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IMPORTANT DISCLAIMERS AND TERMS OF USE

U.S. Government Required Disclaimer

Stock and Options trading has large potential rewards, but also large potential risk. You must be
aware of the risks and be willing to accept them in order to invest in the stock and options
markets. Don’t trade with money you can’t afford to lose. This publication is neither a solicitation
nor an offer to Buy/Sell stocks or options. No representation is being made that any information
you receive will or is likely to achieve profits or losses similar to those discussed in this
publication or on our website. The past performance of any trading system or methodology is
not necessarily indicative of future results. Please use common sense. This publication and our
website and all contents are for educational purposes only. Please get the advice of a
competent financial advisor before investing your money in any financial instrument.

Any stock or option symbols shown or discussed in this publication or on our website are for
illustrative purposes only and are not intended to be a recommendation to buy or sell any
particular stock, option, or other investment vehicle or to be used with any method of trading or
investing.

The information provided in this publication and on our website is for educational purposes only.
The publisher, seller, instructor, and web site owner is not, and does not represent themselves
to be offering or recommending any stocks, options, or other investment vehicles to be bought
or sold or to be used with any particular strategy or method of trading or investing. We are not
licensed brokers or stock advisors.

The decision to trade any stock, option, or other investment vehicle or to use any trading
strategy or methodology that is shown or discussed in this publication or on our website is done
purely at the viewers own risk. Under no circumstances will the publisher, seller, instructor, or
web site owner be held liable for any losses incurred by the use of the information herein.
Investing in stocks and options includes risk and the past performance of a stock is not
necessarily an indicator of future gains.

NO ADVICE IS GIVEN OR IMPLIED

The person or persons utilizing this information acknowledges that he/she fully understands that
there is a high risk factor in trading and that only risk capital should be used in such trading.
Never trade with money you can not afford to lose. A person who does not have risk capital that
they can afford to lose, should not trade in the market. No ‘guaranteed’ or ‘loss-free’ trading
system has ever been developed, and no one including us can guarantee profits or freedom
from losses.

Trading commissions and other transaction costs have not been included in the examples used
in this training course program. Such costs will impact the outcome of the stock and options
transactions and should be considered.

This training course contains training materials, trading examples, and case studies which utilize
paper trading methods and systems, backtesting methods and systems, simulated trading
systems and simulated trading software with hypothetical and/or simulated performance results.



Hypothetical or simulated performance results have certain inherent limitations. Unlike an actual
performance record, simulated results do not represent actual trading. Also, since the trades
have not actually been executed, the results may have under- or over-compensated for the
impact, if any, of certain market factors, such as lack of liquidity. Simulated trading programs in
general are also subject to the fact that they are designed with the benefit of hindsight. No
representation is being made that any account will or is likely to achieve profits or losses similar
to those shown.

One of the limitations of hypothetical performance results is that they are generally prepared
with the benefit of hindsight. In addition, hypothetical trading does not involve financial risk, and
no hypothetical trading record can completely account for the impact of financial risk in actual
trading. For example, the ability to withstand losses or to adhere to a particular trading program
in spite of trading losses are material points which can also adversely affect actual trading
results. There are numerous other factors related to markets in general or to the implementation
of any specific trading program which cannot be fully accounted for in the preparation of
hypothetical performance results and all of which can adversely affect actual trading results.

The information found in this publication and on our website and within our various products and
services has been obtained from sources deemed reliable but cannot be guaranteed accurate
or complete. Errors or omissions are possible due to human and/or mechanical error. All
information is provided “as is” without warranty of any kind. We and our information partners
make no representations as to accuracy, completeness, or timeliness of the information in this
publication or on our website. Users of this publication should proceed with caution and be
responsible for independently researching the information in this publication. Use of this product
and information is at your own risk.

Additional Disclaimer: It is strongly recommended that you consult with a licensed financial
professional before using any information provided in this publication or on our website. Any
market data or commentary used in our material is for illustrative, educational, and creative
expression purposes only. Although it may provide information relating to investment ideas,
visual ideas or opportunities to buy or sell securities or options, you should not construe
anything on this website as legal, tax, investment, financial or any other type of advice. If you
do, it's your own fault. Nothing contained on this training website constitutes a solicitation,
recommendation, promotion, endorsement, push or offer to buy or sell any security or to use
any trading strategy or methodology by anyone involved with this research.

Terms of Use

Your use of this publication, information found on our website, videos and material indicates
your acceptance of these disclaimer. In addition, you agree to hold harmless the publisher,
seller, instructor, and website owner personally and collectively for any losses of capital, if any,
that may result from the use of this website and material. In other words, you must make your
own decisions, be responsible for your own decisions and trade at your own risk.

Any third party company names, product names, trademarks, service marks, named features, or
outbound links are assumed to be the property of their respective owners and are used only for
reference, resource and information purposes. They do not sponsor or endorse this publication
or our website or services. There is no implied endorsement if we use one of these terms.

CFTC RULE 4.41 — HYPOTHETICAL OR SIMULATED PERFORMANCE RESULTS HAVE
CERTAIN LIMITATIONS. UNLIKE AN ACTUAL PERFORMANCE RECORD, SIMULATED
RESULTS DO NOT REPRESENT ACTUAL TRADING. ALSO, SINCE THE TRADES HAVE
NOT BEEN EXECUTED, THE RESULTS MAY HAVE UNDER-OR-OVER COMPENSATED



FOR THE IMPACT, IF ANY, OF CERTAIN MARKET FACTORS, SUCH AS LACK OF
LIQUIDITY. SIMULATED TRADING PROGRAMS IN GENERAL ARE ALSO SUBJECT TO THE
FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. NO
REPRESENTATION IS BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO ACHIEVE
PROFIT OR LOSSES SIMILAR TO THOSE SHOWN.

EARNINGS DISCLAIMER

EVERY EFFORT HAS BEEN MADE TO ACCURATELY REPRESENT THIS SERVICE AND ITS
POTENTIAL. THERE IS NO GUARANTEE THAT YOU WILL EARN ANY MONEY USING THE
TECHNIQUES AND IDEAS IN THE CLASS PROVIDED BY THIS WEBSITE. EXAMPLES ARE
NOT TO BE INTERPRETED AS A PROMISE OR GUARANTEE OF EARNINGS. EARNING
POTENTIAL IS ENTIRELY DEPENDENT ON THE PERSON USING THE INFORMATION
INCLUDED TO THE SERVICE OFFERED, THE IDEAS AND THE TECHNIQUES. WE DO NOT
PURPORT THIS AS A GET RICH SCHEME. YOUR LEVEL OF SUCCESS IN ATTAINING THE
RESULTS CLAIMED IN OUR INFORMATION AND MATERIAL DEPENDS ON THE TIME YOU
DEVOTE TO THE IDEAS AND TECHNIQUES MENTIONED, YOUR FINANCES, KNOWLEDGE
AND VARIOUS SKILLS. SINCE THESE FACTORS DIFFER ACCORDING TO INDIVIDUALS,
WE CANNOT GUARANTEE YOUR SUCCESS OR INCOME LEVEL. NOR ARE WE
RESPONSIBLE FOR ANY OF YOUR ACTIONS. MATERIALS IN THIS CLASS AND OUR
WEBSITE MAY CONTAIN INFORMATION THAT INCLUDES FORWARD-LOOKING
STATEMENTS THAT GIVE OUR EXPECTATIONS OR FORECASTS OF FUTURE EVENTS.
YOU CAN IDENTIFY THESE STATEMENTS BY THE FACT THAT THEY DO NOT RELATE
STRICTLY TO HISTORICAL OR CURRENT FACTS. THEY USE WORDS SUCH AS
ANTICIPATE, ESTIMATE, EXPECT, PROJECT, INTEND, PLAN, BELIEVE, AND OTHER
WORDS AND TERMS OF SIMILAR MEANING IN CONNECTION WITH A DESCRIPTION OF
POTENTIAL EARNINGS OR FINANCIAL PERFORMANCE. ANY AND ALL FORWARD
LOOKING STATEMENTS HERE OR ON ANY OF OUR SALES MATERIAL ARE INTENDED TO
EXPRESS OUR OPINION OF EARNINGS POTENTIAL. MANY FACTORS WILL BE
IMPORTANT IN DETERMINING YOUR ACTUAL RESULTS AND NO GUARANTEES ARE
MADE THAT YOU WILL ACHIEVE RESULTS SIMILAR TO OURS OR ANYBODY ELSE’S, IN
FACT NO GUARANTEES ARE MADE THAT YOU WILL ACHIEVE ANY RESULTS FROM OUR
IDEAS AND TECHNIQUES IN OUR MATERIAL.



INTRODUCTION

The Option Basics

Options are fascinating and extremely flexible financial
instruments that can be used to accomplish a variety of different
investment objectives such as trading directionally, hedging and
protecting a stock position, generating recurring and consistent
income, trading around market events, profiting from changes in
volatility and more.

However, in order to use options most effectively, an investor
must have a solid understanding of exactly what options are and
how they work.

It is imperative that the option basics are understood before one
attempts to jump into the ‘options trading pool’.



What Is An Option?

In the realm of finance and investing, there are particular words,
terms and concepts that are many times mis-understood by retail
traders.

One such concept is the ‘stock option contract’.

What Exactly Is An Option?

While an option contract might seem a bit confusing at first, it's
actually much easier to understand than many make it out to be.

Let's begin with a very simple definition of an option contract:

An option contract gives the buyer of that option contract the
‘right’ - but not the obligation - to buy / sell the underlying asset at
a particular price by a particular date off in the future.

An option contract is exactly that.

It is the ‘option’ for the investor who is controlling the option - to
be either long - or short - the particular underlying asset at a
specific price by a specific date in the future.

An option contract is based on an underlying contract or shares.

In the case of stock, one option contract is equal to one hundred
shares of stock.

With futures, one option contract is equal to one contract of the
underlying future.



Option Strike Prices

Options will always have a variety of different set price levels
which are known as ‘Strike Prices’.

These different strike prices are the prices where an options
investor can secure the right to buy or sell the underlying
instrument.

Often times, the strike price might be referred to as the ‘exercise
price’.

While an option will always have a strike price, it is possible for
some underlying assets to have more strike prices than other
underlying assets.

For example, an inexpensive stock might have strike price
increments of two dollars and fifty cents ($2.50) while a more
expensive stock might have strike prices in increments of five
dollars ($5.00) to even larger increment amounts.

Let's take a look at an example:

Let's say that trader Bob is looking to invest in the stock ABC
which is currently trading at around twenty five dollars ($25.00) a
share.

Now trader Bob feels that the shares will be rising shortly, but he
really doesn’t want to tie up the money it will take to purchase the
stock outright.

So he decides to purchase a call option instead of purchasing the
actual shares of the stock.

In this case, he purchases the front month twenty seven dollar
and fifty cents ($27.50) call option.



Now this particular call option gives Bob the ‘right’ - but not the
obligation - to purchase the shares of ABC stock at twenty seven
dollars and fifty cents ($27.50) at any time he wishes, all the way
up until expiration day.

To continue our example, let's say that after Bob purchases this
call option - the shares of ABC suddenly take off, trading all the
way up to thirty dollars a share ($30.00).

Since Bob has the right to be long ABC stock from twenty seven
dollars and fifty cents ($27.50), he is now looking at a profit of
$2.50 per share minus what ever the premium was that he paid
for the option.

Although we’ll be getting more into the specifics and the
differences of call options and put options shortly, it's important to
have a good grasp and knowledge of how options work before
attempting to use them with the different available option
strategies.



Option Expiration Dates

When an option contract gets listed, it is given a specific
‘expiration date’.

There are many different types of expiration dates currently, and
more will probably be introduced in the future.

For example, most stocks that have a high volume of trading have
options that expire every month.

This type of ‘monthly option’ expire on the 3rd Friday of every
month.

Many stocks now also have ‘weekly options’ which expire every
week.

The bottom line is that all option contracts have a finite lifespan,
and since they have a finite lifespan, they experience something
called ‘time decay’ - also known as ‘theta decay’ - throughout the
course of the option’s life.

So why do options expire?

Well, one way to picture an option is to think of it as a ‘leveraged
transfer of risk’.

In many ways, the concept of an options contract is very much
like an insurance policy.

When someone purchases an insurance policy, there is usually a
time frame that comes along with it.

Many insurance policies need to be renewed every year and
throughout the term of the policy, the owner of the policy pays the



insurance company a premium to assume the risk of loss during
that particular time frame.

Then, when the term expires, the insurance company is not
responsible for that risk any longer unless, of course the
insurance policy is renewed and an additional premium is paid.

Option contracts are very much the same as the seller of the
option contract takes on the risk of the underlying instrument
making a specific move.

The person who is selling the option gets paid a premium just like
the insurance company.

However, as soon as the option expires, the seller of the option is
no longer responsible for the risk.



In-The-Money, Out-Of-The Money, or At-The-Money

An options contract can be ‘in-the-money’, ‘out-of-the-money’, or
‘at-the-money’.

An option contract that is ‘in-the-money’ is an option contract with
a strike price that is either above or below the current trading level
of the specific underlying.

For example, if stock XYZ is trading at fifty dollars a share
($50.00) and an investor owns the forty five dollar call ($45.00),
that particular call option would be considered ‘in-the-money’
because the stock is already trading above the $45.00 strike
price.

On the other hand, if the investor owned the fifty dollar call option
($50.00) and the stock was trading at fifty dollars ($50.00) - that
particular option contract would be ‘at-the-money’ since it is at the
exact same trading level that the underlying stock is currently
trading at.

Finally, if the investor owned the fifty five dollar call option
($55.00) and the stock was trading at fifty dollars a share ($50.00)
- the fifty five dollar call option would be ‘out-of-the-money’ since
the underlying stock has not yet reached the fifty five dollar
($55.00) trading level.



Option Premium
The value of an option is also known as it’s ‘premium’.

This ‘premium’ is the amount that an investor can purchase - or
sell - the option contract for.

When a trader wishes to buy the ‘right’ - but not the obligation - to
purchase or sell a stock at a particular price by a certain date in
the future, that trader will pay a premium for the option to the
seller.

If the option contract winds up expiring worthless, then the seller
of that option contract gets to keep the premium.

Depending on the volume of the underlying instrument, option
premiums can have very narrow or quite wide bid / ask spreads.

Usually, the more volume and activity an underlying has, the
tighter the options bid / ask/ spread.

The bid and ask prices are created / quoted by market makers
whose job it is to make a market in that particular option.

The way market makers profit comes from their ability to buy at
the bid price and sell at the offer price.

However, the retail trader doesn’t have this ability when buying /
selling options and they will most likely be forced to buy closer to
the offer price and/or sell closer to the bid price - or if they are
lucky somewhere in between these two levels.



Intrinsic and Extrinsic Value

Option contracts are made up of two different types of value
which are ‘intrinsic value’ and ‘extrinsic value’.

‘Intrinsic value’ is the option's value that exists from being ‘in-the-
money’ - while ‘extrinsic value’ is made up from the option's ‘time
value’.

It is possible that option contracts can contain both types of value
at the same time, or they might contain just one or the other.

For example, an option contract that is out-of-the-money will be
made up entirely of extrinsic or time value.

An option that is deep in-the-money will be made up almost
entirely of intrinsic value.

Option contracts can be bought, sold, or combined together in
numerous ways to create a variety of different option trading
strategies.

These different types of option strategies may be used to hedge
existing positions, take a directional stance on an underlying or
particular market, or to simply take advantage of the passing of
time by selling option contracts / option positions to profit from
time decay.

While there are many types of different option trading strategies
that can be used, all of them are constructed from just two basic
types of options contracts which are known as ‘call options’ and
‘put options’.



Call Options

While the world of options investing can be quite simple or
extremely complicated, when it comes to options there are only
two basic types of options contracts.

The two types are known as calls and puts.

Having a thorough understanding of what these options contracts
represent is imperative before one attempts to utilize them.

What Exactly Is a Call Option?

A call option gives the purchaser the right but not the obligation to
purchase or be long the underlying instrument at a certain price
by a certain date in the future.

It is very important to note that a call option represents the right
only and may or may not be exercised.

What Markets Trade Call Options?

Call options are listed on various stocks, stock indices, futures
markets, ETF's and more.

Some markets have very solid, liquid call option markets while
others do not.

The degree to which call options are traded on an underlying
instrument largely depends upon the amount of trading volumes
and interest in that underlying instrument.

For the purposes of this presentation, we will focus solely on
equity options.



Therefore, stocks that have good trading volumes and decent
volatility are more likely to have more active call option trading
than stocks with little volume and trading interest.

What Is The Strike Price of a Call Option?

Call options all have what is known as the strike or striking price.
This strike price is the price at which the purchaser of the call may
exercise his or her call and buy or be assigned a long position in

the underlying shares.

Strike prices are a key component of call options and are one of
the most important elements of the call option pricing.

Let's take a look at an example:

Suppose that with shares of XYZ trading at $25 per share, an
investor purchases a $27.50 call option that expires in one month.

This call option would give the investor the right but not the
obligation to buy more shares at the price of $27.50.

Why might this be useful?

Well, there are numerous reasons but a very simple reason is if
the investor thinks the shares may go higher but does not want to
commit the necessary capital to purchase more outright shares.

Should the stock price move higher however, let's say to $30 per
share, then the investor would have the ability to exercise his or
her option and buy more shares at $27.50.



In other words, the option gives the investor another way to
participate in potential upside in the stock without owning more
shares directly.

All Call Options Have Expiration Dates

A listed call option will always have an expiration date.

These days, there are numerous expiration cycles to choose
from.

Investors may utilize standard monthly options that expire the
third Friday each month.

In addition, weekly options may now be used as well on many
stocks and other products which expire every week.

Investors now have more ways than ever before to either hedge
market exposure or speculate on potential upside in a market by
using call options.

It is important to keep in mind that an option is a wasting asset.
Because options have expiration dates, they lose time value until
they expire worthless or are exercised.

What Determines Call Option Prices?

Call options are priced according to several different factors.

Without getting into a detailed explanation of option pricing and
theory, there are a few basics to keep in mind.



As previously discussed, a call option's strike price location will
figure into the price for the option.

Deep in-the-money options will be more expensive than deep out-
of-the-money options.

Call options are made up of two types of value known as intrinsic
value and extrinsic value.

Intrinsic value is the amount that a call option is in-the-money
while extrinsic value is comprised entirely of time value.

It is important to remember that time has a huge effect on option
prices.

Because a call option is a wasting asset with an expiration date,
the call option will lose time value on a daily basis all other things
being equal.

The loss of time value is also exponential as expiration
approaches, and a call option will lose value very rapidly going
into the last few weeks before expiration.

Because of this, options that have more time until expiration will
have greater values than options with less time until expiration all
else remaining equal.

Another thing that can significantly affect call options is vega - or
changes in implied volatility.

A rise in implied volatility or uncertainty in a market can drive
option values higher.

A prime example of this is when a high flying stock is in rally mode
for several days or weeks.



If one takes a close look at the call options, the values of the calls
may increase quite a bit even without a large corresponding move
higher in the shares.

This is because investors do not want to miss out on potential
upside in the stock and are therefore willing to pay a premium for
the calls.

Of course, there is a lot more to option pricing than this that is
beyond the scope of this presentation, however, strike price, time
value, and volatility are a few of the key components that
determine an option's price.

Although we have referred to the call option value as price several
times, another very well known term for an option value is called a
premium.

In other words, a call option may be trading at a particularly high
price or high premium.

These terms may be used interchangeably.

Call Option Advantages

Some of the biggest advantages of using call options are defined
risk and smaller capital outlay.

When one buys a call option, the maximum risk is defined as the
premium paid for the call.

For example, if shares of ABC are trading at $20 and an investor
buys a front month $21 call for a premium of $.40 then that
investor cannot lose more than the premium paid of $.40
regardless of what the stock does.



On the other hand, the investor has unlimited upside profit
potential on the call should the shares really take off to the
upside.

Call options are often bought as they can be less expensive than
buying the outright shares.

For example, if an investor believes that a particular stock will
soon be making a big move, but does not want to buy the shares
outright because they are expensive, then the investor may elect
to purchase a call option instead at a potentially lower cost.

By purchasing the call, the investor has upside exposure in the
stock but has laid out less capital for that exposure.

There are numerous other benefits to utilizing call options as well
based off of one's market outlook and strategy preference.
Call Option Disadvantages

The biggest disadvantage to buying call options is the enemy
called time decay or theta.

Every day that goes by an option loses value all else remaining
equal.

The clock is always working against an option buyer.

This means that to potentially make a profit, an investor must not
only be correct about his or her market forecast, but must also
correctly forecast the time frame in which this potential move will
happen.

As if that is not enough, the call buyer must also monitor changes
in vega or implied volatility.



If implied volatility levels drop, a call option may lose value all else
being equal.

The buyer of a call option must correctly forecast direction, time,
and volatility to potentially profit.

Many call buyers have experienced the frustration of being right
about their market forecasts but their options have already
expired.

Needless to say, it is not easy to get all three major aspects of a
long call trade correct.

Leverage With Defined Risk

Call options can be very useful under the right circumstances.

These options allow an investor leveraged exposure in a market
with defined risk exposure.

They allow unlimited upside profit potential as well.

It is imperative however, that investors understand the risks such
as time erosion and lower implied volatility associated with buying
calls and account for these risks when making investment
decisions.

In the hands of investors with a proper knowledge and
understanding of the risks, call options can be an extremely
powerful tool to utilize in today's markets.



Put Options

In the world of options investing, there are many different terms
used from the very simple to the very complicated.

There are also numerous options trading strategies available to
investors, and these also range from simple to quite complex.

For an investor to be able to properly utilize options strategies,
one must have a solid understanding of what options contracts
are and how they work.

For starters, one must thoroughly know the mechanics of the two
different types of options, known as calls and puts.

In this presentation we will discuss put options and their uses.

What Exactly Is a Put Option?

A put option gives the buyer the right but not the obligation to sell
or be short the underlying instrument at a certain price by a
certain date in the future.

It is important to note that an option is exactly what its name
implies and that investors have the right to sell or be short but are
not required to do so.

What Are Put Options Used For?

Puts have numerous uses one of which is to try to protect a long
stock position from a drop in the price of the shares.

Let's suppose that investor Bob owns 100 shares of ABC which is
currently trading at $40 per share.



Bob is worried that the stock is currently over extended in price
and wants to protect his position should the stock price drop.

One way Bob can do this is by purchasing a put.

If Bob purchases the front month $38 put option, Bob will have the
right but not the obligation to sell the shares at $38 per share
regardless of how low the stock price falls.

Bob would have this right until the option expires.

Puts Have Different Strike Prices
Put options are listed at different strike or striking prices.

These strike prices are the price at which one may exercise the
option.

Very active, heavily traded stocks may have many different
available strike prices while stocks with low volume and low
volatility may only have a few strike prices listed.

In the previous example, Bob's put option had a strike price of
$38 per share.

Puts Are a Wasting Asset

All listed options come with an expiration date.

On this date, options are either abandoned and expire worthless
or may be exercised if they are in-the-money.



Because options have expiration dates, the clock is the option's
enemy.

Every day that goes by, an option is losing value in the form of
theta, or time decay, all else remaining equal.

This time decay is exponential and becomes quite significant as
an option approaches its expiration date.

Puts are listed for many different expiration dates at any given
time.

One may be able to purchase puts with years until expiration or
just days.

Put options are listed for regular monthly expiration cycles which
expire on the third Friday of each month.

Puts are also available for end-of-month expiration cycles and
even weekly expiration cycles as well.

By having so many different expiration cycles to choose from,
investors may tailor fit their put hedges on long stock positions or
craft various types of positions using put options.

Regardless of the strategy being used, investors must account for
the time decay of long put options.

This time decay can cause losses even when the anticipated
market movement occurs.

What Affects Put Option Premiums?

The price at which a put option trades is known as the premium.



Premiums can vary according to the stock they are listed on and
many other factors.

One of the biggest factors that may affect put option premiums is
that of vega, or the option's sensitivity to changes in implied
volatility.

Option premiums are largely determined by the perceived risk of
the position, and therefore puts on volatile stocks may be
considerably more expensive than puts on non-volatile stocks.

In addition, premiums will also be determined by time until
expiration, strike price, and many other factors.

Exercising a Put Option

When a put option is bought to hedge a long stock position, the
put will either expire worthless, be exercised, or be sold at a gain
or loss at any time prior to expiration.

Let's discuss what occurs when a put is exercised.

Let's say that investor Bill owns 200 shares of XYZ at a price of
$40 per share.

Shares of the stock are currently trading at $39 per share and
although Bill likes the long term prospects of the stock, he wants
to protect himself from any large potential losses.

Bill decides to buy puts at the $38 strike price that expire in three
months.

Now let's further suppose that over the next few weeks the stock
price continues to trend lower and the selling in it accelerates.



The shares are now trading at $35.00 per share and Bill decides
that his outlook on the shares has gone from bullish to bearish.

Bill therefore elects to exercise his long $38 put options.

When Bill exercises these puts, he is assigned a short position in
the shares from the strike price of $38.

Because Bill is already long the shares from $40, the short
position at $38 automatically offsets his long position making his
position flat.

When calculating his loss, Bill will subtract the strike price of his
long puts ($38) from the price he bought the shares at ($40) and
then add the premium paid for the puts.

If Bill had paid $.75 for the long $38 puts, then his net loss would
be calculated as $40-$38 equals $2.00 loss on shares plus $.75
premium paid for each option.

Since Bill had 200 shares, he bought two options.

The net loss is then calculated to be $40-$38 per share equals
$2.00 loss per share X 200 shares equals $400 loss on shares
plus $1.50 total premium paid for two put options for total loss
amount of $550.

If Bill did not have the long puts and had to sell his shares at the
current price of $35, he would be facing a loss of $5.00 per share
or $1000.

Considerations When Buying Put Options

When one is looking to buy put options, it is important that he or
she determine the reason for buying puts.



There can be great differences in how one goes about buying
puts based on what one is trying to accomplish.

A hedge position may be initiated very differently from a
speculative directional based position.

As discussed, one must account for the effects of time decay and
buy options with enough time on them to give their market thesis
time to play out.

One should also always consider implied volatility levels when
buying puts.

It can be very easy for investors to overpay for put option
protection in volatile markets.

Volatility is something that one should be familiar with to try to
avoid buying overpriced, expensive options that may create
losses just based on a drop in implied volatility.

Protection and Opportunity

Put options are extremely useful and can provide excellent
protection for long positions when used properly.

In addition, puts may be used to try to profit from a bearish bias in
a stock or market or to try to capitalize on an increase in implied
volatility levels.

Before buying put options, one must acclimate themselves with all
of the nuances of long option positions first.

When used by knowledgeable investors, long put options may
give an investor piece of mind and opportunity for potential profit.



The Option Greeks

In order to effectively use options, traders must become intimately
familiar with how options work.

They must have a thorough understanding of what drives options,
how options are valued, how their values may change based on
market conditions and other factors.

While discussions on options can become quite complicated, it is
imperative that the basics are understood before attempting to
implement an options strategy.

When referring to the basics of how options work, the option
greeks will undoubtedly be the focal point of discussion.

In fact, having a full understanding and good solid grasp on the
option greeks is one of the secrets to generating consistent
income with options.

What are the Option Greeks?

The option greeks represent mathematical equations used in
option models such as Black-Scholes.

The option greeks are used to quantify an option's sensitivity to
various changes in inputs such as the passage of time, changes
in implied volatility levels, a change in interest rates or price
changes in the underlying asset.

There are five primary option greeks. These are:

Delta: Delta measures the change in an option's value based on
changes in the value of the underlying instrument.



Gamma: Gamma measures the rate of change of delta. In other
words, it is the delta of the delta

Theta: Theta measures the option's sensitivity to time. The
passage of time can have a significant impact on an option's
value and theta quantifies the effects of time passage.

Rho: Rho measures an option's sensitivity to changes in interest
rates.

Vega: Vega measures an option's sensitivity to changes in
implied volatility.

While all of the option greeks are useful, many traders may be
primarily concerned with delta, theta and vega.

The option greeks are a means of seeing how an options position
may change based on changes in the corresponding inputs.

These measures are critical in not only initiating an options
position, but also in the management of positions.

The option greeks can provide traders a way to structure positions
with the desired risk tolerances and/or market exposure.

For example, if a trader wants to have a long position in a stock,
but does not want to own the outright shares, then he or she may
elect to purchase a deep in the money call.

This deep in the money call will have a delta close to one,
meaning it will essentially move in lockstep with the stock price.

In this case, the trader has defined risk as a long option position
carries a maximum risk of the premium paid.



In addition to knowing how the option will move along with the
share price, the trader can also see the effect that time passage
may have on their position.

The effects of any changes in implied volatility levels of the option
may also be quantified.

In another example of the importance of the greeks, if a trader or
investor is looking to hedge an existing long or short position in a
stock, then he or she will need to examine delta, theta and vega
carefully.

Depending on the type of hedge and the structure of the hedge,
the trader may want to use options with a higher delta for more
potential protection or options with a lower delta which may offer
less of a hedge but will also cost less.

Option greeks allow traders and investors a way to structure
positions with a great deal of precision.

These measures are of critical importance to risk and position
management.

The greeks act as the trader's dashboard instruments, and help
him or her monitor position performance.



Delta
What Is Delta And How Does It Effect Option Prices?

When it comes to options trading terminology, there are a lot of
fancy terms out there.

Terms like vega, theta, in-the-money, out-of-the-money,
assignment, and more.

No wonder people think options are complicated!

The reality however, is that options are not nearly as complicated
as many think.

In fact, when broken down into pieces, the components of options
trading can become quite simple for someone new to options
trading to understand.

One of the biggest pieces of options trading and one of the most
common terms used in options trading is dellta.

What Is Delta?

Delta simply measures the rate of change of an option's value
relative to changes in the underlying asset price.

Delta is one of the commonly used option greeks that traders use
to manage an options position.

Another way to think of delta is simply how much the value of a
call or put changes based on a one point move in the underlying
asset whether it is a stock or a commodity futures contract.

Call options have positive deltas while put options have negative
deltas.



For example, suppose shares of XYZ are trading at $20 per
share.

A deep in-the-money call option such as a $10 call will have a
delta close to 1.00.

An at-the-money such as the $20 call will have a delta of about
.50.

A deep out-of-the-money call such as a $30 call with have almost
no delta, perhaps .05.

Using these inputs, for every single point move in the stock the
calls would increase in value by 1.00 for the $10 calls, .50 for the
$20 calls, and by just .05 for the $30 calls.

Delta therefore, can tell a trader how much they can expect their
option to increase in value should the stock or asset move higher.

If the asset or stock moves higher, call deltas will increase while
put deltas will decrease.

Although this is not an official definition of delta, one simple way
to look at this options Greek is to think of it as the chances of the
option going in-the-money.

Using the above example, the $10 call has a very high probability
of expiring in-the-money.

The at-the-money $20 call has about a 50/50 chance, and the $30
call option only has a very small chance, hence the low delta of
only .05.



One must remember that in-the-money options act and move
more like the corresponding asset while out-of-the-money options
see much less effect from movements in the underlying.

Therefore, options with higher deltas will have higher premiums
while options with lower deltas will have lower to minuscule
premiums.

How Is Delta Used?

There are numerous ways to use delta to structure a position in a
market that fits an investor's risk parameters.

One very common use of delta calculations is for investors who
would like to put on a position in a market that is neutral.

In other words, by using deltas one can potentially profit on a
stock or future without having to guess the market direction.

Delta is also what investors use to gauge their market exposure.

By tracking position delta, one is able to see how their position
may be effected by different outcomes in the underlying asset.



Gamma
What Is Gamma And How Does It Effect Option Prices?

There are a lot of different concepts and terms that one must
come to understand when trading in the world of options.

Perhaps the most important terms and components of options
trading that must be learned are the option greeks.

The four most well known greeks are theta, delta, gamma, and
vega.

We covered the basics of delta in the previous chapter, and here
we will outline the basics of gamma.

What Exactly Is Gamma?

Explanations for the greek gamma can range from the very simple
to the very complicated.

Gamma is expressed as a number showing the rate that deltas
are gained or lost based upon movement in the underlying.

The gamma number will show how delta will change based upon
a one point move in the underlying.

The simplest and easiest explanation to grasp for new options
investors or traders is that gamma measures how quickly an
option's delta might change.

In other words, gamma is the delta of the delta.
Just as an option's delta measures the rate of change of the

option's value relative to changes in the underlying instrument,
gamma simply measures the rate of change of delta.



Just as deltas are different for options that are in-the-money, at-
the-money, or out-of-the-money, gamma rates will differ as well
based upon where an option is relative to the underlying
instrument's price.

Gamma is highest for at-the-money options while gamma
diminishes for in-the-money and out-of-the-money options.

Long options have positive gamma while short options have
negative gamma.

This essentially means that an investor that is long gamma may
benefit from a move in the underlying that effects gamma while
one who is short gamma does not want movement in the
underlying.

Options that are closer to expiration have higher rates of gamma
than options that have more time until expiration.

Basically, this means that options that are near or at-the-money
with little time until expiration have the most "Explosiveness."

It is important to remember that gamma is always changing.

When one is long gamma, their position will become "Longer" as
the price of the underlying moves higher and one will become
"Shorter" while the price of the underlying falls.

Therefore, one who is long calls will gain more long deltas while
the price goes up and hence their position may increase in value
while one who is long puts will gain more deltas while the price
goes down and hence their position may increase in value.

The opposite holds true for investors who have sold the options or
are short.



One who is short gamma will become shorter as the underlying
asset rises in price and longer as underlying price falls.

How Do Investors Or Traders Use Gamma?

Like its greek counterpart delta, gamma is used as a risk
measurement.

By knowing and monitoring gamma risk, an investor may be able
to put on positions in underlying instruments with very precise risk
parameters.

Gamma allows one to calculate how a position may behave
based upon even very small changes in the underlying asset
price.

By understanding and constantly calculating gamma risk, one can
also put on portfolio hedges that may be effective over a broader
range of underlying price movement.



Theta

When it comes to options trading, one cannot become successful
without a thorough understanding of the option greeks.

These greeks include delta, gamma, theta, vega, and rho.

It is imperative to understand not only each greek but how they
relate to one another.

Because an option is a wasting asset, one must understand and
account for theta when using options to initiate a position.

What Is Theta And How Does It Effect Options?
Options are wasting assets.

They have a finite lifespan.

Every listed options contract will have a set expiration date.

Because options expire, the window of opportunity for an option to
go into-the-money goes down with each passing day.

This is the greek theta at work.

Theta is the estimate of how much value an option will lose per
day when there are no changes in the underlying price or its
volatility.

When it comes to option values, options have two types of value.

Intrinsic and extrinsic.

Intrinsic value applies to options that are in-the-money.



An example of this would be a $400 call option on XYZ trading at
$100 when XYZ shares are at $500.

The call is $100 in-the-money and therefore has $100 of intrinsic
value.

A $600 call option on XYZ may be trading at only $10 per option
with XYZ trading at $500 per share.

This $10 per option represents extrinsic, or time value.
A simple way to think of theta is opportunity cost.

When looking at option greeks, theta is expressed as a point
value.

Theta is always highest for at-the-money options and is
progressively lower for deep in-the-money options as well as
deep out-of-the-money options.

When looking at an option position, long call options and long put
options are always theta negative while short call options and
short put options are always theta positive.

What this essentially means is that the power of time works
against an option buyer and works for an option seller.

Options with more time remaining until expiration will have lower
rates of theta than options with less time.

This rate of time decay of an option accelerates when the option
has 30-60 days remaining until expiration and is exponential
meaning the closer the option gets to expiration the faster it
decays.

How Do Traders Or Investors Use Theta?



Theta considerations are a key component of an options position.

When one is looking to buy or be long options, it is critical to take
the effects of time decay into account.

This is precisely how many new options traders lose money.

They may prove to be right about the market or the stock, but
their timing may have been off and they lost money through the
time decay of the option or the option expired worthless before
their market forecast materialized.

When buying options, one must be right about time, volatility, and
market direction if buying a directional position.

Many traders and investors try to utilize theta to their advantage
by selling options.

When one sells an option, the position is theta positive, meaning
that all else being equal the option will lose value on a daily basis
with no changes in the underlying.

This is precisely what the option seller wants.

Often times, option sellers look to collect theta without having a
directional bias in the underlying market.

Option selling is an advanced strategy however, and should not
be undertaken by anyone without a deep understanding of
options and the risks involved in selling options.



Vega

Options can be used for multiple purposes including hedging a
position in the underlying or speculating on price direction.

One very big use of options is to trade not direction but volatility.
This is where vega comes in...
What is Vega And How Does It Effect Option Prices?

The option greek vega represents a measurement of an option's
sensitivity to changes in volatility.

Vega shows the change in an option's value for every 1% change
in volatility.

For example, if a call option on XYZ stock is valued at 2.20 and
has a vega of .25, all other things being equal a 1% increase in
volatility would cause the value of that option to rise to 2.45.

On the other hand, should volatility levels fall off by 1% with all
other things being equal then the option value would drop to 1.95.

Vega is constantly changing.

Vega typically goes up when there are large movements in the
underlying asset and typically falls when the underlying asset is
quiet or range bound.

Vega is highest for at-the-money options and tapers off for deep
in-the-money or out-of-the-money options.

Vega is also higher for options with more time until expiration.



This is because an option that has more time until expiration is
more vulnerable to swings in implied volatility.

When thinking of vega, one must simply remember volatility.

When an investor buys an option he or she is long vega, or long
volatility.

When an investor sells an option, he or she is short vega, or short
volatility.

It is important that an options trader or investor have a complete
understanding of historical and implied volatility.

How Is Vega Used?

We've all heard the saying "Buy low-sell high!"

When it comes to options trading, the same holds true.
Professional traders and investors will look to buy low and sell
high by purchasing relatively cheap options and selling relatively

expensive options.

How does one know if an option is cheap or expensive? By
monitoring historical and implied volatility levels.

Implied volatility levels are calculated using an option pricing
model while historical volatility is calculated from past prices.

Basically, once all of the inputs are fed into the model such as
time, underlying price, interest rates, volatility etc. the pricing
model will give a theoretical value for an option.

If the option value is trading higher than the theoretical value, it is
considered expensive.



If the option value is trading below theoretical value, it is
considered cheap.

This allows investors to attempt to sell over priced options or buy
under priced options and potentially realize a profit if the option
value returns to its theoretical value.

By monitoring changes in volatility, an investor may be able to
potentially position themselves to profit from an increase or
decrease in volatility levels without trading market direction.

By understanding and monitoring vega, an investor can also see
how a position may be effected by changes in volatility and act
accordingly.



Rho

What Is Rho And How Does It Effect Option Prices?

When trading options, it's important to not only have a working
knowledge of the greeks - but also to understand how they work

together.

Similar to a puzzle, if one piece is missing or unaccounted for, the
trade will likely not be successful.

Although it may be a lesser known greek, rho plays a vital role in
options trading.

What Is Rho?

The greek term rho represents the rate of change in an option's
value relative to a change in the risk-free interest rate.

Rho simply measures the amount the theoretical value of an
option changes based on a 1% change in interest rates.

Although rho is used less than several other option greeks, it is
still an important consideration within an options portfolio or
position.

It is particularly useful when it comes to investing in equities
options as margin accounts must take interest rates into account.

When considering rho, one must consider the fact that the cost of
holding a position in a stock is built into the price of the option.

What does this mean?

Well let's say for example, that one is considering a position in
XYZ stock.



If one is bullish this stock they can either buy the shares or they
can purchase a couple call options that will give them similar
exposure.

For example, buying 100 shares or buying two at-the-money calls
will give about the same exposure delta wise.

Now, one must take into consideration the costs involved.

Typically, buying the outright shares is going to be a significantly
larger cash outlay than simply buying the options.

If one wants to buy the stock, they must pay cash for the entire
amount, or purchase the shares using margin.

If margin is utilized, interest will be charged on the amount of
funds the customer borrows to make the stock purchase.

If a customer uses his own funds, that money is likely being taken
from some type of interest bearing account and therefore there is
an opportunity cost when it comes to earning interest on those
funds.

Whether one is missing the chance to earn interest or one is
paying interest in a margin account, that interest must be
accounted for.

Long call positions and short put positions have positive rho.
Short call positions and long put positions have negative rho.
Because it is all about owning a position, such as stock, a rise in

interest rates increases the value of calls while decreasing the
value of puts.



A drop in rates decreases the value of a call while increasing put
values.

How Do Investors Use Rho?

Investors will consider this greek typically when looking to be in a
particular stock position.

Simply put, rho is a consideration when it comes to calculating
opportunity cost.

Rho is not considered as much of a factor in options trading in an
environment of stable interest rates.

Rho is also more of a factor to consider for larger positions as
there is more capital involved and thus more interest or
opportunity cost.



Conclusion On The Greeks

In conclusion, we will briefly recap the main option Greeks and
briefly discuss the importance of each.

Delta: An option's delta measures the rate of change of the
option's value versus movement in the underlying.

For example, a call option with a delta of .30 will increase in value
by about $.30 if the underlying stock moves up by a dollar.

Delta is a key risk measure and must be understood prior to
trading options.

Gamma: Gamma measures the rate of change in delta versus
movement in the underlying.

Another way to look at gamma is the delta of the delta.

Gamma may help determine how quickly a position might move
for or against the position holder.

Theta: Theta measures an option's sensitivity to the passage of
time.

Because options are wasting assets, the effects of time passage
on the option's value are very important.

It is important to remember that an option is composed of two
types of value: intrinsic value and time value.

Vega: Vega measures the rate of change in an option's value
based on changes in implied volatility.



The measure tells how much an option will increase or decrease
in value based on a one percent change in implied volatility of the
underlying.

Since options trading is about IV as much as it is about anything
else.

Vega is very important to both professional and novice traders
alike.

Rho: Rho measures an option's sensitivity to changes in interest
rates.

Rho is typically not utilized as much as the other Greeks, because
changes in the interest rate will likely not affect an option's value
as much as other inputs.

The key thing to remember about the option Greeks is that they
are tools.

These tools act like a car's dashboard.

They can tell you how fast you are going, the RPM's, destination
arrival times and more.

The Greeks are key risk measures that allow one to monitor a
position and potential outcomes with precision.

A thorough understanding of the option Greeks is imperative
when using options.

In addition, it is important to see how all of these Greeks work
together in an options trade and knowing how to use, leverage,
and harness the power of the option greeks is one of the real
secrets to generating profits with options.



Once someone has a thorough understanding of these risk
measures, then he or she can construct option income generating
positions based on the risk tolerance, time frame and market
direction of their choosing.



Trading Options For Income vs. Speculation

Options are one of the most versatile financial instruments
available to traders and investors.

While these financial instruments can be used for several different
purposes, those purposes can essentially be broken down into
two primary areas:

1. For directional market trading
2. For income

There are very significant differences in how options may be used
in these two different arenas.

Following are some of the key differences why in my opinion
trading options for income is the advantageous way.

Using Options to Trade Market Direction

Options are often used by both investors and speculators to try to
profit from directional movement in a market.

One of the most common methods for utilizing options while
making a directional trade is the simple long call or long put.

It is important to keep in mind that when an option is purchased,
the maximum risk on the position is limited to the premium paid
for the option.

For example, if investor Bob buys a $50 call option on stock ABC
for $2.20, his maximum exposure on the trade is $220 regardless
of what the stock does.



On the other hand, Bob can have theoretically unlimited profit
potential if the share price rises (since a stock price can
theoretically rise indefinitely).

Sounds like a great deal right?
Defined exposure with the possibility of unlimited upside?
While it may sound great it isn't quite that simple...

Because options have expiration dates, they are considered
"wasting assets."

This means that all other inputs remaining constant, an option will
lose value over time exponentially as it approaches its expiration
date.

What this means for the trader or holder of a long option is that
not only does the market need to make the necessary movement
in order to make a profit, but it also must do so within a specified
time period.

As if that is not enough to make this type of trade challenging, a
long option holder must also consider the potential affects of
changes in implied volatility on their position.

Option values can and do change rapidly based on changes in IV,
and if not taken into consideration, one may end up being right
about market direction and even the timing, but may still
potentially lose money on the trade.

In summary, to make money on a long option position, one needs
to be right about all three key components of the trade:

- Market direction
- Time



- Implied volatility

Using Options for Income

Using options to generate income is another animal entirely and
in particular we are referring to ‘selling options’ instead of buying
them.

In our opinion this type of trading has serious advantages over
simply buying options to trade market direction. So much so, that
we consider ‘selling options’ to be another one of the key secrets
to generating profits with options.

Let's look at the previous example from the other side of the
trade, the option income side.

In the example, investor Bob purchased a call option for a $2.20
debit to his account.

If the stock rises above the break-even level of $52.20 at or
before expiration of the option, Bob may potentially have a profit.

On the other hand, however, what if the stock is not above the
break-even level?

In this case, Bob loses money.

If Bob SOLD that option rather than buying it, he would have a
credit of $2.20 come into his account.

Bob can now potentially make money in several ways.

If the stock price falls, Bob's option will lose value and can be
closed for a possible profit.



If the stock price goes sideways, Bob can potentially profit as time
decay erodes the option's value.

If the stock rises, Bob can still potentially profit so long as it does
not rise TOO MUCH.

If the stock is below the $52.20 level at expiration, the call expires
worthless and Bob keeps the premium collected.

Bob can even potentially make money if the IV level falls and
deflates the option's value.

In this case, Bob has not only time working in his favor, but he has
a large margin for error on the trade.

The stock can move, it just cannot move too much to the upside.
While Bob did have unlimited profit potential when he bought the
call option, his profit potential is limited when selling the call for
income.

That is a trade-off for having a larger margin of error.

While the sale of a call exposes Bob to unlimited risk, Bob also
has the option of spreading the trade and creating a limited risk
call spread.

In the first example, Bob is exposed to a drop in implied volatility.

If Bob buys an option with an inflated IV level, a significant drop in
IV may render the option nearly worthless.

In fact, the market could potentially move in Bob's favor and he
could still possibly lose money as the option value is significantly
deflated.



By selling the option for income, however, Bob can now
potentially profit from a large drop in IV.

When comparing options from a long, directional standpoint and a
short, income standpoint, the odds of success seem to favor the
income side of the ledger on a per-trade basis.

When trading options for income, you do not need to be right
about all of the key components such as direction, time and IV.

Quite the contrary...

You really need only be right about direction extent.

While an increase in IV may adversely affect an income option
position, the positive time decay of the position may potentially

partially or completely offset this.

Option trading for income can potentially be a good approach with
a solid risk management plan.

It allows for a large margin of error and can potentially be done
with more of a "hands off" approach.

As with any type of trading, however, proper risk management is
critical.



Leveraging Volatility & Volatility Crush

Another big secret to trading options for consistent profits has to
do with understanding and using ‘Volatility’ to your advantage.

Volatility - and specifically ‘Volatility Crush’ is a component that is
unique to options trading - and knowing how to correctly harness
it is a key factor to option income trading success.

What Is A Volatility Crush?

There are many terms that inspire delight in the minds of option
income traders, terms such as time decay, expiration and cabinet.

One particular phrase that inspires delight in the minds of option
writers is "volatility crush."

To the short options trader, this phrase is music to the ears.

A volatility crush is simply when implied volatility levels get
crushed and thus the option premiums tend to get crushed as
well.

To understand a volatility crush, one must understand volatility.

Option traders and investors knowingly or unknowingly trade
volatility as much as anything else when they trade options.

This is because implied volatility levels are a key component of an
option's premium.

Volatility is simply a measure of a market's movement over a
given period of time.



A market with a large amount of volatility is a market that may see
prices more widely distributed over a larger range of values.

A market with low volatility on the other hand, may see prices fall
within a smaller range of values.

Volatility is "A statistical measure of the dispersion of returns for a
given security or market index."

Why is volatility important for option income traders?

When looking at options, a key consideration one needs to take
into account is the implied volatility of the options.

Implied volatility denotes exactly that - the "implied" volatility of
the underlying market by market participants.

One can see by how options are priced whether market
participants are expecting a large amount of market movement or
a small amount of market movement.

It is important to remember however, that the heard is usually
wrong.

When looking at buying or selling options it is extremely important
to understand current volatility levels.

One wants to try to avoid buying over-priced options and selling
under-priced options.

In trading, one wants to buy low and sell high, buy high and sell
higher, sell high and buy low, or sell low and buy even lower.

The same holds true for options traders.



Option values are constantly changing with changes in the
underlying instrument and market expectations, and therefore one
wants to try to stay on the right side of the trade as much as
possible always trying to maintain an edge.

Here is an excellent example why:

All too often investors buy options and are correct in their market
assumptions, yet they still lose money.

Why might this be?

Well for one thing, the clock is always working against a long
options position.

The other major factor however, is the levels of implied volatility
when the options are purchased.

If an investor buys options that have been "bid-up" by higher
levels of implied volatility, that investor may lose money if the
implied volatility premium in the option shrinks - even if the market
moves in the anticipated direction.

One such scenario in which this can occur is the volatility crush.
The volatility crush is music to the option seller's ears!

Option writers look to not only potentially profit from market
direction, but they also look to potentially profit from the passage
of time and favorable movement in implied volatility levels.

Let's look at an example:

Let's suppose that shares of RTU are trading at $52 per share

and that the company will be reporting earnings at the end of next
week.



The earnings announcement is the object of great speculation;

many feel that the company will beat earnings estimates handily
while a lot of others feel that the analysts have set the bar too
high and that the company will disappoint investors with its
announcement.

The bottom line is this - there is a lot of uncertainty surrounding
the earnings announcement.

This uncertainty surrounding the earnings announcement may
cause the option premiums to become relatively more expensive
than usual as investors are willing to pay up for downside put
protection and upside long call exposure.

As the release date approaches, implied volatility levels in the
options grows to much higher than the normal levels seen over
the past year.

If a trader or investor were to go and sell options on the stock at
this point, he or she is selling options that are more expensive
than usual due to higher levels of implied volatility.

It goes without saying that an investor who does so is certainly
taking a great degree of risk - after all, perhaps the stock will beat
estimates and will rally wildly or perhaps it may miss estimates
and the shares could tank.

No one can see the future and this is the risk that the short option
writer takes.

Let's assume that an investor believes that the earnings
announcement may prove to be a non-event and he or she elects
to sell out-of-the-money calls and puts on the stock.



For example purposes, let's assume that they sell the $57 call
options and the $46 put options for the front month that expire the
week after the earnings announcement.

The day of the earnings announcement arrives at last.

The company announces after the bell and the announcement is
welcomed with open arms by investors.

The stock price rallies $2.00 in the after-hours market.
The next morning, the stock opens up $2.20 to begin trading.

In the meantime, the options premiums have shrunk to near zero
for the front month options.

Even though the shares are opening significantly higher, the $57
call options have lost almost all of their value.

The $46 put options are now basically at zero.

What happened here?

The options do still have another week until expiration, and the
$57 call option strike could be reached between now and then if
the shares continue to rally.

A volatility crush has occurred.

With the uncertainty surrounding the earnings announcement
over, the cat is now out of the bag so to speak.

All of the uncertainty premium has come back out of the options,
and the premiums are reverting to more normal levels.



Out-of-the-money option sellers are laughing all the way to the
bank while out-of-the-money option buyers are wondering how
their position lost so much money so quickly.

A volatility crush is often swift and severe-hence the term "crush."

Knowing the concept of the volatility crush can help one stay out
of bad positions and try to maximize potentially good positions.

When trading options, one must always be aware of the current
volatility landscape-and how it changes as time passes by.

By understanding what causes a volatility crush, one may
potentially position themselves to take advantage of it if and when
it occurs.



The Covered Call Strategy

As we’ve gone over in this manual, options can be extremely
useful for investors no matter what they may be trying to
accomplish.

One may be looking to make a directional bet on a stock or
market, while another investor may be utilizing options in an
attempt to control his or her risk on a position, while still another
may be looking to generate ongoing income.

Options give one a lot of flexibility and the ability to not only
manage their market exposure but also tailor that exposure to
very precise amounts.

When one thinks of using options for risk control, one may
typically think of buying put options.

While this type of strategy can certainly be extremely useful when
it comes to risk mitigation, there are also other strategies that may
not only help mitigate risk but actually may even produce income.

One such strategy is the covered call writing strategy.

Call Options Recap

A call option gives the option buyer the right but not the obligation
to purchase or be long the underlying instrument or stock at a
certain price by a certain date in the future.

Let's look at a brief example.

Suppose shares of YYY are currently trading at $37 per share.



An investor feels that the earnings announcement set for next
week could potentially send the stock price much higher if the
company exceeds expectations.

The investor is not comfortable buying the shares however, as
should the company miss forecasts the stock price could
potentially plummet.

The investor therefore, decides to purchase a limited risk call
option with a strike price of $40 that expires next month for a
premium of $.40.

Now, let's look at the potential scenarios.

Should the stock price rocket higher on earnings and climb above
$40, the investor would have the right, but not the obligation, to
purchase the stock at $40 per share.

Should the stock price go to $45 for example, being long from $40
would equate to a $5 profit per share minus the $.40 premium that
was paid for the option leaving the investor with a net position
profit of $4.60.

The investor may exercise his call to become long the shares, sell
the call outright at a profit, or elect to hold the call until expiration.

On the other side of the coin, let's say that the company misses
earnings and the stock price gets hammered down to $31 per
share.

Because the call is not in-the-money it cannot be exercised and
the call will have lost most, if not all of its value.

Regardless of how low the stock may go however, the investor
may never lose more than the premium paid for the call option.



Selling call options in income strategies

Call options, like puts, may be sold outright as naked options with
unlimited risk or may be spread in order to create defined risk
short option positions.

A simple scenario in which one might want to sell a call or a call
spread is if a stock reaches a key overhead resistance level.

If shares of RRR for example have tested and failed to breakout
above $20, then on the next test one may want to sell calls or call
spreads anticipating that the stock will again fail and head lower.

Selling options creates a theta positive position in which one may
potentially profit from the passage of time all else being equal.

In this case, an investor does not own the underlying shares, but
rather is simply trying to profit from his or her market forecast.

How can calls be used to produce income if one owns the
underlying?

Calls may be used to try to produce extra income when an
investor already owns the underlying shares.

The covered call writing strategy may be used for this purpose as
well as for risk mitigation.

The term "Covered" call references the fact that the call is
covered because the seller has a long position in the underlying
market.

In the case of equity options, one would have to own 100 shares
of stock for each call sold since one call controls 100 shares of
stock.



Here is how it works:

Suppose an investor buys shares of company ABC currently
trading at $50 per share.

The investor likes the long term outlook of the company, and also
has the opportunity to earn dividends from the company.

The investor believes that the stock will likely go sideways for the
time being or perhaps trend slightly higher.

With the shares still around the $50 level, the investor decides to
sell a front month $55 call option for $.30.

Now, should the stock stay below the $55 level until expiration,
the sold call option will expire worthless and the investor will keep
the entire $.30 premium collected as extra income.

Should the stock price fall, the option would then also expire
worthless and the investor would keep the premium collected.

In this case however, the premium collected is extra income that
may help offset losses on the actual shares.

In other words, by selling the call for $.30, the investor has
effectively lowered his or her cost basis from $50 per share to
$49.70 per share.

On the flip side, should the stock price move higher but stay
below the strike price of $55, the investor will not only have the
gains made in the actual shares but will still also keep the extra
$.30 premium collected.

Now, what if the stock rockets to $55 or higher before the short
call expires?



In this case, the investor will need to make some decisions.

The investor can let the option go into-the-money in which case
his shares will be called away from him at expiration.

In this case, the investor will have made a profit on the shares
from $50-$55 plus keep the $.30 premium collected thus giving
the investor a total profit of $5.30 per share.

The investor cannot however, participate in any additional upside
in the stock because his or her shares were called away and their
position in the stock is now flat.

The second option the investor will have is to buy the short call
back.

This could be at a gain, at even, or at a loss depending upon time
left until expiration and volatility.

The third option would be to roll the option up, out, or both.

The term rolling refers to buying back an option and selling
another one.

Using the above example, should the shares approach the short
$55 strike, the investor may buy back the $55 call and sell the $56
call for the same expiration.

The investor may also elect to buy back the short $55 call and sell
a further out-of-the-money call such as the $60 call option but for
an expiration date further out in time.

Much of this will depend upon how badly one wants to hold the
long stock position, their risk tolerance, and other factors.



The process of writing calls against long stock may be repeated
as often as an investor likes utilizing not only standard monthly
options but even weeklies as well.

Clearly, the more times an investor is able to sell calls against the
shares that expire worthless, the more he or she has been able to
lower their cost basis in the underlying shares.

Key considerations

When implementing a covered call writing strategy, one should
attempt to sell calls at strike prices that can bring in a worthwhile
premium but are unlikely to be reached by the stock or market.

In addition, one should have a contingency plan in place in the
event that the stock or market does reach the short strike.

Finally, one should not rely on premiums received by writing calls
for risk control.

While selling covered calls may reduce risk, it cannot and should
not take the place of standard risk control measures such as stop-
loss orders or exit points.

Employed correctly however, this strategy can potentially boost
returns while lessening risk to a degree.

Covered Call System

Step 1: Choose a stock that you already own and that you are
willing to sell if the the call option you are going sell goes into the
money and becomes assigned.

Step 2: Choose a strike price on the option chain at a trading level
that you would be okay with selling the stock at. Most of the time
covered call sellers will sell a strike that is right at the money or



slightly out of the money so that if the stock is called away from
them they will make a profit.

Step 3: Choose your expiration date for the call you are going to
sell. Most covered call sellers will sell call options that are
between 30 and 60 days away because that is where the most
time decay occurs.

Once you have sold a call option against your stock - one of three
possible scenarios will occur:

SCENARIO ONE: The stock goes down. If this happens the
option you sold will expire worthless on expiration day and you
can keep the premium you received when you initially sold the call
and just keep that income - and then sell another call and do the
same thing over again.

SCENARIO TWO: The stock just trades sideways. If this
happens, as long as the stock doesn'’t finish trading above the
strike where you sold it, again, the call option you sold will expire
worthless and you can just keep that income you generated and
then sell another call and do the same thing over again.

SCENARIO THREE: The stock goes up and finished trading at
expiration at or above the strike you sold the call option at. If this
happens, the option will be assigned and the stock will be called
away from you. However, this can still be looked upon as a good
thing - because you get to keep the premium you received when
you initially sold the call option - AND - you also made money on
the stock going up.

In addition to the basic covered call strategy there are also a
number of other related and similar option strategies that have the
same type of similar income generating goal in mind.



One of these is called the ‘Deep In The Money’ Covered Call
Strategy.

How does this strategy work?

The deep in the money covered call strategy looks for deep in the
money options to sell against the underlying stock or instrument.

|ldeally we like to look for in the money calls that have inflated
levels of implied volatility.

It should also be noted that the stock or underlying instrument is
purchased at the same time as the calls are sold.

Now, you may be thinking:

Why sell in the money calls and buy stock?

Won't it likely be called away at expiration?

Unless you close out the position early, it likely will.

The deep in the money covered call strategy is looking to sell in
the money calls with high IV and higher levels of extrinsic value.

How is a Deep in the Money Covered Call Trade Structured?

A deep in the money covered call can use a number of different
strike prices.

Ideally, the strike price chosen will depend on what call options
exhibit the highest levels of inflated IV.

Let's look at an example:

Investor Bob has noticed a large recent decline in shares of ABC.



Bob further notices that IV levels for in the money call options on
ABC are high.

With the stock currently trading at $50 per share, Bob sees that
the in the money $40 call options are currently valued at $11 with
only five days until expiration.

Bob decides to sell these $40 call options at $11 and
simultaneously buys the stock at $50.

How Does it Make Money?

With only five days until expiration, the $40 calls have intrinsic
value of $10 and $1 of pumped up time value.

If the stock price remains at $50 until expiration, the $40 calls will
be worth $10 while Bob's stock position value has remained
unchanged.

Since Bob sold the $40 calls for $11 and they are now worth $10,
Bob has made $10 on each call option sold.

Upon expiration, Bob would be forced to sell his shares in order to
deliver the stock at $40.

Bob's entire position offsets, and he is left with the premium he
earned through the sale of the call options.

Now, what happens if the stock price were to dip further?

Using the above example, let's now assume that at expiration, the
stock has fallen to $45 per share.

In this case, Bob is now down $5 per share that he purchased.



At the same time, Bob would have made $5.00 or more on the
deep in the money calls that he sold.

With a delta near 1.00, the $40 call options would basically move
in lockstep with the stock price, and therefore would also drop in
value by $5.00 offsetting Bob's losses on the long stock position.

What is the Risk of This Strategy?
There are a few risks to this strategy.

The primary risk is that the stock price keeps falling and falls
below the strike price of the calls sold.

In this case, Bob would continue to lose money on the long stock
position and the call, now being out of the money, would no longer
offset those losses.

The other risks involved include transaction costs, and potentially
legging into the position unless the position is initiated as just one
trade which it can be done.

Before initiating such a strategy, one should perform analysis of
the stock or underlying instrument being considered and also
understand that potential returns on this strategy may be lower
than traditional covered call writing using at the money or out of
the money options, and it has a different set of risk
characteristics.

Another similarly related strategy is the collar strategy.

What exactly is an options collar strategy?

A collar using options is exactly what the name implies.

It is a means for a trader or investor to "Collar" a market.



Of course, by collar we simply mean that an investor uses this
strategy in order to secure or protect a position in an underlying
instrument.

An options collar involves the sale of covered calls and the
purchase of puts with the same expiration.

How is an options collar constructed?
An options collar is constructed by the simultaneous sale of a
covered call and the purchase of a put option both with the same

expiration.

With a collar strategy, there is a cap on potential gains and there
is a floor on potential losses.

Let's take a look at an example:

Suppose that an investor holds a large position in shares of
company XYZ.

The stock is currently trading at $25 per share.

XYZ is awaiting the potential approval from the FDA of a new
medical device product they are looking to bring to the market.

Should the approval take place, the stock could rally sharply.

On the other hand, should the approval not take place, or should
it be delayed, it could cause the stock price to drop.

The investor wants to maintain their long core position in the stock
because he or she likes the long term prospects for the company
and the company pays a generous dividend.



The investor is now faced with the dilemma of controlling their risk
during what could be a volatile period for the company.

The investor elects to put on an option collar.
With the investor long the stock from the $24-$25 area, the
investor first sells a covered call against the underlying stock

position.

The position is "Covered" because for each call option sold the
investor has 100 shares of stock.

Next, the investor buys a long put option.

The premium collected by selling the covered call can in part,
largely, or even cover the entire premium paid for the long put.

Let's break it down further.

The investor decides that although the shares might rally, it is
unlikely to go above $30 per share and therefore the investor sells
the $30 call option for a premium of $.55.

Next, the investor considers how much risk they are willing to
endure and decides that should the shares fall below $21 he or
she wants to be out of their long position.

The investor therefore then purchases the $21 put option for a
premium of $1.90.

Because the investor collected $.55 selling the call and then paid
out $1.90 for the long put, the investor has put the collar on at a
net debit of $1.35.

Here are the potential outcomes:



First, should the stock simply stay stagnant, all options may be
closed or may be held until expiration.

Should all options expire worthless, the investor would lose the
net debit paid of $1.35.

In addition, the investor could close the collar at any time prior to
expiration.

If the stock is in between the collar prices, then the amount of
gain or loss on the options would depend upon how close the
stock is to either strike, time until expiration, and other factors.

In the second scenario, let's say that the approval comes in and
the stock rallies far more than expected to $34 per share.

In this case, the investor's long put would likely expire worthless
and the investor's stock would be called away as he or she would
be exercised on the short $30 call sold.

The investor would have solid gains in the stock however, they
would not be able to participate in any additional upside because
their stock position would now be flat.

In the third scenario, let's say that the approval was denied and
the stock price plummets to $14 per share.

In this case, the call the investor sold would likely expire
worthless.

The $21 put that was purchased gives the investor the right to sell
the shares at a price of $21.

Assuming the investor exercised this put option, they would be
out of their long stock position at $21 per share.



Although not an ideal scenario, the investor did quantify their risk
and got out of the position at a level her or she was comfortable
with.

While this is a simple example of a collar, the construction of a
collar can vary greatly.

One investor may look to initiate the collar at even money while
another investor may be willing to pay a great deal of premium for
the collar.

The investor's risk tolerance and market outlook will also effect
which strike prices are chosen and for which expiration cycle.

Key points of the collar

A collar is always initiated by selling a covered call and buying a
put with the same expiration.

Collars may be held until options expiration or may be closed out
at any time prior to expiration.

Collars can vary greatly in size and scope, and different strike
prices will give different levels of protection on a position.

A collar provides a cap on upside profit potential while also
providing a cap on downside risk exposure.

Collars are best utilized when an investor expects the stock to
stay fairly range bound but may want some near term protection
in place in the case of an earnings announcement or other
potential price movement catalyst.

Another type of strategy includes using option spreads.



Option spreads are simply option trades where you combine 2
different options together into one trade and which can be put on
for a net debit or a net credit.

For option spreads that are put on for a net debit, it simply means
that it is an options spread that the buyer pays for when initiating
the trade.

Although the investor may be utilizing several options, the net
premium of the long options is more than the net premium of the
short options thus creating a debit.

Just as with one's checking account, the term debit simply refers
to the subtraction of money whereas a credit refers to the addition
of money.

When it comes to options, the debit is being made from one's
trading or investment account.

Debit spreads can be constructed in many different ways
depending upon the goals of the position and the investor's
market outlook.

One of the most basic debit spreads is the long call spread or the
long put spread.

These are option spreads created by the purchase of a closer-to-
the-money option and the sale of a further away-from-the-money
option.

Let's look at an example:

Suppose that Bob the trader is bullish on shares of FFF.



The stock is currently trading at $52 per share and Bob feels that
it could go quite a bit higher over the next several weeks perhaps
trading as high as $60 per share.
Bob decides to buy a call spread.

Bob purchases the back month $54 call for a debit of $4.00 and
simultaneously sells the back month $58 call for a credit of $2.00.

Bob has initiated a call spread at a debit.

This is because Bob is paying $4.00 for the $54 call option and
collecting $2.00 for selling the $58 call option.

Thus, Bob has put this position on at a net debit of $2.00 ($4.00-
$2.00) equals net debit paid.

This $2.00 will come directly out of Bob's trading account along
with any transaction costs Bob may incur.

Let's look at another type of debit spread.
Suppose that Bob is looking at shares of DDD.

The company is currently trading at $32 per share and Bob feels
that the stock is likely to head lower from here.

Bob therefore, elects to buy a long put spread.

Bob decides to buy the back month $30 put for a premium of
$1.40 and simultaneously sell the back month $27 put for a
premium of $.40.

Thus, Bob has initiated a put spread for a net debit of ($1.40-$.40)
equals $1.00 net debit.



As was the case with the previous call spread example, Bob is
buying an option with a greater premium than the option he is
selling thus the position is initiated at a debit to Bob's account,

In this case the net debit would be $1.00 plus any transaction
costs.

How do these types of trades make money?

A debit spread is often constructed to make a directional bet in a
market.

Using the above examples, Bob has constructed a long call
spread and a long put spread.

In the case of the call spread, Bob may potentially profit if the
underlying shares trade above the position's breakeven point.

Similarly, Bob's long put spread can potentially profit if the
underlying shares trade down below the breakeven point.

Although different types of debit spreads may use different
calculations to determine the breakeven point, the basic long call
spread and long put spread simply take the net premium paid plus
or minus the long strike price.

Using the previous examples, Bob's breakeven on the call spread
would be calculated as net debit paid of $2.00 plus the long option
strike price of $54 equals a breakeven point of $56.

Conversely, on the put spread, Bob's breakeven would be
calculated as the long put strike of $30 minus the net debit paid of
$1.00 equals a breakeven level of $29.

Debit spreads may also potentially profit from changes in implied
volatility.



Although we have used very basic call and put spreads as
examples, there can be many different types of debit spreads.

Investors may initiate such spread types as ratios, backspreads,
butterfly spreads and more.

The important thing to note is that a debit spread will always
involve a greater premium being paid than the premium being
collected.

Thus, a debit spread will always involve a net debit to the
investor's account.

The world of debit spreads is vast with numerous strategies and
combinations at one's disposal.

Debit spreads can provide an investor with many potential
benefits such as risk control by knowing maximum exposure, low
or no margin requirements and leveraged ways to try to take
advantage of one's market opinion.

What are the risks of a debit spread?

The risks associated with debit spreads are time erosion and
adverse market movement.

For example, let's assume that an investor is looking at buying
call spreads because he or she is bullish or buying put spreads
because he or she is bearish.

The maximum risk exposure on such a position is limited to the
debit paid for the call spread or the put spread.

These may positions can lose money through the passage of time
all else remaining equal.



In addition, if one buys an out-of-the-money call spread and the
underlying market falls, then the call spread may lose value.

Conversely, if one buys an out-of-the-money put spread and the
underlying market rises, then one may lose money.

Basic call and put debit spreads are directional in nature and can
lose money from the market not moving in the anticipated
direction, not moving enough in the anticipated direction, the
passage of time, or a drop in implied volatility levels.

On the flip side of a debit spread is a spread that is initiated for a
credit.

There are several different types of these types of spreads
including call spreads and put spreads.

This type of a spread is initiated when an investor sells one or
more options and buys one or more options that result in a net
credit being taken into the account.

In simple terms, this type of spread is an options position in which
the value of the short, or sold legs of the spread, is greater than
the value of the long, or purchased legs of the spread.

When one refers to a "Leg" this means call or put options that
make up one component of the position, hence the term "Spread."

To thoroughly review this type of trade, let's quickly go back and
review some option trading basic concepts that are components
of the strategy:

Call Options: A call option gives the buyer the right but not the
obligation to be long or purchase the underlying asset at a certain
price by a certain date in the future.



The seller of a call option is obligated to sell the asset to the buyer
should the buyer decide to exercise the option.

In the world of options investing, call options may be used for
different purposes.

When most people hear the term call option they think of covered
call writing strategies on stocks or they think of bullish speculative
plays such as buying calls on a stock just before earnings in
anticipation of the stock price moving up and thus the call
increasing in value.

What many people do not realize however, is that calls may also
be traded from the short side without owning the underlying.

In fact, selling calls under some circumstances can be an
appropriate way to position oneself in a market or to look to try to
profit from theta decay.

It is important to remember that an option is a wasting asset and
therefore loses value exponentially until expiration all other things
being equal.

Why would one want to sell calls? Because by selling calls, one
can harness the unstoppable power of time.

Although the profit potential is limited, being a call seller gives one
more ways to win than being a call buyer.

A call buyer must be right about market direction, timing, and
volatility in order to make money.

A call seller can potentially profit through the passage of time, a
drop in implied volatility, or favorable market direction.



If one is looking to play the odds, then call selling may be a better
bet in some cases.

Put Options: A put option gives the buyer the right but not the
obligation to be short or sell the underlying asset at a certain price
by a certain date in the future.

The seller of a put option is obligated to buy the asset from the
buyer should the buyer decide to exercise the option.

In the world of options investing, puts may be used for several
purposes.

When most people think of puts, they think of instruments used to
hedge downside exposure in stocks or other assets.

In addition, puts may be purchased to gain some short exposure
in the underlying if one's forecast calls for downside.

Puts can be utilized from the short side as well as the long side.

In fact, in certain circumstances put selling may make a lot of
sense.

Why would one want to sell puts? There are numerous reasons.

Puts, just like calls, are a wasting asset and therefore lose time
value exponentially until expiration.

As is the case with calls, the profit potential of selling puts is
limited but being a seller can give the investor more ways to win.

A put buyer must be right about market direction, timing, and
volatility.



A put seller can potentially profit from the passage of time, a drop
in implied volatility, or favorable market movement.

Once again, if one is looking for a high probability trade, then put
selling may be the best bet in some cases.

What About The Risks In Option Selling?

Selling options certainly entails risk and one should have a
thorough understanding of those risks before ever trading options.

When many investors think of selling options, they think of stories
they have heard of investors who sold naked or uncovered
options and blew out their entire account, perhaps even losing
more than their account value.

This is without a doubt a real risk when it comes to naked option
writing, and it is certainly not suitable for a lot of people.

The question then is, how does one take advantage of all the
positive aspects of short options while controlling their risk?

One answer is by using credit spreads.

When one is looking to sell options, one of the biggest potential
benefits of doing so is putting the unstoppable power of time to
work for you rather than against you.

Because an option is a wasting asset, options lose time value
exponentially until they expire worthless or are exercised.

It is this theta decay that interests many investors.
By selling options, and therefore having positive theta, one can

look to potentially profit in a market without having to try to
determine the market direction or make a directional bet.



Numerous studies point to the fact that markets have a tendency
to trade sideways or range bound for extended periods of time
and actually spend very little time trending.

By selling option premium with strike prices outside of the recent
and expected trading range, an investor can potentially position
themselves to profit if the market stays within the range
boundaries or is stagnant.

Typically, investors will look to sell options with a minimum
amount of time until they expire because the rate of decay is
fastest as the option approaches its expiration date.

In addition, the shorter the time frame for market exposure, the
less time the market has to make an adverse movement against
one's position.

The unstoppable power of time can be harnessed using positions
with limited, quantifiable risk.

One does not have to sell naked options or take huge amounts of
risk to try to profit from option selling strategies.

This is why this type of option spread is so useful.

It gives the investor several ways to have a profitable outcome
while controlling risk.

For an example, let's assume an investor sells a call credit spread
on stock XYZ.

Let's say XYZ is trading at $30 per share and the $32/$35 call
spread is sold.



This would simply mean that the investor has sold the $32 call
option and purchased the $35 call option.

These two different calls at different strike prices represent the
legs of the spread.

A net credit is collected in the account because the investor sells
the $32 call for more than the purchase price of the $35 call.

Credit spreads may be used in place of outright or naked options
to mitigate risk and lower margin requirements.

The profit potential of a credit spread is limited to the amount of
option premium collected while the risk or loss potential is also
known upfront.

Looking at the above example, let's assume the $32/$35 call
credit spread was sold for $.32.

This $.32 credit would represent the maximum profit that can be
achieved on the position.

The risk would be calculated in the following way:
Difference in strikes =$3 ($35-$32.) minus net credit collected.

Therefore, the maximum loss potential of this position would be
$3.00 minus net credit collected of $.32 =$2.68.

Just to recap, max profit equals premium collected while max loss
equals difference in strikes minus premium collected.

Breakeven can be calculated by simply taking the net credit
amount collected and adding it to the short strike.



Therefore, the seller of the above call credit spread would break
even at $32.32.

Should the stock or underlying end up above the short strike but
below the breakeven, then profit is reduced by one point for every
point the underlying is above the short strike up to the break even
level.

By using this type of position, the investor now has several ways
to potentially earn a profit.

Should the stock trade sideways, the position can profit just from
the passage of time all else being equal.

Even if the stock moves up, the power of time will erode the
options.

The stock has to make a substantial move higher just to offset the
time erosion.

This is a huge reason for selling these types of option spreads-
nothing can stop the clock!

In addition, should the stock price drop the options will lose value
quickly as the likelihood of a move above the short strike price
decreases.

Finally, if implied volatility levels fall, once can also potentially
profit as the option values deflate.

As you can see, credit spreads are very versatile with a large
margin for error.

Now in the previous example, a call credit spread was initiated
because the $32 call was sold and the $35 call was purchased.
Why would an investor do that you might ask?



Well there could be numerous reasons.

Perhaps the investor is long the underlying shares and wants to
put a hedge on against their long exposure.

More than likely however, the investor is looking to capitalize
either on high levels of implied volatility or believes that the stock
is very unlikely to trade above $32 per share during the life of the
options.

By selling a call credit spread, the investor can put themselves in
a position to potentially profit regardless of what the stock or
underlying does-so long as it does not go above a certain price.

A credit spread has the potential for profit from the passage of
time and/or a drop in implied volatility levels and thus is very
versatile.

Let's look at another example. Suppose that stock CFG is trading
at $50 per share.

An investor believes that the stock is over valued and is unlikely
to move any higher.

In addition, the company is reporting earnings later in the week
and therefore implied volatility in the options is rising.

One way an investor could potentially express his or her market
opinion would be to sell call credit spreads.

Let's say an investor initiates a short call credit spread by selling
the $51 call and buying the $53 call at a net credit of $.65.

The investor may now potentially profit if the stock stays below
the breakeven level.



The profit, max loss, and breakeven are calculated as follows:
Max profit equals credit received of $.65.

Max loss potential is the difference in strike prices ($53-
$51=%$2.00) minus the credit received ($2.00 minus $.65 equals
$1.35))

The breakeven is calculated as the short strike plus the credit
received therefore $51 plus $.65 equals a breakeven of $51.65 at
expiration.

Profit is reduced by one point for each point the stock moves
above the short strike up to the breakeven level at expiration.

The investor now has multiple ways to win, one can win through
the passage of time with all other factors being equal, from the
stock price dropping, or from a decrease in implied volatility
levels.

A put spread may be utilized when a stock or underlying reaches
a strong level of support, or it may be used to try to capitalize on
high levels of implied volatility.

For example purposes, let's once again look at XYZ stock.

Let's suppose an investor notices that the stock has been in an
uptrend on the daily charts and is looking for ways to try to take
advantage of this fact.

There are several ways the investor could go about this including
buying shares, buying calls, selling puts, or selling put spreads.

When selling put spreads ideally an investor will look for pullbacks
within the uptrend.



For example, lets say that XYZ is currently trading at $30 per
share.

The daily chart shows a lot of support at the $28 level.

An investor may choose to simply sell put spreads at or below this
level, or they may wait until the stock pulls back a little bit and
then look to initiate a put credit spread.

For example purposes, let's say the stock pulls back to the $29.25
level and the investor feels that it is likely to hold this level before
moving higher again.

The investor could therefore sell a $28/$26 put spread.

If this position were to be sold for a credit of $.45 then the
maximum profit would be $.45.

The maximum loss potential would be the difference in strikes
($28-$26=%2.00) minus the credit received (.45.)

Therefore, the maximum loss potential of the position would be
$1.55 should the stock settle below the lower strike of $26 at
expiration.

Breakeven would be at $27.55 and is calculated by taking the
short strike ($28) and subtracting the credit collected,($.45).

Profit would be reduced by 1 point for every point the stock falls
below $28 until the breakeven point of $27.55 is reached.

So for example purposes, should the stock end up at $27.90 at
expiration, the investor would realize a gain of $.35 (original credit
of $.45 minus $.10 below short strike equals $.35)



These types of trades may be used in many different types of
circumstances and is a simple, limited risk way to take a
directional or non-directional stance in a market.

They are extremely versatile due to their ability to give an investor
a large margin for error on a position because when used
correctly the trader has multiple ways to potentially profit including
theta decay, a drop in implied volatility, and favorable market
movement.

With proper knowledge and execution, this type of a trade can be
an extremely valuable tool in an investor's arsenal.

For Additional Trader Training For
These Types Of Trading Strategies

> CLICK HERE <
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OPTION GLOSSARY TERMS

Whether you are a newbie options trader or a veteran, you may
occasionally come across a word or phrase that is unclear in
meaning or context.

It is our hope that you will find this glossary helpful in clarifying
common words and phrases that are often used in options
trading.

ASSIGNMENT

An exercise notice received by a seller (writer) of equity options
that instructs him or her to purchase (in the event of a short put)
or sell (in the event of a short call) 100 shares of the indicated
stock at a designated strike price per share.

AT-THE-MONEY

When the strike price of an equity call or put option equals the
current underlying stock price, it is at-the-money.

BACK MONTH

The oldest month in an option spread that has two expiration
months.

BREAK EVEN POINT

The point in which an underlying stock price within an option
strategy will result in no profit and no loss, usually occurring at
option expiration.



CALL OPTION

The right of an equity option buyer to purchase 100 shares of
underlying stock at a given strike price per share at any time
before the expiration date.

CASH SETTLEMENT

A type of settlement arrangement usually associated with index
options. In a cash settlement, cash is exchanged rather than the
exchange of stock. The cash amount is equivalent to the intrinsic
value of the option is paid to the option holder by the assigned
option seller or writer.

CLOSING TRANSACTION

A transaction that closes or effectively reduces an option position
that is open. To eliminate a long position, a closing sell transaction
is executed and a closing buy will do the same for a short
position.

COMMISSION

A fee paid to a brokerage firm for services rendered in executing
an order for a stock or option on a securities exchange market.

COST-TO-CARRY

The sum of all accumulated costs associated with setting up and
maintaining a stock and/or option position. Examples include
dividends payable for a short stock position or interest on a
margined long stock position.

CREDIT (TRANSACTION)



Payment received into an account arising from the sale of a stock
position or option. In a detailed strategy involving multiple parts,
or legs, when the aggregate amount of cash received exceeds the
amount paid, the result is a net credit transaction.

DEBIT (TRANSACTION)

Cash disbursed from an account for the purchase of a stock
position or option. In a detailed strategy involving multiple parts,
or legs, when the aggregate amount of cash paid exceeds the
amount received, the result is a net debit transaction.

DELTA

The amount that the price of a theoretical option will vary in
relation to a one-unit or point change in the underlying security's
price.

EARLY EXERCISE/ASSIGNMENT

The assignment or exercise of an option contract prior to its
expiration. This is characteristic of American-style options that
may be assigned or exercised before expiration of the contract.

EQUITY OPTION

A contractual provision that allows the buyer, or owner, the option
to purchase or sell 100 shares of a designated underlying
exchange-traded fund (ETF) or stock at a specific price per share
at any time prior to the expiration of the contract. The price
specified is also referred to as the exercise or strike price.

EVEN MONEY TRANSACTION

The resulting effect of total cash received being equal to the total
cash paid in a complex strategy that includes multiple parts or
legs.



EXCHANGE-TRADED FUND (ETF)

A collection of stocks within a specific group that is traded as a
single equity. Exchange-traded funds are listed on stock market
exchanges in the same manner as individual stocks and may be
purchased and sold in like fashion.

EX-DIVIDEND DATE

A date established in conjunction with a corporation's declaration
of an upcoming dividend payment. This date is set by the
exchanges after the "record date" and "payable date" are
announced by a corporation declaring the upcoming dividend
payment. Investors must own shares in the corporation as of the
record date in order to receive a dividend payment on the payable
date. Once the record date is announced, the ex-dividend date is
set up for two days prior. Only persons owning stock before the
ex-dividend date will be eligible to receive the dividend payment.

EXERCISE

The execution of provisions contained within an equity options
contract to either buy (in the event of a call) or sell (in the event of
a put) 100 shares of the underlying stock at the designated per-
share strike price at any time prior to the expiration of the
contract.

EXERCISE PRICE

Also known as the "strike price", the exercise price is the per-
share price at which stock shares will be bought or sold in
accordance with the terms of the equity option contract.

EXPIRATION DATE



The date upon which an option contract expires and is no longer
in effect. It is the Saturday following the third Friday of the
expiration month for equity options. The business day prior to the
expiration date, usually the third Friday of the month, is the last
day that expiring options may be traded.

EXPIRATION MONTH

The calendar month containing a designated expiration date.

EXTRINSIC VALUE

Also referred to as "time value", extrinsic value is the part of an
option's price, or premium, that surpasses its intrinsic value
provided it is in-the-money. If out-of-the-money, then the extrinsic
value equals the entire premium.

FRONT MONTH

The month nearest in time for an option spread that involves two
expiration months.

GAMMA

The amount that the delta of a theoretical option's stock will vary
in the event of a one-unit, or point, variance in the price of the
underlying security.

HISTORICAL VOLATILITY

A determination of the actual volatility of a specified stock over a
defined period of time in the past. Examples of time segments
often analyzed include months, quarters and years.

IMPLIED VOLATILITY



An estimation of a stock's volatility in the future based upon the
option's present market price. An option pricing model is required
in order to determine implied volatility.

INDEX OPTION

An option contract that uses an index such as NASDAQ as its
underlying security instead of shares of a specific stock.

IN-THE-MONEY

When the strike price on an equity call contract is lower than the
underlying stock price, the contract is in-the-money. Conversely,
when the strike price of an equity put contract is greater than the
underlying stock price the contract is in-the-money.

INTRINSIC VALUE

The in-the-money margin of the market price of a call or put
contract.

LEAPS

An acronym for "Long-Term Equity AnticiPation Securities",
LEAPS are option contracts that are long-term with expirations of
up to three years with an expiration month of January of the final
year.

LEG

1: One segment of a complex position consisting of at least two
separate options and/or an underlying stock position.

2: Executing one part of a complex position instead of all parts
simultaneously in hopes that the other segments will have a better
price at a later time.

LOGNORMAL DISTRIBUTION



The general basis upon which option pricing models make
assumptions regarding the future volatility of a stock's price. A
lognormal distribution of daily changes in a stock price works with
a logarithm of each change. Because a stock price can only fall
100% but can increase by more than 100%, lognormal distribution
may be viewed as having a bullish bias.

LONG OPTION

A situation arising from a call or put contract being purchased and
subsequently held or owned in a brokerage account.

LONG STOCK

Purchased shares of stock that represent an equity interest in the
issuing company and held in a brokerage account.

MARGIN REQUIREMENT

Securities and/or cash that must be deposited and kept in a
brokerage account by an option writer to collateralize a short
option position that is uncovered, or naked. This protects the
brokerage firm in the event that an assignment causes the writer
to be obligated to buy or sell.

MEAN

A calculation of the sum of observations divided by the volume of
observations. Often, the mean is cited along with the standard
deviation. While the mean indicates the middle location of the
data, the standard deviation shows the range of occurrences that
are possible.

NORMAL DISTRIBUTION

A group of numbers or closing stock prices observed at random
with a distribution close to the mean. Graphing this distribution is
the well-known "bell curve" with the most-occurring numbers



gathered around the middle, or mean, of the bell. Because this
distribution is symmetrical, every possible upward change must
also have a corresponding downward change. This can be
somewhat inaccurate because the corresponding downward
movement could result in a negative number which is unrealistic
because a stock price can only decline to zero.

OPENING TRANSACTION

The transaction that forms, or increases, an open option position.
A long position is created by an opening buy transaction and a
short position, or writing is established with an opening sell
transaction.

OPTION PRICING MODEL

A mathematical formula with which an option's theoretical value is
calculated by using its strike price, volatility, underlying stock
price, and amount of dividend. Additional factors included in the
calculation include risk-free interest rate and the amount of time
until expiration. Some widely used and well-known pricing models
include Cox-Ross-Rubenstein, Black-Scholes, and Roll-Geske-
Whaley. Also generated by an option pricing model are the option
Greeks: delta, gamma, theta, vega, and rho.

OUT-OF-THE-MONEY

When the strike price of an equity call option is greater than the
present price of the underlying stock, the equity call option is
considered to be out-of-the-money. When the strike price of an
equity put option is less than the current underlying stock price, it
is considered to be out-of-the-money.

PHYSICAL SETTLEMENT



A type of equity option settlement in which shares of the
underlying stock change ownership upon the exercise of an
option.

PREMIUM

The amount remitted or received for an option transacted in the
marketplace. Premiums for equity options are cited as a quote on
a price-per-share basis. Therefore, the amount paid to the seller
by the buyer is equivalent to the quoted price multiplied by 100
(underlying shares). The option premiums are comprised of any
intrinsic value plus time value.

PROFIT + LOSS GRAPH

A graphical representation of possible outcomes for profit or loss
in an early option strategy including a span of underlying stock
prices at a given future point in time, often at expiration of the
option.

PUT OPTION

The buyer of a put option may sell 100 shares of the underlying
stock at the per-share strike price at any time before expiration of
the contract. Inversely, the seller or writer of the put option must
purchase 100 shares at the strike price if called upon.

RHO

The projected amount that an option's price will theoretically
change for a one-unit or percentage point change in the interest
rate upon which the option contract pricing is based.

ROLL



The action of simultaneously closing one option and opening
another using the same underlying stock with a differing strike
price and/or expiration month. One can roll a long position by
selling the designated options and purchasing others. To roll a
short position, the existing position is purchased with selling, or
writing, other options to form a new short position.

SHORT OPTION

A short option occurs when an opening sale, or writing, of a call or
put option, is made and maintained within a brokerage account.

SHORT STOCK

A short position initiated by selling shares that are borrowed from
a broker/dealer. The shares must be purchased at a later date
and returned to the lender to terminate the short position. If the
purchase price of the shares is lower than that for which they
were initially sold, a profit will result. If the purchase price is
higher, then a loss will result. There are no limits to the losses that
may be incurred in a short stock position.

SPREAD

An option position that is complex in nature and initiated by the
sale of an option and the purchase of an option each with the
same underlying security. The options are not necessarily the
same type and may also have the same or differing expiration
months and/or strike prices. Executed as a package, a spread
order trades both parts or legs at the same time as either a net
credit, net debit, or even money.

STRIKE PRICE

An important component of any option contract, the strike price is
the designated price-per-share that will initiate the stock trade



upon assignment or exercise of an option. The action is also
referred to as the "strike" or "exercise price".

THETA

The projected change in the price of a theoretical option given a
one-day change in the expiration date of the contract.

TIME DECAY (EROSION)

Time decay occurs when the option's time value portion of its
price declines or decays with the passing of time. The rate of the
decay
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IMPORTANT DISCLAIMERS AND TERMS OF USE

U.S. Government Required Disclaimer

Stock and Options trading has large potential rewards, but also large potential risk. You must be
aware of the risks and be willing to accept them in order to invest in the stock and options
markets. Don’t trade with money you can’t afford to lose. This publication is neither a solicitation
nor an offer to Buy/Sell stocks or options. No representation is being made that any information
you receive will or is likely to achieve profits or losses similar to those discussed in this
publication or on our website. The past performance of any trading system or methodology is
not necessarily indicative of future results. Please use common sense. This publication and our
website and all contents are for educational purposes only. Please get the advice of a
competent financial advisor before investing your money in any financial instrument.

Any stock or option symbols shown or discussed in this publication or on our website are for
illustrative purposes only and are not intended to be a recommendation to buy or sell any
particular stock, option, or other investment vehicle or to be used with any method of trading or
investing.

The information provided in this publication and on our website is for educational purposes only.
The publisher, seller, instructor, and web site owner is not, and does not represent themselves
to be offering or recommending any stocks, options, or other investment vehicles to be bought
or sold or to be used with any particular strategy or method of trading or investing. We are not
licensed brokers or stock advisors.

The decision to trade any stock, option, or other investment vehicle or to use any trading
strategy or methodology that is shown or discussed in this publication or on our website is done
purely at the viewers own risk. Under no circumstances will the publisher, seller, instructor, or
web site owner be held liable for any losses incurred by the use of the information herein.
Investing in stocks and options includes risk and the past performance of a stock is not
necessarily an indicator of future gains.

NO ADVICE IS GIVEN OR IMPLIED

The person or persons utilizing this information acknowledges that he/she fully understands that
there is a high risk factor in trading and that only risk capital should be used in such trading.
Never trade with money you can not afford to lose. A person who does not have risk capital that
they can afford to lose, should not trade in the market. No ‘guaranteed’ or ‘loss-free’ trading
system has ever been developed, and no one including us can guarantee profits or freedom
from losses.

Trading commissions and other transaction costs have not been included in the examples used
in this training course program. Such costs will impact the outcome of the stock and options
transactions and should be considered.

This training course contains training materials, trading examples, and case studies which utilize
paper trading methods and systems, backtesting methods and systems, simulated trading
systems and simulated trading software with hypothetical and/or simulated performance results.

Hypothetical or simulated performance results have certain inherent limitations. Unlike an actual
performance record, simulated results do not represent actual trading. Also, since the trades
have not actually been executed, the results may have under- or over-compensated for the



impact, if any, of certain market factors, such as lack of liquidity. Simulated trading programs in
general are also subject to the fact that they are designed with the benefit of hindsight. No
representation is being made that any account will or is likely to achieve profits or losses similar
to those shown.

One of the limitations of hypothetical performance results is that they are generally prepared
with the benefit of hindsight. In addition, hypothetical trading does not involve financial risk, and
no hypothetical trading record can completely account for the impact of financial risk in actual
trading. For example, the ability to withstand losses or to adhere to a particular trading program
in spite of trading losses are material points which can also adversely affect actual trading
results. There are numerous other factors related to markets in general or to the implementation
of any specific trading program which cannot be fully accounted for in the preparation of
hypothetical performance results and all of which can adversely affect actual trading results.

The information found in this publication and on our website and within our various products and
services has been obtained from sources deemed reliable but cannot be guaranteed accurate
or complete. Errors or omissions are possible due to human and/or mechanical error. All
information is provided “as is” without warranty of any kind. We and our information partners
make no representations as to accuracy, completeness, or timeliness of the information in this
publication or on our website. Users of this publication should proceed with caution and be
responsible for independently researching the information in this publication. Use of this product
and information is at your own risk.

Additional Disclaimer: It is strongly recommended that you consult with a licensed financial
professional before using any information provided in this publication or on our website. Any
market data or commentary used in our material is for illustrative, educational, and creative
expression purposes only. Although it may provide information relating to investment ideas,
visual ideas or opportunities to buy or sell securities or options, you should not construe
anything on this website as legal, tax, investment, financial or any other type of advice. If you
do, it's your own fault. Nothing contained on this training website constitutes a solicitation,
recommendation, promotion, endorsement, push or offer to buy or sell any security or to use
any trading strategy or methodology by anyone involved with this research.

Terms of Use

Your use of this publication, information found on our website, videos and material indicates
your acceptance of these disclaimer. In addition, you agree to hold harmless the publisher,
seller, instructor, and website owner personally and collectively for any losses of capital, if any,
that may result from the use of this website and material. In other words, you must make your
own decisions, be responsible for your own decisions and trade at your own risk.

Any third party company names, product names, trademarks, service marks, named features, or
outbound links are assumed to be the property of their respective owners and are used only for
reference, resource and information purposes. They do not sponsor or endorse this publication
or our website or services. There is no implied endorsement if we use one of these terms.

CFTC RULE 4.41 — HYPOTHETICAL OR SIMULATED PERFORMANCE RESULTS HAVE
CERTAIN LIMITATIONS. UNLIKE AN ACTUAL PERFORMANCE RECORD, SIMULATED
RESULTS DO NOT REPRESENT ACTUAL TRADING. ALSO, SINCE THE TRADES HAVE
NOT BEEN EXECUTED, THE RESULTS MAY HAVE UNDER-OR-OVER COMPENSATED
FOR THE IMPACT, IF ANY, OF CERTAIN MARKET FACTORS, SUCH AS LACK OF
LIQUIDITY. SIMULATED TRADING PROGRAMS IN GENERAL ARE ALSO SUBJECT TO THE
FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. NO



REPRESENTATION IS BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO ACHIEVE
PROFIT OR LOSSES SIMILAR TO THOSE SHOWN.

EARNINGS DISCLAIMER

EVERY EFFORT HAS BEEN MADE TO ACCURATELY REPRESENT THIS SERVICE AND ITS
POTENTIAL. THERE IS NO GUARANTEE THAT YOU WILL EARN ANY MONEY USING THE
TECHNIQUES AND IDEAS IN THE CLASS PROVIDED BY THIS WEBSITE. EXAMPLES ARE
NOT TO BE INTERPRETED AS A PROMISE OR GUARANTEE OF EARNINGS. EARNING
POTENTIAL IS ENTIRELY DEPENDENT ON THE PERSON USING THE INFORMATION
INCLUDED TO THE SERVICE OFFERED, THE IDEAS AND THE TECHNIQUES. WE DO NOT
PURPORT THIS AS A GET RICH SCHEME. YOUR LEVEL OF SUCCESS IN ATTAINING THE
RESULTS CLAIMED IN OUR INFORMATION AND MATERIAL DEPENDS ON THE TIME YOU
DEVOTE TO THE IDEAS AND TECHNIQUES MENTIONED, YOUR FINANCES, KNOWLEDGE
AND VARIOUS SKILLS. SINCE THESE FACTORS DIFFER ACCORDING TO INDIVIDUALS,
WE CANNOT GUARANTEE YOUR SUCCESS OR INCOME LEVEL. NOR ARE WE
RESPONSIBLE FOR ANY OF YOUR ACTIONS. MATERIALS IN THIS CLASS AND OUR
WEBSITE MAY CONTAIN INFORMATION THAT INCLUDES FORWARD-LOOKING
STATEMENTS THAT GIVE OUR EXPECTATIONS OR FORECASTS OF FUTURE EVENTS.
YOU CAN IDENTIFY THESE STATEMENTS BY THE FACT THAT THEY DO NOT RELATE
STRICTLY TO HISTORICAL OR CURRENT FACTS. THEY USE WORDS SUCH AS
ANTICIPATE, ESTIMATE, EXPECT, PROJECT, INTEND, PLAN, BELIEVE, AND OTHER
WORDS AND TERMS OF SIMILAR MEANING IN CONNECTION WITH A DESCRIPTION OF
POTENTIAL EARNINGS OR FINANCIAL PERFORMANCE. ANY AND ALL FORWARD
LOOKING STATEMENTS HERE OR ON ANY OF OUR SALES MATERIAL ARE INTENDED TO
EXPRESS OUR OPINION OF EARNINGS POTENTIAL. MANY FACTORS WILL BE
IMPORTANT IN DETERMINING YOUR ACTUAL RESULTS AND NO GUARANTEES ARE
MADE THAT YOU WILL ACHIEVE RESULTS SIMILAR TO OURS OR ANYBODY ELSE’S, IN
FACT NO GUARANTEES ARE MADE THAT YOU WILL ACHIEVE ANY RESULTS FROM OUR
IDEAS AND TECHNIQUES IN OUR MATERIAL.
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