding the dividends paid per share of common stock by
the current market value of the stock; the result is ex-
pressed as a percentage.

2. Profitability of the company’s operations is mea-
sured by the profit margin. This is the most popular mea-
surement of corporate operations. It is computed by
dividing net profits by gross sales; the result is expressed
as a percentage.

3. Another useful fundamental indicator is the return
to the investor. The profit on invested capital shows yield to
equity investors. Divide net profits by the amount of out-

-standing capital; the result is expressed as a percentage.



All of these fundamental tests should be reviewed in
comparison with past statistics, calculated in the same
way. Only then will they have any meaning for you.
Analysis of financial information is only worthwhile when
you track them over time, and only when they reveal the
latest entry in a trend.

The P/E ratio should never be the only indicator you
use to decide when to buy or sell. Fundamental analysis
should be comprehensive, including complete study of all
worthwhile fundamental tests and trends over a period of
time.

Technical Tests

Combine fundamental analysis with technical analysis to
develop a well-rounded method for judging the market
and individual stocks you are thinking of buying, and to
help you decide when to trade stocks you already own.

One important technical indicator is the trend in
volume of trading on a particular stock. You can also ap-
ply volume tests against the entire market, with a differ-
ent conclusion if volume is high or low, and whether the
overall direction in value is on the increase or on the de-
crease. When volume increases, it indicates increased
market interest in that stock. Of course, “interest” does
not always mean investors want to buy. High volume ac-
companied by a decline in the stock’s market value means
there is a lot of interest, but investors want to sell, not
buy. Increased interest in a stock often is accompanied by
movement in one direction or the other. At times, you
will notice a sudden increase in volume without much
price movement in the stock. That means that buyers and
sellers agree that the current trading range of the stock is
reasonable; but for various reasons, more than average
numbers of investors are trading the stock at the mo-
ment.

Chartists (technicians who track patterns and trends
in a stock’s price movement) look for a stock’s support
level, which is the price that has been identified as the
lowest likely price under current conditions. The stock’s
price is not likely to fall below that level. They also try to
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identify the resistance level, which is the highest likely
price under current conditions. The stock’s price is not
likely to rise above that level. Finally, chartists try to iden-
tify breakout patterns. A breakout occurs when a stock’s
price moves below support level or above resistance level.
Predicting future price movements by watching for pat-
terns and tendencies in the shape and level of pricing
helps the chartist to understand how and why stock
prices move in the ways they do.

For the options investor, an understanding of support,
resistance, and breakout can be valuable. While support and
resistance are likely trading limitations, breakouts do occur.
But in the short term, and based on past pricing trends, the
charting of a stock can help you to identify risks of breakout
and thus aid you in finding stocks whose options are rea-
sonably viable for the strategies you want to employ:.

Another technical indicator for stocks is the high
and low price level. The high and low ranges over the last
year provide you with good information about the stock.
For one thing, it shows where today’s market value is in
relation to the trading range. Detailed stock listings gener-
ally show the high and low trading prices for the past 52
weeks. So when a stock has had a range between $26 and
$45 per share and its current market value is $44, you
know that it is very close to its annual high.

Some investors are comfortable buying only when
stocks are in the middle of their range, while others look
at overall patterns and buy stocks that appear to be trend-
ing in a pattern of growth. These types of decisions have
to be made by each investor, since one person’s opinion
about trading range patterns does not always seem right
to another. You also need to recognize that some stocks
move in patterns of one type, while others—especially in
different industries—will tend to act differently.

No single fundamental or technical test should be
used exclusively or in isolation. The more information
you have available, the better your chances of making a
smart decision. You can evaluate your stocks as part of a
long-term trend, combining both fundamental and tech-
nical tests, by using a stock evaluation worksheet like the
one shown in Figure 6.3. After filling in one line for each



stock name

DIVIDEND P/E
DATE RATE RATIO HIGH LOW

CLOSE

FIGURE 6.3 Stock evaluation worksheet.

week or for each month, you can begin to identify trends
in dividend rate and P/E ratio (fundamental tests) as
well as the high/low and closing price ranges (technical
tests).

The problem with analysis for many investors is that
it takes time. There are thousands of available stocks to
choose from. As an option investor, you have one advan-
tage: You can limit your analysis to the relatively small
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number of stocks on which listed options are traded. This
is still a healthy number of stocks, but certainly not the
thousands that constitute the entire market. You may fur-
ther reduce the number of likely stocks in your analysis
by selecting only those option-listing issues that also are
highly rated by one of the analytical services, such as
Value Line or Standard and Poors.

Deciding Which Tests to Apply

Entire books have been written on the hundreds of possi-
ble fundamental and technical tests. How do you decide
which tests are most meaningful to you? This is a difficult
question, because its answer depends largely on your own
opinion.

Before deciding how to approach the rather large
question of how to pick one form of analysis over another,
you should be aware of some facts about the market:

1. Price often has nothing to do with the fundamen-
tals. The stock market is known as an auction market-
place. That means that the price of a particular stock (or
option) reflects the current perception of value, and not
necessarily the true financial condition or potential of the
company. If you evaluate only price-related information,
you are not really studying the attributes of the company;
you are studying the markets perception of the stock’s
current value.

2. The real value of assets owned by a company of-
ten is not a factor in price. You will observe that in many
cases a company’s book value may have nothing to do
with current market value. It is often far less than cur-
rent market value but in some cases may be higher. Be-
cause the market perception of value is what rules price,
actual book value per share may be ignored altogether.
So an evaluation of a company’s tangible worth might
not have anything to do with current market value of its
shares.

3. The past is not an infallible indicator. You may at-
tempt to predict patterns of price, profits, or competitive



posture within an industry; but in fact the past does not
always dictate the direction of the future for any funda-
mental or technical tests. All of the analysis you perform
can serve well as indicators, but there are no guarantees.
You can make educated guesses by selecting analysis and
conducting it wisely and in comparative form. But you
cannot accurately predict the future, even with the best
available information about the past.

4. Stock prices may be largely random. Some people
believe in the random walk theory, which states that all fu-
ture price movement is random—that there is a 50 per-
cent chance of stocks going up and a 50 percent chance
they will go down. The argument is that current price re-
flects all known information about a company, so future
price movement is determined by chance.

5. Any number of unrelated factors can be studied,
and seemingly significant results identified. In the realm
of technical analysis, numerous studies have been under-
taken in an attempt to correlate market pricing with unre-
lated social or natural events. Predictions concerning the
market have been tied to sports victories, weather pat-
terns, and the distances and thickness of tree rings. None
of these unrelated factors are useful in predicting future
market movements, and investors are ill-advised to invest
money in subscribing to newsletters promoting those the-
ories, let alone acting upon the decisions promoted by
their founders. :

6. Common sense is your best tool. Investing well
requires study, analysis, and comparison. It is not easy.
The market is not the place to get rich quick or to make a
lot of money without any work. Too often the idea that
some scheme or trick will help you amass a fortune with-
out much money, without any risk, and in very little time
is appealing and has short-term popular appeal. Making
money in the market is hard work, and the risks should
never be overlooked. Most of all, use your common sense
in making any evaluation. If you proceed with good in-
formation, based on research and hard work, and if you
make your final decision using common sense, you will
beat the averages and succeed in the market.
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APPLYING ANALYSIS TO CALLS

To select stocks on which calls will be written, you need
to identify an acceptable stock. That usually means you
need a degree of short-term price volatility without exces-
sive risk. Volatility is a technical test of a stock’s price sta-
bility, so it is an excellent tool for call writing. The ideal
stock for call writing experiences moderate price volatility
in relation to other stocks with similar characteristics.
Volatility can and does vary in changing market condi-
tions, and is not a constant. Because price stability is the
test for volatility, it is a backward-looking test applied
over a period of time. Volatility is expressed as a percent-
age over a 12-month period, derived by dividing the an-
nual low price into the net change in price during the
period.

Example: You want to compute volatility for a stock you
are thinking of buying. Its price range over the last 12
months was between $28 and $49 per share. Divide the
difference between these high and low prices, by the low.
To express the answer as a percentage, multiply the an-
swer by 100:

$49-828 100 =75.0%

$28
Example: You apply the volatility test to another stock
you are also considering buying. Its price range during the
past year has been between $67 and $72 per share. Volatil-
ity is:

372367 100=7.5%
$67
The stock in the second example is substantially less
volatile than the one in the first example. The percentage
summarizes the trading range, making it a useful single-
number indicator for call writers. A smaller price range
indicates that the second stock is more predictable (less



volatile) in price movement. How do you select the best
stocks for call writing? With little or no volatility, call pre-
miums will be low and not worth the risk. For extremely
volatile stocks, premiums will be much higher but the
risks will be greater as well. You need to identify a middle
range of moderately volatile stocks that offer healthy call
premiums without also being overly risky as indicated by
price volatility.

Fundamental and technical tests can be applied not
only to identifying good values in underlying stocks, but
also to the timing of selling covered calls. In addition to
volatility, also study a stock’s beta, which is a test of rela-
tive volatility. While price volatility looks only at one
stock’s price trend, beta compares a stock’s price move-
ment to the entire index of stocks. A beta of 1 tells you
that a particular stock tends to move in the same degree as
the market as a whole. A beta of 0 implies that the stock’s
price changes independently of the market, and does not
react to overall price changes. A beta of 2 is calculated for
stocks that react or overreact strongly to market trends,
often by moving to a greater degree in the direction of the
overall market.

Example: Over the past year, the composite index—the
overall value of the stock market—rose by approximately
7 percent. Your stock also rose 7 percent, so its beta is 1. If
your stock rose 14 percent, its beta would be 2.

As a general rule, more volatile stocks will also tend
to have higher time value in their options. That is, time
value will also decline at a sharper rate for high-beta
stocks than for average stocks. The higher time value pre-
mium is also a reliable indicator of greater risks. If you
buy high-beta, high time value stocks and sell calls, you
may receive higher premiums, but you also end up with a
more volatile portfolio.

Because time value is usually high for a high-beta
stock, premium value—like the stock’s market value—is
also less predictable. Exceptionally high time value that
also tends to fall rapidly in a short period may seem like
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an advantage to call writers. But that advantage may be
offset by volatility in the stock’s price.

Example: You own 100 shares of stock you bought at
$62 per share. You recently sold a May 65 call and re-
ceived a premium of 5. Last week, the stock fell 6 points
and your call’s value went down to 1. You buy, realizing a
profit on the call of $400. However, you lost $600 in the
underlying stock.

Besides volatility and beta of the stock, covered call
writers can follow the trend in a call’s delta. When the op-
tion premium and the underlying stock price change by
the identical number of points, delta is 1.00. As delta in-
creases or decreases for the option, you can judge the re-
sponsiveness (volatility) of the option to the stock at the
current pricing in relation to underlying stock price and
striking price, fluctuations of time value, and changes in
the delta as expiration approaches. This type of analysis
provides you with insight as to how a particular stock and
its options interact.

The inclination of the typical option is to approach a
delta of 1.00 as it goes deep in the money. So for every
point of stock movement, you would expect a change in
option premium very close to 1 point. Time value tends
not to be a factor in option premium changes in deep-in-
the-money situations. The time value then changes more
in regard to the approach of expiration and not to move-
ment in the underlying stock.

When the option is at the money, you can judge the
option activity by observing delta. For example, if the op-
tion’s delta is at 0.80 when at the money, you would ex-
pect a change of o point in the option for every point
change in the stock. This would vary as expiration ap-
proaches and time value disappears; in addition, the di-
rection of stock movement may also affect response in the
option premium.

Example: You are tracking an in-the-money call. Its
striking price is 35 and the underlying stock’s current
market value is $47 per share. You notice that each



point of movement in the stock’s current market value is
paralleled by a corresponding change in option pre-
mium value. The only variance is evaporation of time
value.

Example: Another option is currently at the money. You
observe that as the underlying stock’s market value
changes, it tends to affect the option premium value by
about 80 percent. This option’s delta is 0.80.

Example: A third option is out of the money. Its striking
price is 65 but the stock’s current market value is $52 per
share. Minor changes in the stock’s market value have lit-
tle or no effect in the option’s premium level, which con-
sists entirely of time value. As striking price and the
stock’s current market value widen, you notice that there
tends to be less effect on premium movement. This option
is experiencing a declining delta as it moves farther out of
the money.

Being aware of the delta enables you to take advantage of
conditions and also improves your timing, whether you're
a buyer or a seller.

Open interest is another useful technical indicator
you can use. Simply the number of open option con-
tracts, it gives you the current status of market interest in
a particular option. For example, for one stock the July
40 calls had an open interest last month of 22,000 con-
tracts; today, only 500 contracts remained open. The
number changes for several reasons. As status moves far-
ther away from at the money, the number of contracts
tends to decline due to exercise, closing sale transactions,
or rolling forward. Sellers tend to sell as time value evap-
orates; buyers tend to close out positions and take profits
or accept losses. And as expiration approaches, fewer
new contracts are opened. In addition, changes in open
interest indicate changing perceptions of the stock for
sellers or buyers. Unfortunately, the number of contracts
itself does not tell you the reasons for a change in the
trend, nor whether the change is being driven by other
buyers or other sellers.
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Applying the Delta

The delta of a call option should be 1.00 whenever it is
deep in the money. As a general rule, you can expect the
call to parallel the stock’s price movement point for point.
In some cases, the option’s delta will change unexpectedly.
For example, if an in-the-money call increases by 3
points, but the stock has increased only 2 points (a delta
of 1.50), this change in time value is a sign that investors
perceive the option to be worth more than the previous
price (relative to the stock’s movement). See Figure 6.4.

Time value will not move in a predictable pattern
and generally does not increase with time. This general
observation varies from one option to another, and from
one time to another. The market’s overall perception of fu-
ture value (both of the call and of the underlying stock)
changes, and that change will often affect time value as
well.

You can track the delta of a call to identify and time a
covered call write.
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Example: You bought 100 shares of stock at $48 per
share. During yesterday’s market the stock rose from $51
to $53, based largely on rumors of higher profits than the
analysts previously estimated for the company. The option
with a striking price of 60 rose from 4 to 8, an increase of
4 points. The delta was 2.00: The stock rose only 2 points,
and the option increased in value by twice as much (200
percent).

If a call's premium exceeds the movement in the
stock, it could serve as a signal to open a covered call po-
sition with an opening sale transaction. You can use the
delta to track market perception and then take advantage
of distortions in time value. Those distortions may be very
momentary, subject to correction within a very short time.

The same strategy can be applied when you have an .
open covered call and you are thinking of closing the po-
sition. For example, your call is in the money and the
stock falls 3 points. At the same time, the option’s pre-
mium falls 3 points, a delta of 1.50 in a downward trend.
If this is a temporary distortion of delta, meaning time
value is artificially reduced temporarily, you can profit by
closing the position immediately. As this is a possible shift
in market perception of the stock, the option, or both, it
could also serve as a warning that the stock’s risk level
might be changing.

FOLLOWING YOUR OWN PERSPECTIVE

All analysis of stocks and calls is a matter of estimates.
You cannot time decisions perfectly, but must depend on a
combination of fundamental and technical tests to give
yourself an edge in the market. As a call writer, do not ig-
nore the importance of studying stocks for more than to-
day’s call values. Buy stocks for the same reasons you
would as a long-term investor who will not be writing
calls. Value should always rule your decision. The stock,
by itself, should be an attractive investment without con-
sidering the opportunities in call writing.

Also recognize that covered call writing is one way



to provide partial downside protection, and to improve
overall return on your stock investment. In exchange, you
give up potential gains if the stock were to suddenly in-
crease in value. The fixed striking price ensures you a lim-
ited, consistent profit but may prevent you from realizing
the larger gains that occur from time to time. If writing
calls is contrary to your long-term objectives or even your
short-term beliefs, you should not enter this market. For
example, if you buy stock because you believe it is grossly
under its fair price and will jump in the near future, you
should not sell calls and fix your striking price.

Example: You bought 300 shares of stock last year as a
long-term investment. You have no intention of selling
that stock and, as you hoped, its market value has been
inching up consistently. Your broker is encouraging you to
write calls against those shares, pointing to the potential
for additional profits as well as downside protection. Your
broker points out that if exercised, you will still profit. Re-
membering that your reason for buying the shares in the
first place was long-term growth, you reject the advice.
Call writing is contrary to your established reason for buy-
ing and will not fulfill your investment goal.

You usually can avoid exercise in an open call writ-
ing position by rolling up and rolling forward. But you
may also run into a situation where price increases are
substantial enough that exercise in unavoidable. Or the
call could be exercised early. As a call writer, you need to
realistically understand these risks; the loss of potential
future profits might not be worth the premium income.
Exercise is always a possibility when you have sold a call.
You need to be satisfied with the yield from the combina-
tion of call premium, limited capital gains, and dividends,
and exchange certainty for potential. You also have to be
completely willing to give up 100 shares of stock for each
call you write in the event of exercise.

Do not overlook the importance of tracking stocks
and evaluating them on their own merit. By preparing a
performance chart like the one shown in Figure 6.5, you
can track price movement by week. A completed chart
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FIGURE 6.5 Stock performance chart.

helps you identify and time decisions to sell or, if you
continue to hold the stock, when to write covered calls.

To succeed as a call writer, you should track both the
stock and the option. Making a large percentage profit in
calls is of no real value if you end up with losses in your
stock portfolio, or with depressed stocks that might not
increase in value in the near future.

Example: You bought 100 shares in each of four compa-
nies last year. Within the following months, you wrote
covered calls in all four cases. Today, three out of the four
have market values below your original cost, even though
the overall market is higher. You add up the total of profits
on calls you wrote and dividends you have earned, only to
discover that those profits are lower than the paper losses
in market value of the stocks. If you were to sell all 400
shares today, you would lose money.



Certainly, in this case those losses would be higher
if no calls had been written. That is a viable argument.
However, you need to look at the original basis for buy-
ing those particular stocks. Were options one reason?
Are these companies too volatile to justify having pur-
chased them just to write calls? Would you have bought
these stocks if no options were available? Relatively sta-
ble, safe stocks tend to have very little time value in their
options, making them appear less attractive for option
writing. More volatile issues tend to have higher time
value.

Perhaps the greatest risk in call writing is the ten-
dency to buy stocks because calls appear to be attractively
priced for the seller. Your best chance for overall success
in call writing is to think of it as a secondary strategy.

First, pick stocks wisely and hold them for a while,
giving them an opportunity to increase in value. That
gives you much greater flexibility in the selection of a
call and ensuring yourself profit from all sources: call
premium, dividends, and capital gains on the stock.
Thorough analysis and comparison should be the basis
for your stock selection. Listen to good advice, read re-
search reports, study fundamental and technical indica-
tors, and define what you consider an acceptable level of
risk.

Second, time your decision to sell calls on stocks
you already own to be preferably when current market
value is higher than both your basis and the striking price
of the call.

Patience is a good attribute for the call writer to cul-
tivate. Opportunity presents itself eventually, but too
many novice call writers are impatient. They want to act
now, and as a result, mistakes can be made.

Putting Your Rules Down on Paper

Setting goals helps you to succeed in the market. This is
true for options and also for the selection of stocks. You
will improve your chances of success by defining your
personal rules and then putting them down on paper.
Write down your standards in several areas:



1. Long-term goals for your entire portfolio.

2. Methods you believe will help you reach those goals.

3. Percentages of your portfolio to be placed in each
type of investment.

4. Definitions of “risk” in each of its several forms.

5. Purchase and sale levels for each investment you
make.

6. Guidelines for review and possible alteration of your
goals.

Those investors who write down their rules tend to
succeed more than others, while those who dont write
down their personal rules tend to ignore them or not fol-
low their own guidelines in the first place. Everyone
knows someone who does not use goals, and can observe
that their lives are without direction. The same principle
applies in the market. Rules and standards help us set a
course, define the necessary steps to follow, and succeed.

The next chapter explains how the strategy of selling
puts can be used for several different goals, including pro-
tection of long positions.






Selling Puts

n Chapter 5, the special risks involved with selling

calls were examined in depth. Every call seller needs

to recognize the fact that the underlying stock could
rise indefinitely. For uncovered call writers, that repre-
sents an unlimited risk. And for covered call writers, that
could mean lost opportunities for future profits.

Selling puts is an entirely different matter. A put
seller hopes that the value of the underlying stock will
rise. If that occurs, the value of the put will diminish and
the seller will realize a profit. But what about the risk that
the stock’s market value could fall? Because the lowest
possible value is zero, the maximum theoretical risk is
easily identified: It is the difference between the striking
price and zero. But in reality, the risk is limited to the dif-
ference between striking price and book value per share.
Even a drastic decline in the underlying stock’s market
value has limited consequences. The put seller’s real liabil-
ity is limited in the event of a decline in market value, be-
cause a lower book value of the stock represents the real
lowest likely point of decline.

Book value per share is the real support level. Many
popular stocks trade well above book value, however, so a
market risk for put selling is still a factor to keep in mind.
The book value per share should be thought of as a de-
pendable realistic floor for the risk in selling puts. You
might assume that, except in a rare case, the stock’s mar-
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ket value should never fall below book value per share. So
a stock currently selling at $50 per share that has a book
value of $20 per share may be looked at as having maxi-
mum risk of 30 points (market value per share less book
value per share).

A put is an option to sell 100 shares of the underly-
ing stock. So when you sell, or write, a put, you grant the
buyer the right to sell 100 shares of that stock to you, at
the predetermined striking price, by expiration date. In
other words, in exchange for receiving a premium, you
are willing to buy 100 shares at the striking price, even if
the stock falls below that level. The risk, of course, is that
the stock’s market value will fall below striking price and
you will then be required to buy 100 shares—when mar-
ket value is much lower.

As a put seller, you can reduce your exposure by se-
lecting puts in a specific striking price range. For exam-
ple, if you sell puts with striking prices of 50 or more,
your maximum loss range will be 50 points, or $5000 per
100 shares. But if you sell puts with striking prices of 25
or below, your maximum loss per put will be only 25
points.

EVALUATING STOCK VALUES

If you consider the striking price to be a fair and reason-
able price for 100 shares of stock, selling puts has two ad-
vantages:

1. You receive immediate cash income from selling the
put.

2. The premium discounts the price of the stock, re-
ducing the risk.

If you are willing to purchase stock at the striking
price—meaning you consider that price to be reason-
able—then selling puts at that striking price is a good
strategy. You would be willing to pay that price for the
stock and, in the event of exercise, you will be required to
do so. The risk is that the price may fall below that level.



If the put is exercised, you will end up with 100 shares for
which market value is below your cost.

Buying shares above market value may be acceptable
if you plan to hold the stock as a long-term investment.
You will need to accept a temporary paper loss, however,
in the belief that over the long term your investment will
be profitable. Identifying this risk may or may not make
put writing acceptable. For the immediate income, you
risk filling your portfolio with stocks you bought above
current market value. So you will have to wait out the
market, and that could take time. Hopefully, the risk is
justified by selling puts only on stocks you would like to
own.

Example: You sold a put with a striking price of 55 and
were paid a premium of 6 ($600). You considered $55 per
share a reasonable price for this stock. Before expiration,
the stock’s market value fell to $48 per share and the put
was exercised. You were assigned 100 shares and paid
$5500 for them, 7 points higher than the stock’s current
market value.

Several particulars are worth mentioning in this case:

1. The outcome is acceptable as long as you still be-
lieve that $55 per share is a good price for the stock. You
would then also believe that current market value repre-
sents a temporary depression in the market for that stock,
and that it will rebound in the future. If your assumption
is correct, the paper loss is only temporary and should not
represent a problem for you.

2. The premium of $600 paid when you sold the
put discounted your real basis in the stock to $49 per
share (stock basis of $55, less option premium of $6 per
share). So your true basis in the stock after exercise is
only 1 point above current market value.

3. If the stock’s market value had risen, you would
have made a profit from selling the put. It would not have
been exercised and would have eventually expired worth-
less. In that outcome, the $600 premium would have been
a clear profit. Thus, selling puts in a rising market can



produce profits for investors not as interested in buying
100 shares, with limited risk exposure.

Put sellers who seek only the income from premi-
ums should select stocks that they consider have the best
chance of rising in value. Fundamental and technical tests
on stocks and on the market in general can be applied to
the selection of underlying stocks and their put options in
order that if you do end up buying shares upon the exer-
cise of a written put, you will have selected puts on stocks
you are willing to own. The income received from premi-
ums is only one-half of the total test. You also need to sen-
sibly evaluate the stocks themselves, or the risks are too
great to justify the strategy.

EVALUATING RISKS

In Chapter 6 we demonstrated how stock selection con-
tains certain risks for call sellers. Specifically, the more at-
tractive premiums will be found on the more volatile
stocks. This means that covered call sellers may be prone
to picking the higher-risk stocks primarily to get high
time value opportunities.

The same risks apply to put sellers. You will find that
higher time value premiums for puts exist on stocks with
higher than average volatility. The direction of movement
is different for selling puts than it is for selling calls, but
the risks on the underlying stock are the same. Selecting
stocks for put writing is subject to the same cautions as
selecting stocks for selling calls—covered or uncovered.
In the case of puts, your risk is that a stock’s market value
will fall. The more drastic the fall, the greater the loss.
However, a put seller’s perception of risk has to be differ-
ent. The key to selecting puts to sell should not be the size
of the premium, but that seller’s willingness to buy the
stock.

With this in mind, the evaluation of risk is different
than it is for call selling. The put seller should apply the
same fundamental and technical tests to a stock that the
call seller applies. The difference, however, is that while



covered call writers own the stock ‘when they write the
call, the put writer is only willing to buy the stock
should exercise occur. So because not every put will be
exercised, put sellers enjoy greater leverage than call
sellers. Your only limit is the degree of short position
risk you are willing to assume at one time—and, of
course, the level of risk your broker will allow you to
carry as well. A short position is always risky, because if
the market trend suddenly turns downward, all short
puts in your portfolio will increase in value (not a good
outcome for a seller), and if too many are exercised, it
could be impossible for you to meet your obligations. If
that were to occur, the broker would have to pick up the
shares—at a loss.

SETTING GOALS

There are four possible goals you may have in mind for
selling puts: to produce short-term income, to make use
of idle cash deposits in a brokerage account, to buy
stocks, or to create a tax put.

Goal 1: Producing Income

The most popular reason for selling puts is also the most
apparent: to earn short-term profits from premiums. The
sale is made and, in the ideal outcome, the put declines in
value so it can be purchased (closed) at a lower price, re-
sulting in a profit. Time is on your side when you're a
seller, so when you sell puts with large time values your
potential for profit is increased. A corresponding higher
risk is usually associated with higher time values.

Example: Last January, you sold a June 45 put and were
paid a premium of 4. At that time, the underlying stock’s
market value was $46 per share. Because market value
was higher than the striking price, the entire premium
represented time value. (Remember that for puts, the in-
the-money condition is opposite than for calls.) If the
stock’s market value remains at or above $45 per share,



the put will eventually expire worthless. If by exercise
date the stock is valued at between $41 and $45, you will
earn a limited profit or you will break even. The $41 per
share price is the difference between striking price and the
amount you received in premium.

A short position can be canceled at any time. As a seller,
you can close the position simply by purchasing the same
contract at current premium value. However, remember
that an open option can also be exercised by the buyer at
any time. So whenever you sell a put, you are exposed to
exercise and you must be willing to accept the stock if ex-
ercise occurs. If the market value falls below striking
price, exercise can occur at any time. For the premium
you are paid upon sale of the put, you accept the risk that
market value of the stock will fall below striking price,
and that you will be required to buy 100 shares above cur-
rent market value.

A smart put seller is always aware of the potential
profit or loss zones, and will decide ahead of time at what
point to close a position and when to keep it open. If a
profit becomes impossible, the best possible outcome
could become one of limiting losses. An example of profit
and loss zones for put selling is shown in Figure 7.1. In
this case, striking price was 50 and the put premium was
6. This creates a 6-point limited profit zone between $44
and $50 per share; below that, you will experience a loss.

Example: You sold a put with a striking price of 60 and
received a premium of 5. Your profit zone in this case is
any price at or above striking price. If the stock’s market
value falls below $60 per share, but remains at or above
$55, you will have a limited profit (because you received 5
points for selling the put). If the stock’s market value falls
below $55 per share, it will be in the loss zone.

Conceivably, you could select stocks that will remain
at or above striking price and earn profits repeatedly over
time by selling puts, without the threat of exercise. How-
ever, it takes only one dip in price to be exposed to exer-
cise, and this risk cannot be overlooked. Remember the
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FIGURE 7.1 Put selling profit and loss zones.

basic guideline for selling puts: You should be willing to
purchase 100 shares of stock at the striking price, which
you consider a fair price for the stock. If current market
value is lower than striking price, you should believe mar-
ket value will eventually rebound, justifying the purchase.

One of the greatest risks in selling puts is exercise,
which could create a problem for you as an investor. You
could end up with a significantly overpriced portfolio. 1t
will take time for market values to catch up to your basis;
meanwhile, your capital is invested in stocks purchased
above market value.

Example: You sold several puts over the last few
months. This month, the market fell dramatically in what
analysts are calling a correction. Five of your puts were
exercised at the same time, and you have been assigned a
total of 500 shares. Your entire available capital is now
tied up in these shares, all of which were purchased in the
money. Consequently, your entire portfolio’s basis is
higher than current market value, and prices seem to be
moving slowly or not at all. Your portfolio is overpriced



even considering the premiums you received. The drop in
market values was sudden and unexpected, so your losses
were significant. You have no choice but to sit out the
market and hope it rebounds in the future.

The net cost level for stock acquired through exer-
cise of puts is the striking price, minus premiums received
for selling the puts. Allowing for transaction fees paid to
the brokerage firm (both for selling the put and for buying
the stock) further reduces your net basis. In the event of a
large drop in market values, the possibility of ending up
with substantially overpriced stocks should not be over-
looked. Even when you believe the striking price is rea-
sonable, that is today’s judgment. You might believe
differently after the market decline; time will be required
to recover from a large price drop.

Your broker will probably require a cash deposit or
commitment of securities in order to satisfy margin re-
quirements when you sell-puts. Whenever short positions
are opened, brokerage firms want to be protected in the
event of adverse outcomes. If you have a number of short
position puts open, the brokerage firm has to be assured
that in the event of exercise you will be financially able to
honor the requirements of the puts and buy the shares as-
signed to you. From the brokerage firm's point of view, if
you are not able to keep that commitment, the firm will
be required to absorb the loss.

You need to limit the number of puts you sell at any
one time, if only from the point of view of the brokers
risks and margin requirements. In addition, no investor
can afford unlimited exposure to risk. You cannot exceed
your capacity for buying stock at the combined striking
prices of all puts you have open in short positions at any
one time.

Example: You have $12,000 available to invest in the
market today. Taking the traditional route, you could buy
shares to the extent that you can afford, with current mar-
ket value of $12,000 or less. However, if you want to write
puts instead, you will be expected to place in reserve
some amount of cash determined by the potential striking



price value of the puts you want to write. In this case, you
cannot exceed 120 points in striking price value (which
translates to $12,000).

This limitation can consist of three options, each
with striking prices of 40 or less; or one option with a
striking price of 120; or any combination that does not
exceed the total. This raises another point: spreading the
risk among several different puts reduces your risk. In
comparison, selling a single put means all of your poten-
tial risk lies in one company.

A broker might allow you to exceed your maximum
available cash level in written puts. However, if the puts
are exercised and you exceed your purchase ability, you
will be required to finance the balance in a margin ac-
count—essentially, borrowing the money from the bro-
kerage firm and paying interest. This further increases
your loss in puts.

Whenever you sell puts, you accept the risk of exer-
cise and cannot cover your position as you can with calls.
A call write can be covered by buying 100 shares of stock.
An uncovered call, in comparison, exposes you to unlim-
ited potential losses. It is a different matter with puts,
however. Written puts cannot be directly covered (except
through the purchase of other options, which is dis-
cussed in Chapter 8). The term “covered call” refers to
the combination of selling calls and owning stock, and a
similar strategy is not possible with puts. (The strategy
called a “covered put,” consisting of selling a put and
also selling short 100 shares of the underlying stock,
protects only the number of points equal to the amount
the seller receives for the put. If the puts value rises
above that level, then the short position is not com-
pletely covered. So in practice you cannot “cover” a
short put as you can a short call. And considering the
many ways you can use options, the “covered put” strat-
egy is not a practical idea.)

Put sellers need to view their strategy differently
from call sellers. With covered call writing, exercise is
not necessarily a negative; at times, it is a welcome out-
come and even a desired outcome. Profits can be built



into the strategy. But when a put is exercised, stock is
always assigned to the seller at a value higher than cur-
rent market value, without exception. That is only ad-
vantageous when the assignment occurs in the limited
profit range. That means that the net basis (striking
price less premium received) makes your basis lower
than current market value. Considering brokerage fees
for both option and stock, this profit will be marginal at
best.

As a put seller, you can avoid exercise using the
same techniques used by call sellers. Rolling forward buys
you time and might help to avoid exercise, at least until
the stock’s price rises. You should avoid increasing the
number of puts in a short position on any one issue, how-
ever, unless you can afford to buy a greater number of
shares above current market value and you are willing to
take that risk. It is a mistake to increase your exposure to
loss just to avoid exercise.

Example: You sold a put two months ago and received a
premium of 4. The stock recently declined below striking
price and you would like to avoid exercise. The original
put is now valued at 6. In order to forestall or avoid exer-
cise, you close the original position by buying the put.
This produces a loss of $200. At the same time, you sell
two additional puts currently valued at 4 each, producing
a premium total of $800.

The problem in this technique for avoiding exercise
is that your risks are doubled. Now, instead of being at
risk for one put and assignment of 100 shares, you have
two puts and might eventually be required to buy 200
shares—above market value. An alternative is to roll for-
ward the one put and reduce potential losses. You could
replace the original put with another of the same striking
price but later expiration date. That reduces the pending
risk of expiration (although exercise can still occur at any
time), but also produces more premium income due to
higher time value. Alternatively, you can simply close the
position by buying the put and accepted a $200 loss. This
decision rests with how you now look at the stock and



how much risk you are willing to have. In some cases, the
$200 loss might be the best outcome for the transaction.
Do you still consider the stock reasonably priced at the
striking price (regardless of current market value)? If so,
then exercise would not be entirely negative, assuming
current market value did not fall too drastically below its
current level.

Compare potential losses to the number of points of
difference between current market value and striking
price. For example, if striking price is 45 and the stock
has declined to $38 per share, that is a 7-point difference.
Let’s say that closing the put will produce a $400 loss. In
this case, your question should be: Is the $400 loss better
or worse than having to buy 100 shares of stock at 7
points above current market value? As owner of the stock,
you can afford to wait for the price to increase. However,
once you are free of the open short position in the put,
you can always sell another, offsetting your $400 loss.
This decision depends on your risk tolerance and what
you believe about the stock’s potential for future price
movement.

Goal 2: Using Idle Cash

When investors sell options, their brokerage firms require
deposits of cash or securities for at least a portion of the
risk. With puts, the maximum risk is easily identified. It is
the striking price of the put.

In some instances, investors keep their money on
the sidelines because they believe that stocks they would
eventually like to buy are at present overpriced. The
dilemma is that, if they are wrong and those stock prices
increase, they miss an opportunity and their money is
idle. If they are forced to wait for the next opportunity,
how long will that take?

These are problems that cannot always be foreseen,
and the answers are never known. One way to deal with
the unknown factor is by selling puts on targeted stock.
You may wish to keep your investment capital on the side-
lines, fearing that the underlying stock’s price is currently
too high. By selling puts, you will make a profit if prices



go higher still, and you risk buying stock at the striking
price if the stock’s market value does go lower. In either
event, you keep the premium received for selling the put.

Example: You are interested in buying stock as a long-
term investment. However, you also believe that the over-
all market has increased in value too quickly, and that a
correction is likely to occur in the near future. You also
believe that the price of the stock you want is reasonably
low at this moment. Your solution: Sell one put for every
100 shares you want to buy, instead of buying the stock.
Place your capital on account with the brokerage firm as
security against your short position in the puts. If the cur-
rent market value of the stock rises in the future, your
short puts will lose value and can be bought at a lower
price than you sold them for, or allowed to expire worth-
less. In this way, you benefit from a rise in market value
without risking all of your capital.

If the market value of the stock declines, you will be
assigned the shares. But as long as the striking price repre-
sents what you believed to be a reasonable market value at
the time you opened the position, a decline in price should
not concern you, as a long-term investor, you are confident
that the price will rise in the future, and your paper loss
will be offset partially by your profit on the puts.

Goal 3: Buying Stock

The third reason for selling puts is to intentionally seek
exercise. Selling a put discounts the purchase price and
your basis in the stock by the amount of the premium,
and you will not be concerned with price drops between
the time of selling the put and expiration date.

Example: You have been tracking a stock for several
months, and have decided you are willing to purchase 100
shares at $40 per share. The current price is $45 per share.
You may wait for the stock to drop without result. How-
ever, you decide to sell a November 45 put and are paid a
premium of 6. The effect of this transaction will depend
on whether the stock’s market value rises or falls. If it



rises, the put will become worthless and the entire $600
sale price will become profit; you are then free to repeat a
short transaction with the same arguments as before. 1f
the stock’s market value declines, the option will be exer-
cised. When you subtract the option premium you re-
ceived from the striking price of $45 per share, your net
cost is only $39—one dollar per share below your target
price (not allowing for brokerage fees).

In this example, the put was sold at the money and
the premium—all time value—was high enough to reach
your target purchase price on a net basis. Even if the
stock’s current market value fell below $40 per share, your
long-term plans would not be changed. Remember, in this
example, you originally thought that $40 per share was a
fair price. Intermediate dips are not of concern to long-
term investors. However, if the stock’s market value rose
and the put expired worthless, the $600 premium would
all be profit, giving you the flexibility to adjust your pur-
chase goal. If you were to purchase the stock at $46 per
share, the net basis to you remains at $40 ($46 per share
less $6 per share already received in profit from selling the
put). In theory, you could repeat the success in this strat-
egy indefinitely, as long as the stock’s value continued
inching upward, and as long as puts were available with
adequate premium value to cover the rise in stock market
value. You miss buying opportunities as long as the stock’s
market value is rising, but you also cover all or part of
that lost opportunity.

Example: You are interested in acquiring a stock at $40
per share. However, current market value is $45. You sell
a put with a striking price of 45 and receive a premium of
6. You hoped the value would fall and that the option
would be exercised, giving you ownership at a net cost of
$39 per share. However, instead of falling, the stock’s mar-
ket value rises 14 points.

In this example, the put would expire worthless and
the $600 premium would be all profit. But if you had
bought the shares in the first place instead of selling a put,
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you would have earned $1400 in profit. Once the put ex-
pires, though, you can sell another, offsetting part of the
lost opportunity of this rise in market value. If the stock
seesaws up and down, you can realize an overall profit
and still not miss any opportunities.

To succeed as a put seller, you need to be willing to
risk losing future profits in two ways due to unexpected
price movement in the stock:

1. 1f the price of the underlying stock rises be-
yond the amount you receive in premium, you miss the
opportunity to make a profit on the stock. You settle for
premium income only. However, when this occurs, you
still have your original capital plus the premium; and
you can always sell a subsequent put, continuing the
strategy.

2. If the price of the underlying stock falls drasti-
cally, you will be required to buy 100 shares for each put
sold, at a price above current market value. It may take
considerable time for the stock’s market value to rebound;
meanwhile, your investment capital will be tied up in a
stock you bought above current market value.

While the risks of put selling are much more limited
than those associated with uncovered call selling, you
could miss opportunities to make profits in the event of
stock movement in either direction.

Goal 4: Creating a Tax Put

A fourth reason to sell puts is to create an advantage for
tax purposes, which is known as a tax put. However, be-
fore employing this strategy, you should first check with
your tax adviser to determine that you will be timing the
transactions properly and legally—and to ensure that you
know the risks and potential liabilities involved.

An investor who has a paper loss on stock (when
current market value is lower than the original purchase
price) has the right to sell that stock and create a loss at
any time, even to create a loss to reduce income taxes.
Such losses can be deducted up to annual limits. At the



same time, those same investors may sell puts on the
stock, so that the premium received offsets the loss.
One of three results is possible:

1. The stock’s market value rises, and the option ex-
pires worthless. In this outcome, the loss on the stock is
offset by the option premium received; however, the stock
loss is deducted in the current year, whereas the profit on
the short put is taxed the following year.

2. The stock’s market value rises and the investor
closes the position, creating a profit because the purchase
price is lower than the sale price.

3. The stock’s market value falls below the striking
price, and the investor is assigned the stock. In this case,
the basis in the stock is discounted by the amount re-
ceived for selling the put.

You may assume that if the stock’s current market
value is lower than. its original cost, the put will have a
striking price that is also lower than that cost. So upon ex-
ercise, not only does the investor keep the option pre-
mium, but the basis in the stock is also discounted.

The advantage in the tax put is twofold: First, you
take a current-year loss in the year the stock is sold, defer-
ring the gain on the put sale until the following year. This
deferral is advantageous because it reduces this years
taxes by writing off the stock loss, while putting off the
tax on your option profit for a full year. Second, you profit
from selling the option, as shown in Figure 7.2, in the fol-
lowing two ways:

1. The premium income offsets the stock loss.

2. In the event of exercise, your true basis in the stock
is discounted from the level of striking price.

Example: You originally bought stock at $38 per share,
and it is now valued at $34. You sell the stock, realizing a
$400 loss. At the same time, you sell a put with a striking
price of 35, receiving a premium of 6. If exercised, the re-
sult of this strategy is, first, that your $400 loss in the stock
is offset by the $600 profit in put premium. Net adjusted



DATE ACTION RECEIVED PAID
Aug. 15| buy 100 shares at $50 $5000
Dec. 15| sell 100 shares at $47 $4700
Dec. 15| sell 1 Feb 50 put at 6 600

total $5300 $5000
net cash | § 300

PRICE MOVEMENT RESULT
$300 profit
stock rises above
striking price put is bought at
a profit
put is exercised at
stock falis below $50, net cost $47
striking price (with $300 profit

from tax put)

FIGURE 7.2 Example of tax put.

basis is $36 (original purchase of $38 per share, less $200
net profit from the tax put). Second, when the put is exer-
cised, you will buy 100 shares of the stock at the striking
price of 35, which is only 1 point below your adjusted basis.

Put sellers enjoy an important advantage over call
sellers: Their risk is not unlimited by potential indefinite
market value increases in the underlying stock. That
stock can fall only to the point that it becomes worthless.

An example of a put write, with defined profit and
loss zones, is shown in Figure 7.3.

Example: You sold one May 40 put for 3. The outcome
of taking this short position will be profitable as long as
the stock remains at or above striking price. If, at expira-
tion, the value is lower than $40 per share, you will be re-
quired to buy 100 shares at the striking price. As a put
seller, you assume a limited risk. Compared to writing un-
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FIGURE 7.3 Example of put write with profit and loss
zones.

covered calls, in which the current market value of the
underlying stock could rise indefinitely, the downside risk
is limited. Since you received $300 when you sold this
put, your break-even price is 3 points below the striking
price.

The most significant risk faced by put sellers is that
the stock might become worthless. While this may seem
an extreme claim, it is true. If the stock were to fall to
zero, you would have an exercised put at the striking
price for stock worth nothing. But as long as you select
stocks in well-managed companies, the risk of a zero
value is remote. The realistic risk level is the book value
per share, which is often close to the current market
value. A word of caution: In the reality of short-term expi-
rations, it is possible (rarely) to experience exercise below
book value, because current market value is a reflection of
the market’s perception of value and not of the financial -
realities (the company’s tangible worth). To avoid ultimate
risks, select stocks with fundamental strength, but remain
aware that the limited risk associated with market factors
is ever present. ‘

As with all option strategies, the best stocks to select
for put writing are those that tend to move within a rather
limited trading range, thereby offering enough volatility
to create short-term profits from declining time value, but



not enough movement to represent risk of large value
losses that could take months or even years for recovery.

Put sellers should be willing to accept the 100 shares
represented by the put contract, because if you sell puts,
in all likelihood you will eventually experience exercise.
And when exercise occurs, you will be buying 100 shares
above current market value. As long as you believe the
striking price is a reasonable price, the short-term current
market value movements are not important in the long
run. If you have thoroughly studied the company’s
strength and prospects for future growth, selling puts can
be a smart way to increase current income, discount the
price of stocks you end up buying, and benefit from price
increases without having to buy stock now.

In the next chapter, you will see how buying and
selling strategies can be combined to increase income and
reduce—or increase—risks.



Combined Techniques

ption investors or speculators can employ only

four basic strategies: buying calls, selling calls,

buying puts, and selling puts. In previous chap-
ters, you have seen how these basic ideas can be modified
and applied in various ways, and how a number of varia-
tions on these themes can be employed for different rea-
sons. For example, risks are modified when you compare
covered and uncovered calls.

The reasons for buying or selling options define the
types of risks you are willing and able to take. In that re-
spect, the utilization of an options strategy defines a com-
pletely separate investment. In other words, the way you
use options defines the risk level, the expected outcome,
and the way you use available capital. Consider, for exam-
ple, the difference between one investor interested only in
profits from selling calls or puts and another who wants
exercise as a way to either buy or sell shares. Their per-
ceptions of risk, desired outcome, and method of selec-
tion are entirely different.

This chapter expands on the variations of these four
basic strategies, and shows you how they can be further
structured and combined in many ways. Long and short
positions can be engaged in at the same time, so that risks
offset one another. Some combined strategies are designed
to create potential profits in the event the underlying
stock moves in either direction; others are designed to
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produce profits if the stock remains within a specific price
range. Other strategies that will be explained and illus-
trated in this chapter are designed to minimize risks while
still providing potential profits for option investors.

You will learn about three different combined strate-
gies. The first is the spread. This is the simultaneous open-
ing of both a long position and a short position in options
on the same underlying stock. The positions, in order to be
correctly called a spread, should involve options that have
different expiration dates, different striking prices, or both.
When the striking prices are different but the expiration
dates are identical in a spread, it is called a vertical spread.
The vertical spread is also called a money spread.

spread ,\
the simultaneous §
purchase and ,
sale of options on §
the same under- §
lying stock, with
different striking
prices or expira-
tion dates, or
both (The pur-
pose of the
spread is to in-
crease potential
profits while also E
reducing risks in §
the event that the §
value of the un-  §
derlying stock :
does not move as §
anticipated, orto [
take advantage
of the timing of
the stock’s price
movement.)

Example: You buy a call with a striking price of 45 and,
at the same time, sell a call with a striking price of 40.
Both options expire in February. Because the expiration
dates are identical, this is a vertical spread.

Example: You buy a put with a striking price of 30 and,
at the same time, you sell a put with a striking price of 35.
Both options will expire in December. This is also a verti-
cal spread.

You may also create a spread by buying and selling op-
tions that have different expiration dates, or that have a
combination of different striking prices and expiration
dates. Spreads come in a wide variety of formations, and
these will be described later in the chapter.

The second combined strategy is the straddle. This
involves the simultaneous purchase and sale of the same
number of calls and puts with identical striking prices and
expiration dates. While the spread requires a difference in
one or more of the terms, the straddle requires that they
be identical, with the exception that one side represents
calls and the other side represents puts. ,

The third type of combined strategy is the hedge. This
involves the opening of one position specifically to protect
against loss in another open position. The hedge is used to
reduce risks. In some respects, spreads and straddles have
hedging features because two dissimilar positions are

7 wvertical
spread
a spread involv-
ing different
striking prices
but identical 3
expiration dates

5’ money
spread
alternate name
for the vertical
spread




opened at the same time; so movement that reduces the
value in one side of the transaction tends to increase value
in the other side. In the options market, buying one put per
100 shares owned is a form of hedge, because the put pro-
tects you in the event that the stock’s value declines. The
put, in this application, is a form of insurance.

Many investors new to the options market will want to
keep their strategies fairly simple at first. If you decide
to venture beyond basic strategies, you will be most likely
to start out with a vertical spread. Other, more advanced
strategies are complex and beyond the scope and intention
of this book. They are included here only to explain the
entire range of possibilities in option trading; however,
they often produce minimal profits per contract. Many of
these marginal outcomes are not appropriate for the aver-
age individual investor, because potential profits are going
to be limited by the nature of the transaction. They are
used in transactions involving large amounts of money
and thousands of option contracts, and are not commonly
applied in the average portfolio. The risks, commission
costs, and analysis required for these advanced strategies
exclude all but the most experienced investors.

Remember, too, that what might look safe and sim-
ple on paper does not always work out the way you might
expect. Changes in option premium levels are not as logi-
cal or predictable as one might hope, and short-term vari-
ations may occur for any number of reasons. This is what
makes option investing so interesting; it also makes the
use of advanced strategies particularly daunting. If you do
combine any strategies and use spreads, straddles, or
hedges, you should first ensure that you understand the
scope of risks and costs that will be involved, and that you
have the experience and knowledge—as well as the
proper risk tolerance—to proceed.

UNDERSTANDING VERTICAL SPREADS

Option investors use spreads to take advantage of the pre-
dictable course of changes in premium value. These
changes are predictable because everyone knows that time

combina-
tion

any purchase or g
sale of options on f
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that are not iden-
tical i
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spread

ing the purchase
and sale of calls
or puts that will
produce maxi-
mum profits

the underlying
stock rises

a strategy involv- §

when the value of f

value evaporates as expiration approaches. And when op-
tions are in the money, you can usually assume that
changes in premium value will be far more responsive
than when they are out of the money. This relationship
between intrinsic value (which exists only in the money)
and time value makes the spread an interesting and chal-
lenging tool for the option investor.

You have an advantage when offsetting long and
short positions in the spread. The side of the transaction
that is in the money will tend to change in value at a dif-
ferent rate than the side that is out of the money. This is
the key to the successful spread strategy. If you observe
how premium values change on each side, you will be
able to anticipate the advantage you can gain with a
spread strategy, whether the market is moving up or
down.

Bull Spreads

A bull spread provides the greatest profit potential if and
when the underlying stock’s market value rises. In this
approach, you buy an option with a lower striking price
and, at the same time, you sell one with a higher strik-
ing price. You can use either calls or puts in a bull
spread.

Example: You open a bull spread using calls. You sell one
December 55 call and buy one December 50 call, as
shown in Figure 8.1. At the time of this transaction, the
underlying stock’s market value is $49 per share. After
you open your spread, the stock’s market value rises to
$54 per share. When that occurs, the December 50 call in-
creases in value point for point once it is in the money.
The short 55 call does not change in value as it remains
out of the money and, in fact, is inclined to lose time
value. Because of the advantage the spread creates at the
point the stock is at $54 per share, both sides of the
spread are profitable. The long call (at 50) rises in value,
creating a profit; and the short call (at 55) remains out of
the money and loses time value, again creating a profit.
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FIGURE 8.1 Example of bull spread.

This example describes the ideal situation, in which
both sides of the spread became profitable. Of course, that
will not always happen. Even when only one side is prof-
itable, however, the strategy is justified as long as you
achieve an overall profit.

A bull vertical spread will be profitable when the
price of the underlying stock moves in the direction antic-
ipated. For example, a bull spread may involve buying a
lower-priced call option in the hope the stock will in-
crease in value between now and expiration. That call will
be in the money and thus will grow in value at a faster
rate than the higher striking price call sold at the same
time.

A detailed bull vertical spread, with defined profit
and loss zones, is shown in Figure 8.2.

Example: You sell one September 45 call for 2 and buy one
September 40 call for 5. The net cost of this is $300. When
the stock rises in the zone between $40 and $45 per share,
the value of the September 40 call will rise dollar for dollar
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FIGURE 8.2 Bull vertical spread profit and loss zones.

with the stock, while the short September 45 option will
still have no intrinsic value; in fact, as time goes by, the time
value premium will diminish in this option. As long as the
stock’s market value remains above $40 and below $45 per
share, both sides can be closed at a profit (as long as the
difference in the value of the two options exceeds the net
cost of $300). Above the $45 per share level, the 5-point
spread in striking prices is offset by the short and long po-
sitions. Thus, maximum profits and maximum losses are
both limited by this strategy.

A bull spread can also be entered into using puts, in
which case the put in the money should be expected to lose
value more rapidly than the lower, long put. It is the same
strategy as that for calls, but using puts instead. In either
case, you depend on diminishing time value premium to
create a profit, while limiting potential profit and loss over-
all.

Example: You enter into a bull spread using puts. You
sell one November 45 put and buy one November 40 put.
The stock’s market value at the time you open these posi-
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with the stock, while the short September 45 option will
still have no intrinsic value; in fact, as time goes by, the time
value premium will diminish in this option. As long as the
stock’s market value remains above $40 and below $45 per
share, both sides can be closed at a profit (as long as the
difference in the value of the two options exceeds the net
cost of $300). Above the $45 per share level, the 5-point
spread in striking prices is offset by the short and long po-
sitions. Thus, maximum profits and maximum losses are
both limited by this strategy.

A bull spread can also be entered into using puts, in
which case the put in the money should be expected to lose
value more rapidly than the lower, long put. It is the same
strategy as that for calls, but using puts instead. In either
case, you depend on diminishing time value premium to
create a profit, while limiting potential profit and loss over-
all.

Example: You enter into a bull spread using puts. You
sell one November 45 put and buy one November 40 put.
The stock’s market value at the time you open these posi-
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with the stock, while the short September 45 option will
still have no intrinsic value; in fact, as time goes by, the time
value premium will diminish in this option. As long as the
stock’s market value remains above $40 and below $45 per
share, both sides can be closed at a profit (as long as the
difference in the value of the two options exceeds the net
cost of $300). Above the $45 per share level, the 5-point
spread in striking prices is offset by the short and long po-
sitions. Thus, maximum profits and maximum losses are
both limited by this strategy.

A bull spread can also be entered into using puts, in
which case the put in the money should be expected to lose
value more rapidly than the lower, long put. It is the same
strategy as that for calls, but using puts instead. In either
case, you depend on diminishing time value premium to
create a profit, while limiting potential profit and loss over-
all.

Example: You enter into a bull spread using puts. You
sell one November 45 put and buy one November 40 put.
The stock’s market value at the time you open these posi-



tions is $42 per share. Since the higher striking price, the
November 45 put, is in the money, premium value is
higher than the lower put, which is out of the money. If
the stock’s price rises, the short position will lose its pre-
mium value at a faster rate than the long put, because it
will move dollar for dollar with the stock. That would en-
able you to close the position at a profit.

Bear Spreads

Compared to bull spreads, the bear spread will produce
profits if and when the stock’s value falls. In this version
of the spread, the higher-value option is always bought,
and the lower-value option is always sold. The bear spread
can employ either calls or puts.

Example: You open a bear spread using calls. You sell
one March 35 call and buy one March 40 call. The
stock’s market value was $37 per share at the time you
opened these positions. The premium value of the lower
call, which is in the money, will decline point for point if
the stock’s market value declines. If the stock’s market
value does fall, you will be able to close that position at a
profit.

Example: You open a bear spread using puts. As shown
in the example at Figure 8.3, you sell one December 50
put and buy one December 55 put. The underlying
stock’s current market value is at $55 per share. As the
price of the stock moves down, the value of your long
put will increase point for point with movement in the
stock’s declining value. By the time the stock’s value de-
clines to $51 per share, this position can be closed at a
profit.

A detailed bear vertical spread, with defined profit
and loss zones, is shown in Figure 8.4.

Example: You sell one September 40 call for 5 and buy
one September 45 call for 2, receiving net proceeds of
$300. As the stock’s market value falls below the level of
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FIGURE 8.3 Example of bear spread.

$45 per share, the short call (at 40) will lose value point
for point; the lower long call will not react to the same de-
gree. As the $40 per share level is approached, the spread
can be closed at a profit.

Consider how the above example would work with puts
instead of calls. In that case, the higher long put, which
would be in the money, would have increased point for
point with a decline in the stock’s market value.

In the example employing calls, profits are frozen
once both calls are in the money. When the underlying
stock’s market value falls below $40 per share, changes in
value for long and short positions will offset one another
point for point. '

In all of these examples, the significant risk is that
the stock might move against the desired direction of the
spread. You should be prepared to close the spread in that
outcome before the short position gains in value (mean-
ing you will lose as a seller). However, if the underlying
stock’s market value changes too quickly, you risk exercise
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or might have to close at a loss or reduced profit. In that
event, your maximum risk will be limited to the differ-
ence in the two striking prices, multiplied by the number
of option spreads involved. In our examples, we have
used 5-point differences in striking prices, which is nor-
mally the practical distance for the spread, so that maxi-
mum risk is 5 points, or $500. See Table 8.1.

Example: You open a spread by buying one option and
selling another. The difference between striking prices
of each position is 5 points. Your maximum risk if the
stock movement goes in the wrong direction is $500
plus brokerage costs.

Example: You open a spread by buying four options
and selling four others. The difference between striking
prices is 5 points. Your maximum risk before brokerage
fees is $2000. (The difference between striking prices is
multiplied by the number of option spreads involved; in
this case, 5 points multiplied by four spreads equals
$2000.)



spread

the combination
of a bull spread
and a bear
spread, opened
at the same time
on the same un-
derlying stock

Striking Price
Number Interval
of Option
Spreads 5 Points 10 Points
1 $ 500 $ 1,000
2 1,000 2,000
3 1,500 3,000
4 2,000 4,000
5 2,500 5,000
6 3,000 6,000
7 3,500 7,000
8 4,000 8,000
9 4,500 9,000
10 5,000 10,000

Box Spreads

You can open a bull spread and a bear spread at the same
time by using options on the same underlying stock. In
that case, your risk is still limited, whether the stock rises
or falls in value. This strategy is called a box spread. A lim-
ited profit will be earned if and when the stock’s market
value moves in either direction.

Example: As illustrated in Figure 8.5, you create a box
spread by buying and selling the following contracts:

1. Bull spread: Sell one September 40 put and buy one
September 35 put.

2. Bear spread: Buy one September 45 call and sell one
September 40 call.

If the price of the underlying stock moves significantly in
either direction, portions of the box spread can be closed
at a profit. Of course, this action could also leave you with
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FIGURE 8.5 Example of box spread.
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when price moves
up, Sep 40 put and
Sep 45 cail can be
closed at a profit

an uncovered option, depending on direction of price
change and resulting closing actions you might take.
However, if the stock moves first in one direction and
then in the other, you could profit from both price move-

ments.

The detailed profit and loss zones of a box spread are
summarized in Figure 8.6. The net proceeds from this box
spread result ffom the following outcomes:
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FIGURE 8.6 - Box spread profit and loss zones.

1. Bull spread: Sell one September 45 put for 6 (+$600)
and buy one September 40 put for 2 (-$200).

2. Bear spread: Sell one December 35 put for 1 (+$100)
and buy one December 40 put for 4 (-$400).

If the stock rises to between $40 and $45 per share, the
bull spread can be closed at a profit. Above that level, the
difference in bull spread values will move in the same de-
gree in the money. If the stock falls to between $35 and
$40 per share, the bear spread can be closed at a profit.
The long position—December 40—in the money will in-
crease in value point for point with movement in the
stock’s price. Below the level of $35 per share, the differ-
ence of 5 points in striking prices will be fixed, limiting
profit and loss on both sides.



Debit and Credit Spreads

The simultaneous transacting of long and short positions in-
volves offsetting receipt and payment of premiums. And
while it is always desirable to receive more money than you
ay out, that is not always possible. Some strategies involve
. net payment. A spread position should be entered into not
to create positive cash flow in every case, but to build poten-
tial profit and, at the same time, to limit potential losses.
A spread in which more cash is received than paid
out is called a credit spread, while the opposite is called a
debit spread.

UNDERSTANDING HORIZONTAL
AND DIAGONAL SPREADS

In the previous section, vertical spreads were explained and
illustrated. (A vertical spread involves options with identi-
cal expiration dates but different striking prices.) Another
type of spread involves simultaneous option transactions
that have different expiration months. This variation is
called a calendar spread or a time spread. The calendar
spread can be further broken down into two types:

1. Horizontal spread: Options that have identical strik-
ing prices but different expiration dates.

2. Diagonal spread: Options that have different striking
prices and expiration dates.

Example: You enter into transactions to create a horizon-
tal calendar spread. You sell one March 40 call and receive
2; and you buy one June 40 call and pay 5. Your net cost is
$300. Two different expiration months are involved. The
earlier, short call expires in March while the long call does
not expire until June. This means your loss is limited in
two ways: amount and time. This point is illustrated in
Figure 8.7. If, by the March expiration date, the first call
expires worthless, you have a profit in that position and
the second phase goes into effect. With the short position
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FIGURE 8.7 Profit and loss zones for an example of
horizontal calendar spread.

eliminated, only the long position remains. If the stock
then rises 3 points or more above striking price, the long
position can be sold at a profit.

Example: You create a diagonal calendar spread. You sell
one March 40 call and receive 2; you also buy one June 45
call and pay 3. Your net cost is $100. This transaction in-
volves different striking prices and expiration months. If
the earlier-expiring short position is exercised, the long
call can be used to offset the assignment. In other words,
as the owner of the long position, you can exercise the op-
tion in response to your short position being exercised
against you. Until the earlier call’s expiration occurs, your
risk is limited to the net cost of the two calls, which is
$100. After expiration of the earlier short call, your break-
even price is the higher striking price plus the cost for the
overall transaction. In this example, striking price is 45
and net cost is $100, so $46 per share is the break-even
price. This is illustrated in Figure 8.8. Once the underly-
ing stock’s market value rises above this level, the June 45
call can be closed at a profit.

Giving different spread strategies the names vertical,
horizontal, and diagonal helps to distinguish them and to
visualize what it means in terms of expiration dates and
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FIGURE 8.8 Profit and loss zones for an example of
diagonal calendar spread.

striking prices. These distinctions are summarized in Fig-
ure 8.9.

A horizontal spread is a good strategy to employ
when the premium value between two related options is
temporarily distorted, or when a later option’s features
protect the risks of an earlier-expiring short position.

Example: You enter into a horizontal spread using calls.
You sell a March 40 call and receive a premium of 4. You
also buy a June 40 call, paying a premium of 6. Your net
cost is $200. If the market value of the underlying stock
rises, the long position protects you against the risks in
the short position. No longer is that risk unlimited. Thus,
maximum risk is limited to the 2-point cost of entering
this position. If the stock remains at or below the striking
price between now and expiration of the short position
call, it will expire worthless. However, you still own the
June 40 call. If the market value of the underlying stock
then rises above the striking price before expiration by 2
points or more, you will be able to close at a profit.
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FIGURE 8.9 Comparison of spread strategies.

A horizontal spread can be useful for reducing exist-
ing risks when one option position is already open. For
example, if you have previously gone short on an option
and the stock moves in the opposite direction than you
expected, you can limit your risks by buying an option to
create a horizontal spread.

Example: You sold a covered June 45 call last month.
The stock’s market value is now above the striking price.
You do not want to close the position and take a loss, but
you also would like to avoid exercise. You protect your
position by buying a September 45 call, creating a hori-
zontal spread. If the stock continues to rise, your short
call will be exercised. However, since you now own a
later-expiring call, you could respond to the exercise by
exercising that call; you could also sell that call at a profit
and allow your 100 shares to be called away. The horizon-
tal spread limits your potential losses and creates a sepa-
rate profit opportunity.

A diagonal spread combines vertical and horizontal
features. Long and short positions are opened with differ-
ent striking prices and expiration dates.

Example: You create a diagonal spread. You sell a March
30 call and receive 4; you also buy a June 55 call and pay
1. You receive a net of $300, minus brokerage fees. If the
stock’s market value falls, you will profit from the decline
in value in the short position. But if the stock rises, the
long option’s value will rise as well. Your maximum risk in
these options is 5 points. However, because you received a



net of $300, your real exposure is only 2 points (5 points
between striking prices, less 3 points you were paid). If
the earlier, short call expires worthless, you will still own
the long call, which also has a longer term so you might
profit from later price appreciation.

ALTERING SPREAD PATTERNS

The vertical, horizontal, and diagonal patterns of the typi-
cal spread can be employed to reduce risks, especially if
you keep an eye on relative price patterns and can recog-
nize temporary distortions. Going beyond the reduction
of risk, special techniques can be employed through some
advanced strategies.

Varying the Number of Options

The ratio calendar spread involves employing a different
number of options on each side of the spread and using
different expiration dates as well. The strategy is interest-
ing because it creates two separate profit and loss zone
ranges, thus broadening the opportunities for interim
profits.

Example: You enter into a ratio calendar spread by sell-
ing four May 50 calls at 5 and buying two August 50 calls
at 6. You receive a net of $800 ($2000 less $1200) before
brokerage fees. Between now and the May expiration, you
hope that the underlying stock’s market value will remain
below striking price; ‘that will produce a profit on the
short side. Your break-even price is $54 per share.

If the stock is at $54 at point of expiration, you will
break even due to the ratio of four short calls and two
long calls. Upon exercise, the two uncovered calls will
cost $800—the same amount as the credit you received
when the position was opened. If the price of the stock is
higher than $54 per share, the loss occurs at a 4 to 2 ratio.
If the May expiration date passes without exercise, the
four short positions will be profitable, and you will still
own two August 50 calls.
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The profit and loss zones in this example are sum-
marized in Figure 8.10. Note that no consideration is
given to the following factors:

V' Brokerage costs.
v’ Time value of the longer-term premiums.
v’ Outcome in the event of an unexpected early exercise.

A complete ratio calendar spread strategy, with de-
fined profit and loss zones, is summarized in Figure 8.11.

Example: You sell five June 40 calls for 5, receiving
$2500; and you buy three September 40 calls for 7, spend-
ing $2100. Your net proceeds amount is $400. This ratio cal-
endar spread involves long and short positions and two
expiration months. The short position risk is limited to the

sell 4 May 50 calls for 5,
buy 2 Aug 50 calis for 6:
net proceeds $800

EXPIRATION BEFORE MAY EXPIRATION AFTER MAY
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FIGURE 8.10 Example of ratio calendar spread.
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FIGURE 8.11 Ratio calendar spread profit and loss zones.
first expiration period, with losses partially covered by the
longer-expiration long calls. As long as the stock’s market
value does not rise above the striking price of the June 40
calls, the short calls will expire worthless. However, you
have two uncovered calls in this example up to that point.

Once the June expiration date passes, the $400 net is
all profit, regardless of stock price movement after that
time. However, if the stock’s market value then rises above
the long calls’ striking price, you will earn 3 points for
every point in the money (three calls).

Table 8.2 provides a summary of values for this strat-
egy at various stock prices as of expiration. If the stock re-
mains at or below the level of $40 per share, the proceeds
of the ratio calendar spread will be profitable. However,
the profit is limited and will never exceed that level. The
loss, however, increases in the event of price increase in
the underlying stock, by 2 points for every point of change
in the stock’s market value. This limited profit with grow-
ing loss reflects the degree of the ratio. There are more
short position options than long position options.

Expanding the Ratio

The ratio calendar spread can be expanded into an even
more complex strategy, called a ratio calendar combination

ratio cal- |
endar combina-
tion spread
a strategy involv-
ing both a ratio :
between pur-
chases and sales E
and a box spread }
(Long and short :
positions are
opened on op-
tions with the
same underlying
stock, in varying
numbers of con-
tracts and with
expiration dates
extending over
two or more peri- |
ods. This strat-
egy is designed
to produce prof- &
its in the event of v
price increases or
decreases in the [
market value of
the underlying
stock.)



2700 - 1800 §

49 - 4500 +

48 ~ 4000 + 2400 - 1600 §
47 - 3500 + 2100 - 1400 §
46 - 3000 + 1800 ~ 1200 §
45 - 2500 + 1500 - 1000 §
44 - 2000 + 1200 - 800 |
43 - 1500 + 900 - 600 }
42 - 1000 + 600 - 400
41 - 500 + 300 - 200 |

2500 2100

spread. This adds a dimension to the ratio calendar spread
by adding a box spread to it.

Example: As illustrated in Figure 8.12, you open the fol-
lowing option positions:

¢/ Buy one June 30 call at 3 (pay $300).

v’ Sell two March 30 calls at 1%/4 (receive $350).
v Buy one September 25 put at ¥4 (pay $75).
v’ Sell two June 25 puts at %/g (receive $125).

The net result of these transactions is a receipt of $100, be-
fore figuring brokerage fees. This complex combination in-
volves 2 to 1 ratios between short and long positions on
both sides (two short options for each long position). In
the event of unfavorable price movements in either direc-
tion, you risk exercise on some part of the strategy. The



buy 1 Jun 30 call for 3 (-300)

sell 2 Mar 30 calls for 13 (+350)
buy 1 Sep 25 put for 34 (- 75)
sell 2 Jun 25 puts for 56 (+125)
net proceeds $100
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FIGURE 8.12 Example of ratio calendar combination.

ideal price change will enable you to close segments of the
total combination before expiration dates at a profit.

Because of commission costs, entering into combina-
tions with only one or two options is a costly strategy.
Considering the risk exposure, potential profits do not
justify the action in most cases. However, for the purpose
of illustration, we limit our example to one-option and
two-option spreads. In reality, such combinations may in-
volve much higher numbers of contracts.

Risks of exercise are somewhat reduced by owning
shares of the underlying stock, which provides full or par-
tial coverage on short call positions. For example, when
writing two calls and buying one, the risk of a price in-
crease is eliminated if all call positions are covered by ei-
ther owning shares or offsetting long calls.



Example: A complete ratio calendar combination spread,
with defined profit and loss zones, is shown in Figure
8.13. In this example, you conduct the following transac-
tions:

v’ Buy one July 40 call for 6 (~$600).

v’ Sell two April 40 calls for 3 (+$600).
v’ Buy one October 35 put for 1 (-$100).
v’ Sell two July 35 puts for 2 ($400).

Net proceeds in this example are $300.

APRIL JULY OCTOBER
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FIGURE 8.13 Ratio calendar combination spread profit
and loss zones.



This ratio calendar combination spread consists of
two separate ratio calendar spreads, boxed together. Prof-
its could occur if the stock’s market value moves in either
direction, while losses are limited. Three separate expira-
tion dates are involved. One danger in this strategy is that,
as earlier options expire, the later option positions be-
come exposed to uncovered loss, so risks could increase.
This situation can be reversed—so that chances for later
profits are greater—by building a combination using later
long positions instead of short positions. Table 8.3 pro-
vides a breakdown of profit or loss that is produced at
various prices as of expiration for the ratio calendar com-
bination spread in Figure 8.13.

A Strategy with a Middle Range

Another technique calls for opening offsetting options in
middle striking price ranges, with opposite positions
above and below. This is known as the butterfly spread. It
may involve long or short positions in either calls or puts.
There are four possible versions of the butterfly spread:

1. Sell t(wo middle-range calls and buy two calls, one
with a striking price above that level and one with a
striking price below that level.

2. Sell two middle-range puts and buy two puts, one
with a striking price above that level and one with a
striking price below that level.

3. Buy two middle-range calls and sell two calls, one
with a striking price above that level and one with a
striking price below that level.

4. Buy two middle-range puts and sell two puts, one
with a striking price above that level and one with a
striking price below that level.

Example: You sell two September 50 calls at 5, receiving a
total premium of $1000. You also buy one September 55 call
at 1 and one September 45 call at 7, paying a total of $800.
Net proceeds are $200. This is a credit spread, since you re-
ceived more than you paid. You will profit if the underlying

butterfly
spread 4
a strategy involv-
ing open options §
in one striking
price range, off-
set by transac-
tions at higher
and lower ranges §
at the same time §




- 600

+ 600

April 40 July 40 July 35

Price Call Call Put Put Total

$47 45100  -$800 $ 0  +8400 -$300
46 0 - 600 0  +400 - 200 §
45  -100 - 400 0 +400 -100¢}
44 -200 - 200 0+ 400 0§
43 - 300 0 0 +400 +100 §
42 -400  + 200 0 +400 + 200 f
41 -500  + 400 0 +400 +300f
40  -600  + 600 0 +400 + 400 B
39 -600 + 600 O  +400 +400 f
38 -600 + 600 0 +400 +400 f
37  -600  + 600 0 +400 +400 §
36 -600 + 600 0  +400 +400 §
35  -600 + 600 0 +400 +400 f
34 -600 + 600 0  +200 +200
33 -600 +600 + 100 0 +100 §
32 -600 +600 +200 - 200 of
3. -600 +600 +300 -400 - 100 §
30 -600 +600 +400 -600 - 200
29 -600 +600 +500 -800 - 300

28 -600 +600 +500 -1000 - 500 f
27 -600  +600 4500 -1200 - 700 |

+

stock declines in value. And no matter how high the stocks
market price rises, the combined long positions’ values will

always exceed the values in the two short positions.

Butterfly spreads often are created when one position
is later expanded by the addition of other calls or puts. Itis
very difficult to find opportunities to create riskless combi-
nations, especially a position that yields a credit as well.



B

Example: You sold two calls last month with striking
prices of 40. The underlying stock’s market value has de-
clined to a point that the 35 calls are cheap, so you buy
one to partially offset the risk in holding short calls. At
the same time, you also buy a 45 call, which is far out of
the money. This creates a butterfly spread.

The transaction fees charged by brokerage firms
make butterfly spreads difficult to produce in a profitable
manner. A credit is even less likely. The potential gain
should be evaluated versus the limited potential profit,
commission cost, and risk exposure.

Butterfly spreads can be created with either calls or
puts, and structured with a bull or bear attitude. A bull
butterfly spread will be the most profitable if the underly-
ing stock’s market value increases, and the opposite is true
for a bear butterfly spread.

A detailed butterfly spread, with defined profit and
loss zones, is summarized in Figure 8.14. In this spread,
the following transactions are involved:

v Sell two June 40 calls for 6 (+$1200).
v’ Buy one June 30 call for 12 (-$1200).
¢ Buy one June 50 call for 3 (-$300).

The net cost is $300. This butterfly spread will either yield
a limited profit or result in a limited loss. It consists of off-
setting a position at one striking price with a higher and a
lower position. In many instances of butterfly spreads, po-
tential profit ranges are limited and too small to yield a
profit after commissions; thus it is difficult to justify the
strategy with a limited number of option contracts. In this
example, the limited profit and loss ranges involve three
different exercise prices.

Table 8.4 summarizes profit or loss at various prices
of the underlying stock (assuming point of exercise and
no remaining time value). If the stock’s market value rises
to $50 or more, the short position losses are offset by an
equal number of long positions. And if the stock’s market
value declines, the maximum loss is $300, which is the
cost of opening the butterfly spread.
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FIGURE 8.14 Butterfly spread profit and loss zones.

UNDERSTANDING HEDGES

Whenever options are bought or sold as part of a strategy
to protect another open position, the combined positions
are properly described as a hedge.

The Two Types of Hedges

A long hedge protects you against price increases, while a
short hedge protects against price decreases.

Example of a long hedge: You have gone short on
100 shares of stock. You are at risk of loss if the stock’s
market value rises, so you buy one call. In the event of an
increase in the stock’ price, the call with increase as well,
protecting against loss.



Price June 50 June 40 June 30 Total »
$51 +$900 ~$1000 +$100 $ 0f
50 + 800 - 800 0 of
49 + 700 -~ 600 ~300  -200
48 + 600 - 400 - 300 - 100
47 + 500 - 200 - 300 of
46 + 400 0 - 300 +100
45 + 300 + 200 - 300 + 200 §
44 + 200 + 400 - 300 + 300 |
43 + 100 + 600 - 300 + 400 |
42 0 + 800 - 300 +500 §
4 - 100 +1000 - 300 + 600
40 ~ 200 +1200 ~300  +700 |
39 - 300 +1200 -~ 300 + 600
38 ~ 400 +1200 - 300 + 500 |
37 - 500 +1200 - 300 + 400 |
36 - 600 +1200 - 300 + 300 §
35 - 700 +1200 - 300 + 200
34 - 800 +1200 - 300 + 100 |
33 - 900 +1200 - 300 0
32 -1000 +1200 - 300 - 100 |
31 -1100 +1200 - 300 - 200 |
30 -1200 +1200 -300 - 300 |
29 -1200 +1200 - 300 - 300 |
-1200 300 300 §

Example of a short hedge: You own 100 shares of
stock and, due to recent negative news, you are concerned
about the possibility that market values will fall. To hedge
against that, you have two possible courses of action: you
can buy one put or sell one call. Both positions hedge
your 100 shares. The put will provide unlimited protection,



while the call hedges only in the same number of points
received for the sale.

Long hedges protect investors by covering their short
positions in the event of price increases; the original and
hedged positions offset one another, so that unexpected
price movement is matched on the other side. Short
hedges are the opposite; they protect investors against
price decreases that adversely affect long positions.

An expanded example of a long hedge, with defined
profit and loss zones, is summarized in Figure 8.15. In
this example, you sell short 100 shares at $43 per share,
and you buy one May 40 call for 2. This long hedge strat-
egy assumes that the underlying stock’s market value has
declined since the position was opened, to the point that
the combined time and intrinsic value of the call are equal
to only a premium of 2. Under this assumption, you ac-
cept a reduced overall profit to eliminate the risk of future
losses, but without closing the position. The risk is elimi-
nated only until the expiration of the call, while the short
position in the stock may be continued beyond that date.

If the underlying stock’s market value increases, the
profit potential is limited to the pricing gap between the
stock and the call. It will never increase beyond that point
spread before expiration date. Increasing value in the
shorted stock will be exactly offset by increasing premium

|
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FIGURE 8.15 Long hedge profit and loss zones.



value in the option. If the stock’s value falls, the short
stock position will be profitable, minus the 2 points paid
for the hedge provided by the call.

Table 8.5 summarizes the hedged position’s overall
value at various price levels for the underlying stock.

Hedging beyond Coverage

Hedges can be modified to increase potential profits or to
minimize the risk of loss.

A reverse hedge involves providing more protection
than that needed just to cover the position. For example,
if you are short on 100 shares of stock, you need only one
call to hedge the position. With a reverse hedge, you
would buy more than one call, providing both protection
of the position and the potential for gains that would out-
pace adverse stock movement (2 points for every 1 point
of price change with two calls; with three options, the ad-
vantage would be 3 to 1).

An expanded example of a reverse hedge, with de-
fined profit and loss zones, is summarized in Figure 8.16.
In this example, you sell short 100 shares of stock, which

44 - 100 + 200 +100 §
43 0 + 100 + 100 f
42 + 100 0 +100 f
4 + 200 - 100 +100 |
40 + 300 - 200 + 100 §
39 + 400 - 200 +200 §
38 + 500 - 200 +300 §
37 + 600 -~ 200 + 400 |
36 + 700 - 200 + 500 §
35 + 800 - 200 + 600 f
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the event of unfa- §
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market value of
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FIGURE 8.16 Reverse hedge profit and loss zones.

now is at $43 per share, and you buy two May 40 calls at 2,
which cost $400. This reverse hedge strategy solves the
problem you face when you utilize a long hedge. That is,
the reverse hedge will produce profits if the stock’s value
increases or decreases—by enough points to offset the cost
of buying calls. In this example, 100 shares were sold short
at $43 per share, and two May 40 calls were bought. (As in
the previous example, we assume that the stock’s price has
declined since the short sale, so that enough profit exists
in the position to justify the cost of the hedge.)

In this example, the reverse hedge creates its advan-
tage in two ways: First, it protects the short position in
the event of a price increase; second, including the second
call adds profit potential to the position. Now, if the
stock’s market value falls, further profits will accrue in the
stock. And if the stock’s market value rises, a two-to-one
profit will be realized in the calls.

Table 8.6 summarizes the position’s value as of expi-
ration at various prices of the underlying stock.

Hedging Option Positions

Hedging can protect a long position or a short position in
an underlying stock, or it can reduce or eliminate risks in
other option positions. Hedging is achieved with various
forms of spreads and combinations described previously
in this chapter. By varying the number of options on one



side or the other, you can create a variable hedge—a hedge
involving both long and short positions. However, one
side will contain a greater number of options than the
other.

Example: You buy three May 40 calls and sell one May
55 call. This variable hedge creates the potential for prof-
its while entirely eliminating the risks of selling uncov-
ered calls. If the underlying stock’s market value increases
beyond the $60 per share level, your long positions, con-
taining three contracts, will increase three dolars for
every dollar of loss in the short position. If the stock’s
market value decreases, the short position can be closed at
a profit.

Long and short variable hedge strategies with de-
fined profit and loss zones are illustrated in Figure 8.17.
In the long variable hedge example, you buy three June 65
calls for 1, spending $300; and you sell one June 60 call
for 5; net proceeds are $200. This long variable hedge
strategy will achieve maximum profit if the underlying
stock’s market value rises. Above the striking price of 65,

a hedge involving
a long position
and a short posi-
tion in related
options, when
one side contains
a greater number
of options than
the other (The
desired result is
reduction of risks |
or potentially
greater profits.)
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FIGURE 8.17 Variable hedge profit and loss zones.

the long calls will increase by three dollars for every point
increase in the underlying stock. If the stock’s market value
declines, all of the calls will lose value, and the net proceeds
of $200 will be profitable. Table 8.7 summarizes this posi-
tion’s value as of expiration, at various stock price levels.
The problem in this strategy is that the short position ex-
pires later than the long positions; that is normally the only
way to create a credit in a variable hedge. So you need to
see price movement to create an acceptable profit before ex-
piration of the long positions, or be prepared to close out
the short position when the long positions expire.

In the short variable hedge example in Figure 8.17,
you sell five June 60 calls for 3, receiving $2500; you also
buy three June 65 calls for 1, paying $300; net proceeds are
$2200. This short variable hedge strategy is a more aggres-
sive type than the previous example, with a higher level of
proceeds at the front end and a correspondingly higher
risk overall. When the offsetting call positions are elimi-
nated, two of these calls are uncovered. A decline in the
underlying stock’s market value will result in a profit; if the
price remains below striking price until expiration, the en-
tire $2200 net proceeds will be profit. However, a rise in
price will create a growing level of loss. Beyond striking
price, the loss is 2 points for every point of movement in



Price Stock Call Total
$70 +$1200 -$500 +$700 §
69 + 900 - 400 + 500 §
68 + 600 - 300 + 300 §
67 + 300 - 200 +100 §
66 0 - 100 - 100 §
65 - 300 0 ~ 300 §
64 - 300 + 100 - 200 §
63 - 300 + 200 - 100 §
62 - 300 + 300 of
61 - 300 + 400 + 100 §
60 - 300 + 500 + 200 §
59 - 300 + 500 + 200 §

300 + + 200 |

the stock’s price. Outcomes of the short hedge at various
price levels as of expiration are summarized in Table 8.8.

Partial Coverage Strategies

Another form of hedging involves cutting partial losses
through partial coverage. The strategy is called a ratio
write. When an investor sells one call for every 100 shares
owned, the strategy provides a one-to-one coverage. A ra-
tio write exists when the relationship between long and
short positions is not identical. The ratio can be greater on
either the long side or the short side. See Table 8.9.

Example: You own 75 shares of stock and you sell a call.
Because some (even a minority) of your shares are not cov-
ered, you have two separate positions: 75 shares of stock,
and one uncovered call. However, if the call is exercised,
your 75 shares can be sold to satisfy three-quarters of the
assignment. For practical purposes, your short position is
75 percent covered. The ratio write is 1 to ¥s.

ratio write §
a strategy for
partially covering
one position with §
another for par-
tial rather than
full coverage (A
portion of risk is
eliminated, so
that ratio writes
can be used to
reduce overall
risk levels.)



Calls Percent
Sold Owned Coverage Ratio
75 75% 1to 3,

150 75 2tolY,
200 67 3to2
300 75 4to3

300 60 - 5to3
80

Vi vt AW N -

Example: You own 300 shares of stock and you recently
sold four calls. The positions are viewed as having three
covered calls and one uncovered call, all on the same un-
derlying stock. Or the position can be viewed as a 4 to 3
ratio write.

An expanded example of the ratio write, with de-
fined profit and loss zones, is summarized in Figure 8.18.
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FIGURE 8.18 Ratio write profit and loss zones.

In this example, you buy 50 shares of stock at $38 per
share, and you sell one September 40 call for 3. This ratio
write strategy creates a partially covered call. Half of the
risk in the short position has been offset by the 50 shares
in the long position; the other half of the risk is uncov-
ered. If the value of the underlying stock increases, the
degree of risk is cut in half by owning 50 shares, as they
can be used upon exercise. However, if the stock’s market
value falls far enough, a loss in the stock will offset the
premium received from selling the call. A summary of this
strategy is provided for various price levels at expiration
(Table 8.10).
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49 + 550 - 600 - 50
48 + 500 - 500 0
47 + 450 - 400 + 50
46 + 400 - 300 + 100
45 + 350 - 200 + 150
44 + 300 - 100 + 200
43 + 250 0 + 250
42 + 200 + 100 + 300
41 + 150 . + 200 + 350
40 + 100 + 300 + 400
39 + 50 + 300 + 350
38 0 + 300 + 300
37 - 50 + 300 + 250
36 - 100 + 300 + 200
35 - 150 + 300 + 150
34 - 200 + 300 + 100
33 - 250 + 300 + 50

+

+

+

UNDERSTANDING STRADDLES

While spreads involve buying and selling options with differ-
ing terms, straddles are the simultaneous purchase and sale
of options with the same striking price and expiration date.

Middle Loss Zones

A long straddle involves the purchase of calls and puts to
create a straddle. Because you pay to create the long posi-



tion, it creates a loss zone above and below the striking
price, and profit zones above and below that range.

Example: You enter into a long straddle. You buy one
February 40 call and pay a premium of 2. You also buy
one February 40 put and pay 1. Your total cost is $300. If
the underlying stock’s market value remains within 3
points of the striking price, either above or below, the
straddle will not be profitable. The 3 points of intrinsic
value for either option offset your cost. If the stock’s mar-
ket value is higher than the striking price by more than 3
points, or if it is lower than the striking price by more
than 3 points, the long straddle will be profitable. This ex-
ample does not provide for brokerage fees.

An example of a long straddle, with defined profit
and loss zones, is illustrated in Figure 8.19. In this exam-
ple, you buy one July 40 call for 3, and one July 40 put for
1; net cost is $400. This long straddle strategy involves as-
suming a long position in both calls and puts of the same
stock, with the same striking price and expiration date. It
will become profitable if the underlying stock’s price
movement exceeds the number of points involved in
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FIGURE 8.19 Long straddle profit and loss zones.



opening the position—in this example, 4 points. That
price movement can occur in either direction. Table 8.11
provides a summary of outcomes at various stock prices
as of expiration. '

Since both sides are long, you can sell off one posi-
tion at a profit and hold onto the other, hoping for move-
ment in the other direction. For example, if the underlying
stock’s market value moves up 2 points, the call can be
closed at a profit; if the stock’s market value later falls be-
low the striking price by 3 points, the put can also be sold
at a profit. The important price to watch, however, is the
net price of the overall strategy. In order to profit, you need
to have overall price movement exceeding the cost. Be-
cause time is running, there might not be enough time for
the desired price movement in both directions; long strate-
gies are designed to be profitable in either direction, but
you cannot depend on profiting on both sides.




Middle Profit Zones

In the previous example, two related long positions were
opened, creating a loss zone on either side of the striking
price. The same idea applies on the short side; you can
create a limited profit zone by opening a short straddle.
This involves selling an identical number of calls and puts
on the same underlying stock, with the same striking
price and expiration date. This creates a middle range of
profit on either side of the striking price. Beyond that
range, the position will create a loss. Short straddles pro-
vide potential profits in stocks that do not move too many
points, while maximizing time value advantage. Because
time value evaporates over time, the short straddle will
become profitable as long as the stock’s underlying market
value does not move too many points in either direction.

Example: You create a short straddle. You sell one March
50 call for 2; you also sell one March 50 put for 1; net pro-
ceeds are $300. As long as the underlying stock’s market
value remains within 3 points of striking price—on either
side—any intrinsic value in one option will be offset by
the other option. But if the current market value of the
stock exceeds the 3-point range in either direction, the
short straddle will result in a loss.

This theory does not take into account the cost of
transacting options. So the limited range would be even
smaller in practical application, since brokerage fees reduce
the profit range. And upon exercise, those fees would be
even higher. Exercise is more likely in this case than a sim-
ple short position, since one option or the other will proba-
bly be in the money at expiration. This strategy will work
best if and when the stock’s market value remains within
the range long enough for you to close both positions with
lower time value. A thin margin of profit might be desir-
able, but you need to ask whether that margin is worth the
risks involved in having both short positions open.

An example of the short straddle, with defined profit
and loss zones, is summarized in Figure 8.20. In this exam-
ple, you sell one July 40 call for 3, and you sell one July 40

straddle
the sale of an
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its in the event of |
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FIGURE 8.20 Short straddle profit and loss zones.

put for 1; net proceeds are $400, which creates a 4-point
profit zone on either side of striking price. The short strat-
egy as illustrated by this example is exactly the opposite of
the long straddle. The position consists of two short posi-
tions—one call and one put on the same underlying stock,
with identical striking price and expiration date. The middle
range is a profit zone instead of a loss zone. As long as the
underlying stock’s market value remains within that profit
zone, the strategy will be profitable overall. In this example,
the zone extends 4 points above and below striking price.

Unless the underlying stock’s market value is exactly
at striking price at the time of expiration, the risk of exer-
cise is very real for one option or the other. Table 8.12
shows in summary the outcome for the short straddle at
various stock price levels as of expiration.

Actual profits and losses have to be adjusted to allow
for brokerage fees. Those fees will be charged for opening
and for closing each position, and if either position is ex-
ercised, additional fees will be charged. So a thin margin
of profit could be eliminated altogether by such fees,
which have not been calculated in the sample outcome.
See Figure 8.21 for a comparison between long and short
straddles and profit and loss zones.
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THEORY AND PRACTICE
OF COMBINED TECHNIQUES

Advanced option strategies expose you to danger, espe-
cially when they involve short positions. If you decide to
attempt any of these theories, remember the following
critical points:

1. Brokerage charges are part of the equation.

Brokerage charges will reduce profit margins signifi-
cantly, especially when you have only single-option con-
tracts. The more contracts involved, the lower the
brokerage charges per contract—and the greater your
market risks. A marginal potential profit could even be
entirely wiped out by fees, so be aware of the real, net ef-
fect of a strategy before opening any positions. There are
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(2) sell 1 Apr 30 call for 2
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total proceeds $300
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Comparison of long and short straddle strategies.

no sure ways to have a profit in every case, and it is a mis-
take to ignore the effect of brokerage charges.

2. Early exercise can change everything,

Buyers have the right of exercise in calls and puts at
any time, not just at expiration. It is easy to forget this,
and to assume that exercise always occurs at expiration.
Never ignore the exercise risk. What seems a simple, easy
strategy can be thrown into disarray by early exercise, and
early exercise does occur. Be sure that when you evaluate
a strategy and its possible outcomes that you also consider
the effects of possible early exercise. As long as your strat-
egy involves short positions in calls or puts, exercise is a
constant possibility. Also consider what will happen to the
balance of your positions if and when early exercise oc-
curs.

3. Potential profit and risk are always directly re-
lated.

Many option investors tend to pay attention only to
potential profits, while overlooking potential risks. Re-
member that the greater the possibility of profit, the greater
the potential for loss. The relationship is inescapable.



4. Your degree of risk will be limited by your bro-
kerage firm.

You can devise a complex series of trades that, in
your view, limit risk while providing the potential for sig-
nificant gain. However, remember that as long as that
strategy includes short positions, your brokerage firm will
restrict the degree of risk you will be allowed to assume.
You will be required to meet minimum margin require-
ments, and failing that, your broker has the right to close
out positions in the event the market moves against
you—even if you believe that price movement is only
temporary. So you need to be able to commit cash and se-
curities to cover short positions according to the rules of
your brokerage firm.

5. You need to thoroughly understand a strategy be-
fore opening positions.

Never employ any strategy until you completely un-
derstand how it will work in all potential outcomes. You
need to evaluate risk levels for all outcomes, and not only
for the limited range of possibilities you think are most
likely. You also need to identify in advance what actions
you will need to take in the event of each and every out-
come. In that way, you will know what to do when price
movement occurs, whether in a positive or a negative di-
rection. It makes sense to devise reaction strategy in ad-
vance when you have time to think it through. Many
mistakes are made under pressure by those investors who
have not thought through their strategies ahead of time.
Think of this process as best case/worst case planning.

6. It doesn’t always work out the way it was planned
on paper.

When working it out on paper you can convince
yourself that a particular strategy simply cannot fail—or
at least that failure is only a remote possibility. Then,
when you enter the transaction, prices don’t move as
you expect, or option values don’t respond as they are
supposed to. Risk is only understood when it is experi-
enced directly. Only experience can demonstrate the
difference between theory and reality in options trading.
Sudden changes in the market value of an underlying
stock, or large corrections or run-ups in the market as a



whole, will affect profitability and throw paper models
into disarray.

Options add a new dimension to investing. You can
protect existing positions, insure profits, and take advan-
tage of momentary opportunities. These outcomes are all
positive and informed, aware investors can profit using
options wisely. However, also remember that each poten-
tial profit has another side, the offsetting risk. Only with
evaluation and analysis will you be able to identify those
few strategies that will work for you, that make you com-
fortable, and that you believe will be profitable.

The next chapter explains why each investor needs
to devise a personalized, individual strategy. No one ap-
proach is universally right or appropriate for all investors.



Choosing Your
Own Strategy

ou will ultimately decide to employ options in

your portfolio upon concluding that they are ap-

propriate in your particular circumstances. And if
your personal risk tolerance and goals profile dictate that
you should not employ options at any level, then you
should not pursue the idea. Keep in mind, though, that
there are a broad range of reasons to use options.

Your success as an investor depends on how well
you are able and willing to set policies baseéd on your
goals; how accurately you identify the strategies appropri-
ate for your goals (assuming also that you accurately se-
lect your goals in the first place); and most of all, how
disciplined you are in staying with the course you have set
for yourself: not only following the strategies appropriate
to your overall goals, but also following the strategic rules
you set in advance, and ignoring the temptation to deviate
from that course.

With options, perhaps more than with other forms of
investing, the establishment of strict and well thought out
policies is critical. There are so many different ways to use
options, from highly speculative and risky to very conserv-
ative and low-risk, that you need to examine with great
care what you really need and what you can afford; and
you also need to be able to follow your rules once you set
them. Most important among these policies is the defini-
tion of acceptable risk. Your personal risk standards reveal

VA



what forms of option investing, if any, will fit your portfo-
lio and your financial plan. Perhaps they fit today but will
not fit tomorrow. Perhaps the reverse is true. Your finan-
cial plan is dynamic; it should change as your own cir-
cumstances change. Your risk standards will change as
well, as your financial strength is altered and as you have
experiences in the market.

Options might provide you with a very convenient
form of diversification, protection, or income—or all of
these benefits in various forms and combinations. But
first, you need to decide what type of investor you are to-
day, and what type of investor you want to be in the fu-
ture. Option investing contains many traps. It has a
complex language, it is highly mathematical, and it moves
and changes quickly. Thus, it is easy for some people to
become lost in terminology, to enjoy the theoretical prob-
abilities more than profits, and to face unintended risks
because they don’t monitor the market regularly or react
decisively enough when conditions demand action. So it
is not enough to define yourself. You also need to keep fo-
cused on what is important.

If you are a speculator, you will favor short-term in-
come potential and you will have little interest in poten-
tial profits over the longer term. So higher risks will get
your attention. Selling uncovered options or buying near-
expiration cheap positions will be especially appealing. As
a speculator, you will also gravitate towards spreads and
straddles for profit potential with minimum exposure to
larger losses. If you speculate in your stock portfolio as
well, you might also want to use options to offset poten-
tial losses in volatile stocks or to cover short positions.
The danger is that you might be attracted to exotic strate-
gies because they are exotic and not necessarily because
they are appropriate.

If you are conservative and you seek income over
long-term growth, you can achieve a consistently high
rate of return through covered call writing. To protect the
value in long-term portfolio positions, extremely conserv-
ative investors can use options as insurance to ride out
temporary market corrections. This provides downside
protection along with short-term income potential, often



for little additional cost. By buying puts, for example, you
do not risk exercise as you do by writing calls, but you
achieve the same protection. While long puts are used for
insurance, short calls are more appropriate for providing
income and a higher than average rate of return but come
with the risk of exercise in the event that the underlying
stock’s market value rises.

KNOWING THE RANGE OF RISK

Options serve the entire spectrum of risk profiles and can
be used to speculate or to insure the value of an underly-
ing stock. In order to identify how options can best serve
your personal investing requirements, three steps are in-
volved:

1. Become thoroughly aware of the various types of
option investing. Before actually taking positions in op-
tions, prepare hypothetical variations and track the mar-
ket to see how you would have done. Track options
through the financial press or with an interactive system
from your home computer providing direct quote service.
Become so familiar with option quotations that you do
not need to think about what they mean. See how values
change from day to day.

2. Identify your personal investment and risk poli-
cies and set standards for yourself that conform to those
zones. Based on the goals you devise as part of a personal
financial plan, limit your market activities to those strate-
gies and actions that fit. Also be aware that your goals and
policies should change over time as your financial condi-
tions change. Be prepared to throw out yesterday’s plan
and yesterday’s perception of risk, and to look at all of the
questions with a fresh point of view.

3. Identify and understand the specific risks in-
volved with options in each and every variation possible,
including contingent risks beyond unexpected movement
in the market value of the underlying stock. Avoid the all-
too-common trap of assuming a simplistic point of view.
Develop a deeper sense of the options market by tracking



it and, ultimately, by experiencing it directly. In most forms
of investment, perceptions of risk are fixed. In option in-
vesting, it all depends on the position you assume. For ex-
ample, as a buyer, time is the enemy; as a seller, time is your
best ally. This is because the essential point to remember
about options is how time value changes over time.

The obvious risk in each and every option position is
that the underlying stock will move in a direction other
than the one you expect or, with some strategies, that
short-term movement will be too little or too much to at-
tain the ideal profit zone outcome. This danger is ac-
cepted by speculators seeking immediate income, and by
the conservative investor who uses options to lock in a
rate of return or to insure the value of a related position.

Beyond these obvious risks, several other forms of
risk should be kept in mind whenever you become in-
volved with options.

Margin Risks

Most investors think of margin investing as buying stock
on credit. That is, indeed, the most familiar form. In the
options market, margin requirements are different and
margin is used in a different manner. Your brokerage firm
will require that any short position you assume be cov-
ered through collateral (unless the short position is al-
ready covered in your portfolio).

Whenever you open uncovered short positions in op-
tions, the brokerage firm will require that you place cash or
securities on account to protect a portion of the potential
loss. For example, when you sell uncovered calls your bro-
kerage firm requires that you maintain a specified level of
security in your account (this may vary between firms, sub-
ject only to minimum legal requirements). The balance
above the margin requirement is at risk, both for you and for
the brokerage firm. So if the stock involved experiences an
increase in value, the margin requirement will go up as well.

The risk here is that in the event of an unexpected
increase in the market value of the underlying stock, you
will be required to deposit additional money or securities



to meet the margin requirement. This limits every in-
vestor's potential involvement in the market to the
amount of capital he or she has available. Margin require-
ments generally must be met within the immediate future.
Before entering into any short position—uncovered calls
or puts, spreads, straddles—you should determine the
margin requirements that will be imposed, and ensure
that you can afford to enter the position.

Personal Goal Risks

Successful investors establish personal goals, review them
regularly, and select strategies that meet their risk profile.
They then set rules for themselves and follow those rules
consistently. Investing is a formula, not something that is
made up along the way. If you do not adopt this point of
view, then your chances for gaining consistent profits in
option trading will be reduced significantly.

Example: You establish a number of personal goals and
then set standards for yourself. One of your investing
policies states that you will use no more than 15 percent
of your portfolio’s value to speculate in options. You begin
a program of buying calls and puts after careful analysis
and selection. Over time, you earn a respectable profit.
Then, unexpectedly, the market enters into a severe cor-
rection and you find yourself heavily invested in calls.
They all lose value rapidly. Upon review, you discover that
you had about 30 percent of your portfolio invested be-
fore the correction, and it looks like you are going to lose
it all. Somewhere along the way, you lost sight of your
policy. You lost more than you could afford because you
did not monitor your portfolio.

Your standards should include identifying the point
where you will close any open position. Avoid breaking
your own rules by delaying action in the hope of greater
profits in the future. That is a constant temptation, but if
you give in, it virtually assures that you will lose. Estab-
lish two price points: minimum gain and maximum loss.
When either point is reached, close the position.



Unavailability of a Market Risk

A discussion of any option strategy assumes that you will
be able to open and close positions when you want. Tim- .
ing is the essential element of all option trading. But as an
option investor, you need to accept the continuous risk
that a market could be unavailable for several reasons.

Example: On October 19, 1987, the stock market expe-
rienced the worst decline in its history until that point.
Volume exceeded 600 million shares and brokerage firms
fell behind several days in completing orders. Investors
who wanted to enter trades were unable to reach their
brokers by telephone, and even already-placed orders of-
ten were delayed several days. During the following
week, prices of stocks and options moved through an ex-
tremely broad range of prices. Option investors, notably
speculators, suffered tremendous losses due not only to
the violent decline in value, but also to the unavailability
of a market. They were not able to cut their losses be-
cause the market was unavailable to place a closing trans-
action.

Since that time, procedures have been changed so the mar-
ket shuts down automatically when trading levels reach
certain points, so this situation cannot be repeated. In ad-
dition, the use of computers for direct order placement has
improved the overall efficiency of the market. Still, the na-
ture of the options market means that a specific price is
not necessarily going to be available. For example, you
might want to make a trade at the price that is offered at
this moment. However, actual execution might occur a
half point away from the desired level. Because the market
changes quickly, you cannot always get immediate prices
in each case. In deciding on a specific trade, you need to
allow a margin of adjustment with this in mind.

Disruption in Trading Risks

Another risk you face as an option investor is that trading
will be halted in the underlying stock. For example, there



may be rumors that a company is a takeover candidate,
and the stock of the company is apt to rise substantially if
the rumors are true. When that occurs, trading in the
stock is halted, often for more than a day. And all related
options trading is halted as well. This situation presents a
particularly severe risk for options investors.

Example: You sold an uncovered call last month and re-
ceived a premium of 11. Your strategy was to close the
position if the stock rose 8 points or more, or to hold
until expiration. But yesterday a tender offer was made
on the company at a price per share 20 points higher
than current market value. You called your broker im-
mediately to cancel your position. But you were told that
the exchange halted trading in the stock, so you were
barred from trading any options. You were not able to es-
cape the short position. Now you realize that when trad-
ing is reactivated, your option will probably be worth 20
points more than it was yesterday. It will probably be ex-
ercised.

In the same circumstances, a call buyer will not be
able to close a position and take profits until trading is re-
sumed. Meanwhile, the tender offer might fall apart and
the option’s value will no longer be 20 points higher.

Brokerage Risks

If your brokerage firm becomes insolvent or if a regula-
tory agency takes over its operations, you might find
yourself unable to close positions at will. Or your posi-
tions might even be closed without your authorization to
eliminate the risk of losses to the firm itself. These are not
everyday occurrences, but such events do happen.

In the event of a widespread brokerage insolvency,
the Options Clearing Corporation would not necessarily
be able to honor the exercise of all option contracts. The
system of margin requirements and limitations on indi-
vidual option positions in effect does limit this risk. But
every option investor should recognize that the risk does
exist.
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Another form of brokerage risk involves the conduct
of your personal broker. You should never grant unlimited
trading discretion to any broker, no matter how much
trust you have. Option trading, with its varied and special
risks in a fast-moving market, is not appropriate for every
investor, and even competent brokers cannot possibly
know the mind of his or her clients in every instance. In-
stances have occurred of abuse by brokers who were
granted trading authority for customer accounts, and
abuses will no doubt occur in the future. You also face the
very real risk that an individual broker will assume trad-
ing authority that you have not granted. Unfortunately,
when too much trust is placed in a broker, the problem
will not be discovered until after losses have occurred. It
is always a mistake to allow a broker, by virtue of experi-
ence or knowledge, to dictate positions in options or any
other security without your consent in advance, or out-
side of your control.

Commission Risks

A calculated profit zone has to be reduced to allow for the
cost of trading. And every loss zone has to be expanded
for the same reason. Remember, brokerage charges apply
on both sides of the trade. If you trade in single-option
contracts, you reduce risk and exposure, but you also in-
crease your costs.

We have used examples in this book involving single
contracts for the most part, but only to illustrate the appli-
cation of particular strategies as clearly as possible. Trading
expense has been excluded for the same reason. However,
as you enter into trades you will discover that the cost has
to be included because thin margins of profit can quickly
turn into losses when the net transaction clears.

You risk losing sight of the cost of trading, so that
marginally profitable trades dont work out as you
thought. This is especially true when stock is assigned,
meaning you will be charged a fee for the option and for
the stock. For the overall risk assumed when you open a
position, you might realize very little or nothing for your



efforts. Always calculate the risk and potential for profit
with trading costs in mind. And always add enough price
value to cover all trading costs involved in opening and
closing positions.

Lost Opportunity Risks

One of the most troubling aspects of option investing in-
volves lost opportunities. These arise in several ways, the
most obvious being in selling covered calls. You risk los-
ing profits from price increases if the stock’s market value
suddenly rises after you have opened a position. Covered
call writers have to accept a consistent, ensured, but lim-
ited profit while being willing to lose opportunities that
might arise in the future.

Example: You originally bought 100 shares of stock at
$34, and it is now valued at $42. You sell one call with a
striking price of 40, reasoning that even if exercised, you
will profit on both the call and the stock. However, the
stock later rises in value to $65 per share and the call is
exercised; you are required to sell your shares at $40 per
share, while current market value is $65.

In this example, you entered the position with good
reasoning and in recognition of the built-in profit. How-
ever, for the premium you were paid, you accepted the op-
portunity risk that would (and did) arise if the stock’s
market value increased.

Opportunity risks also arise in other ways. For ex-
ample, if you are involved in exotic strategies involving
both short and long positions in options, your margin
requirement might prevent you from being able to react
to a separate investing opportunity. Virtually all in-
vestors discover that they live in a world of moderate
scarcity, at best, because no matter how well thought out
a strategy is before it is entered, opportunities can show
up later that might have been better; and there is never
enough available capital to respond to all of the opportu-
nities.



EVALUATING YOUR RISK TOLERANCE

Every investor has a specific level of risk tolerance—the
ability and willingness to accept risk. This is not a fixed
trait, however, but will change over time. Your personal
risk tolerance will be affected by your age, income, family
status, perceptions of the future, and personality. Your risk
tolerance level depends on these factors:

1. Investment capital

How much money is available to invest, either in
long-term growth stocks or in speculating for short-term
income? What portion of your investment capital can you
afford to place at risk in options and other speculative in-
vestments?

2. Personal factors

Your age, income, level of debts, economic status,
job (and job security), and potentially unlimited other
personal factors will all affect your risk tolerance.

3. Your experience

How much investing have you experienced? How
comfortable are you in the market, and how long have
you been active as an investor? Risks involved in special-
ized markets such as options are affected by experience,
not only in the specific area, but also in the market as a
whole. Options are certainly a highly specialized invest-
ment product; brokers are required to ascertain your level
of competence before even allowing you to trade options.

4. Type of account

Risk tolerance depends on how and why you invest.
For example, if you use options as part of a self-directed
retirement plan, you probably will be limited to only cov-
ered call writing. So your risk tolerance is not an issue in
one respect; however, the strategy of writing covered calls
can vary by risk tolerance as well, so your goals within the
retirement investment portfolio have to be defined in
terms of risk.

5. Your personal objectives

Each investor’s individual objectives ultimately de-
termine how much risk can and should be accepted. Your
goals may include the desire to conserve capital, hedge



against inflation, maximize short-term income, attain a
consistent rate of return, accumulate adequate capital for
retirement income, save for a child’s college expenses,
make a down payment on a house, achieve long-term
growth for undetermined future needs, or combinations
of these different goals.

Some investors split their portfolios into distinct
segments. One part is left in long-term growth invest-
ments, while another is dedicated to aggressive income
funds, stocks, or speculative products such as options.
Most people are willing to use only a small portion of
their portfolio for higher-risk speculative strategies.

Whatever profile fits you, any and all investments and
their risks should be thoroughly studied before any money
is actually invested. You serve yourself poorly when you in-
vest money without taking this step; spending money only
on the advice of others, without first making at least a min-
imum effort at determining risks, is inviting trouble. Never
depend only on the advice of a broker; no matter how hon-
est and sincere that broker, he or she operates on a commis-
sion basis, and makes a living only when you transact
business. That single fact by itself should be enough to in-
spire all investors to put in research and analysis on their
own. Likewise, news or rumors you pick up from the finan-
cial media often involve momentary perceptions, but are
not really important in larger overall trends and indicators.

Invest with your risk tolerance in mind, and do not
act based on immediate reactions to new information that
has not been checked out thoroughly. Your personal goals
and risk tolerance should be the guiding forces in every
investment decision you make. Select the fundamental
and technical indicators that you believe provide you with
the best information, and apply those forms of informa-
tion to your personal investment program.

The best investment decisions invariably are made as
the result of careful evaluation of factors including risk.
By putting down on paper the various types of option
trades in which you can engage, and by studying the pos-
sible outcomes, you will gain a clear view of how options
could fit within your portfolio. Of equal importance, you



will discover which strategies are clearly not appropriate
for you. The evaluation process will help you to avoid
mistakes and focus your attention for your own benefit,
given the risk tolerance level you determine is right for
you. The risk evaluation worksheet for option investing in
Table 9.1 will help you to classify options within cate-
gories of risk.

Applying Limits

Awareness of your own personal limits should guide all
option investing in your portfolio. Whenever you hold an
open position in options, you should know not only your
goal and risk tolerance level, but also be aware of the tar-
get rate of return you expect or, in the event of loss, the
point at which you intend to close the position.

To define these limits, identify option trades you will
make defined by rate of return and other features of the
option: time until expiration, level of time value, distance
between striking price and current market value of the

Lowest Possible Risk

—  Covered call writing

__ Put purchase for insurance (long position)

——— Call purchase for insurance (short position)
Medium Risk

—  Ratio writing
—— Combined strategies
—long — short
High Risk

—— Uncovered call writing
—— Combined strategies
___long —_short
—— Call purchases for income
—  Put purchases for income




underlying stock, option premium, volatility of the stock,
overall market conditions, and potential for rolling for-
ward in the event you want to avoid exercise. In the case
of selling covered calls, you should also identify—in ad-
vance—the potential rates of return if the stock is un-
changed versus the rate of return if the option is
exercised.

You will improve your chances of succeeding with
options if you make your decision based on these points:

1. Maximum time value

As a buyer, avoid buying options with too much
time value. Time works against you as a buyer, and the
more time value, the less chance you will have of profiting
from purchasing options. As a seller, the opposite advice
applies. Look for options with maximum time value, for
the same reasons. Time works for you, meaning that the
more time value you sell, the better your prospects of fu-
ture profit.

Example: You are a buyer. You set a limit for yourself
that options must never contain more than half their
value in time value; accordingly, you will buy only those
options that are in the money. If a particular option’s pre-
mium is currently 4, it must be at least 2 points in the
money; the more intrinsic value, the better.

Example: You are a seller. You specifically look for op-
tions with maximum time value, and generally will not
sell options with less than half their value in time value.
You recognize that over time, you have a better chance of
profit when time value evaporates from the premium.
This allows the option several points of movement oppo-
site the direction you hope for, without loss, merely be-
cause time value will diminish.

2. Time until expiration

Buyers of very short-term options will be fortunate
to realize a profit. If you have only a matter of weeks until
expiration, time value will be low, but you will depend on
the underlying stock to change in value in the short term



as well. Remember that time and time value are directly
related and, as obvious as that might seem, investors often
fail to act on that information. Sellers may benefit in exact
proportion by specializing in short-term writes, but that
also increases the risk of expiration and low time value is
a disadvantage. It generally takes time for buyers’ options
to build intrinsic value, and for sellers’ options to lose
time value. How much time is ideal depends on the exact

option, current status of the stock, and relationship be-
tween striking price and current market value.

E)zample: You are a buyer and would like the least
amount of time value in the options you buy. You find
that, as a general rule, you are attracted to options with
less than two months until expiration, this being the
range in which time value is minimal. However, it is a
long shot when there is less than one month until expira-
tion. The “window” for you is to buy options that will ex-
pire in one to two months.

Example: You are a seller who seeks options with maxi-
mum time value. However, you also recognize that too
long a period until expiration means uncertainty and the
risk of exercise. The more time, the more potential for
changes in the stock’s market value. You have seen that
maximum time value in your favorite options seems to
occur in the range when expiration is more than three
months away; but you are not willing to invest in options
more than five months out. The best options to sell in
your case will expire in between three and five months.

3. Number of option contracts

You need to decide how many options to transact at
any one time. You do not have to limit yourself to only a
few option contracts. The more you trade at once, the
lower your overall trading cost. However, you also in-
crease risks as you increase the number of options you
will transact at any one time.

Example: The fee for trading options with one discount
broker for trades of $2000 or less is $18 plus 1.8 percent



of the premium value. Cost varies depending on the num-
ber of options you trade at one time, with an obvious fa-
voring of larger volumes:

¢/ One option, premium of 3 cost = $23.40
v Two options, premium of 3 cost = $28.80
¢ Three options, premium of 3 cost = $34.20

For three options, transaction cost is $11.40 per option,
less than half the fee you would pay to trade only one op-
tion. While trading cost is cut in half, risks are three times
greater. Every option investor needs to balance these two
competing financial realities.

4. Target rate of return
Enter each and every option trade with a specific
. goal in mind for rate of return. Identify this goal in ad-
vance, and if two or more outcomes are possible (as in the
case of writing covered calls), be aware of both potential
outcomes.

Example: You have been buying options with the goal of
earning a 50 percent rate of return. You are willing to risk
100 percent losses if you don’t achieve your goal, and you
do not alter this expectation as expiration approaches.
Last month, you bought an option and paid a premium of
4. As of yesterday, premium value was 6. You sold because
you reached your 50 percent goal.

5. Buy and sell levels

Along with a target rate of return, identify the pre-
mium level at which you will close the position. Set the
rule and follow it without exception. When premiums
rise (for long positions) or fall (for short positions) to
your target price level, close the position. And, to mini-
mize losses, also close if you reach a predetermined bail-
out point. Buy and sell levels also relate to premium levels
at the time positions are opened. For buyers, risks are
minimized by setting an upward limit on premiums; for
sellers, a minimum sale level justifies the risks.



Example: You usually buy options in groups of three.
You avoid options with premiums above 3, so you never
spend more than $900 on a single opening transaction
(plus trading costs). You also set the standard that you
will sell within a specific price/value range. If the value of
each option increases to $450 or more (based on cost of
$300), you will sell. If the value of each option decreases
to $150, you will also sell.

Example: You sell covered calls against a diversified port-
folio of stocks. Your standard is that to justify the expo-
sure to risk, you need to receive no less than a premium of
$500 per contract sold. Once the position has been
opened, you will sell if and when the option’s premium
value falls to 3 or below. If the premium’s value grows be-
cause the underlying stock’s market value increases, you
do nothing; you select options designed to produce ac-
ceptable profits in the event of exercise.

By identifying all of the features you consider mini-
mally acceptable and all of the risks you are willing to as-
sume within your range of possibilities, you are then able
to select options that fit your limits. If your limits are un-
realistic, then you will quickly discover that no options
are available.

Example: You have set a policy for yourself that incorpo-
rates several features. First, you have decided that options
you will buy should never contain more than 25 percent
time value in the total premium. Second, they must have
four months or more until expiration. Third, they must
currently be in the money. However, when you try to apply
this combined set of rules, you cannot locate any options
that meet all of the tests. You realize that, somewhere in
the total configuration, you need to make adjustments.

When considering an option strategy of any nature,
first calculate potential profits in the event of expiration
or exercise, and then set criteria for other features: maxi-
mum time value, time until expiration, the number of



contracts involved in the transaction, target rate of return,
and the price range in which you will close the position.
Obviously, these criteria will be drastically different for

" buyers than for sellers, and for covered versus uncovered
option writing. Use the option limits worksheet in Table
9.2 to set your personal limits. Then always respect the
limits you set; if you discover those limits are not realistic,
make changes where appropriate (or accept the conclu-
sion that you are not willing to undertake the associated
risks). By deciding in advance the characteristics of your
option investment, and by knowing when you will close a
position, you will avoid the most common problem faced
by investors: making decisions in a void. Many have in-
vested well at first, only to fail later by not knowing when
or why to close positions at the right time.

Covered Call Sale Criteria

Rate of Return if Unchanged

Dividends $_

Call premium ____  Total s
Cost of Stock $___
Gain —%

Rate of Return if Exercised

Dividends s

Call premium -

Stock gain ——  Total $____
Cost of stock $____
Gain —_%

Option Purchase Criteria
Maximum time value: _ %
Time until expiration: ____ months
Number of options: ___ contracts
Target rate of return: __%
Sell level: increase to $____ or decreaseto $____




LOOKING TO THE FUTURE

Besides setting immediate standards and goals for option
strategies in your portfolio, set long-term investing poli-
cies. Then fit option strategies into your portfolio as dic-
tated by your policies—if they are appropriate.

It is a mistake to open an option position on the ad-
vice of a broker or other adviser without first considering
how it fits into your long-term investing policy. Options,
like all investments, should always be used in an appro-
priate context.

Example: You have written out your personal investing
goals, and have identified what you would like to achieve
in the immediate and long-term future. You are willing to
assume risks in a low to moderate range. So you invest all
of your capital in shares of blue-chip companies. In order
to increase portfolio values over time, you consider one of
the following two possible strategies:

Strategy 1: Hold the shares of stock as long-term in-
vestments. After many years, the accumulation of well-
selected companies will increase the overall value of those
investments, and dividends will provide current income.

Strategy 2: Increase the value of your portfolio by
purchasing shares and writing covered calls, as long as the
rate of return if exercised or if unchanged always will ex-
ceed a 35 percent rate of return. Income from profitable
turnover through exercise, call premiums, and dividends
will all be reinvested in a growing number of shares with

blue-chip companies that also have listed options avail-
able.

In the above example, the rate of return under the
second strategy will be greater due to the consistently
high yields you will receive from selling calls. The return
can be achieved while also providing a discount from your
basis, which also provides some downside protection on
your investment. Selling calls also increases your available
cash to invest in additional shares.

One interesting point can be made about the covered
call strategy described above: The common argument



against writing covered calls is that you stand to lose fu-
ture profits if and when the stock’s market value rises.
This risk is especially severe when that rise is dramatic.
However, given the overall long-term goal, you should as-
sume that the stocks selected here, while excellent long-
term growth candidates, will also be less volatile than the
average stock. So the risk of losing future profits should
also be minimal. It could happen, but it is not as likely as
it wouldbe for other issues.

The long-term goal of building up portfolio value
can be achieved using options in an appropriate way. For
stock investors, selling covered calls is realistic, conserva-
tive, and it does produce a consistently high rate of re-
turn—as long as you set reasonable policies and follow
them faithfully. You risk giving up the occasional spectac-
ular profit when a stock unexpectedly rises in value, since
the written call locks in the striking price in the event of
exercise; however, giving up that potential profit ensures
you a consistent and respectable rate of return which, for
most investors, is preferable. If your goal is steady long-
term growth, enhanced by current income, selling cov-
ered calls against a well selected portfolio of stocks is one
sensible way to go.

An impatient investor might be tempted to take the
speculative approach, perhaps by buying options instead
of stocks. If those options were consistently profitable,
you could conceivably reach a long-term goal in months
rather than years. Most experienced market watchers will
agree, however, that the odds of succeeding in speculation
will not be high. A more sensible course, by most people’s
standards, will involve a portfolio based on stock invest-
ments that are considered more or less permanent, en-
hanced by occasional trades and recurring call writing to
vastly improve current income.

All forms of investing contain their own opportunities
and a specific set of problems and risks. Options can often
be used to help you reach your overall goals, address or re-
duce risks, and even provide insurance for other positions.
You may hedge stock or other option positions, discount
prices you pay to buy stock, or simply devote a small por-
tion of your investment capital to pure speculation.



Those investors who do lose consistently in the op-
tions market tend to share common characteristics. They
do not set goals or select strategies in their own best inter-
ests, usually because they have not taken the time to define
those best interests. Their intentions and goals are unclear,
so they don’t know when they should buy or sell. A popular
expression in the investment community is, “If you don’t
know where you're going, any road will get you there.”
This is as true for option investors as for anyone else.

Those investors who succeed are focused. They take
the time to define their goals and risk tolerances and, by
doing so, define themselves as investors. They can then
select those strategies that make sense. If you would like
to be among this group of investors, to profit consistently
by using options in appropriate ways that you understand
completely, then a rational approach is the first step. Suc-
cess does not come to those who do not prepare—a cliché
to be sure, but one that is true. Success in the options
market can be predictable and controllable. If you gain
knowledge, learn the playing field, research the stocks as
thoroughly as you pick their related options, and apply
discipline in your decisions, then you will succeed. To
some extent, you also need to experiment, to discover
what it really is like to be in a particular situation in the
options market and to find out how you will react when
the market moves in the opposite direction than how you
thought it would (or should) move. Without actually
committing funds and being at risk, you cannot really
know what it will be like, even if you have worked every-
thing out on paper in advance. There is really no substi-
tute for experience.

Devising a personal, individualized strategy is a re-
warding experience. Seeing clearly what you need to do
and then executing the strategy successfully gives you a
sense of achievement and competence. You can profit
from devising and applying a smart options strategy based
on calculation and observation. You can also enjoy the
satisfaction that comes from mastering a complex invest-
ment field and from realizing that you are completely and
totally in control.



Glossany

annualized basis a method for comparing rates of return
for holdings of varying periods, in which all returns are
expressed as though investments had been held over a full
year (It involves dividing the holding period by the num-
ber of months the positions were open, and multiplying
the result by 12.)

assignment the act of exercise against a seller, done on a
random basis or in accordance with orderly procedures
developed by the Options Clearing Corporation and bro-
kerage firms

at the money the status of an option when the underly-
ing stock’s market value is identical to the option’s strik-
ing price

auction market the public exchanges, in which options,
as well as stocks, bonds, and other publicly traded issues,
are valued according to supply and demand (Demand
drives up prices, while excess of supply softens the mar-
ket and forces prices down. Those prices are bid upon by
buyers and sellers.)

automatic exercise action taken by the Options Clearing
Corporation at the time of expiration, when an in-the-
money option has not been otherwise exercised or can-
celed

average down a strategy involving the purchase of stock
when its market value is decreasing (The average cost of
shares bought in this manner is consistently higher than
current market value, so that a portion of the paper loss
on declining stock value is absorbed, enabling covered
call writers to sell calls and profit even when the stock’s
market value has declined.)

average up a strategy involving the purchase of stock when
its market value is increasing (The average cost of shares

2N



buy 100 shares per month:

MONTH PRICE |AVERAGE
Jan $40 $40
Feb 38 39
Mar 36 38
Apr 34 37
May 27 35
Jun 29 34

FIGURE G.1 Average down.

buy 100 shares per month:

MONTH PRICE |AVERAGE
Jan $40 $40
Feb 44 42
Mar 45 43
Apr 47 44
May 54 46
Jun S2 47

FIGURE G.2 Average up.

bought in this manner is consistently lower than current
market value, enabling covered call writers to sell calls in
the money when the basis is below the striking price.)

bear spread a strategy involving the purchase and sale of
calls or puts that will produce maximum profits when the
value of the underlying stock falls

beta a measurement of relative volatility of a stock, made
by comparing the degree of price movement in compari-
son to a larger index of stock prices

book value the actual value of a company, more accu-
rately called book value per share; the value of a com-
pany’s capital (assets less liabilities), divided by the
number of outstanding shares of stock

box spread the combination of a bull spread and a bear
spread, opened at the same time on the same underlying
stock

break-even price (also called the break-even point) the
price of the underlying stock at which the option investor



breaks even (For call buyers, this price is the number of
points above striking price equal to the call premium cost;
for put buyers, this price is the number of points below
striking price equal to the put premium cost.)

breakout the movement of a stock’s price below support
level or above resistance level

bull spread a strategy involving the purchase and sale of
calls or puts that will produce maximum profits when the
value of the underlying stock rises

butterfly spread a strategy involving open options in
one striking price range, offset by transactions at higher
and lower ranges at the same time

buyer an investor who purchases a call or a put option;
the buyer realizes a profit if the value of the option rises
above the purchase price

calendar spread a spread involving the simultaneous
purchase or sale of options on the same underlying stock,
with different expirations

call an option acquired by a buyer or granted by a seller
to buy 100 shares of stock at a fixed price

called away the result of having stock assigned (Upon
exercise, 100 shares of the seller’s stock are called away at
the striking price.)

class all options traded on a single underlying security,
including different striking prices and.expiration dates

closing purchase transaction a transaction to close a
short position, executed by buying an option previously
sold, canceling it out

closing sale transaction a transaction to close a long po-
sition, executed by selling an option previously bought,
closing it out

combination any purchase or sale of options on one un-
derlying stock, with terms that are not identical

contract a single option, the agreement providing a buyer
with the rights the option grants (Those rights include
identification of the stock, the cost of the option, the date
the option will expire, and the fixed price per share of the
stock to be bought or sold under the right of the option.)



conversion the process of moving assigned stock from
the seller of a call option or to the seller of a put option

cover to protect oneself by owning 100 shares of the un-
derlying stock for each call sold (The risk in the short posi-
tion in the call is covered by the ownership of 100 shares.)

covered call a call sold to create an open short position,
when the seller also owns 100 shares of stock for each call
sold

credit spread any spread in which receipts from short
positions are higher than premiums paid for long posi-
tions, net of transaction fees

current market value the market value of stock at any
given time

cycle the pattern of expiration dates of options for a
particular underlying stock (The three cycles occur in
four-month intervals and are described by month abbrevi-
ations. They are (1) January, April, July, and October, or
JAJO; (2) February, May, August, and November, or
FMAN; and (3) March, June, September, and December,
or MJSD.)

debit spread any spread in which receipts from short po-
sitions are lower than premiums paid for long positions,
net of transaction fees

debt investment an investment in the form of loan made
to earn interest, such as the purchase of a bond

deep in condition when the underlying stock’s current
market value is 5 points or more above the striking price
of the call or below the striking price of the put

deep out condition when the underlying stock’s current
market value is 5 points or more below the striking price
of the call or above the striking price of the put

delivery the movement of stock ownership from one
owner to another (In the case of exercised stock, shares are
registered to the new owner upon payment by the seller.)

delta the degree of change in option premium, in relation
to changes in the underlying stock (If the call option’s de-
gree of change exceeds the change in the underlying
stock, it is called an “up delta”; when the change is less
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FIGURE G.3 Deep in/deep out.

;tf?:: OPTION PREMIUM CHANGE _ |
change { 1 point |2 points|3 points |4 points
1 1.00 { 2.00 | 3.00 | 4.00
2 0.50 | 1.00 | 1.50 | 2.00
3 0.33 | 067 | 1.00 | 1.33
4 0.25 | 050 | 0.75 | 1.00
5 0.20 | 0.40 | 0.60 | 0.80

FIGURE G.4 Delta.

than the underlying stock, it is called a “down delta.” The
reverse terminology is applied to puts.)

diagonal spread a calendar spread in which offsetting
long and short positions have both different striking
prices and different expiration dates

discount to reduce the true price of the stock by the
amount of premium received (A benefit in selling covered
calls, the discount provides downside protection and pro-
tects long positions.)

dividend yield dividends paid per share of common
stock, computed by dividing dividends paid per share by
the current market value of the stock

dollar cost averaging a strategy for buying stocks at a
fixed price over time (The result is an averaging of price. If
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the market value of stock increases, average cost is always
below current market value; if market value of stock de-
creases, average cost is always above current market value.)

downside protection a strategy involving the purchase
of one put for every 100 shares of the underlying stock
that you own (This insures you against losses to some de-
gree. For every in-the-money point the stock falls, the put
will increase in value by 1 point. Before exercise, you may
sell the put and take a profit offsetting stock losses, or ex-
ercise the put and sell the shares at the striking price.)

early exercise the act of exercising an option prior to ex-
piration date

earnings per share a commonly used method for report-
ing profits, by which net profits for a year or other period
are divided by the number of shares of common stock
outstanding as of the ending date of the financial report
(The result is expressed as a dollar value.)

equity investment an investment in the form of part
ownership, such as the purchase of shares of stock in a
corporation :

exercise the act of buying stock under the terms of the
call option or selling stock under the terms of the put op-
tion, at the specified price per share in the option contract

expiration date the date on which an option becomes
worthless, which is specified in the option contract

expiration time the latest possible time to place an order
for cancellation or exercise of an option, which may vary
depending on the brokerage firm executing the order and
on the option itself

hedge a strategy involving the use of one position to pro-
tect another (For example, stock is purchased in the belief it
will rise in value, and a put is purchased on the same stock
to protect against the risk that market value will decline.)

horizontal spread a calendar spread in which offsetting
long and short positions have identical striking prices but
different expiration dates

incremental return a technique for avoiding exercise
while increasing profits with written calls (When the



value of the underlying stock rises, a single call is closed
at a loss and replaced with two or more call writes with
later expiration dates, producing cash and a profit in the
exchange.)

in the money the status of a call option when the under-
lying stock’s market value is higher than the option’s strik-
ing price, or of a put option when the underlying stock’s
market value is lower than the option’s striking price

intrinsic value that portion of an option’s current value
equal to the number of points that it is in the money
(“Points” equals the number of dollars of value per share;
s0 35 points equals $35 per share.)

last trading day the Friday preceding the third Saturday
of the expiration month of an option

leverage the use of investment capital in a way that a rel-
atively small amount of money enables the investor to
control a relatively large value. (This is achieved through
borrowing—for example, using borrowed money to pur-
chase stocks or bonds—or through the purchase of op-
tions, which exist for only a short period of time but

CALLS PUTS
w 59
T s8 in the
I 57| money
? s6
& 55|—— striking price
: 54
o 53 in the
T 52 money
51
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FIGURE G.6 Intrinsic value.




enable the option buyer to control 100 shares of stock. As
a general rule, the use of leverage increases potential for
profit as well as for loss.)

listed option an option traded on a public exchange and |
listed in the published reports in the financial press

lock in to freeze the price of the underlying stock when
the investor owns a corresponding short call (As long as
the call position is open, the writer is locked into a strik-
ing price, regardless of current market value of the stock.
In the event of exercise, the stock is delivered at that
locked-in price.)

long hedge the purchase of options as a form of insur-
ance to protect a portfolio position in the event of a price
increase, a strategy employed by investors selling stock
short and insuring against a rise in the market value of the
stock

long position the status assumed by investors when they
enter a buy order in advance of entering a sell order (The
long position is closed by later entering a sell order, or
through expiration.)

long straddle the purchase of an identical number of
calls and puts with identical striking prices and expiration
dates, designed to produce profits in the event of price
movement of the underlying stock in either direction ade-
quate to surpass the cost of opening the position

loss zome the price range of the underlying stock in
which the option investor loses. (A limited loss exists for
option buyers, since the premium cost is the maximum
loss that can be realized.)

margin an account with a brokerage firm containing a
minimum level of cash and securities to provide collateral
for short positions or for purchases for which payment
has not yet been made )

market order an order from an investor to a broker to
buy or sell at the best available price

market value the value of an investment at any given
time or date; the amount a buyer is willing to pay to ac-
quire an investment and what a seller is also willing to re-
ceive to transfer the same investment



married put the status of a put used to hedge a long
position (Each put owned protects 100 shares of the un-
derlying stock held in the portfolio. If the stock declines
in value, the puts value will increase and offset the
loss.)

money spread alternate name for the vertical spread

naked option an option sold in an opening sale transac-
tion when the seller (writer) does not own 100 shares of
the underlying stock

naked position status for investors when they assume
short positions in calls without also owning 100 shares of
the underlying stock for each call written

opening purchase transaction an initial transaction to
buy, also known as the action of “going long”

opening sale transaction an initial transaction to sell,
also known as the action of “going short”

open interest the number of open contracts of a particu-
lar option at any given time, which can be used to mea-
sure market interest

open position the status of a transaction when a pur-
chase (a long position) or a sale (a short position) has
been made, and before cancellation, exercise, or expira-
tion

option the right to buy or to sell 100 shares of stock at a
specified, fixed price and by a specified date in the future

out of the money the status of a call option when the un-
derlying stock’s market value is lower than the option’s
striking price, or of a put option when the underlying
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FIGURE G.7 Naked option.
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stock’s market value is higher than the options striking
price

paper profits (also called unrealized profits) values ex-
isting only on paper but not taken at the time; paper prof-
its (or paper losses) become realized only if a closing
transaction is executed

parity the condition of an option at expiration, when the
total premium consists of intrinsic value and no time value

premium The current price of an option, which a buyer
pays and a seller receives at the time of the transaction
(The amount of premium is expressed as the price per
share, without dollar signs; for example, stating that an
option is “at 3” means its current market value is $300.)

price/earnings ratio a popular indicator used by stock
market investors to rate and compare stocks, by which the
current market value of the stock is divided by the most
recent earnings per share to arrive at the P/E ratio

profit margin the most commonly used measurement of
corporate operations, computed by dividing net profits by
gross sales

profit on invested capital a fundamental test showing
the yield to equity investors in the company, computed by
dividing net profits by the dollar value of outstanding cap-
ital

profit zone the price range of the underlying stock in
which the option investor realizes a profit (For the call
buyer, the profit zone extends upward from the break-
even price. For the put buyer, the profit zone extends
downward from the break-even price.)



put an option acquired by a buyer or granted by a seller
to sell 100 shares of stock at a fixed price

put to seller action of exercising a put and requiring the
seller to purchase 100 shares of stock at the fixed striking
price

random walk a theory about market pricing, stating that
prices of stocks cannot be predicted because price move-
ment is entirely random

rate of return the yield from investing, calculated by di-
viding net cash profit upon sale by the amount spent at
purchase

ratio calendar combination spread a strategy involving
both a ratio between purchases and sales and a box spread
(Long and short positions are opened on options with the
same underlying stock, in varying numbers of contracts
and with expiration dates extending over two or more pe-
riods. This strategy is designed to produce profits in the
event of price increases or decreases in the market value
of the underlying stock.)

ratio calendar spread a strategy involving a different
number of options on the long side of a transaction from
the number on the short side, when the expiration dates
for each side are also different. (This strategy creates two
separate profit and loss zone ranges, one of which disap-
pears upon the earlier expiration.)

ratio write a strategy for partially covering one position
with another for partial rather than full coverage (A por-
tion of risk is eliminated, so that ratio writes can be used
to reduce overall risk levels.)

realized profits profits or losses taken at the time a posi-
tion is closed

resistance level the price for a stock identifying the
highest likely trading price under present conditions,
above which the price of the stock is not likely to rise

return if exercised the estimated rate of return option
sellers will earn in the event the buyer exercises the op-
tion (The calculation includes profit or loss on the under-
lying stock, dividends earned, and premium received for
selling the option.)



exercise price 40
purchase price 38
May 40 call sold for 3
dividends earned $80

call premium $300
dividend income 80

capital gain _200
return $580
15.3%

FIGURE G.9 Return if exercised.

basis in stock $3800

soid May 40 call $300

dividends earned 80
total $380
return 10.0%

FIGURE G.10 Return if unchanged.

return if unchanged the estimated rate of return option
sellers will earn in the event the buyer does not exercise
the option (The calculation includes dividends earned on
the underlying stock, and the premium received for sell-
ing the option.)

reverse hedge an extension of a long or short hedge in
which more options are opened than the number needed
to cover the stock position; this increases profit potential
in the event of unfavorable movement in the market value
of the underlying stock

roll down the replacement of one written call with an-
other that has a lower striking price

roll forward the replacement of one written call with an-
other with the same striking price, but a later expiration
date

roll up the replacement of one written call with another
that has a higher striking price



seller an investor who grants the rights in an option to
someone else; the seller realizes a profit if the value of the
option falls below the sale price

series a group of options sharing identical terms

settlement date the date on which a buyer is required to
pay for purchases, or on which a seller is entitled to re-
ceive payment (For stocks, settlement date is five business
days after the transaction. For options, settlement date is
one business day from the date of the transaction.)

share a unit of ownership in the capital of a corporation

short hedge the purchase of options as a form of insur-
ance to protect a portfolio position in the event of a price
decrease, a strategy employed by investors in long posi-
tions and insuring against a decline in the market value of
the stock

short position the status assumed by investors when
they enter a sale order in advance of entering a buy order
(The short position is closed by later entering a buy order,
or through expiration.)

short straddle the sale of an identical number of calls
and puts with identical striking prices and expiration
dates, designed to produce profits in the event of price
movement of the underlying stock only within a limited
range

speculation the use of money to assume risks for short-
term profit, in the knowledge that substantial or total
losses are one possible outcome (Buying calls for leverage
is one form of speculation. The buyer may earn a very
large profit in a matter of days, or could lose the entire
amount invested.)

spread the simultaneous purchase and sale of options on
the same underlying stock, with different striking prices
or expiration dates, or both (The purpose of the spread is
to increase potential profits while also reducing risks in
the event that the value of the underlying stock does not
move as anticipated, or to take advantage of the timing of
the stock’s price movement.)



standardized terms same as “terms”

stop-limit order an order from an investor to a broker to
buy or sell at a specified price (or within a specified
range)

stop order an order from an investor to a broker to buy
at or above a specified price, or to sell at or below a speci-
fied price level (Once that level has been met or passed,
the order becomes a market order.)

straddle the simultaneous purchase and sale of the same
number of calls and puts with identical striking prices and
expiration dates

striking price the fixed price to be paid for 100 shares of
stock specified in the option contract, which will be paid
or received by the owner of the option contract upon ex-
ercise, regardless of the current market value of the stock

suitability a standard by which a particular investment
or market strategy is judged (The investor’s knowledge
and experience with options represent important suitabil-
ity standards. Strategies are appropriate only if the in-
vestor understands the market and can afford to take the
risks involved.)

support level the price for a stock identifying the lowest
likely trading price under present conditions, below
which the price of the stock is not likely to fall

tax put a strategy combining the sale of stock at a loss—
taken for tax purposes—and the sale of a put at the same
time (The premium received on the put offsets the stock
loss; if the put is exercised, the stock is purchased at the
striking price.)

terms the attributes that describe an option, including
the striking price, expiration month, type of option (call
or put), and the underlying security

time spread alternate term for the calendar spread

time value that portion of an option’s current value
above intrinsic value

total return the combined return including income from

selling a call, capital gain from a profit on selling the
stock, and dividends earned and received (Total return



TOTAL INTRINSIC TIME
PREMIUM VALUE VALUE
$4 $3 $1
2 0 2
4 1 3
1 0 1
3 1 2

FIGURE G.11 Time value.

stock exercised at
$40 (basis $34),
held for 13 months:

option premium  $ 800
dividends 110
capital gain __ 600
total $1510
13 months 44.4%
annualized 41.0%

FIGURE G.12 Total return.

may be calculated in two ways: return if the option is ex-
ercised, and return if the option expires worthless.)

uncovered option the same as a naked option—the sale
of an option not covered, or protected, by the ownership
of 100 shares of the underlying stock

underlying stock the stock on which the option grants
the right to buy or sell, which is specified in every option
contract

variable hedge a hedge involving a long position and a
short position in related options, when one side contains
a greater number of options than the other (The desired
result is reduction of risks or potentially greater profits.)

vertical spread a spread involving different striking
prices but identical expiration dates

volatility a measure of the degree of change in a stock’s
market value, measured over a 12-month period and
stated as a percentage (To measure volatility, subtract
the lowest 12-month price from the highest 12-month



high - low
low

ANNUAL | ANNUAL
HIGH LOW [PERCENT

$ 65 |$ 43 51%
37 34 9

45 41 10
35 25 4
84 62 35
71 68 4

118 101 17
154 112 38

FIGURE G.13 \Volatility.

price, and divide the answer by the 12-month lowest
price.)

volume the level of trading activity in a stock, an option,
or the market as a whole

wasting asset any asset that declines in value over time
(An option is an example of a wasting asset because it ex-
ists only until expiration, after which it becomes worth-
less.)

writer the individual who sells (writes) a call (or a put)
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closing purchase transaction, 51 f
closing sale transaction, 51

combination, 208-209
contract, 15
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covered call:
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defined, 130
credit spread, 217
current market value, 56
cycle, 49
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debit spread, 219

debt investment, 11

deep in, 86

deep out, 96

delivery, 53

delta, 180

diagonal spread, 219
discount, 134

dividend yield, 172
dollar cost averaging, 168
downside protection, 116

early exercise, 54
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exchange, 53
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return, 133-137
expiration:
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time, 49-50
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ratio write, 239-241
reverse, 235-236
short, 233-234
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incremental return, 144

in the money, 37
intrinsic value, 41
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“know your customer” rule, 3
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in call buying, 81, 87-91
defined, 80-81
in put buying, 110-112
listed option, 41
lock in, 132
long hedge, 232
long position, 27
long straddle, 242
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margin, 124
market order, 69
market value, 14
married put, 114
money spread, 208

naked option, 126
naked position, 126
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* opening purchase transaction, 50
opening sale transaction, 50
open interest, 181
open position, 50
option:
abbreviations, 6366
defined, 12
evaluation, 59-61
listed, 41
listings, 57-59
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53, 54
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parity, 57
premium, 19
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stock buying, 200-202
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random walk, 177

rate of return, 71
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resistance level, 174
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seller, 15
series, 49
settlement date, 87
share, 11
short hedge, 232
short position, 27
short straddle, 245
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bear, 211-216
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defined, 208
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stop order, 69

straddle:
defined, 208
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tax put, 202
technical analysis, 40, 173, 176
terms, 47
time spread, 219
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defined, 42
and underlying stock, 42-46
total return, 135
trade:
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orders, 6971
outcomes, 51-52
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writer, 124
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defined, 18

fundamental analysis, 40,
171-173

intrinsic value, 41-42

market value, 38

performance chart, 185

price movement, 37, 160-163

risks, 163-164

selection, 39—41, 153-155

technical analysis, 40, 173-176

time value, 4246

unrealized profits, 84
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variable hedge, 237
vertical spread, 208
volatility, 39
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wasting asset, 19
writer, 124



