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Option Basics
Stock options are worth taking the time to understand. I’ve found that a lot of option traders
haven't taken the time to truly understand how Call and Put options work.

Not understanding options is probably the biggest reason why they’re not making money with
options.

I want to make options as simple to
understand as possible for you. To start, the
name alone implies a lot. If we break an
option apart, at its core, it’s a choice.

That makes sense, right? An option is, in
fact, a choice.

What’s the choice? The choice is given to
the buyers of options. They choose to
exercise or let the contract expire without
value.

If you buy a Call option, you have until the option’s expiration to decide if you want to take
ownership of 100 shares of the underlying stock based on the option’s strike price.

If you buy a Put option, you have until the option’s expiration to decide if you want to take a 100
shares short stock position based on the option’s strike price.

To have that choice, you need to pay a price for the option. That price is known as the options’s
premium.
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In truth, very few option buyers ever make the choice to exercise the contract and take delivery
of the underlying stock.

Instead, option traders tend to trade the option’s premium price.

Options can be very liquid assets, making them tradeable without ever having to take a position
in the underlying stock.

So, you can buy an option, and if it goes up in price, you can sell the option to someone else for
a higher premium and make a profit.

That’s easy enough to understand. Where it gets a little challenging is understanding what
makes a Call option’s premium go up, and what makes a Put option’s premium go up.

Understanding Calls and Puts
Generally, Call options go up in price when the underlying stock goes up in price.

The same general assumption can be made about Puts. Put options go up in value when the
underlying stock goes down in price.

Calls
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You can see from the above chart that the risk of buying a Call is the cost of the option. The
profit potential is unlimited up until expiration.

Since Call options give the purchasers the right to own 100 shares of the underlying stock from
the strike price, it only makes sense that as the underlying stock goes up in price, the Call
option would also go up in price.

If you have the right to own a stock at $10—what would be the strike price—but the stock is
trading at $8, would you want to exercise your right to buy the stock at $10?

Obviously you wouldn’t. You would be taking a $2 loss immediately.

If the stock was trading at $20, though, then owning the stock at $10 is much more appealing.
And if the stock continues to go up in price to $30, then the Call option becomes even more
appealing.

That means that traders are willing to pay even more for the $10 Call. So, it’s going up in price.

If the stock is going down in price, then the Call option is becoming less valuable.

Puts
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You can see from the above chart that the risk of buying a Put is the cost of the option. The
profit potential is unlimited up until expiration.

Put options work inversely to Calls.

Puts give the purchasers the right to sell short 100 shares of the underlying stock at the strike
price. So, it only makes sense that as the underlying stock goes down in price, the Put option
would go up in price.

If you have the right to short sell a stock at $100, but the stock is trading at $120, would you
want to exercise your right to short sell the stock at $100?

Of course not. You’d be taking a $20 loss immediately.

If the stock was trading at $80, though, then short selling the stock at $100 is much more
appealing. And if the stock continues to go down in price to $50, then the Put option becomes
even more appealing.

That means that traders are willing to pay even more for the $100 strike Put. So, it’s going up in
price.

If the stock is going up in price, then the Put option is becoming less valuable.

If you keep reading this, it will eventually make sense.

The next step is to understand option writing.

If you want to learn more about options investing, I’ve created an options education course. I
call it Options Soup.

It’ll take the greenest of investors and walk them through all the ins and outs of options—and in
an easy to learn fashion. If you want to learn more about Options Soup, click here.

Understanding Option Writing
For every buyer, there is a seller. That’s true of everything in the markets.

So, if you buy an option, that means someone sold it to you. The seller is known as an option
writer.
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When you sell something, do you pay or collect money? You collect it.

The premium the option buyer pays for a Call or a Put is paid to the writer of the option. That
money is the option writer's to keep.

But instead of a choice, the option writer has an obligation. If you exercise your right to own 100
shares of a Call option’s underlying stock, or short sell 100 shares of a Put option’s underlying
stock, the option writer is obligated to take the other side of the trade.

If you write a Call option, you’re obligated to deliver the underlying stock at the strike price.

You can see from the above chart that the risk of writing a Call is unlimited. The profit potential
is limited to the premium collected when the Call was sold.

If you write a Put option, you’re obligated to take delivery of the underlying stock at strike price.
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You can see from the above chart that the risk of writing a Put is unlimited. The profit potential is
limited to the premium collected when the Put was sold.

So, while you get to collect the premium right up front, you have to be willing to accept the fact
that you could be assigned at any time during the life of the option, even if the underlying stock
goes in your direction or in the wrong direction.

There is give and take with everything in the market.

Beyond the price movement of the underlying stock, there are two other factors affecting the
premium price of an option.

Check out this table to see if it helps you understand how options work.
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Understanding The Greeks
Time and implied volatility are these two factors affecting an option’s premium besides the price
of the underlying stock relative to the strike price. Carry costs happen to be another factor, but
one that most self-directed individual investors don’t need to focus on.
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Delta
Option prices are tied to the price movement of the underlying stock price. And depending on
the strike price of the option, the price of the option will move with the price of the stock.

The Delta tells us by how much the premium of the option will move with the next $1 move in
the stock price, up or down. Options that are said to be in-the-money often have higher deltas
and are more sensitive to the price moves in the stock.

Gamma
Gamma is tied to the Delta. As the underlying stock goes up or down $1, the Delta of the option
will change. Gamma tells us what that new Delta will be. So, if we own a Call option, and the
stock is moving higher, then the delta of the option will also rise. Gamma tells us by how much.

Theta
Options are wasting assets, meaning they have a limited life span. Every day, the option gets
cheaper by some degree. Options lose time value at an accelerated rate as they approach
expiration too. Theta tells us how much the option loses in value in the next 24 hours (1-day).

Vega
The biggest factor that’s difficult to forecast is knowing what the future will be! But the volatility
component that’s built into an options value is decided by you, me, and the rest of the
marketplace.

So, if there is heavy demand for options betting on big moves, the price of the option increases
in value. Vega tells us how much more investors will have to pony up to buy the option with
every uptick in volatility. The higher the volatility, the higher the price of the option. Investors
have to pay up with every tick higher in Gamma.

The last thing I’ll tell you about options in this report, is about option spreads.

What Are Option Spreads?
You may have heard of Bull Call spreads or even Bear Put Spreads. Those are two examples of
option spread formations.

Once you truly understand how Calls and Puts function from both the buyer and writer
perspective, then all of the spreads begin to make sense.

Option spreads are where you play one option off of another to find an edge in your trading.
Usually, that edge is a reduction in risk.
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Vertical spreads involve options with the same expiration. Horizontal and Diagonal spreads
involve options with different expirations.  But the great thing about trading spreads is that you
get to reduce risk!

So, now, let's cut to the point.

Are Stock Options Worth It?
It’s actually a great question. Especially if
you emphasize the word “worth” since it
implies that the value of an asset is being
compared to another asset.

With options, the comparison is easy to
grasp. You’re comparing whether there is
more value in trading the underlying stock
or its option.

Worth is what options are all about for
traders. There are two major reasons you
would trade an option over trading the stock.

1. When you buy an option, your risk is limited to the cost of the option.
2. Options allow you to leverage a stock’s price movement, so you can take a similar

position in the options market but at a fraction of the cost.

The Limited Risk of Buying Options
What you pay for the option is your defined risk. Not a penny more. Since you are committing a
fraction of the capital needed to take a direct position in the underlying stock, your total risk is
greatly reduced.

The worst case scenario is that the option expires worthless and you lose 100% of the premium
you paid for the option.

The Leverage Options Provide
There are two kinds of leverage. Good leverage and bad leverage.

Bad leverage is never a good thing. Bad leverage is when you commit far too much capital
because options offer such a huge discount.
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But that’ll only get you in trouble. It always does.

Or you can use good leverage. That’s when you get to commit far less capital but still control a
similar sized position in the underlying stock.

That’s a recipe for success and making your investment dollars work harder for you!

I hope that helps you understand how options work.

Costas Bocelli
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**************

DISCLAIMER

The information contained herein has been prepared without regard to any particular investor’s
investment objectives, financial situation, and needs.  Accordingly, investors should not act on any
recommendation (express or implied) or information in this material without obtaining specific advice
from their financial advisors and should not rely on information herein as the primary basis for their
investment decisions. True Market Insiders LLC is not an investment advisor and is not licensed to
give specific financial advice. The chairman of True Market Insiders, Chris Rowe, is also the CEO,
CIO and owner of Rowe Wealth Management LLC, which is not owned by and is not the owner of
True Market Insiders.

Information contained herein is based on data obtained from recognized statistical services, issuer
reports or communications, or other sources believed to be reliable (“information providers'').
However, such information has not been verified by True Market Insiders or the information provider
and TMI and the information providers make no representations or warranties or take any
responsibility as to the accuracy or completeness of any recommendation or information contained
herein.  TMI and the information provider accept no liability to the recipient whatsoever whether in
contract, in tort, for negligence, or otherwise for any direct, indirect, consequential, or special loss of
any kind arising out of the use of this document or its contents or of the recipient relying on any such
recommendation or information (except insofar as any statutory liability cannot be excluded).  Any
statements non-factual in nature constitute only current opinions, which are subject to change
without notice.  Neither the information nor any opinion expressed shall constitute an offer to sell or a
solicitation or an offer to buy any securities, commodities or exchange traded products.  This
document does not purport to be a complete description of the securities or commodities, markets or
developments to which reference is made.

For purposes of any offers, “Lifetime” refers to a term not less than five years from the date of
purchase. Any refunds will be prorated on a five-year basis.

Unless otherwise stated, performance numbers are based on pure price returns, not inclusive of
dividends, fees, or other expenses.  Past performance is not indicative of future results.  Potential for
profits is accompanied by possibility of loss.  You should consider this strategy’s investment
objectives, risks, charges and expenses before investing.  The examples and information presented
do not take into consideration commissions, tax implications, or other transaction costs.

The material has been prepared or is distributed solely for information purposes and is not a
solicitation or an offer to buy any security or instrument or to participate in any trading strategy.

Some performance information presented is the result of back-tested performance.  Back-tested
performance is hypothetical (it does not reflect trading in actual accounts) and is provided for
informational purposes to illustrate the effects of the True Market Insiders LLC strategy during a
specific period.  The relative strength strategy is NOT a guarantee.  There may be times where all
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investments and strategies are unfavorable and depreciate in value.  Relative Strength is a measure
of price momentum based on historical price activity.  Relative Strength is not predictive and there is
no assurance that forecasts based on relative strength can be relied upon.

Back-tested performance results have certain limitations.  Such results do not represent the impact
of material economic and market factors might have on an investor’s decision-making process if the
investors were actually managing money.  Back-testing performance also differs from actual
performance because it is achieved through retroactive application of a model investment
methodology designed with the benefit of hindsight.  True Market Insiders believes the data used in
the testing to be from credible, reliable sources, however; True Market Insiders makes no
representation or warranties of any kind as to the accuracy of such data.  All available data
representing the full platform of investment options is used for testing purposes.
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