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Introduction 

Sometimes, the simplest things can be the most difficult things. 

Case in point: buying options. There are no complex spreads involved, very little volatility 
analysis, and they are simple to understand in principle. 

But making money off of them is a whole different story. 

Option buying refers to either the purchase of calls or puts on a stock. If you are bullish, you 
buy calls. If you are bearish, you buy puts.  

Simple enough, right? 

Well, option buying is effectively leveraged stock trading. This means you are taking a small 
amount of capital to take control of a stock. This leads to amplified risk, meaning you can 
make huge returns, but you can also blow out your account more quickly. 

This guide will take you through some of the key concepts you must understand, and how 
to develop an option buying system that is consistent and profitable. 

Good Trading! 
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Myths About Option Buying 

If there's one thing I hate, it's bad statistics. 

One of the worst comes from people who think that "option selling" is the holy grail to 
trading. 

(Don't get me wrong. I love selling options, but there's a time and a place. It's not a holy 
grail and sometimes you've just got to sack it up and buy some options.) 

Here's the statistic you've probably heard: 

"Over 80% of options expire worthless." 

Such utter rubbish. 

Of course all those options are going to expire worthless!  

If you are in an option trade-- it doesn't matter long or short-- and options expiration is 
getting close. What are you going to do? You're going to close out the position and roll out 
to next month, or look for another setup. 

So even before options expiration occurs, you have traders that are already unwinding 
those positions.  

Furthermore, if you are an option seller and have options that are in the money, then you 
are going to roll them to out of the money options. 

This statistic gets floated around with just the assumption that because all these options 
expire worthless, there's no way to make money. 

Well I've got a secret for you. 

Are you ready? 

Make sure to keep this between us... 

You don't have to hold an option to expiration. Nobody is forcing you to do that! 

Next up, we'll go through what you do have to worry about when buying options. 
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Risk and Rewards of Option Buying 

I don't want to get bogged down in the advanced part of option trading. Instead of talking 
about moneyness or implied vol, we will just have a visualization of a position, and we will 
touch lightly on the option greeks. 

Let's start with a simple call buy. This is a bullish position. 

 

The white line is your profit right now as a function of price.  

The red line is your profit at expiration. 

What's the first thing you should notice? The higher the stock goes the more profit you 
make. 
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This means that you put this position on when you expect the stock to rally... you are long 
delta. 

Now here is where options buying can become really fun.  
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The more the stock moves in your favor, the more directional exposure you have. This 
means you are long gamma. This is the main advantage you have when buying options 
compared to just trading stock. 

The major risk here is time. 

 

If the stock doesn't move between now and options expiration, then you will lose the 
entire time premium. This means you are short theta. 

But remember... nobody is forcing you to hold into expiration. We'll get into time stops in a 
little while. 

There's also an extra component of theta, and it relates to the directional exposure you 
have. 

Below is a chart of your position P/L right now compared to 20 days from now. 
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While it is hard to notice on the graph, the delta of your position has decayed. This means 
that if you hold onto the position for too long, then it will take more movement to make up 
for the losses.  

Delta decay is one of those annoying, hidden risks in option buying. 
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One Letter to Master Option Buying 

This is the secret to being consistent when buying options.  

It makes sure that you have a system in place to successfully trade options, regardless of 
what stock you choose. 

That letter is R. And it refers to something called risk expectancy. 

Since nobody is forcing you to hold your options to expiration, you can have different exit 
criteria. These exit criteria are known as stops. 

We use stops so we can help define the risk for the trade. Our risk should be constant 
across all trades. 

How do we develop that constant risk? By determining our stop and then figuring out our 
position size. 

Let's take an example. 

I want to get long calls in GS, so I choose a Nov 160 call for 5.15. 

 

How many contracts do I buy? 
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Let's say I have a $100,000 account and I want to risk no more than 1% per trade. That 
comes out to a max risk of $1,000. 

Now let's say I think I'm wrong on the trade if GS loses 155. 

 

That gives me a per contract risk of -215. 

If my max risk is 1,000, then my max size is 4 contracts. 

So how do we get our R expectancy? 

We need the outcome first. 

If I get stopped out at my planned loss, then it's a -1R trade. 

If GS rallies and I see a gain of 1,500, then it's a +1.5R trade. 

By removing size from the outcome and only focusing on the R-expectancy, it allows you to 
be consistent as your portfolio grows. 

This will also help to show you the statistical expectancy of your system. 

Consider this outcome table 
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Trade Number Outcome 

1 -1R 

2 -0.75R 

3 2R 

4 1.75R 

5 -0.33R 

6 3R 

7 -0.5R 

 

How do we know if this is a profitable system? 

The more complex way would be to go back to your trade history, figure out the p/l and 
then figure out where your stops were and then do some fancy excel math. 

But because we've pre-defined our R, then our R-expectancy already tells us the statistical 
outcome. 

We just need to average the outcomes together. 

The total R for these 7 trades is 4.17R. 

The average of these 7 is 0.6R. 

What does this tell us? First, since the average (which is the R expectancy) is positive, then 
it means we have a profitable system. 

It also means if you take a trade in this system one million times, you should expect (on 
average) to get about 60% return on your risk. 

Note: I didn't make this up. The book you want to read is Trade Your Way to Financial Freedom 
by Van K Tharp. 
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Starting Parameters for Option Buying 

I'm not a big fan of "one size fits all" trading. Each individual has their own risk 
characteristics and timeframe, so system development needs to be optimized to that 
individual. 

We can, however, start with some default rules that you can use and modify.  

IWO Option Buying Rules 

1. Risk no more than 1% of your portfolio on a trade. 

2. Take 1/2 your position off at a 1R. 

3. Trail stops at 1.5R. 

4. Time stop of 10 trading days (2 weeks). 

5. Choose options with more than 30 days left to expiration. 

6. Choose option delta between 0.40 and 0.60. Go lower delta for high volatility 
stocks, and higher delta for low volatility stocks. 

7. Don't have long options with less than 2 weeks to expiration.  

 

Your goal is to have a win rate of 40% with an R-expectancy greater than 2R. 

Here's the thing... with option buying you shouldn't expect to be right most of the time. If 
you aren't comfortable with that fact, then you need to stick with option selling. 

But the gains from option buying should significantly outpace your losses.  

This is due to 2 things: 

1. Long gamma. The more right you are, the more advantageous it can become. This 
also means that as a position goes in your favor, the theta risk goes away. 

2. When breakouts work, they work. Provided you trail stops and adjust accordingly, 
you can get exposure to some of those "stupid" moves to the upside. This is a time 
where 20% of your trades account for 80% of your gains. 
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Adjustment Techniques 

Because you trade options, you have options. 

If you are in a trade and it continues to work for you but expiration is coming, you will need 
to adjust the trade in order for it to continue to work for you. 

There are three techniques to consider: 

1. Rolling up or down. This is where you have an option that has gone significantly in the 
money, so you sell that option and buy an option at a lower price. This still keeps you in the 
trade but removes cash and  

2. Rolling out. If you need more time to be in the trade as the trade has continued to work 
in your favor, then consider rolling out. If you combine this with an up/down roll, this can 
often be done for free.  

3. Spreading. You can reduce risk and move from a short theta trade to a long theta trade 
by selling an option against your long option position. There are times in which you can get 
into a risk-free trade... but it comes at the cost of missing out on large upside. From here 
you can do more advanced trade evolutions like vert-cal stairsteps or condor rolls. 

 

I don't have hard and set rules for these techniques. In fact, I've found that I roll and spread 
entirely too early on my breakout trades, which reduces the big rewards and therefore 
reduces my risk expectancy. 

A good way to play this would be to use delta triggers. This simply means if your delta gets 
too high, then use one of these adjustments to reduce your delta. 

Let's say you get long a 40 delta call, and the stock rallies up to 80 delta. You could use any 
of these techniques to get you back down to a 40 delta option, which was your original risk 
to begin with. 
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Diversified 

I'm a big fan of option buying in the context of an overall options portfolio. Option buying 
is long volatility so you can couple it against short volatility by using income trades.  

This is what I practice in the IWO Trading Framework 
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Diversified 

There is a very high degree of risk involved in trading. Past results are not indicative of 
future returns. InvestingWithOptions and all individuals affiliated with this content assume 
no responsibilities for your trading and investment results. The indicators, strategies, 
columns, articles and all other features are for educational purposes only and should not be 
construed as investment advice. Information for trading observations is obtained from 
sources believed to be reliable, but we do not warrant its completeness or accuracy, or 
warrant any results from the use of the information. Your use of the trading observations is 
entirely at your own risk and it is your sole responsibility to evaluate the accuracy, 
completeness and usefulness of the information. You must assess the risk of any trade with 
your broker and make your own independent decisions regarding any securities mentioned 
herein. Affiliates of InvestingWithOptions may have a position or effect transactions in the 
securities described herein (or options thereon) and/or otherwise employ trading strategies 
that may be consistent or inconsistent with the provided strategies. 
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