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Option Basics: A Crash
Course in Option Mechanics

The concept of options has been around for a long time. Ancient Romans,
Greeks, and Phoenicians traded options based on outgoing cargoes from their
local seaports. When used as a derivative of a financial instrument, an option is
generally defined as a contract between two parties, a buyer and a seller, in
which the buyer has the right but not the obligation to buy or sell the underlying
asset at the denoted strike price. In the world of finance and trading, a derivative
is defined as any asset in which its value is derived, or resulting, from the value

of another asset. Likewise, the underlying asset is an asset on which the value of

the derivative is dependent.

Whatls an 0

There are two types of options, a call option and a put option. Understanding
what each of these is and how they work will help you determine when and how
to usc them. The buyer of an option pays a premium (payment) to the seller of
an option for the right, not the obligation, to take delivery of the underlying
futures contract (exercise). This financial value is treated as an asset, although
eroding, to the option buyer and a liability to the seller.

There are two sides to every option trade, a buyer and a seller. Traders
willing to accept considerable amounts of risk can write (or sell) options,
collecting the premium and taking advantage of the well-known belief that more
options than not expire worthless. The premium collected by a seller is scen as
a liability until the option either is offset (by buying it back) or expires.
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® Call options—Give the buyer the right, but not the obligation, to buy the
underlying at the stated strike price within a specific period of time.
Conversely, the seller of a call option is obligated to deliver a long position
in the underlying futures contract from the strike price should the buyer
choose to exercise the option. Essentially, this means that the seller would
be forced to take a short position in the market upon expiration.

® Put options—Give the buyer the right, but not the obligation, to sell the
underlying at the stated strike price within a specific period of time. The
seller of a put option is obligated to deliver a short position from the strike
price {accept a long futures position) in the case that the buyer chooses to
exercise the option. Keep in mind that delivering a short futures contract
simply means being long from the strike price.

Call Put

Buy Limited Risk

Sell Unlimited Risk

To understand what an option is, you need to know the various components
that comprise it. This next section explains the following:

@® Strike price
@® Intrinsic and extrinsic value

® Time value, volatility, and demand

Strike Price

Wost litgrafure

; The strike price is the price at which the buyer of a call

. ;nsjude s;rrkep‘_ / option has the right to purchase the futures contract, or the
factorof delermining | ; ;

seinsicalis ol do g buyer of a put option has the right to sell a futures contract.

It is assumed Ihat the strike . LS is also referred to as the exercise price.
 price is buill info'the The strike price is one of the biggest factors in determining
gupply and cemand both the extrinsic and intrinsic value of an option. Obviously,
o ol lhe aption. the closer the strike price is to the underlying futures contract
ly, a strike price. . . . x
the more valuable the option will be, even if there is no
desmand intrinsic value. This makes sense, because the closer the strike
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price is to the underlying market the better the odds are that the option will expire

in-the-money and the higher the demand will be for the contract.

The value of any given option is composed of two components:

@ Intrinsic value

® Extrinsic value

Option Price=Intrinsic Value+Extrinsic Value

Intrinsic Value

Intrinsie value is what you
wanid have if the aplion
expiration was today.

The intrinsic value of an option is the amount that
the market price is higher than the strike price for a
call and lower than the strike for a put. In other

words, the intrinsic value is the amount of money
that the option would be worth if it expired today. For the option to have

intrinsic value, the option must be in-the-money.

In-the-money and out-of-the-money are often falsely used
by beginning traders. Many traders refer to a profitable option
trade as being in-the-money. However, this is not the case. An
option can be in-the-money and not profitable. Likewise it can
be out-of-the-money and be a profitable trade.

Call options are described in the following way
(see Figure 1.1):

® In-the-money—The futures price is above the strike price.
® At-the-money—The futures price is at the strike price.

@ Out-of-the-money—The futures price is below the strike
price.
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Figure 1.1 The intrinsic value of a call option

Put options are described in the following way (see Figure 1.2):

® In-the-money—The futures price is below the strike price.

® At-the-money—The futures price equals the strike price.

® Out-of-the-money—The futures price is above the strike price.

)

At-the-Money

\

Out-of-the-Money

In-the-Money
(Intrinsic Value)

X

Figure 1.2 The intrinsic value of a put option
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As shown in the Figure 1.3, the intrinsic value increases tick
for tick as the market moves beyond the strike price of the
option. In this case, it is a corn call option with a strike price of
$2.70. With the market at $2.80 the option has an intrinsic
value of 10 cents; with the market at $2.90 the option has an
intrinsic value of 20 cents, and so on. It is important to realize
that before expiration the option value will not be equal to the
intrinsic value because it will also have extrinsic, or time, value.

of an-gplion.is impos
o estimale at any.given

Corn (Bpen Dutcry) Dec C20067

Intrinsic Value Of An Option

@ 340 int value = 70¢ or $3500 =

@ 320 int value = 50c or $2500-«—

@ 300 int viaue = 30c or $1500

@ 280 Int value = 10c or $500 -—

Buy (1)27000 Call

Figure 1.3 The intrinsic value of a $2.70 corn call with the market at various prices

Extrinsic Value

Extrinsic value is based on a combination of the strike price, time, volatility, and

demand. We like to think of extrinsic value as the “icing on the cake.” Due to

the nature of its components, it is impossible to

Exirinsic value is like “iging estimate extrinsic value. Beginning traders often ask

en the eake.” questions such as, “If I buy a call and the market

goes up x number of points, what will it be worth?”

Unfortunately, the answer depends on factors that can’t necessarily be measured
quantitatively.
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If a trader buys a September $6.00 soybean call option for 10 cents in June with the
underlying futures price at $5.80 and the market rallies to $6.00 by the beginning of
July, the option will likely be worth much more than the original premium paid. After all,
there will still be a lot of time value left on the option and the option is now at-the-
money.

i)
o

If a trader buys the same option, in the same circumstances, but it takes the underlying
futures until August to reach $6.00, the trade will likely be a loser. More time premium
would have eroded from the option value than it would have benefitted from the market
being closer to the strike price.

As you can see, it is possible to be right in the direction of the market and
still lose money on a long option trade. This is exactly why it is so difficult to
make money as an option buyer. It is hard enough to be right, but direction is
only the first obstacle.

The extrinsic value of an option is based on a combination of the following
factors:

® Time
® Volatility
® Demand

Of these factors, time is the only predictable element. You know what they
say, “Time waits for no man.”

Throughout this book we will cover several hands-on examples to illustrate
the risks and potential rewards involved with each strategy and scenario. It is
important to realize that all calculations are based on the assumption that the
trade is held until expiration. This is because at expiration the options will have
no extrinsic value, which is nearly impossible to predict at any given point. At
any time prior to expiration, the profit or loss experienced on the trade may be
outside the original profit and loss parameters based on the price of the under-
lying contract at option expiration. This is especially true in the case of option
spreads.

Time Value

The longer the amount of time until an option’s expiration, the greater the time
value of a particular option will be. This makes sense, because the longer the
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buyer possesses the right to exercise the option the more Timesalielol
valuable that right is. Remember, in commodity trading thebuyer of an option
anything can happen. It is not out of the question for a  wosksior the seffer This
relatively worthless option to come to life and post abnormal — because ihe fime value |
gains (or losses for the seller) by expiration. Keep in mind that £ ool thouplion s

- : ; stanily eroding untif
this is the exception rather than the rule, but it can and does Zer0 al the time of
happen. o

Volatility

If the price of the underlying futures contract is fluctuating considerably, there
is both a greater profit and a greater loss potential. Thus options tend to be more
expensive to buy when volatility is high. Likewise, sellers will

collect more premium for a short option during times of  Volalility can
inflated volatility. Of course, premiums are high for a reason—  édged sword /i can

; ) e * Jueralive-if you are in
the risk and reward are equally magnified. Gvorihle positonbn .

losses may. be substantial i
. you happen lo-be-on-the

Trading Volatility

Because of the effect volatility has on option premium, it is a

good idea to buy options when the market is quiet and sell
them in times of high volatility. Those holding long options
during an explosion in volatility have been known to enjoy impressive profits.
On the other hand, short option traders may find themselves in a less than
desirable position should they be in a market that experiences significant
increases in volatility after they have entered a position.

If the number of traders willing to buy an option at a given price is greater than

the number of traders willing to sell the same option, the value of that option

_ appreciates. It is the nature of the option markets to
Some traders look fo be the experience high demand of call options in a market

contrarians of the masses. If that is in an uptrend and high demand of put options

everyone else seems to be in a downtrend. Thus, it is not uncommon to see
buying the optien, it may be overpriced options in such scenarios. An interesting
fime 1o sell it phenomenon in the equity indices, put options are

almost always priced high to comparative calls. This
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is partly due to equity holders hedging their portfolios along with the expec-
tation that markets drop faster than they go up. You may have heard the concept
of higher put valuation referred to in the context of a “volatility smile” or
“skewed volatility.” In the case of equity indices the implied volatility of an at-
the-money option is often less than that of an out-of-the-money option, or
negatively skewed. This is especially true in the case of distant strike priced puts;
interestingly, this didn’t seem to be the case until after the crash of 1987,

1f you are unfamiliar with the term implied volatility, it is important to note
that the term differs greatly from market volatility (often referred to as historical
volatility). Historical or market volatility is a direct measure of price movement,
while implied volatility is a function of the derivative value (option premium)
itself rather than the underlier. Therefore, options with differing strike prices or
expiration dates but based on the same underlier may have differing levels of
implied volatility. The formal definition of implied volatility is, in its simplest
form, the volatility implied by the market price of the option

Another component of demand is strike price.

Strike price is obviously one of the biggest factors in the market’s determi-
nation of option value. The closer to the money an option is, the more valuable
it is to the buyer and the riskier it is to the seller. This makes sense; people are
willing to pay more for an option that seems to have a better chance of paying
out than they would for an option that will most likely expire worthless. As we
cover in great detail throughout this book, the delta value of an at-the-money
option is 50 and has roughly 50 percent odds of expiring in-the-money.

") The Art of Opti

In options trading the infamous adage “There is
more than one way to skin a cat” holds true. Many
traders choose to ignore technical or charting tools
and focus on market fundamentals. Yet others look
strictly at chart formations to construct trades.
Regardless of the market analysis tools used, we
have found that traders can increase their odds of
success by becoming familiar with option strategies other than buying outright
calls or puts.

H doesw’t matter how you
trade, or which indicators yon
use. The only thing that
matters is whether you make
noney.

Over the next several chapters we outline and analyze many of the
commonly used option strategies. We offer our opinion on when each strategy
should be used and the manner in which we recommend using them.
Additionally, we cover the associated risks and rewards of each of the differing
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approaches. As you will find, our interpretation of risk may be different than
what you might find in alternative literature. For instance, in our opinion

limited risk is not necessarily synonymous with less risk. In
fact, in most cases limited risk, although it provides a cap to
potential losses, may create a scenario in which your proba-
bility of loss is extremely great.

Each of the option trading styles mentioned throughout this
text may or may not be appropriate for your risk tolerance. It
is our goal to provide you with the information that you need
to skew the odds away from the market insiders and toward
you as a retail trader. Remember, roughly three out of four
independent speculators walk away from the futures and

(long, shart, call, put), |

is aseemingly unlimited. ™

number of combinations of
 these companents resulting
L1 various levels of risk and
reward, Threughout:this
highlight some of
common forms.

options market with less money than he came with. However, only you can
decide whether any of these trading methods are suitable for you and your piece

of mind.






