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Introduction: What You'll Learn in this Guide

Options are growing more popular every day, and why shotuttiey be? After all, with options,
you can profit in dull market abear marketor even asideways marketyou can use options to
provide ‘insurance’ for your portfolio, thus diminishing your risk—agou canleverage a little
money into controlling a huge amount of stock. Sinut, options offer something for every-
body.

In this guide you'll learn aboualls andputs, which can either bghort or long. That’s right—
you can have bong call or ashort put, ashort call or along put, and by the time you're fin-

ished reading this book, it will all make sensgada!

Once you've got the basics down, we’ll move on tdtivoptions strategies such edlars,
spreads, straddles, andcombinations. Each of these can be used to your advantagdpmbe
you meet your stated investment objectives—dombrg them just because they seem “com-
plex.” Every trader should be aware of these gjiage because if you don't, you risk being on

the losing side of a game you aren’t even awaré&gqglaying.

Finally, we’ll look at how to open aoptions account with anonline broker, and howcommis-
sions can eat into your profits. We’ll even review soafghe top online options-brokers to help

you see which one sounds best for you.

Learning about options may seem like a dauntinkjaasirst. In many ways, it’s like learning a
new language. But once you “get it,” it will begmintuitively make sense. And then it becomes
fun... And profitable! So read on and learn how yoo tan profit and hedge just like the big
boys on Wall Street. It's easier than you mightkti
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Chapter 1: Beginning with Call Options

Today, the investment world presents people wigheat number of choices. Instead of building

mundane portfolios with common

stocks, individual investors can get

instant diversification with mutual funds
and ETFs (exchange-traded funds),
invest conservatively with bonds and
other “debt instruments,” or even play
the commodities or foreign-exchange

(forex) currency markets.

Options are yet anotherwell, option.
But individual investors are often steered awaynftlauying (or selling) options by brokers who
say they're “too risky.” Indeed, investors needcsgleclearance from most brokerages in order
to trade options. What's more, many individual istegs think options are too “complicated,”
and thus they ignore them—but they do so at their bnancial peril. That's because while op-
tions may not be right for literallgveryinvestor’'s portfolio, they are flexible financialstru-
ments that can (and in most casd®uld be used by investors of all risk tolerances, erpee

levels, and portfolio sizes.

Some Clarifications

First, let’'s cut through the confusion: The “optdryou hear about in the news most of the time
areemployee stock options, and not the same as the options we’re talkingiatlitmployee stock
options are contracts between a corporation ancdbite employees often upper-level manage-
ment, at least in the stories that make the n&xshange-traded options, the subject of this
guide, are contracts between two individuals: aebwand a seller. In other words, the options-
backdating scandals so frequently on the front pEgle Business section hamethingto do

with the kinds of options you can buy and sell tlylo OptionsXpress or another broker.
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Secondly, there are options for most every kindewfurity. There are options on foreign curren-
cies, commodities, and even more sophisticatechdiah instruments., but this guide will deal
exclusively withequity options, which are options that give their owner tight to buy or sell

shares of a given stock at a given price, on aorieed given date.

Finally, there are two types of option contra€atl options, which give the holder theght, but
not the obligation, tduy the underlying stock; angplt options, which give the holder theght,
but not the obligation, teell the underlying stock. Most beginners are confusegduts so we’ll
begin with calls. Actually, when most people gecaty speak of “options” they're referring to

call options on common stock.

A ‘Real’ World Example

To begin, let's back out of the stock market fanament and look at how options work in real

estate.

Let’s say your rich uncle left you $300,000 and yere convinced that the best thing to do with
it was purchase a new home. The day after leamwififgs bequest, you find a great place on the
market for exactly $300k. The problem is, you daget the inheritance until your twenty-first
birthday, which is three months away.

You tell the home-seller that you'll gladly pay $8000 in one lump sum if he’s willing to wait
three months to cash the check. Not surprisingdylalnghs in your face, and tells you to come

back in three months when you have the money.

The real-estate market is in bad shape, so thard&cent chance it will still be on the market in
three months’ time. But this house is a bargainwatld have sold for at least $450,000 a year
or two ago—and you’re afraid that someone might e@wong and snatch it up before you get
your hands on the $300k. So you make an offeradhtime-seller: “What if | give you $3,000 as

a down-payment right now?” you ask.
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After thinking about it for a while, the home-selimakes a counter offer: You give him the
money and he promises not to sell the home foethrenths. But the $3,000 will be treated as a
fee—orpremium—and not as a down-payment. You'll still owe thé 800k at the end of three
months, and if you don’t come through, he getsatepkthe $3,000.

The above is almost precisely how equity optioadérin the open market.

Options Standardization

Almostprecisely. First, let me clarify
that optiongdo exist in the real-
estate market and thelp work
exactly as described above. The :
difference with options on stock is o= B
that you don’t have to reach a
detailed agreement with an
individual seller in order to buy an
option. Stock-market options are

standardized

This wasn’t always the case. There was a time béfxchange-traded” options, and it wasn't
that long ago. Options, in their current form, hawy been around since 1973, and they’ve only
gained their current level of popularity recenthor example, in 1999, the volume of options
contracted traded in the U.S. stood at around 50lloma year. By 2006, that number had

leaped to more than two billion.

Standardization is the key to making options widsdgessible to individual investors. Whereas a
real-estate option deals with a particular houseyhoch there is only one in the world, a stock-
option contract deals with 100 shares of a givenkstfor which there armillions exactly alike.

To understand what is meant by standardizatiois, igke a look at an example option quote:
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Ticker Strike Exp. Last Bid Ask
QXBHX.X 2250 Aug 258 250 254
QXBHE.X 25.00 Aug 0.75 0.7 0.78

Above are two quotes for August options on eBay (Ticker: EBAY). At the time this quote was

retrieved (July 28, 2008), eBay was trading at $24.78 per share.

Eachseries of options has its own ticker symbol. A series is defined by three criteria: Issuer (in
this case, eBay); strike price ($22.50 for QXBHX.X and $25.00 for QXBHE.X); and expiration

(August for both series).

Thebid price of an option is the price at which you can sell the optionaskerice is the price
at which you can buy the option. We're dealing with buying call options to start, so let’s focus on

the ask prices.

Options are purchased @ontracts, which, thanks to standardization, are always in terms of 100
shares. Therefore, one contract of QXBHX.X, with a $2.54 ask price, would cost you $254 (plus
brokerage commission, which we will ignore until later in this guide). As the holder of that con-
tract, you would have the rightbdt not the obligatior-to buy 100 shares of eBay at thake

price, in this case $22.50, any time between now expilration, in this case the Saturday fol-

lowing the third Friday of August.

Note: Options always expire on the Saturday following the third Friday of the month.

Three Examples of Call Options

If, for example, eBay went from $24.78 to $30, you—as the holder of one QXBHX.X contract—
would have the right to purchase 100 shares at just $22.50 (the strike price). You could then turn
around and sell them for $30 each, turning an investment of $254 into a quick profit of $496.

Here's how:
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Your option contract, purchased for $254, gives tfairight to buy 100 shares at $22.50. When thekst
reaches $30, you exercise your option and buy h@fes at $22.50 for $2,250. You then immediately tu
around and sell them for $3,000. All said and dgog, spent $2,504 ($254 + $2,250) and receiveddss,0
for a profit of $496 ($3,000 - $2,504).

Now what if the stock had instead fallen to $2thare? Well, remember: Options give you the
right, but not the obligationto buy a stock at a given price. There would bgaint in buying
shares at $22.50 when you could buy them for $2theropen market, so you would simply let
your optionexpire worthlessYou'd be out $254, but just as with shares of cam stock, you

can't possibly lose more than your initial investrnezhen buying options.

Finally, let's look at what would happen if the dtostayed exactly where it was. eBay was at
$24.78 when you purchased your option contractubyn2B, and, in this example, after bouncing
around for three weeks, it closed the third Fridayhe month right back at $24.78. Well, your
option contract gives you the right to purchaseehat $22.50, so you can still make $2.28 a
share by exercising your option. You would thus endR28 ($2.28 * 100) and end up with a net
loss of $26 ($228 - $254). Still, a loss of $2@ it better than a loss of $254, so it would make

sense to exercise your option and mitigate yolgdss

‘In-the-Money’ and Intrinsic Value

In the example above, you purchased an optionwhain-the-money. In the case of a call op-
tion, that means the strike price is lower thanghee of the underlying stock at the time it is

purchased. An option that’s “in-the-money” is stdhaveintrinsic value.

For example, an option with a strike price of $22ahd a current stock price of $24.78 could be
exercised immediately for $2.28 in per-share prdffithus has $2.28 adhtrinsic value But no-
tice that the ask price for the contract is $2.84 ghare. If $2.28 of the $2.54 is intrinsic value,

what is the remaining $0.267?
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Time Value

The difference between an option’s ask price asdnitrinsic value is commonly referred to as
time value—although this is not a universally accepted teBmme traders prefer “speculative”

value as an alternative, but for now, let's stiagkwthe term “time value.”

How time plays a factor is obvious when one loaksmions with the same strike prices but dif-

ferent expirations. For example, here are some @Bag option quotes:

Ticker Strike Exp. Last Bid  Ask

QXBHX.X 2250 Aug 258 250 254
QXBIX.X 2250 Sep 280 293 2098
QXBJX.X 2250 Oct 360 3.30 3.35
QXBAX.X 2250 Jan 4.25 410 4.20

The only difference between QXBHX.X (with an Augesipiration) and QXBIX.X (with a Sep-
tember expiration) is their expiration dates, anttiie ask price for QXBIX.X (September expi-
ration) is $0.44 higher. The ask prices for theratxpiring options are higher still.

Why? Well, it should be obvious: The longer you évdg exercise an option, the greater the
chances that the stock will go up and thus giveogiteon intrinsic value.

‘Out-of-the-Money’

So far, the options we've been dealing with havenb®n-the-money.” Again, this means that
the strike priceof the call option—the price at which the holdéthe option has the right to buy
the underlying stock—is lower than the current @ the stock itself. Thus, the option has “in-

trinsic value.”

But what about our other example from earlier, QXXBK? Let’s review:

Ticker Strike Exp. Last Bid Ask
QXBHE.X 25.00 Aug 0.75 0.7 0.78
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If you bought a QXBHE.X contract, with a strike price of $25, you wouldwant to immedi-
ately exercise the option. After all, you could shares for $24.78—the current stock price, in
this example—on the open market, so why would yantwo pay $25 instead? This option has

nointrinsic value, and thus the ask price of $08li time value.

So let's imagine you purchased one QXBM contract for $78 ($0.78 ask price * 100 shares—
remember, each options contract is for 100 shams$Yhe stock price of eBay hit $30 before ex-
piration. You could then exercise the option ang b00 shares at $25 (the strike price) and im-
mediately sell them for $30, thus making $5 prpét share. Your total net would be $422 ($5
per share * 100 shares - $78 for the option’s puempion an investment of $78—a 540% gain.

One important concept: An out-of-the-money optisrconsidered to haveo intrinsic value—
not negative intrinsic value. In the example abavith a stock price of $24.78 and strike price

of $25, the option is considered to have $0 initinalue—not -$0.22.

Options Advantage #1: Leverage

By now one advantage of
buying call options instead of
actual shares of stock should be
apparentLeverage

In the case of QXBM.X,
which had a $22.50 strike price
and a $2.54 ask price, you

could control 100 shares of

eBay for $254. If, instead, you had to purchasestifes of the actual stock, it would cost you
$2,478. If you actually had $2,478 to play withuyauld instead buy nine options contracts and
control 900 shares—and still have some change.
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In the case of our out-of-the-money option, QXBM, with its $25 strike price and $0.78 ask,
you could control 100 eBay shares for just $78.iDypu wanted to spend up to $2,478, you
could buy 31 contracts and control 3,100 shares.

Options allow you to control more shares of stamkiéss money.

To Exercise or Not To Exercise

But in both examples we used, you still had to caqmevith the money to buy 100 shares at the
strike price. What if you didn’t have the $2,250rfr the first example or $2,500 from the sec-

ond? Would you have to let your option expire umeised?

No! In fact, only around 10% of options ageer exercised. Instead, it's much easier to simply
sell your option contractThis achieves the same effect without havingadagythe hassle (and

commissions!) of buying and selling the underlyshgres.

For example, if eBay hit $30 at 3:59v. on the third Friday of August, the value of the
QXBHX.X contract, with the $22.50 strike price, would $£0. We know this because each
share of the contract would have $7.50 of intringiltie and no time value, since there would be
no time left. Instead of exercising the option dying 100 shares at $22.50 and then selling
them for $30 ($750 profit), you could simply sdietoptions contract and let the buyer do it.

Even better: If eBay hit $30 well before the lashute of the last day before expiration, the con-
tract would still haveime value That's because the stock could go higher thank®36re expi-
ration, and thus, your option contract would betivanore than just its intrinsic value, and thus
you could make more money by selling the contiaahtby exercising it.

The Big Picture

Now the advantages of using options for leverageilshreally come into focus.
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Let’s stick with QXBHX.X, with the $22.50 strike price. Imagine you thieRay is going to do
really well between now (July 28) and August 1& tptions’ expiration day for August. You
could either spent $2,478 to buy 100 shares of eBagpend $254 to purchase one contract

worth 100 shares.

If eBay hit $30 at 3:5%.M. on August 15, and you held 100 shares of thekstgmu could sell
them for $750 profit. Or, if you had instead purec an options contract, you could sell it for
$750, which would be $496 profit ($750 — the $254chase price of the contract).

If you purchased shares, you would have made $62thdanvestment of $2,478—a 21% gain.

If you purchased an options contract, you wouldehanade $496 on an investment of $254—a
195% gain.

It's a matter of 21% vs. 195%.

Or, looking at it another way, if you used the saameunt of money to buy options that it would
have taken you to buy 100 eBay shares ($2,286iff@r contracts vs. $2,478 for 100 shares), you
would have made $4,446 on the options versus p22 $n the shares.

Now for the Downside

But what if instead of going to $30, eBay’s shariegfell to $22.49? Options with a $22.50

strike price would be worthless—there would be miwinsic value in them, and as they drew
nearer to expiration, their time value would rapidepreciate. If you purchased one contract for
$254, you would lose all $254—and if you purchasetw contracts for $2,286, then you’'d be

$2,286 poorer.

Conversely, if you bought 100 shares at $24.78 ,eamkid have a paper loss of $229 if the stock
closed at $22.49 on August 15—but you wouldn’t bégated to sell for a loss. You could still
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hold on to the stock and hope that it climbed higBeit even if it didn’t and you eventually sold
at $22.49 per share, your $229 loss on an investofe$2,478 would represent a 9.2% loss—

versus a 100% loss if you bought options instead.

This is the double-edged sword of leverage: It wdik you when a stock goes up, and against

you when a stock goes down. But there are waysgoumitigate the risks you take.

Upping the Ante

Maybe you’ve already noticed that your leveragadseased by two factors: (1) The further out-

of-the-money the option’s strike price is, andt{® more imminent its expiration date.

Conversely, leverage and risk are lessened by guptions that are in-the-money (the “deeper”

in-the-money they are, the less leverage and aisé)have a lot of time value.
Let’s go back to the QXBH.X example, with the $25 strike price and $0.78 &kpurchasing
one contract of this series, you would spend $78otutrol 100 shares of eBay. If the stock hit

$30 one minute before expiration, your profit wobkl$422 on an investment of $78—541%.

Consider this: A +21% move in eBay’s stock priceuldogenerate a 195% gain on an options
contract with a $22.50 strike price, and a 541%ipom a contract with a $25 strike price.

What if, instead, you purchased QXBEX, with a $27.50 strike price?

Ticker Strike Exp. Last Bid Ask
QXBHY.X 2750 Aug 0.13 0.12 0.14

In this case, you could have purchased the contoagtist $14 ($0.14 ask price * 100 standard
shares per contract). At expiration, the contraatil be worth $250 ($2.50—the difference be-
tween the strike price of $27.50 and the shareepoic$30—multiplied by 100 shares), which
would result in a net gain of $236 ($250 - $14) ®86%.
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Or let's take things even further. Suppose you vadsolutely sure that eBay was headed to
$38—perhaps you had a vision or your neighbor’'sadtyou. You could purchase a contract of
XBAHU.X, with a $37.50 strike price, for $1. And theheBay did hit $38 at 3:58.M. on Au-
gust 15, the intrinsic value of the contract wob&l$50 (the $0.50 difference between the share
price and the strike price * 100). If you inves®&IDO0 and bought 100 contracts at $1 each, you'd
have a net gain of $4,900 or 4,900%.

Don’t Try This At Home

Of course, using options in such an aggressive araamounts to little more than gambling. The
example above is not a recommended
investment strategy but is simply intended
to illustrate how options can be used to
leverage relatively limited funds for

comparatively larger profits.

Of course, if you do have a hunch that a

stock will experience a rapid gain, it's

okay to make a play similar to the one

outlined above—so long as you do it with
money you can afford to lose. Options don’t havbdaisky, but out-of-the-money calls with
little time before expiratioare risky, and there’s a very good chance you'll lgear entire in-

vestment.

American-Style vs. European Style Options

In the examples above, we've used the “3258 on the third Friday of the month” example be-
cause it is hard (impossible) to predict the tinadug of options when there is still meaningful

time left before expiration. It must be reiteratezte, however, thakmerican-style options can
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be exercised or sold ahy time(while the market's open) prior to expiration. Wihan options
contract still has time value, you'll make even mdinan in the examples listed above. What's
more, you can sell a contract that doesn’t appedret going your way and has no intrinsic

value—but still some time value—to mitigate yousdes.

European-style options are the alternative. These cannot be exercisadyatime prior to expira-
tion, but onlyat the time okexpiration. This style, which has nothing to ddhathe underlying
company’s nation of origin, is used mostly for ops that trade “over the counter” rather than

on an options exchange. For the most part, Eurepda options can be safely ignored.

Important Concepts to Remember

» Call options give the holder the rightbut not the obligation-to buy a given stock at a
specified price before their expiration date.

* When people generically talk about “options,” tteg almost always talking about call op-
tions.

* Equity options—the subject of this guide—have nothing to do with employee stock op-
tions that have been the cause of many corporatelats as of late.

» Options are traded itontracts of 100 shares.

» The quote of an options contract is priced perehamnd must be multiplied by 100 to get the
real contract price.

* Thestrike price of a call option is the price at which shareshs# tinderlying stock can be
purchased.

» Options contracts expire the Saturday after thel thiiday of the given month.

» A call option with a strike price lower than ther@nt share price of the underlying stock is
consideredn-the-money.

» A call option with a strike price higher than th&rent share price of the underlying stock is
consideredut-of-the-money.

* Theintrinsic value of an in-the-money call option is the differenasvieeen the share price

of the underlying stock and the strike price of tipéion.
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» Out-of-the-money options have no intrinsic valugj aot negative intrinsic value.

» The difference between the per-share contract pfi@gm option and its intrinsic value is its
time value or speculative value.

* You don’t have to exercise your options to makedaitp—you can sell the contract on the
open market. Only about 10% of options contractsaatually exercised.

» Options afford investors financibverage—they can control more shares with less money.

» Leverage is a double-edged sword: It compoundgines you make if the underlying stock
goes up, but also compounds the losses you enfdines stock goes down.

* The “deeper” in-the-money and more time value aioamhas, the less risky it is.

* ltis fairly easy to lose your entire investmenthwoptions—especially out-of-the-money op-

tions with little time value.
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Chapter 2: Writing Calls, Covered and Naked

Thus far, we've looked at options from the perspecof the buyer. Yes, we've talked about
selling options contractafter they’'ve been purchaseout you can also sell optiostort—just
as with stocks.

Remember our real-estate example? In that case, Was an option buyer and an option seller.
In order for the buyer to purchase the contrae,siler had teovrite it first. The options market

for stocks works the same way.

Mr. Market Maker

There is one minor difference: Since options cat$reare standardizednarket makers—
middlemen—stand ready to buy and sell options ectdr Although there doesn’t have to be
one buyer for every seller, the spread betweemithe@nd ask prices will shift to encourage bal-
ance. For example, if there are more sellers thegers, the market maker will lower the bid and
ask prices to encourage more buyers and discoselges until he’s achieved relative parity. So
while the balance between buyers and sellers mapa@erfect, it is usually very close to 50-
50.

An Example of Options Writing

The best way to understand “going short” on anamgticontract is to think of it this way: In or-
der for you to buy an options contract, someonethaseate it first. This process is calledt-

ing—just as the homeowner physicallyote a contract in our real-estate example.

Imagine you own 10,000 shares of Intel (Ticker: @Twhich, at the time of this writing, was
worth $21.67 per share. You don'’t think the staxgaing to do much in the near future, but you
expect it to perform really well by the end of tear. You could sell the stock for $216,700 and

buy a short-term CD and earn interest for a few ti@and then buy it back—but the proceeds
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from the stock sale would be subject to capitahgdaxes, which would greatly cut into your
rate of return. Luckily, there’s a way you can earoney on your $216,700 without selling your

stock and subjecting yourself to the Tax Man.

In our real-estate example, the homeowner earr&8)J0premiumfor writing the option con-
tract for the buyer. But thanks to standardizatgiackholders don’t need to hunt down buyers—

they can write contracts and sell them to the ntariaker.

In the case of Intel, which was trading at $21.67Jaly 28, you could write a call option with a
strike price of $24 and an expiration of Septenftikrand receive a premium of $0.30 per share.

If you wrote 100 contracts, covering all 10,000/0fir shares, you would receive $3,000.

Note: These numbers are not being pulled from #im Options quotes can be looked up online at
http://finance.yahoo.corand several other sites. On Yahoo! Finance, enstock ticker symbol and then
click “Options” on the left sidebar.

To be clear: You own 10,000 shares of Intel and want to generate some income on your in-
vestment without selling the shares. So you simgfce asell order for 100 contracts of
NQIB.X—the Intel options series with a $24 strikecp and September expiration—and you

receive $3,000 in your brokerage account... It's Hiuple!

But, of course, there’s a catch: As the seller@ tall option contracts worth 100 shares each,
you now have thebligationto sell 10,000 shares of Intel at $24. If the ktgoes to $30 (for

example) before expiration, your contraatfl be exercised, and you'll have to sell your 10,000
shares at $24 apiece. In this case, you will hastthe potential of $6 per share, and gained just

$0.30 per share in premium—your net “loss” wouleréfore be $5.70 per share.

Of course, “loss” is in quotes because you wouldehaally lost nothing, assuming you pur-
chased the Intel shares for less than $24. Stifigine that Intel went to $50 or $100 a share, and
you were contractually obligated to sell your skaier $24. Even though your loss would only

be theoretical, it would still be painful.
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Covered vs. Naked

In the example above, we were examining what aosvkrtovered calls. This term refers to
writing calls for which you own the underlying skodVriting covered calls is one of the most

conservative investment strategies

an individual can employ—so
much for options being universally
“risky.” Even Warren Buffett (pic-

tured, right) recommends generat-
ing investment income with cov-

ered calls!

But the opposite of covered calls
naked calls—are very risky in-

deed. For these are call-option cok
tracts written by investors wap not owrthe underlying stock.

Sticking with our earlier example, let's assumet tyau think Intel is going nowhere between

now and October. Now, you don’t own any sharestd4—why would you want to own a stock

you think is going to be flat for the next two mies?—but you still want to profit from this

hunch you have.

So, just as in the example above, you write 100BNRIcontracts with a $24 strike price and

September 20 expiration. Just as in the exampleegbmu’re immediately paid $3,000 ($0.30

per-share premium * 10,000 shares). And just deerexample above, if Intel closes September

19 at $24 or lower, you'll pocket the three grand &ve to speculate another day.

But what if Intel goes to $30? Or $50? Or $100?
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In any such case, you will be obligated by yourtats to sell 10,000 shares at $24 apiece.
Where do you come up with the shares? You haveauyottem on the open market—for $30,

$50, or $100—whatever the current price is.

Let’'s imagine your contracts are exercised wheal list at $30 per share. You would then be
contractually obligated to sell 10,000 shares & &2ch. If you don’t own 10,000 shares, you
would have to go into the open market and purckizesa for $30 apiece--$300,000 in all—and
then sell them for $24. Your net loss would be 880, ($6 per share * 10,000 shares — the
$3,000 premium you pocketed).

As you can no doubt see, writing naked calls igry visky proposition, and because of this, not
everyone is approved by their broker to do it. idew to write naked calls, you have to have a
margin accountind enough value in your portfolio to cover readiy expected losses. In other

words, if you have an account with $500 worth otidsoft shares, don’t expect your broker to

allow you to write a naked call for $200,000 wooftintel!

Naked Calls: High Leverage and High Risk

Clearly, writing naked calls is an exceptionallglnrisk investment activity. So why bother do-

ing it? Well, as with most cases, with great risknes the potential for great reward.

Looking at the previous example, what is your maftaeturn if you sell NQIB.X ($24 strike
price) contracts and Intel closes at or below $24xpiration day? Your investment in this case

was $0 and your reward would be $30 per contrdwt’$ aninfinite rate of return!

We've been ignoring commissions for illustratiommases thus far, but given this infinite-return
scenario, it's appropriate to break that traditionthe time being and look at what your rate of

return, with commissions, would be.

Options Xpress charges $1.50 per options contwéth, a minimum fee of $14.95. We’'ll use

their rates for this example.
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If you sold 100 NQIB.X contracts for $30 per contr&0.30 per share), you'd receive $3,000
less $150 ($1.50 per contract * 100 contracts) caesion, or $2,850. If the contracts expired
worthless and unexercised, you would keep yourSkR@ofit, which would have been gener-

ated by a $150 investment—that’s a 19,000% ratetafn, including commissions.

Limited Profit, Unlimited Losses

While a 19,000% return on investment is awfully @gpng, it's important to once again reiterate

the dangers of writing naked calls.

When youbuy a call option, your losses
are limited to the purchase price of your
contracts, plus commissions. Your poten-

tial profits, however, are unlimited.

But when youwrite a naked call option,
your profit is limited to the premium you

receive, less commissions, aywlr losses

are unlimited The 19,000% rate of return
looks pretty good, but the most you could have ibbssnade on that trade is $3,000. If Intel had
gone to $100 or $1,000 a share, your losses waud heen much, much greater than the $3k

you gained.

Your broker will perform a margin call if your papksses get too great, and you can always
close out your position (see below) before thingstgo far out-of-hand, but if the price of the
underlying stock gaps—i.e. the stock makes a simange to the upside—you could find yourself

in a lot of trouble.

Conversely, when writing covered calls, your losaes limited topotential losses. After all, if
Intel goes to $1,000 a share and you're forcealicas $24, you would lose thpotentialof $976
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per share, but nactual loss would take place unless you paid less thdnf@2the shares when

you originally purchased them.

Closing Out Your Position

But just as when you're “long” a call option (iy@u purchase the contract), you can cancel out a

“short” position (i.e. when you write the contractither covered or naked) before expiration.

For example, imagine you have sold 100 contractd@IB.X, the Intel series with a $24 strike

price and September expiration, and Intel's stamlsgfrom $21.67 to $25 the day you write the
option for $0.30 a share. In that case, the vafieaoh contract is likely to go from $30 ($0.30 *

100) to at least $130 ($1.30 * 100) since eachesmathe contract would now have $1linffin-

sic value($25 share price - $24 strike price) in additionite $0.30 ofime valueit had before.

Let's imagine that your contracts are not immedyagxercised—contracts rarely are prior to
expiration. If you worry that Intel could go highgst, you couldtlose out your position by buy-

ing 100 offsetting contracts. Now you’d have titdigationto sell Intel shares at $24, but also
theright to buy them at $24—your net position would be ,nafid thus, both contracts would

effectively be cancelled.

What would you have lost in this case? Well, yotned $3,000 for selling 100 contracts (worth
10,000 shares) at $0.30 per-share premium. Butybarchose to go out in the market and buy
100 contracts at a $1.30 per-share premium to taoteour position and avoid further losses.
Your income was $3,000 and your expenses $13,000Hegb $10,000. But if Intel had climbed

further to $30 or $35 later in the month, you couée lost much more.
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How Volatility Matters

It's important to understand that when you write gotions contract, you are bettirgainst
volatility. The best way to understand this is@oHl at two stocks with similar share prices but
vastly different options prices.

For example, on July 29, 2008, DirecTV (Ticker: DT8Mosed at $26.80 per share. Barclays
(Ticker: BCS), the UK banking firm, closed at $26.8er share. The difference in share price,
obviously, was just $0.05.

But now let’s take a look at some of DirecTV’s aptiseries:

Ticker Strike Exp. Last Bid  Ask

DTVHD.X 20.00 Aug 5.50 6.70 6.90
DTVHE.X 25.00 Aug 1.85 220 2.30
DTVHF.X 30.00 Aug 0.15 0.05 0.15

And now, Barclays:

Ticker Strike Exp. Last Bid  Ask

BCSHD.X 20.00 Aug 6.50 6.70 7.30
BCSHE.X 25.00 Aug 2.00 240 290
BCSHF.X 30.00 Aug 0.40 0.25 0.55

The first option on each list has a strike prices20. Since DirecTV closed at $26.80 and Bar-
clays at $26.85, this means that DTVHD.X and BCSKbave intrinsic value of $6.80 and
$6.85, respectively.

But look at the difference in the ask prices of tiwe series: The market maker is willing to sell
DTVHD.X for $6.90, while he’s demanding $7.30 foCBHD.X. Since we know DTVHD.X
has $6.80 in intrinsic value, a $6.90 ask pricemsdgaonly has $0.10 in time value. Conversely,
BCSHD.X has a little more intrinsic value—$6.85—laubt more “time value”—$0.45.
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Since both series have the same expiration datg,slvbuld the right to buy Barclays at $20
have a much higher per-share premium than the tightiy DirecTV at $20, given that there’s

only a nickel’s difference between their share gf?ic

The answer igolatility. Take a look at the five-day performance of the stocks on the chart

below:
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Copyright 2008 Yahoo! Inc. http://Finance .yahoo . com/

Notice that DirecTV, as represented by the blue,limugs the 0% baseline pretty closely—at
least when compared to Barclays, as representéuelned line, which is all over the chart.

Based on past experience, there’s a greater cHand®arclays to make a bigger move—one
way or the other—than for DirecTV to do the samleug, the “time value” of Barclays’ options
is worth more. This is why many traders prefertdren speculative value to “time value.” After

all, if “time” were the only thing being measureédo stocks with near-identical share prices and
identical strike prices and expirations should haear-identical premiums, right? Well, not

when the underlying stocks have very differentdrist of volatility.
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Beta as a Measure of Volatility

Time for a little stock-market review: A stockxta coefficient is a measure of its past volatil-
ity. This is an important statistic for optionsdeds to pay attention to since the more volatile a
stock, the more expensive its option premiumsi&edyito be.

In the examples above, DirecTV has a beta of Ol6i's means that for every 10% the broad
market has gone up, DirecTV has historically gopgust 6.7%. By contrast, for every 10% the
market has gone down, DirecTV has fallen by 6.7%.

A stock with a beta of 1.0 has mirrored the maskperformance. Stocks with betas of less than
1 (but greater than 0) have been less volatile tharbroad market, and stocks with betas higher
than 1 have been more volatile. Barclays, for eXanmipas a beta of 1.2 as of the time of this

writing.

There are stocks that have negative betas. Thisgribat they have historically gone up when

the market has gone down, and vice versa.

The Advantage of Writing Calls

Most laypeople who don’t invest think you can onityke money when stocks go up. People
with a little more experience know you can alsofipiduring a down market by shorting stocks
(or buyingput options—which we’ll look into in the next chapter). But g calls allows you

to make money during a flat or sideways market, too

One way you can do this is by writing naked cal$.course, as we’ve discussed, this can be a

dangerous strategy.

Another way is by hunting for options that you thiasre overpriced, and then selling them while

simultaneously buying the underlying stock.
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For example, CIT Group (Ticker: CIT) closed at $8pkr share on July 29, 2008. Let’s say you
don't expect it to break $12.50 by mid-September,do you think it's likely to fall much lower
than $8.49. If you're right, you could profit onwyohunch by buying 1,000 shares of CIT Group
for $8,490 and simultaneously selling ten contraft€ITIV.X ($12.50 strike price, September
expiration, $0.30 ask price) for $300.

The above move would reduce ttast basisof your CIT Group shares to $8.19, since you paid
$8,490 for them but weneaid $300 for writing the CITIV.X contract—your net expse would
be $8,190 ($8,490 - $300) for the 1,000 shares. @dup would thus have to fall lower than

$8.19 per share in order for you to lose money.
Let's look at a few possible ways this position Idgpiay out:

1. CIT Group fallsto $8 a share. In this case, the CITIV.X contract you sold eegiworthless
(the outcome you want) but you have a paper lo®0df9 per share or $190. If you sell the
shares on the market, you will lose $190.

2. CIT Group closes on September 19 (the third Friday of the month) at $10 per share. In this
case, the CITIV.X contract expires worthless and keep the $300 premium. What's more,
you can sell the 1,000 shares you bought for $#4810, making another $1,510. Your rate
of return is thus 18.4%. This is a far cry fromQ@%, but much less risky than writing na-
ked calls.

3. CIT Group gets a bail-out from the federal government and goes to $20 per share. In this
case, you are forced to sell your shares at thes®1&rike price but you keep your $300
premium. You “lose” thepotential of selling the shares at $20, but in reality, yoake
money on the deal. After all, you got $300 for wgtthe option and you made another $4.01
per share by selling at $12.50 when you paid $8.49.

Options get a bad rap. As you can see from the reaagnples detailed in this chapter, options
arenot inherently risky investments—it’s all about howuyase them. In fact, as we’ll learn in
the next chapter, you can actually use options fasna of insurance What could be less risky
than that?
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Important Concepts to Remember

Writing an option is the process of selling an optiondreatthat you didn’t previously pur-
chase. It can be thought of as “creating” the @antir

Theoretically, in order for someone to buy an ampigontract, someone else must first create
it. In reality, market makers buy and sell options contracts from individualestors and try

to keep an even balance between buyers and sellers.

If you write a call-option contract for a stock yown, it's called writing acovered call. If

the contract is exercised, you'll be forced to gellir shares at the strike price dictated by the
contract.

If you write a call-option contract for a stock ydanotown, it's called writing anaked call.

If the contract is exercised, you'll be forced taykshares on the open market and then sell
them at the strike price dictated by the contract.

The advantage of writing naked calls—though theyextraordinarily risky—is that you can
make money with no investment whatsoever beyonkldorcommissions.

The downside of writing naked calls is that yowsdes are unlimited, and your gains are lim-
ited to the premium you receive.

You can alwayslose out your position by buying an offsetting contract on the open miarke
This way, you don’t have to worry that your contratght be exercised.

The historical and expected volatility of an opteonnderlying stock greatly affects the op-
tion’s premiums. The more volatile a stock is expddo be, the greater “time value”—or
speculative value—the option series is likely to have.

The biggest advantage of writing calls is that gan profit in a flat or sideways market.
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Chapter 3: The Long and Short of Puts

When you buy a call, you're hoping for the pricetioé underlying stock to go up. When you
write a call, you're hoping that the price of the ungieid stock goes down, stays roughly the
same, or in the case otavered call goes up but not high enough for the contractsad to be

exercised

But even in the case of a naked call, where younsake money if the stock goes down, you
don’t makemorethe more it goes down. So long as the contrashéxercised, you make your
premium and nothing more. But what if you thinktack is goingdowr? Is there a way to profit

from such a hunch?

A Review of Short Selling

Of course there is! Most novice traders PROCESS OF SHORT SELLING
are aware oshort selling—the process Stock
of selling shares of a stock you do not SHORT %

SELLER _ BUYER

own. How this works is you borrow +
Cash Proceeds

shares from a broker, sell them on the

open market, and then buy them back &=tock Margin
a later date—hopefully at a lower price £ : Stock

- - . \ STOCK
than you paid. In this way, you can prof A LENDER
by selling high andhenbuying low. / BROKER '

¥

For example, let's say Bank of America
is trading at $32 and you think it's overvalued.uvmut in an order with your broker to sell 100
shares short, and your account would be creditéd $@&200 in restricted funds (i.e. you couldn’t

take the money and blow it all on hats until ymveredyour position).
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A month later, the stock has gone to $35, and ufgavered your position at that price, you'd be
out $3 per share or $300. You'd have to spend $3&50®dy back the shares at $35 each.

But assuming you have at least $300 in your braegccount, you would not be forced to buy
back the Bank of America shares at that time. &, figpou could leave them shorted indefinitely,

although you would have to pay interest and divitdeon your borrowed shares.

But let’s say that eventually, Bank of America dsdp $20. At this point, you decide its time to
cover and close out your position, so you buy Itfres at $20 each ($2,000) and return them to
the broker. In this case, you borrowed 100 shamdsreturned 100 shares. The only difference is
that when you borrowed them (and sold them) thesewsrth $35 each, and when you (bought
them and) returned them, they were worth $20 eéoh.pocket the $15 per-share difference.

Short Selling vs. Put Buying

Short selling stocks has nothing to do with optitmagling, but the review above is necessary
since people sometimes confysat buyingwith short selling In both cases, you profit by a
stock’s fall. But the mechanism for shorting a Etand buying a put are entirely different.

A put is an options contract that gives the holterright, but not the obligation, s®ll a stock
at a certain price prior to the contract’'s expoatiWhereas a call gives the holder the right to
buy, a put gives the holder the rightgell. This can be a bit confusing, so let’s take a labkn

example.

An Example of Put Buying

Let's say you're certain for some reason that shafeCoca-Cola (Ticker: KO), currently trading
at $51.50 (July 31, 2008), are headed nowheredwihdYou could short the stock, but there are
many reasons why buying puts might make more semg®u. For example, maybe you haven't

been approved for shorting, which requires a maagcount.
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So let’'s say you decide to buy a put. You lookhat $eptember put contracts and here is what

you see:

Ticker Strike Exp. Last Bid  Ask

KOUV.X 4250 Sep 0.10 0.05 0.10
KOUI.X 4500 Sep 0.22 0.15 0.25
KOUW.X 4750 Sep 050 0.45 0.50
KOUJ.X 50.00 Sep 1.10 1.05 1.15
KOUX.X 5250 Sep 230 220 240
KOUK.X 55.00 Sep 4.30 4.00 4.20

Now again, we are looking at the ask prices heneesthey represent the per-share premium at

which the market maker is willing to sell us a cant.

KOUV . X, with the $42.50 strike price, gives ythe right to sellshares of Coke for $42.50 any
time between the present and expiration, which alasut six weeks away at the time these

guotes were retrieved.

This can be a bit confusing, so let's take our timee: A call gives you the right to buy, and a
put theright to sell If you had KOW/.X ($42.50 strike price) and the underlying stoCloke,
was trading at $51.50, it would make no sense &vaise the contract. Why would you want to
use your put to sell shares of Coke for $42.50,nmwu could sell them without the use of your
put at $51.507?

So let’s say you had KOKJLX ($55 strike price). By exercising this put, yoould sell shares of

Coke to a market maker for $55. Since the currbatesprice is $51.50, you could go into the
market and buy the shares at that price, and tekénhem for $51.50—a $3.50 per-share gain.
Or, alternatively, you could simply sell your puintract which would increase in value as the

price of the stock went down.
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Intrinsic Value and Time/Speculative Value

Let’s continue looking at KOK.X ($55 strike price). If Coke is currently tradiag$51.50, then
KOUK.X has $3.50 of per-share intrinsic value. Thisipim-the-moneybecause its strike price
is higherthan the market price. This is the opposite ascalt it makes sense if you think about
it. After all, calls give you the right to buy skearat a certain price—you want to buy them for
lessthan they’re currently trading for. Puts, by casty give you the right to sell shares at a cer-
tain price, and you want to sell them foorethan they're currently trading for. Having thelrig

to sell shares for less than they're currently Wwaevould be no “right” at all!

So we've established that KBUX has $3.50 of intrinsic value ($55 strike pric#51.50 market
price). The per-share ask price, however, is $4120s means the put has $0.70 of time or

speculative value.

It would not make sense to buy K®UWX contracts and immediately exercise or sell theor,

would it ever make sense to buy and immediatelyaese or sell any option. After all, even
though KOWK.X gives you the right to sell shares worth $51f&0$55, it costs you $4.20 per
share for this right. If you immediately exercidg¢@UK.X, you would lose $0.70 per share (the

time/speculative value).

Example: You buy 1 KOW.X contract for $420. You then buy 100 shares okeCtor $5,150 ($51.50 *
100 shares). You immediately exercise the put aptiefore the share price of Coke changes. You thus
sell shares of Coke for $5,500 ($55 each), butstduhave a net loss of $70. After all, you sp&6t570
($5,150 + $420) and received just $5,500.

Immediately selling the contract would obviouslyt meake sense, since the bid price (what the
market maker is willing to pay for the contract)aser than the ask price you paid.

So how do you make money with a put?

Answer: By waiting for the underlying stock to goveh.
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As this happens, your put will increase in intrcngalue even if its time/speculative value decays
a bit. For example, if Coke fell to $45 per sharetloe last day before expiration, the intrinsic
value of KOWK.X would be $10, even if its time value decayeds@o Thus, the contract you
paid $420 for would be worth $1,000.

Another Example

Let's say you have a hunch that Coke is gaimgch lowerby September. Consulting the put
chart below, you think this hunch is worth spend$ip0 for 10 KOW.X contracts, with a
$42.50 strike price.

Ticker Strike Exp. Last Bid  Ask

KOUV.X 4250 Sep 0.10 0.05 0.10
KOUI.X 45.00 Sep 0.22 0.15 0.25
KOUW.X 4750 Sep 050 0.45 0.50
KOUJ.X 50.00 Sep 1.10 1.05 1.15
KOUX.X 5250 Sep 230 2.20 2.40
KOUK.X 55.00 Sep 4.30 4.00 4.20

It should be emphasized that this is a low-prolighitade. Chances are, Coke will not decline
by 17% per share over the course of the next seksjeand if it doesn’t, your put will expire
worthless. But you decide to spend $100 on tenraotst ($0.10 ask price * 100 shares * 10 con-

tracts) and roll the dice.

Let's say that Coke falls to $42 per share on #st tlay of trading before expiration. At this
point, KOW.X’s intrinsic value would be $0.50 per share ($82strike price - $42 market
price) and its time/speculative value would be esaklly worthless. Thus, your total position of
ten contracts would be worth $500. You would mak6Qbprofit on an investment of $100—a
400% gain. But if KOW.X had closed at $42.51, your contract would haaenbexpired worth-

less.

This is an example of a high-leverage, high-riskyghat should only be pursued witbk capi-

tal—money you can absolutely afford to lose.

(32) www.Optionsinsider.com




@

OPTIONSINSIDE?

Not All Is Lost

If you held your contracts from the last exampléilwxpiration and the lowest Coke ever got
was $42.51, then you'd lose 100% of your investmiliotvever, as Coke’s share price steadily

declined, the time/speculative value of K@X would creep up.

Think about it: If Coke dropped to $45 the day afteu purchased your puts, KX would
still have $0 intrinsic value (its strike price wWadstill be lower than its share price, and exercis
ing the puts would be pointless), but clearly,ébple were willing to pay $0.10 for the right to
sell a $51.50 stock at $42.50 six weeks in theréytthey'd be willing to paynore than$0.10
for that same right applied to a $45 stock. A $iels after all, is much more likely to fall be-
low $42.50 than a $51.50 stock, all other thingadpequal.

This is why the term “time value” can be misleadiK@UV.X has no intrinsic value when Coke

is at $51.50 and no intrinsic value when Coke i$48—but the value of its puts is going to go
up as the price of the underlying stock declingsneas time ticks off the clock. Why should the
“time value” go up as the time remaining diminishé¥hat’s really going up are the chances
that Coke will fall below the strike price. Againat’s why some people prefer the tespecula-

tive valueto time value

How to Use Puts as ‘Insurance’

In the last chapter, we learned it was a myth, iadbg@opular one, that options are inherently
risky. Writing covered calls, after all, is one tbk most conservative investment activities one
can undertake. Buying puts as “insurance” is anmotlay even the most risk-averse of individu-

als can use options to meet their investment albgt

Let's say you're an extremely cautious investor wivens 500 shares of Proctor & Gamble

(Ticker: PG), which has a current value of $6548his example. You're afraid the stock might
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go down, but you're too cautious to sell—after alhat if it goes up? Well, you can buy puts to

protect your downside. In this way, you are effeally insuring yourself against catastrophic
losses.

For example, take a look at these quotes for Pr&tGamble put series expiring October 18
(quote retrieval date: July 31, 2008).

Ticker Strike Exp. Last Bid  Ask

PGVK.X 55.00 Oct 0.13 0.10 0.20
PGVY.X 5750 Oct 0.40 0.25 0.35
PGVL.X 60.00 Oct 0.60 0.55 0.65
PGVZ.X 6250 Oct 1.05 1.05 1.20
PGVM.X 65.00 Oct 195 190 2.10
PGVU.X 6750 Oct 3.10 3.10 3.40
PGVN.X 70.00 Oct 5.08 4.90 5.20
PGVV.X 7250 Oct 7.30 6.90 7.40
PGVO.X 75.00 Oct 9.80 9.30 9.80
PGVP.X 80.00 Oct 14.60 14.30 14.80

You could buy the right to sell your shares at 85550.20. This way, your losses would be lim-
ited to $10.48 per share. If Proctor & Gamble watsic half from $65.48 to $32.74, instead of

losing half of your investment, you'd be out judt0$48 per share—plus the $0.20 “insurance”

premium. That might be worth your peace of mind.

Why a Put Can Be Better Than a Stop-Loss

Of course, there’s another more widely known fofrfirisurance” on stocks—thg&op loss.

When you place an order to buy shares of a giveckstyou can also stipulate a lower price at
which you'd like the shares to be automaticallydsdlhis is known as stop loss For example,
say General Electric (Ticker: GE) is trading at $28 You could place a market order to buy
100 shares with a $25 stop loss. This would meanitithe stock fell to $25 or below, your bro-
ker would automatically sell the shares.
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The problem with a stop loss is the possibilitygapping. This occurs when there is a major de-
cline in the price of a stock with no stops in betw. For example, if GE slowly declined from
$28.57 to $26 over the course of several weeksttam amid a broad market crash, opened the
next day at $20 per share, your broker would saliryi00 shares at $20, not $25—there would
be no takers at $25.

If, instead, you purchasedpart with a $25 strike price, you would be protectetafls because
the put contract would give you the right to selly shares at $25 no matter how far below $25
they dropped.

Of course, this comes with a price. As of Augus@08, GE puts with a $25 strike price had
$0.04, $0.22, $0.77, and $0.97 premiums for Audgsisptember, December, and January expira-
tions, respectively. But $97 for a put contracthwét $25 strike price and January expiration
might be worth it to guarantee a sale price of essIthan $25 for five months. It depends on

your objectives as an investor and the individwatipulars of the stock in question.

Using Puts on Restricted Stock

Another reason to buy puts is if for some reasanamrestrictedfrom selling stock you own

m for a set period of time. This often happens when
- CEOs of startups sell out to bigger firms, but it
can happen to regular folks, too.

Imagine this: Your grandma leaves you 10,000
shares of AT&T (Ticker: T) in her will, but the
. stock is held up in probate, or perhaps you receive

the stock when you hit a certain birthday. For the
purpose of this example, let’s say it's July 31d gou're going to officially take ownership of

the shares on January 1 of the following year.

(35) www.Optionsinsider.com




‘ <o
OPTIONSINSIDER
Right now, the 10,000 shares would be worth $3B($80.81 per share), but what if something
happens in the next five months and the share [wicat in half or worse? What if AT&T goes
bankrupt? How bad would it feel to have $308,100 sut of your hands and end up with noth-

ing?

But even though you don’t own the shares, theresething you can do to protect your inheri-

tance: You can buy puts.

Below is a list of put series for AT&T that expiom January 17, about five and a half months

from the date used in this example:

Ticker Strike Exp. Last Bid  Ask

TMC.X 15.00 Jan 0.05 0.05 0.07
TMD.X 20.00 Jan 0.18 0.17 0.20
TME.X 25.00 Jan 0.78 0.75 0.77
TMF.X 30.00 Jan 2.19 231 235
TMZ.X 3250 Jan 3.30 3.65 3.70
TMG.X 35.00 Jan 5.07 5.35 5.45
TMU.X 37.50 Jan 7.35 7.40 7.45
TMH.X 40.00 Jan 9.70 9.55 9.70
TMV.X 42.50 Jan 10.20 11.95 12.10
TMI.X 45.00 Jan 12.85 14.35 14.50
TMJ.X 50.00 Jan 18.10 19.25 19.50
TMK.X 55.00 Jan 19.80 24.20 24.30
TML.X 60.00 Jan 28.15 29.15 29.30
TMM.X 65.00 Jan 34.45 34.15 34.40
TMN.X 70.00 Jan 38.75 39.10 39.35

To cover your position of 10,000 shares, you'd neeeplurchase 100 contracts.

To minimize your losses, you could buy 100 corigarf TMF.X, locking in a share price of
$30. At the current ask of $2.35, this would costi $23,500. That's a pretty good chunk of
change! However, you might have an easy time gg#imoan to cover the expense, so long as

you pledge your inheritance as collateral.

(36) www.Optionsinsider.com




@

OPTIONSINSIDE?

If you pursue this strategy, the worst that coughpen would be AT&T falling under $30 per

share, and once you received your inheritance cgoild sell your 10,000 shares at $30 (no mat-
ter how far they've dropped). You'd thus receivéd@®00, but you'd have spent $23,500 (plus
interest if you borrowed the money). Still, at kegsu’d be able to sleep every night from now

until January 1 knowing that this would be therst-casescenario!

A second strategy would be to protect yourself V;;—;"/ N
only from catastrophic loss. You could buy 100 N

contracts of TND.X, locking in a $20 share price,™ \
for just $2,000. Or you could buy 100 TOWX

contracts, guaranteeing your right to sell at $15 /
per share, for just $700. Seven hundred dollars* e ol

* uﬂ‘f-”
might be a small price to pay to ensure your .

inheritance is not completely wiped out by a

severe stock-market crash

Now what if the share price of AT&T goes up befgo receive your shares? Well, that would
be good news. Even though your puts would expirghless, you'd want them to. After all, you

don’t complain when you go a year without using rybre insurance, and that's what buying
puts in this case would beisurance

Married Puts

One final put-buying strategy before we move ogdlting putsMarried puts.

Married puts are a lot like buying puts for inswgamn shares you already own. The difference is
that with married puts, you don’t already own tlrares—you buy them at the same time you

buy the puts.

Some critics say this strategy is foolish. Aftdr wbu buy a stock because you think it's going to

go up, and you buy puts because you think the stogking down to down—the two seem to be

(37) www.Optionsinsider.com




@

OPTIONSINSIDE?

mutually exclusive. Well, consider this scenariocédmpany is a week away from a big earnings
announcement. Wall Street has been watching theaoyncarefully, waiting for it to produce
big news this quarter. If the news is good, youvkiiee stock will go through the roof. But if the
news is anything less than excellent, there’s Himgehow far shares might fall. You expect the
news to be positive, but you want to protect yoifiee the downside. This is what married puts

are for!

Situations like this happen all the time. A few igeago, when Google (Ticker: Goog) was blow-
ing people away with its earnings each quarter sipeculative value of its calls and puts were
very high even a few days before expiration (anogjo®d example of why “time value” can be a
misleading concept). When Google had good newseshaent soaring. On the rare cases when
the news was bad, shares plummeted. One thing gold be sure of was the stock wouldn'’t

stay still.

If you want to buy a stock right before a huge ame@ment where there is a lot of volatility ex-
pected as a result, it makes sense to “marry” gtack purchase with puts. For example: You
could buy 100 shares of Google, expecting it torappte by 20% off the announcement, but

buy one out-of-the-money put contract that woulotget you from a 20% loss.

Using married puts is yet another options stratibgy is anything but “risky.” In fact, it miti-

gates risk, rather than adding to it.

An Introduction to Writing Puts

So far, we've been talking about buying puts anda fesser extent, selling contracts we've al-
ready purchased to close out a position. But jsistoan can “write” a call option, you can “write”

puts, too. Writing a put is sellirtge right to sell a stoclt a given price prior to expiration.

Confusing, isn'’t it?
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Many students for the Series 7 Stockbroker’s exainbfised on their inability to grasp selling
puts. Itis a little difficult to wrap your head around, btisiimportant for you to understand all
four facets of options—buying calls, writing callsjying puts, and writing puts—in order to be

a successful trader.

When you sell a put, you are selling the right ¢l a stock. Another way of looking at it is

you're agreeing to buyhe stock at the specified price.

It's helpful to forget about market makers brieflgd imagine that options contracts are agree-
ments between two people, buyer and seller. Whenbyty a put, you buy the right to sell a
stock at a given price. But who buys the stock fngou if you exercise that right? Answer: The

writer of the put contract!

The writer creates the contract out of thin airg #me buyer buys it from him (using the market
maker as an intermediary). So if the put buyer skedo exercise the put, he is allowed to “put”

the stock to the put seller.

Remember: There are two sides of every trade. Vithercall buyer has the right to buy stock,
the call writer has the obligation to sell it tarhiAnd when the put buyer has the right to sell
stock, the put writer has the obligation to bujra@m him. Options buyers have rights; options

writers have obligations.

Why Go Short on Puts?

When you buy a financial security—be it a stock;adl, a put, or any other instrument—it's
known as going “long.” When you sell a financiatsety that you do not own, it's known as

going “short.” Thus, when you sell a put contrgoty are said to be “shorting” the put.

This is confusing because of the relationship betweuying puts and shorting stock, discussed
earlier. But when you short a put, you are essinhagreeing to buy a stock at a given price in

exchange for a premium.
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The primary reason you’d do this should be cl&arcollect the premium

For example, take a look at these August puts feaz2on.com (Ticker: AMZN). The prices

were retrieved on August 7, 2008, just about a Wesdkre expiration, when the stock was trad-
ing at $76.95.

Ticker Strike Exp. Last Bid  Ask

ZOQNTL.X 60.00 Aug 0.02 0.02 0.03
ZONTM.X 65.00 Aug 0.07 0.05 0.07
ZONTN.X  70.00 Aug 0.30 0.26 0.29
ZONTO.X 75.00 Aug 121 119 1.22
ZONTP.X 80.00 Aug 3.89 3.80 3.95
ZONTQ.X 85.00 Aug 8.10 8.05 8.20
ZONTR.X  90.00 Aug 13.20 12.95 13.10

The put series with $60, $65, $70, and $75 strikeep are all “out-of-the-money,” meaning

they have no intrinsic value because the curreatesprice, $76.95, is higher.

An Example of Put Writing

Let's look at ZQNT.X, with the $75 strike price. You could write tlegguts for $119 per con-
tract ($1.19 per-share bid price is what the markaker is willing to pay you for writing the
contract). You would immediately receive $119 pentcact you wrote, and you would be obli-
gated to buy 100 Amazon shares at $75 each foy eestract.

If the share price stayed above $75 for the nextlays of trading, then the puts would expire

worthless (your desired outcome) and you'd keep®hEd per contract. If Amazon shares fell

below $75 and the puts were exercised, then yoane o buy shares at $75, but you'd still keep
your $119 premium.

Let's say shares fell from $76.95 to $73.81 befexpiration—a 4% drop in just over one

week—and you had written one ZQNTIX contract and received $119. Now the put would be
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exercised, and you'd have to buy 100 shares for 7%7,500 total. You could then immedi-
ately sell them for the current share price, $73@1$7,381 total. Your loss would be $119
($7,500 - $7,381), but remember, you received $btXhe premium, so in actuality, you'd
break even.

You can probably see now why put writing is attrset By writing a ZQNTO.X contract with a
$75 strike price, Amazon could fall from $76.955#3.81 and you'd still break even. If it fell by
any less than this, you’d make money, and if ierg®u’d make a full $119 on a $0 investment

(excluding commissions).

But just as with writing naked calls, writing pwlso comes with unlimited risk. If Amazon fell
to $10 a share, you'd still be obligated to buynhfor $75—incurring a $65 paper loss. Of
course, you can mitigate this risk by being smad aautious, and by employing several ad-

vanced techniques that we’ll explore later.

Another Put Writing Strategy

Put writing can be an ideal strategy for entermg ia stock at a specific price. For example, let’s
say you want to buy shares of Best Buy (Ticker: BEXt you don’t want to pay more than $35
per share. Perhaps the stock’s chart says it'syaab$35—maybe this is the bottom end of a
predictable trading range the stock’s been in. iifit now, the price is a little over $40. You

could put in a limit buy order for $35 and wait lithe stock reaches $35 for your order to be

executed, but an even better strategy, in mosscast write a put.

On August 7, 2008, Best Buy was trading at $40l48ou were willing to buy 100 shares at

$35, you could write a December put contract with3& strike price and receive a $730 pre-
mium. That's a much better deal than simply waitiogthe stock to reach your entry price of

$35!

What are some of the possible outcomes of the aboamario?
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1. The share price of Best Buy does not fall to $3balow, and thus your put option goes un-
exercised. You keep the $730 premium.

2. The share price of Best Buy falls below $35 andrymu option is exercised. You are forced
to buy the stock at $35, the price you were willtogoay anyway. You still keep the $730

premium.

Of course, the stock could fallell below$35—in which case, you might not like being obli-
gated to pay $35 for it. But if you're confidentitt$35 is a good entry-point, why not earn some

income on your desire to buy the stock, rather giaply waiting for it to come down?

Important Concepts to Remember

* Buying puts allows you to profit as the underlying stock dees in value.

* In this way, buying puts is similar to short-sejlishares of a stock, but the two are not the
same.

*  When you buy a put, your losses are limited toahmunt of premium you pay, and your
potential profit is limitless. When you sell a dtaghort, your losses are unlimited and your
maximum profit is the amount you receive for makiihg sale.

* Buying puts is much less risky thahort-selling stocks, and thus, it is easier to get broker
clearance to buy puts.

» As the owner of a put contract, you have the r{git not the obligation) to sell a stock at a
given price, before expiration. Your hope is tha stock goes down, so that you can (theo-
retically) buy shares at the lower market pricej aell them for the higher strike price of
your put contract. In reality, you are more likédysimply sell your put contract, which will
increase in value as the price of the underlyiogkstalls.

» Puts can be used assurance on shares of stock you already own. By havingita to sell
the stock at a certain price, you are protectewh fiocgger losses.

* A put can be better thanstop-loss since there is no possibility gapping with a put.

» Puts are a great way of getting around restrictmased on selling stock.
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A married put is when you simultaneously buy a stock and puttherstock. Thus, you own
the stock and you own the right to sell the stdck eertain price. This is a good strategy for
entering highly volatile stocks shortly before amrengs announcement or some other event.

* By writing a put, you sell the righto sella stock at a given price—essentially, \amgree to
buythe stock at a given price in exchange for a puemi

* Writing puts can be a great idea if you want teeeat stock at a price lower than the current
share price. Instead of placindimit order, you can write a put, the main difference being

you'll receive a premium for writing a put.
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Chapter 4: Putting It All Together

You've now been equipped with the basic knowledga geed to understand more advanced
options strategies. But before we go on, let'serate and underscore the basic concepts of the

four types of options positions.

The Four Types of Options Positions

There are four types of options positions you e&etThey are:
1. Buying calls (long calls)
2. Writing calls (short calls)
3. Buying puts (long puts)
4. Writing puts (short puts)

Each type of position has its own goal, maximuns |@nd maximum gain, as exemplified by the

chart below:
Goal Ma_ximum Maximum
Gain Loss
Buying calls Stock price to go up, thereby increasing the value of the Unlimited Pr§m|um
call contract paid
Contract to expire worthless -- doesn’t matter if stock price .
. Premium .
Writing calls goes up, down, or stays the same, so long as the . Unlimited
o o . ; received
expiration price is lower than the strike price
Buying puts Stock price to go down, thereby increasing the value of Unlimited Pr§m|um
the put contract paid
Contract to expire worthless -- doesn’t matter if stock price .
. Premium .
Writing puts goes up, down, or stays the same, so long as the . Unlimited
o Y X f received
expiration price is higher than the strike price

Call buyers want the stock price to go up; put bbsiygant the stock price to go down. A mne-

monic trick from remembering this @all up andput down
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The writers of calls and puts do not care so miiche price goes up or down—they just want
the contracts to expire worthless. Worthless exipimaallows the writers of calls and puts to col-
lect their premiums without having to buy or sék tunderlying stocks: It's money for nothing.

Motives

People buy call options because they think theepgsfdhe underlying stock is due to go up. Calls
are the “simplest” options and the easiest to wstdad. Maybe this is because the motive behind

buying them is so basic.

The reasons people write call options, by contrat, more varied. They could write covered
calls because they want to generate income onsttag own but don’t think the stock will ap-
preciate greatly before expiration. Or they couldtevnaked calls because they think the bid-
price premium is “too high” given their assessmainthe stock’s likelihood to reach the strike

price before expiration.

People buy put options, sometimes because thely thénprice of the underlying stock is headed
down. But other times, they do so for insuranceaguosition they already hold, or as part of a
married puts strategy to enter a volatile stockipio an earnings announcement. Thirdly, people

can buy puts as a substitute for a stop loss.

And finally, the put seller—the man (or woman) wéells the right to sell a stockt a certain
price before expiration. What's his motivation? Whe could be riskily trying to collect premi-
ums that he thinks are “too high,” or at least thgnough” to justify his risk. Or he might be
willing to enter the stock at the strike price awdually hope the contract gets exercised, thereby
giving him an entry point and the premium. In tiMay, the put writer is using put writing as a

substitute for placing a limit order on the stock.
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Closing Out Your Positions

It rarely makes sense to actually exercise an optistead, most options traders “close out their
positions” by buying an offsetting contract. If ybuy an option, you can close out your position
by selling that same option. If you write an optigou can close out your position by buying

that same option—this prevents the option you whate being exercised.

Consult the chart below:

Opening Action Closing Action

Buying a call Selling the same call
Writing a call Buying the same call
Buying a put Selling the same put
Writing a put Buying the same put

Don’t be confused: Buying a put does not offsetly or vice versa. Calls and puts are entirely

different animals, and the opposite dbag call is ashortcall, not a long (or short) put.

In Conclusion...

Once you understand the four types of options jposita trader can take, and the motivations

behind each, options begin to really make sense-bandme a lot of fun.

Before going on, make sure you fully understandyghieng up until this point, with an emphasis
on this final chapter. You'll need this basic uredanding before you're ready to buy (or sell)
your first options in real life. If yodlo understand everything so far, then get ready—ygoal¥

most there!
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Charts from Wikipedia
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Chapter 5: Using Collars for Insurance

Now that you have the basics of single-optionstatjias down, we’ll begin looking at the ad-
vanced, multi-options strategies that are oftemtlost prudent to employ. But before we dive in,

a word on formatting:

Thus far, we've usedeal options quotes witlneal options ticker symbols. This was to demon-
strate that options are unique securities, jus their underlying stocks, and that you can re-
trieve quotes for them using their unique tick&sat now that that's been established, we will

begin using “descriptive quotes” for illustrativarposes.

Descriptive Quotes

It's also important you know how to read these $ypé “quotes,” since they are used in many
articles you'll read in financial publications and the Internet. After all, what does QXBHX.X
really tell you? Nothing much, unless you’re faiilivith the series. Butong EBAY Aug 22.5
Call at 2.54 the descriptive-quote format, tells you everythyou need to know about the same

series.

Let's take a look at the elements of a descriptivete:

1. Long: This means you're “long” the option—you're a buyaot a writer. The alternative
would be “Short.”

2. EBAY: This is the ticker symbol of the underlying stock

3. Aug: This is the expiration month. If the year isniven, then the current year is assumed.
Remember, all options contracts expire the Satutaléywing the third Friday of the month.

4. 22.5 This is the strike price ($22.50).

5. Call: This means the option is a call option—the rightbuy. The alternative would be
“Put.”
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6. at 2.54 This is the per-share premium at which the optiaa been purchased / can be pur-

chased (depending on the context).

It's important to know that there is such a thirgg@XBHX.X, but now that we know that, we

can use descriptive quotes so we don’t have to kefepring to quote tables.

An Example of a Collar Trade

A collar is perhaps the most basic of multi-options stiatedt is when you buy a put and sell a
call on a stock that you own. The purpose of thigtegy is to protect downside risk at little or

no expense.

For instance, imagine you own

THE COLLAR
Profit or Regular 100 shares of Nike (Ticker:

Covered Write

Loss F

NKE) which is trading at $60 in

+£300 4~ . .
this example. You are worried

about the stock declining, but for

whatever reason, you do not
50.00 : - Tt

o Stock Price at

‘ Expiration want to sell the stock (there are

’ myriad good reasons why this

<3200

’ might be the case). So you want
to buy a put on your 100 shares

to lock in a share price of no less
than $50.

Consulting an options quote chart, you find thatspauith a $50 strike price and an expiration
five months away are selling at $1.50 ($150 petreah of 100).

To buyLong NKE Jun 50 Put at 1.5 (assume it's January, and thus June (“Jun”) wbeldive
months off) you'd have to part with $150. A colieks to mitigate or even eliminate that cost.
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Here’s how: By consulting the call side of an optiqquote chart, you see Nike calls with a $75
strike price and June expiration are selling forl®1You could sell one of these contracts and

receive $110, thus reducing the cost of your “ingge” to just $40 ($150 spent - $110 received).

Your positions would thus be:

1. Long NKE Jun 50 Putat 1.5
2. Short NKE Jun 75 Call at 1.1

What Happens Next?

What are the possible outcomes of the above s@éhari

1. Nike falls to $45, and thus, you could exerciseryloong NKE Jun 50 Putand sell your
shares for $50. You would have protected yoursgéfirst $5 per share ($500) worth of
losses for a cost of just $40. The call contraat gold would expire worthless, and you'd
keep the premium you received.

2. Nike goes to $80, and thus, ydsinort NKE Jun 75 Call would be exercised, forcing you to
sell your 100 shares at $75. You'd “lose” the pttdrof selling them at $80, but assuming
you purchased the shares at less than $75, ydll'tlaste made money. Based on the earlier
share price of $60, you would have made $15 paesfhis $1,500 gain would be lessened
by the $40 you spent on the collar, though, and potiwould expire worthless.

3. Nike closes somewhere between $50 and $75. Thtis,yloor long put and short call con-
tracts expire worthless. You're out $40, plus onusi the depreciation/appreciation of the

stock price, but your downside has been protecied tmall sum.

The Purpose of Collars

As seen above, a collar protects you from majosdesat the expense of the potential of larger
profits. However, the point of a collar is to minma or eliminate the out-of-pocket expense as-

sociated with using puts for “insurance.”
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In the above example, you sold a call that redyard outlay from $150 to $40. But it's also
possible to reduce the cost to $0. This is calledshless collar or acostless collar. It is even

possible to make a small amount on a collar playhaps enough to offset commissions.

Potential Tax Savings

Used effectively, collars can also save you monkgmit comes time for you—or your heirs—
to pay the Tax Man. For example, if you boughtaglstfor $10 fifteen years ago, and it has
since gone to $50, you'd be -

liable for long-term capital

gains taxes if you sold it.

What if you thought the stock, @
was going to go lower in the s \&

o i

N

short term and then bounce &

(=]
back up? If you sold it and 5
then re-bought it, you'd lose

a lot of your savings in taxes,
e
Instead, you could use a col- ¢

lar strategy to hedge your position without trigggra taxable event.

Even better, at least for your heirs: By neverisglthe stock, your posthumous beneficiaries
will be able to take a “step up in basis.” This me¢hat, for tax purposes, the stock will be given
a base value of its market price at the time ofitlheritance, not the price at which you bought
it. This way, if they sell the stock for $55, thityday capital-gains taxes on just $5 worth of
profit, rather than $45 worth of gains. The Tax Mioesn't like this rule, but your kids and

grandchildren will.
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Collars as Collateral

You can use stock as collateral for a loan, bueddmg on the past performance, reliability, and

liquidity of the stock in question, a banker magrloyou much less than the current market price

of your holding. However, if you use a collar teakan a minimum price point, your lender may

be willing to give the stock full credit as colleaé This way, you can hold your stock and gain

access to cash at the same time.

Important Concepts to Remember

Very Important : For the remainder of this book, we will be usuohegcriptive quotes. An
option with a descriptive quote bbng NKE Jun 50 Put at 1.5means that it is a long posi-
tion (as opposed to “short”) on Nike (NKE) shareghva June expiration. The “50” is the
strike price, and “Put” tells us you have the rightell shares at that price. The “1.5” is the
per-share premium ($1.50) of the contract.

A collar is a two-option strategy designed to protect ygairest losses on a stock you hold
with minimum out-of-pocket expense. By using aaglhowever, you do risk loss of upside
potential.

You use a collar by buying a put and selling a watlh the same expiration date. This allows
you to sell the stock at a higher price if it fall;d you pay for most or all of the put pre-
mium with the premium you receive for selling thell.cThe downside here is that if the
stock appreciates above the call’s strike price,llybe forced to sell and lose out on the po-
tential gains.
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Chapter 6: All About Spreads

Spreads are another two-option strategy. They differ fraoilars in that they make sense for
traders who don’t own the underlying stock. Whatisre, a spread user buys a call and sells a
call (or buys a put and sells a put), rather thayirig a put and selling a call, as with a collar.

There are many types of spreads. The three magjestgreprice spreads, time spreads, anddi-
agonal spreads. Among price spreads, there aebit spreads andcredit spreads. And there are
call spreads andput spreads of all varieties.

The thing to keep in mind is that there are “twgsleto each spread. The dominant leg is the po-
sition with the higher total premium (i.e. contr@ceémium * contracts). This is the position you
are really banking on, while the recessive legp®sition that hedges your bets, or, “subsidizes”

the dominant leg.

For example, if you buy a call contract for $550¢d @&ell another one for $250, the $250 contract
is the recessive leg, and its principal purpog® isffset the cost of the dominant leg. Thus, in-
stead of spending a total of $550, your cost isiced to $300, since you receive $250 in pre-

mium income for selling the call.

T-Charts

This can be a little confusing to read in straigxt, so here we’ll introduce the visual aid known

as the t-chart.

DR CR
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The left column, “DR,” signifies a “debit” or expéiure. The right column, “CR,” is for
“credit” or income. If, for example, you purchasede option contract with a $2.50 per-share
premium, and sold another with a $1.20 per-shagenjum, a t-chart would record the spread
like this.

DR CR

250 120

In this case, you would have spent $250 and redebt@0—making your net outlay $130 ($120
- $250 = -$130).

Now that we have the t-chart to help us make sehsi@ngs, we can begin looking at the vari-

ous subspecies of spreads. First: debit price dprea

Debit Price Spreads

A price spread is a two-option strategy in which both options é&dlie same expiration date but
different strikes prices. For exampleyng DD Sep 40 Call at 5.5andShort DD Sep 45 Call at

1.7would be an example of a price spread.

DR CR

550 170
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By taking this position, you would have purchashkd tight to sell 100 shares of Du Pont
(Ticker: DD) at $40 per share, and sold the righptirchase them at $45 per share. You would
have paid $550 for your long position and recei$&d0 for your short position. Your net outlay
would be $380.

The above is debit spread, because you paid more for your long position thaun received for
your short. The goal of a debit spread is for thience between the two premiums to widen,
and for one or both of the contracts to be in-treay upon expiration. For example, if Du Pont
closed at $44.50 per share on expiration day, {oag DD Sep 40 Callwould be worth $450
($4.50 intrinsic value per share * 100 shares), tredShort DD Sep 45 Callwould expire
worthless. This would result in a profit of $70,sk®wn below ($170 -$550 + $450 = $70).

DR CR
550 170
450

What if Du Pont went to $50? Thémmng DD Sep 40 Callwould have a value of $1,000, but
Short DD Sep 45 Callwould be worth $500. You'd have to bup® Sep 45 Callto cancel out
your short position, thus costing you $500. Youitl generate a profit of $120, as demonstrated

below.

(55) www.Optionsinsider.com




@

OPTIONSINSIDE?

DR CR
550 170
500 1000

The $550 debit and $170 credit relate to the oalgpurchase (DR) and sale (CR) prices of the
options. The $500 debit representtang DD Sep 45 Call at Slater purchased to offset the
Short DD Sep 45 Call at 1.40u sold. On this half of the trade, you would édost money
($170 - $500), but not enough to negate the gamdenon the other half ($1,000 - $550). Your
net gain is $120.

Credit Price Spreads

A credit price spread occurs when the cost of your long position is lges the premium you
receive for your short position. For example, itiygentLong DD Sep 45 Call at 1./andShort

DD Sep 40 Call at 5.5-the opposite of the above position—you would spghd0 and receive
$550, for a net gain of $380. In this case, yowl goould be for the premiums of the spreads to

narrow and expire worthless.

DR CR

170 550

For example, if Du Pont closed at $39 per shartherthird Friday in September, bdiiD Sep
45 Call andDD Sep 40 Callwould expire worthless, and you'd keep the $380 ymde on that

initial sale. Your t-chart would still look like ikt

(56) www.Optionsinsider.com




@

OPTIONSINSIDE?

DR

CR

170

550

But if Du Pont went to $50, then your long positi(#45 strike price) would be worth $500
(that’'s good) and your short position ($40 strikiécg) would be worth $1,000 (that's bad).
You'd have to buy #&D Sep 40 Callfor $1,000 to cancel out your position, and eviteraell-
ing DD Sep 45 Callfor $500, you'd have a net loss of $120 ($550 & 58170 - $1,000).

DR

CR

170

1000

Widening and Narrowing

550

500

It's important to do a little review here: Whatmgeant by “widening” and “narrowing” of premi-

ums? To understand, let’s take a second look &tcDV. We first looked at that stock’s options

in Chapter 2, with prices retrieved from July 2908. Below is a chart comparing those call-

option premiums with those from August 14, 2008f pne day before expiration.
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7/29/2008 8/14/2008

$26.80 share price $28.25 share price

Prem. | L.V. T.V. Prem. | I.V. T.V.
DTV Aug 20 Call 6.90 6.80 0.10 8.30 8.25 0.05
DTV Aug 25 Call 2.30 1.80 0.50 3.30 3.25 0.05
DTV Aug 30 Call 0.15 0.00 0.15 0.10 0.00 0.10

From July 29 to August 14, the share price of Dikéavent from $26.80 to $28.25. Thus, the
premiums oDTV Aug 20 Call andDTV Aug 25 Call went up, even as their time values dimin-
ished. The chart above shows intrinsic value (1&hJ time value (T.V.) for illustrative pur-

poses. “Prem.” is the premium, or ask price.

The difference between the Aug 20 Call and Aug 28 @remiums on 7/29 was $4.60. The dif-
ference on 8/14 was $5.00. Thus, the differencevdmt the premiumwidenedas expiration

drew near.

It's important to keep in mind that you do not needhold an option until the day of expiration.
In fact, you can turn around and close out a pmsion the same day for a handsome profit
sometimes. We use expiration day as an exampleisrgtiide because time value is unpredict-
able. In the case of this example, with just ongafdarading before expiration, the time value of
the DTV Aug 20 Call has fallen from $0.10 to $0.05, while the timeueabf theDTV Aug 25
Call has fallen by a much greater amount, from $0.580t65.

Two More Examples

So in this example, which strategy would have pdopefitable? A debit price spread or a credit

price spread?

(58) www.Optionsinsider.com




@

OPTIONSINSIDE?

Well, since the premiumwidenedas expiration drew near, we know that a debitagprhould

have proven to be profitable. Let's see if that's tase:

If you wentLong DTV Aug 20 Call at 6.9andShort DTV Aug 25 Call at 2.3 you would have
paid $690 and received $230 on July 29, for a neyeost of $460. Since you would have a net
expense, this would bedebit spreadBy August 14, youDTV Aug 20 Call contract would be
worth $830, while youShort DTV Aug 25 Call would be worth $325. Closing out the positions

would produce the following t-chart.

DR CR
690 230
325 830

Adding up the credits of $230 and $830, and subitrgthe debits of $690 and $325, we find a
net gain of $45. The debit spread did prove profgas the premiums widened.

Now, imagine if you did the deal in reverse. If yioad gone long thBTV Aug 25 Call at 2.3
and short th®TV Aug 20 Call at 6.9 you would have had a credit spread, since yautdlly
have a “profit” of $460.

DR CR

230 690

But then, if you held the positions until expiratjoyourLong DTV Aug 25 Call contract would
have a value of $325, representing a $95 profit;ybur Short DTV Aug 20 Call would have a
$830 value, representing a $140 loss. In all, yd&adut $45.
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DR CR
230 690
830 325

Time Spreads

Whether debit or credit, price spreads both invdduging one option and selling another, where
both options have the same underlying stock andratign date. Atime spread is different, in

that the two options have tkamestrike prices budlifferentexpirations.

An example of a time spread for the fictional stédkC would beLong ABC Sep 60 Call at 3
Short ABC Nov 60 Call at 5

DR CR

300 500

Thus, theShort ABC Nov 60 Call would be the dominant leg of the strategy, with Iltong
ABC Sep 60position serving as a hedge. An investor wouldldgth this time-spread position if
he expected the gap between the two premiums tomapresumably as the price of the under-

lying stock went down.

Alternatively, the premium of the long position carceed the income received for the short
sale. In this case, the goal is for the two prensigonwiden with time, presumably as the price of
the underlying stock went up. You'd be selling arstterm option and buying a longer-term

one. Thus, the ideal scenario would be for thetsieom option (the option with the nearer expi-
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ration date) to expire worthless, while the longrteoption could be sold “in-the-money.” This
way, you'd use the income from the initial saldlod short-term option to subsidize the purchase

of your longer-term option.

Diagonal Spreads

Finally, there are diagonal spreads, which combireefeatures of both price and time spreads.
Thus, they have the same underlying stock but raiffestrike priceand different expiration

dates.

Again, it's important to note that with all spreatise purpose of the recessive leg (the one that
has the lower premium) is to subsidize or hedgedttrainant leg (the one that has the higher
premium). Using a diagonal-options strategy justeases the possibilities of offsetting the cost
or risk of one position by buying or selling anathe

Important Concepts to Remember

» Spreads are two-options strategies that make sense fdetsawho don’t own the underlying
stock in question.

* A credit spread is one in which you receive more income for therskale half of the spread
than you pay for the long position. Withdebit spread, the opposite is true.

* With a credit spread, you make money if the prensiwhthe long and short positionar-
row over time and expire worthless.

* With a debit spread, you make money if the premioifthe long and short positiomaden
over time and expire in-the-money.

* A price spread involves long and short positions on the same tyfpeption (call or put) of
the same underlying stock, with the same expiradetes but different strike prices.

* A time spread involves long and short positions on the same tyipeption (call or put) of

the same underlying stock, with the same strikegsrbut different expiration dates.

(61) www.Optionsinsider.com




@

OPTIONSINSIDE?

* A diagonal spread involves long and short positions on the same tfpaption (call or put)
of the same underlying stock, with different strikecesand different expiration dates.

» The general purpose of any type of spread is tmaséhalf of the position to hedge or subsi-
dize the other half of the position. For examplay ynight sell a call to reduce the out-of-

pocket expense of buying another call, etc.
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Chapter 7: Straddles and Combinations

The final pair of two-options strategies agteaddles and combinations. Whereas spreads in-
volved buying and selling the same kind of optidins. callsor puts), straddles and combina-
tions both involveeither buyingor selling a call-put combo. First, let’s look atagtdles.

Straddles

A straddle is composed of a call and a put with ghme strike price and expiration month.
Straddles can be either long (when an investor bugall and a put) or short (when an investor
sells a call and a put).

Example: Williams-Sonoma was trading at $17.86 ept&mber 5, 2008. Its September calls
and puts (expiring September 20) looked like tmdhat date:

WSM Sep 15.00 Call at 2.95 WSM Sep 15.00 Put at 0.10
WSM Sep 17.50 Call at 0.90 WSM Sep 17.50 Put at 0.60
WSM Sep 20.00 Call at 0.10 WSM Sep 20.00 Put at 2.35
WSM Sep 25.00 Call at 0.05 WSM Sep 25.00 Put at 7.40

An investor could create lang straddle by buying (long)WSM Sep 17.50 Call at 0.9Gnd
buying (long)WSM Sep 17.50 Put at 0.60The total spent would be $150 ($90 for the caii-c
tract and $60 for the put contract).

As the price of the underlying stock went up, ta&ue of the call would go up—nbut the value of
the put would go down, and vice versa. The goa loing straddle isolatility, for if the move—
up or down—is big enough, the gains from the winningifp@s can easily outstrip the losses
from the losing position. That's because when y®long an options contract, whether a call or
put, your potential gains are unlimited while ygatential losses are limited to the premium you

paid.
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Continuing this example, let’s say Williams-Sonowes trading at $25 at 3:58v., September
19. The intrinsic value of the $17.50 Call would$¥50, and there would be very little time
value. You'd be able to sell that |
contract for $750, netting $660, |
since you paid $90 for it. But I
what about the other half of the . K- 1K K+
|
|

straddle?

Well, the value of the $17.50 Pu
would be $0, which means it

Y
|

Option payoff diagram for a long
you'd be out the $60 you spent straddie struck at K where the total cost
of the two constitutent options is V

would expire worthless. Thus,

on it, but this is no big deal, sincc
you made $660 on the other half of the straddletodd, your net profit would be $600.

Alternatively, you could have made money if theueabf the underlying stock tanked, as well. If
Williams-Sonoma fell to $10 a share, your call caat would expire worthless, meaning you
would have “wasted” the $90 you spent on it. Butryput contract would be worth $750, giving
you a $690 gain on that half of the straddle, aetagain of $600. Again, when you enter into a

long straddle positioryou’re hoping for volatility.

Break-Even on a Long Straddle

In the above example, what would be your break-ga@nt? Well, you would have spent $1.50
per share ($0.90 for the call and $0.60 for thg, ma you'd need WSM to move at least $1.51
from the strike price of $17.50#-either directior—in order to turn a profit. Thus, if WSM hit
$19.01 late September 19, your call contract wagldvorth $151, giving you a $1 profit on the
$90 (call) and $60 (put) you spent. Or, if the ktéall to $15.99, then your put would be worth
$151.

(64) www.Optionsinsider.com




@

OPTIONSINSIDE?

Commissions, which we've largely ignored up unlilst point, factor heavily in break-even

points.

Short Straddles

The other way of entering a straddle is on thetstide. For example, instead of buying the two
| contracts in the previous example,
Y | you could sell them short. Thus,
your straddle would consist of:
Short WSM Sep 17.50 Call at

|
|
|
o 7y P Yoy 0.90 and Short WSM Sep 17.50
|
|
|
|

Put at 0.6Q

Whereas the goal of an investor

Option payoff diagram for a short with a long straddle is volatility,
straddie struck at K where the total cost
of the two constitutent options is V the traders who enter a short

straddle position are hoping for
the opposite—relative calm. For just as the long-straddle bugethe example above needed to
see WSM hit $19.01 or fall to $15.99 in order tmta profit, a short-straddle seller would make
money if the stock stayed within the $16-19 range.

Example: You sell &/SM $17.50 Call at $0.90for which you receive $90; andvéSM $17.50
Put at $0.6Q for which you receive $60. If WSM closes on th&d Friday of the month at
$18.50, then the $17.50 Call that you sold for $20will be worth $100, meaning you’ll lose
$10; but the $17.50 Put will expire worthless, niegryou keep the $60 you received when you
sold it. Thus, you come up with a net gain of $50.

Alternatively, WSM could fall to $16.25, and youdtill make money. That's because the call
contract you sold for $90 would expire worthlesslakhe put contract you sold for $60 would
be worth $125. Although you'd take a $65 loss at thalf of the straddle, it would be more than
made up for by the $90 profit on the other half.
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The only way you'd lose money is if WSM closed o$d9 or under $16. If, for example, the

stock went to $25, your put would expire worthlasganing you'd keep the $60 premium you

received. But the call contract would be worth §78@aning you'd have to go into the open

market and pay that price in order to close outr ymsition. Since you only received $150 total

($90 for the call and $60 for the put), your netslavould be $500. Or, if the stock went to $10,
your call would expire worthless but your put wobkl worth $750, producing the same net loss
of $500.

With long straddles, your potential profits areitiess while your potential losses are capped at
the premiums you paid when you entered the positidvith short straddles, the reverse is true:
Your potential profits are limited to the premiug@u received when you sold the options on the

open market, and your potential losses are linstles

This, however, does not mean that short straddilesld be avoided. Indeed, they are one of the
more attractive options strategies available, stheg allow you to profit from a market that's
neither bullish nor bearish. But shorting any fic@hinstrument has its risks, and when you en-

ter a short-straddle position, you are doubling tisk by placing two short sales at once.

Straddle Calculations

Below is a table that demonstrates the maximum, gaaximum loss, and the point at which you

can profit from a long straddle and a short straddl|

Calculation Long Straddle Short Straddle
Maximum Gain Unlimited Total premiums received
Maximum Loss Total premiums paid Unlimited
Stock price > strike price + both Stock price < strike price + both
- per-share premiums per-share premiums
Profit if... OR AND
Stock price < strike price - both Stock price < strike price - both
per-share premiums per-share premiums
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Combinations

A combination is composed of a call and a put wiifferent strike prices, expiration dates, or
both. Typically, an investor who opts to use a coration instead of a straddle does so because
they are cheaper to establish if both options arteobthe-money. Strategically, combinations

work the same as straddles.

Important Concepts to Remember

* There are two types afraddles: Long and short.

* Along straddle involves buying a call and a put with the sameaulyihg stock, strike price,
and expiration date.

» A short straddle involves selling (short) a call and a put with tteme underlying stock,
strike price, and expiration date.

* You make money with a long straddle with volatiliyou can make money if the price of
the underlying stock goes up or down from the stpkice by an amount greater than the to-
tal premiums paid.

* You make money with a short straddle franfack ofvolatility. Your hope is for the price of
the underlying stock to remain relatively stabled ou make money so long as the stock’s
price doesn’'t go up or down from the strike prigedm amount greater than the premiums
received.

» Short straddles offer you the opportunity to préftm a market that is neither bullish nor
bearish.

* A combination is a two-option strategy involving a call and d@ mith the same underlying
stock, but different strike prices or expiratiortedaor both. Combinations can either be long

or short.
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Chapter 8: Accounts, Brokers, and Commissions

Thus far we’'ve learned virtually everything thesetd know about options, from long calls to
short puts, time spreads to credit price spredadsjdes and combinations, you name it. But in
order to put this information into action, you’leed anoptions account with a broker. And
while we’ve ignored the ugliest part of tradingiops—the commissions—until now, we’ll take

a look at how those pesky fees can cut into yoofitgr

Having an Options Account

If you have a regular stock-trading account, yoly mamay not already have clearance to trade
options. Typically, you have to request permisgignfilling out an application and signing a

disclaimer saying that you understand the riskeriaht in trading options.

Some brokers ask that you have a year or moreook-gtading experience before they'll clear
you to play the options market. Why do they care@dBise over the years, litigious traders have
been able to sue their brokers, claiming they “didnderstand” what they were doing when
they were trading options. Thus, brokers have ke &teps to defend themselves against law-
suits, and while the disclaimer is usually enougfime particularly cautious brokers deny the
option-account applications of inexperienced trad&his is not really a big deal, since there are
plenty of brokers out there to choose from, andliyalmost definitely be able to find one that’s

right for you.

Margin Accounts

The above generally deals with going long calls pats. In these cases, your maximum poten-
tial losses are capped at the premiums you pay wberenter the positions. When you go short,
however, your potential losses are unlimited. Thathy, in order to short calls and puts, you'll

need special clearance and a margin account.
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A margin account is a special type of brokerage account that allyas to take out loans
against the securities you own. You may be sultgectedit-score screening in order to qualify
for a margin account, and your trading experiemm@ddbe of greater relevance to the broker.
The risk to the broker, as it pertains to optiaaghat you will short a call option for which you
don’t own the underlying stock, and then be unablafford buying that stock in the open mar-
ket should the call get exercised. Thus, your brokight require you to have a certain value of
holdings in your account to protect against potdriisses. The greater your creditworthiness,
the less stringent this requirement is likely to be

However, you may not need a margin account foslatirt sales on options. Covered calls, for
example, entail no risk to the broker, since youndke underlying stock that is to be sold in the
event that the contract’s exercised.

International Investors

If you permanently reside outside the United Staltese no fear: there are plenty of brokers
who will let you open an options account and traid®. options. OptionsXpress, one of the lead-
ing options brokers in America, services more tfifiyn countries on six continents (sorry, Ant-

arcticans). Other brokers service a different assamt of nations. Regardless of where you live,

getting an account to trade U.S. options shouldonee a problem.

Opening an Account

We’'ll review brokers later in this chapter, but fosw, we’ll examine the process of opening an

account with OptionsXpress.

On this first screen below, we’re asked for ourrdopiof permanent residence, tkied andtype
of accounts we want, and what kind of securitiesnwaat to be able to trade. The first question

(country) is self-explanatory, but the second,ahand fourth require a little explanation.
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% optionsXpress | Open an Options, Stock and Futures Account Online with optionsXpress - Mozilla Firefox

Fil= Edit Yew History Bookmarks Tools Help
@ > c 74 tad &xihttps:,I’J‘oxint.Dptionsxpress.com,l’new_account.asp?txtCountryID=1&PAGE_ID=&DUP=FaIse&SBssionID=D&GUI[ el '_".'-:::: /'-':

i_£| IMost Yisited |:] Yisit Y¥ahoo! Sports

| ] Jessica says.. & "optionsxpress’c.. | 3 optinnstr...E | E_:j Barr calls for bar ... Free Images - Fr... @ LPMass ta consid... m Optionetics - Onfi.... @ Still think people ... | =
(888) 280-8020 [ &
Open an Account
Complete our online account application to gain immediate access to our award-winning tools and features.
Reguired*
Country of Permanent Residence™ i_ljr;i-tgc-!_é.i;tes m\;-:lf\lhﬁ's This?
Kind of Account - select one = General Investing
[Plae your cursor over any sccourt name  (#) Individual Account
for a brief explanation) O Joint Tenants
& Trusts
# Business
Account Type {8 cash (Mo minimum deposit reguired)
o Cashimargin
O Porfolio Margin
In addition to stocks, honds and mutual Cptians
funds, | wantto trade: Futures
ot
X Find: Ioption |‘ [ext 'f Previous & Highlight all  [] Match case
Done oxint, opbionsxpress, com l,

L 3 e [ ey [ e 7 I T
ig Start E Calculator 3§ options - Micros. ., o ~d Microsoft Excel -, ., £ Untitled - Notepad

By “kind” of account, OptionsXpress is asking fifktve want ageneral investingiccount, or a
special account for trusts or businesses. Mostersagill want a general investing account, for
which there are two sub-options: IndividualJornt Tenants. The latter is typically used by mar-
ried couples, so that when one spouse dies, ther sffouse automatically takes possession of
the account.

Next, we are faced with choosing the “type” of agmibwe want. The choices amash
cash/marginandportfolio margin A cash account is just a regular account whevepay for all

of your stock and options purchases with cash. Wamnied margin accounts earlier in this
chapter. Aportfolio marginaccount allows credit-qualified investors to havere leeway, based

on the holdings in their accounts.
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Finally, we have an option of selecting what kirfdsecurities we want to trade in addition to
stocks, bonds, and mutual funds. Being that OpXpnsss specializes in options, “Options” is
checked by default, though it is technically poksito open a non-options account with Op-
tionsXpress. You can also choose to traderes which entails more risk and greater scrutiny of

your application.

¥ optionsXpress | Getting Started - Mozilla Firefox

File Edit Yew History Bookmarks Tools  Help
@ - c £, (‘xi https: f{oxint. options:press, comjnew_account, aspPhxbCountryID=18PAGE_ID=4DIP=FalsefSessionID=0&GUIl T 7 ~ -_ 00qls )_'
|8 Mast Visited |l] Wisit ¥ahoo! Sports

| [~ Gmail - Inbox (29.. | & “optionsxpress”c.. | X optinnsxpr...ﬁ £ joint tenants - Go... Free Images - Fr... @ LPMass ta consid... m Cptignetics - Onli... @ Still thirk, people ', -

A
options X press’
Online Options, Stock, & Futures Brokers.
LIVE CHAT Questions? We have answers. LOGIN
(888) 2808020
Getting Started
* Required Fislds
Enter Your E-mail Creating a Password
For securty purposes, your
E-mail* Confirm E-mail* passwordist
| m Be at least 6 characters, no
more than 15 characters
set Up Your Login and Password S iLonant st ongleer
= Contain &t least one number
Username* Passward* Confirm m Mot be the same az your
| ;|E‘ | e Pasgword® username
| | et U
character min | charzacter min) | | 9 P
- For more information on the ways
Secret Question* SecretAnsweart e wwork o improve your aocount
fPloase Seloct fiF [ | securty, s well as simple steps
el L you can take to help make your
account more secure, visit our
What is your pet's name? '
Security Center.
Wihat is the hirthday of a special person? Back ] [ Save and Confinas ] Y
What is your place of hirth?
‘What is your memorahle date?
What is the make of your first car?
‘What is your favarite calor?
Wihat is your mother's maiden name? w
Done oxink.optionsxpress.com |

P — - pr— — . - e - r
‘4 start ['B calculater w1 €9 optionsipre... | E31B [ Untitled-Mo,.. | 3§ Document2 .. .| Adabe Phet.., Q_',.!;

Screen 2 of the application simply asks you to iconfour e-mail address, and to create an ac-
count with a user name and password. In case ygetfgour password, it asks you to select and
give an answer for a “secret question” such as “‘¥8hgur place of birth?” There are several

options for “secret questions.”

On Screen 3, you are asked to agree to the terthea@rditions of having an account, and on
Screen 4, you are provided with an Adobe Acrobaf RDprint, sign, and fax or mail in to Op-
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tionsXpress. Finally, on the fifth screen, you'tdeato fund your account via ACH bank trans-

fer—or you can mail in a check.

Comparing Brokers

Now that we’ve taken a brief look at the processméning an options account, let’s review the
leading online brokers. Below is a chart based ata dompiled by Optionetics.com. TB®m-
posite Scorefield combines three criteria: site design, ugenflly, and options usefulness.
Minimum Acctis the minimum opening balance you need to sigwitp the given brokerOp-
tion Trade Feds the commission they charge per option order—estinokers charge only by

the contract, but have a minimum charge. Otherggeha flat fee plus a per-contract fee.

Brokers Composite Minimum Option Per Con-
Score Acct. Trade Fee tract Fee
OptionsXpress 10 None ($14.95 min.) $1.50
TradeKing 9 None $4.95 $0.65
OptionsHouse 9 $1,000 $9.95 none
Interactive Bro- . <10k =$0.50
Kers 9 $2,000 ($1 min.) >10k =$0.75
. $6.95 to

E*Trade 8 $1,000 $12.95 $0.75
TD AMERI-
TRADE 8 $2,000 $9.95 $0.75
eOption 8 $2,000 $5 $0.25
Fimatpreferred 9 $5,000 ($9.95 min.) $0.95
Charles Schwab 8 $10,000 $9.95 $0.75
WallStreetE 8 Varies $25 $2.50

. . =<20 =$0.99
ChoiceTrade 9 None ($5 min.) —<21-$0.75

E*Trade charges between $6.95 and $12.95, depemdingur account size (bigger is better)
and the number of trades you’'ve made in the paatteu(the more you trade, the less they

charge). Regardless, E*Trade always charges $@78aule in addition to the flat fee.
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Why Pay More?

Looking at the chart above, you may wonder why aeyaould choose the high-price brokers
like OptionsXpress, Charles Schwab, and WallStre®tEll, obviously some people do choose
to pay the higher commissions for some reason s& #lese firms would go out of business.

Why pay more? The answer is service.

This is not meant to endorse the higher-priced éngk-every trader needs to make the decision
for himself (or herself) if the perks of a highetged broker outweigh the added costs. But let’s
take the example of OptionsXpress, which not oaljked highest in this Optionetics.com sur-

vey, but routinely ranks #1 among options broke8arron’s annual report, as well.

According to Optionetics, the OptionsXpress Web st“refreshingly simple and powerful, ac-

cessible, and in plain English.” They say the that OptionsXpress focuses specifically on op-
tions clearly shows. They also give OptionsXpreiggh hmarks for the ease of opening an ac-
count, which they say takes less than five minowse, and say that their customer service is

excellent, with live help online, via phone, anchat.

OptionsXpress also offers a variety of tools farefrand provides real-time quotes at no extra
charge (TD AMERITRADE, for example, does not).

Is OptionsXpress worth the higher cost? That'sapdu to decide. But it's not a good idea to

automatically disqualify a broker based on high@nmission charges.

Entering an Order

Below is an example of OptionsXpress’s order form.
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Options Order Form

_ Trailing Stop | Contingent

Option Symbaol Find Chain
Action @_-F'_Iease Select E
Cluanntity Al or tane [
Price O Market _
® Limit 5| v
@) Stop & | @
) stop Limit
G Market On Close
Duration E_Day Qrder V'
Advanced Orders ;'.ffdune i E'

I Preview Order ]

Where it asks for th®ption Symbol, you'll notice there’s a link that say&gnd Chain If you
type in a stock’s ticker symbol and click thead Chainlink, a page will load showing you all of

the options for that stock.

Secondly, there is th&ction field. This is a dropdown menu that includes thiefving choices:

* Buy to Open: This means you are buying a put or a call forahjou don’t already have an
offsetting short position. This is a “regular” buy.

* Buyto Close: You select this option when you're buying a putall not to hold, but to close
out an existing short position. You do this to “egvyour short.

» Sdl to Open: This is a short sale, where you're writing aniaptand selling it on the open
market. The option will either expire worthless fylaope), get exercised, or you'll latduy
to Close(above) to close out the position

» Sdl to Close: This means you're selling an option that youadigeown, and thus, closing out
the position. This is what you enter to sell anapthat you're not shorting.
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Next, there is th&uantity field. Here, you enter the number @dntracts—not shares—you
want to buy or sell. Remember, of course, that eacitract represents 100 shares. If you'd like,
you can check the “All or None” box, which meanattiiou only want your order executed if it
can be fulfilled in full. For example, you’'d selé@ll or None” if you wanted to sell twenty-five

contracts at a certain price, but not just twehtg¢.
Fourth, we have thErice field. Here you have the following options:

» Market: The trade will be executed promptly at the prigvgimarket price.

» Limit: The trade will be executed at or below (longabor above (short) the selected price.

» Stop: The trade will be executed at the prevailing reaiirice once that market price meets
or exceeds the given level.

» Stop-Limit: The trade will be executed at the stop-limit prionce the market price meets or
exceeds a given level.

» Market at Close: The trade will be executed within the final thitb sixty seconds of the
trading day.

The fifth field isDuration, for which the options af@ay OrderandGood Til CancelledA Day
Order expires at the end of the day, while GoodCHhcelled is..good until cancelled! This is

mostly a concern for non-market orders (i.e. lionders).

And finally, you can give OptionsXpress variodvanced Ordersthat we won't go into but

include:

* Trailing Stop

» Contingent Order

* One Triggers Other: Stock
* One Triggers Other: Option
* One Cancels Other

* One Triggers Two
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Essentially, all you do is fill out that form, ltbmit, and usually within a few seconds, you are
the proud owner of call and/or put contracts! Usletcourse you sold short, in which case your

account is promptly credited with the proceeds.

Examples with Commissions

Now comes the not-so-fun part. How much of yourfipq@otential do commissions consume?
Quite a lot if you use a higher-price broker and yoake trades consisting of only a few con-
tracts. Let’'s go back through some of the exampwie®ncountered earlier in this guide, and add

in commissions.

In our very first example from Chapter 1, we loolegtilong EBAY Aug 22.50 Call at 2.54(to

be clear: back then we used its non-descriptivetisymbol of QXBHX.X). In the example, the
price of the underlying stock went from $24.78 8D$allowing the holder to exercise the call
for a profit of $496. But if we take commissiongaraccount, and assume transaction fees of
$10, then the profit would be reduced by $30—3$10bfaying the option, $10 for exercising it
and buying the stock, and another $10 for selliregstock at a profit.

In that example, you'd still have $466 in profitat how often does a stock go from $24.78 to
$30 that quickly? Even in this extreme case, corsimis ate up over 6% of your profits—but it

could have been much worse.
Take a more recent (and complex) example: The geicié spread on Du Pont (Ticker: DD). In

this example, you weritong DD Sep 40 Call at 5.%ndShort DD Sep 45 Call at 1.7as repre-

sented in the t-chart below:
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DR CR

550 170

The value of the long call then went to $4.50 gears, while the short call expired worthless.

Thus, your net gain, excluding commissions, was $&@emonstrated below.

DR CR
550 170
450

But what about the commissions? Well, if you usgdi@sXpress, it would have cost $14.95 to
buy the 40 Call, another $14.95 to go short theCdb, and a third instance of $14.95 to sell the
40 Call for a profit. All told, that’s $44.85, recing your $70 profit by 64% to $25.15. Ouch!

Of course, the larger your trades, the smalleibites percentage-wise, commissions take out of
your profits. If you're dealing in terms of 100 000 or 10,000 contracts at a time, then the
commissions may be a pittance. But most optiorgetsastart small and must be very wary of

the impact commissions can have on their overtdl aareturn.

Important Concepts to Remember

* You must have anoptions account in order to trade options.
* Applicants for options accounts are subject to apglr however, almost everyone should be

able to get approved by one broker or another.
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» Taking most short positions on options contraafslires amargin account, which is subject
to credit-approval

* People from most countries will face no additiopedblems in opening an options account
with a U.S.-based broker.

* The process of opening an options account is fadyy and straightforward: It only takes
around five minutes with OptionsXpress.

* There are dozens of options brokers to choose fBome charge more than others but offer
better services. It's up to you to decide what'senmportant: Low costs or high-quality ser-
vice.

* Entering options orders, once you have an accaatsimple, Web-based process.

» Commissions can take a major bite out of your trgdlirofits if you're not careful.

Final Word

We hope you've enjoyed this eBook and found itedobth informative and useful. Trading op-
tions is one of the most exciting financial-marketivities an individual can engage in, but it
doesn’t have to be a reckless or speculative venag this guide has shown. With the knowl-

edge contained in this manual, you're well on yway to being a fully-informed options trader.

(78) www.Optionsinsider.com






