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agencies, and subdivisions �nance their operations and projects through bond
issues, and investors in bonds are lenders, not stockholders.

When you own a bond, you also own a tangible value, not in stock but in
a contractual right with the lender. The bond issuer promises to pay you interest
and to repay the amount loaned by a speci�c date. Like stocks, bonds can be
used as collateral to borrow money. They also rise and fall in value based on
the interest rate a bond pays compared to current rates in today’s market. In the
event an issuer goes broke, bondholders are usually repaid before stockholders
as part of their contract, so bonds have that advantage over stocks.

Example

Lending Your Money: You purchase a bond currently valued at $9,700
from the U.S. government. Although you invest your funds in the same
manner as a stockholder, you have become a bondholder; this does not
provide any equity interest to you. You are a lender and you own a debt
instrument.

Example

Helping a Friend: A good friend wants to buy a car for $10,000, but
has only $3,000 in cash. This friend asks you to lend him the balance of
$7,000 and offers to pay interest to you. The $7,000 you contribute is a
debt investment, and the interest you earn is income on that investment.
When you act as lender, you have made a debt investment.

The third form of investing is less well known. Equity and debt contain
a tangible value that we can grasp and visualize. Part ownership in a company
and the contractual right for repayment are basic features of equity and debt
investments. Not only are these tangible, but they have a speci�c life span
as well. Stock ownership lasts as long as you continue to own the stock and
cannot be canceled unless the company goes broke; a bond has a contractual
repayment schedule and ending date. The third form of investing does not
contain these features; it disappears—expires—within a short period of time.
You might hesitate at the idea of investing money in a product that evaporates
and then ceases to have any value. In fact, there is no tangible value at all.

Smart Investor Tip

Options are intangible and have a limited life span. The main
advantage is that options allow you to control 100 shares of stock
without having to buy those shares.
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Smart Investor Tip

In setting standards for yourself to determine when or if to take profits
in an option, be sure to factor in the cost of the transaction. Brokerage
fees and charges vary widely, so shop around for the best option deal
based on the volume of trading you undertake.

Example

Best Laid Plans: You purchased a call a few months ago “at 5.” (This
means you paid a premium of $500). You hoped that the underlying
stock would increase in market value, causing the option also to rise in
value. The call will expire later this month, but contrary to your
expectations, the stock’s price has not changed. The option’s value has
declined to $100. You have the choice of selling it now and taking a
$400 loss; or you may hold the option, hoping for a last-minute increase
in the stock’s value. Either way, you will need to sell the option before
expiration, after which it will become worthless.

Smart Investor Tip

The options market is characterized by a series of choices, some more
difficult than others. It requires discipline to apply a formula so that
you make the best decision given the circumstances, rather than acting
on impulse. That is the key to succeeding with options.

3. The market value of the underlying stock falls. As the underlying stock’s
market value falls, the value of all related calls will fall as well. The value of the
option is always related to the value of the underlying stock. If the stock’s market
price falls signi�cantly, your call will show very little in the way of market value.
You may sell and accept the loss or, if the option is worth nearly nothing, you
may simply allow it to expire and take a full loss on the transaction.

This example demonstrates that buying calls is risky. The last-minute
rescue of an option by a sudden increase in the value of the underlying stock can
and does happen, but usually it does not. The limited life of the option works
against the call buyer, so that the entire amount invested could be lost. The most
signi�cant advantage in speculating in calls is that instead of losing a larger sum
in buying 100 shares of stock, the loss is limited to the relatively small premium
value. At the same time, you could pro�t signi�cantly as a call buyer because less
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In some respects, the preceding example de�nes the difference between
investing and speculating. The very idea of investing usually indicates a long-
term mentality and perspective. Because stock does not expire, investors enjoy
the luxury of being able to wait out short-term market conditions, hoping that
over several years that company’s fortunes will lead to pro�ts—not to men-
tion continuing dividends and ever-higher market value for the stock. There is
no denying that stockholders enjoy clear advantages over option buyers. They
can wait inde�nitely for the market to go their way. They earn dividend in-
come. And stock can be used as collateral for buying or �nancing other assets.
Speculators, in comparison, risk losing all of their investment, while also be-
ing exposed to the opportunity for spectacular gains. Rather than considering
one method as being better than the other, think of options as yet another
way to use investment capital. Option buyers know that their risk/reward sce-
nario is characterized by the ever-looming expiration date. To understand how
the speculative nature of call buying affects you, consider the following two
examples.

Smart Investor Tip

The limited life of options defines the risk/reward scenario, and option
players recognize this as part of their strategy. The risk is accepted
because the opportunity is there, too.

Example

Rising Hopes . . . and Prices: You buy an 80 call for 2 ($200), which
provides you with the right to buy 100 shares of stock for $80 per share.
If the stock’s value rises above $80, your call will rise in value dollar for
dollar along with the stock. So if the stock goes up $4 per share to $84,
the option will also rise four points, or $400 in value. You would earn a
pro�t of $200 if you were to sell the call at that point (four points of
value less the purchase price of 2). That would be the same amount of
pro�t you would realize by purchasing 100 shares of stock at $8,000 and
selling those shares for $8,200. (Again, this example does not take into
account any brokerage and trading costs. Chances are that fees for the
stock trade would be higher than for an option trade because more
money is being exchanged.)
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the difference between the option’s striking price and the stock’s current market
value. As a seller, this means you lose money. Remember, the option will be
exercised only if the stock’s current market value is higher than the striking price
of the option.

The loss in this example would be viewed based on your original cost of
the stock. A call seller selects striking prices based on the original cost of the
stock. So if you originally paid $42 per share for the stock and it is called away
at $40, you break even before trading costs. (A $2-per-share loss is offset by the
premium you were paid for selling the call.) However, if your original cost of the
stock was $35 per share, your overall net pro�t would be $700—a $500 capital
gain on the stock plus $200 in option premium.

Example

More Risk, More Loss: Given the same conditions as the preceding
example, let’s now assume that you did not own 100 shares of stock.
What happens if the option is exercised? In this case, you are still
required to deliver 100 shares at $40 per share. Current market value is
$46, so you are required to buy the shares at that price and then sell
them at $40, a net loss of $400. ($600 difference in values, less $200 you
received for selling the call.) In practice, you would be required to pay
the difference rather than physically buying and then selling 100 shares.

Smart Investor Tip

Call sellers have much less risk when they already own their 100
shares. They can select calls in such a way that in the event of exercise,
the stock investment will still be profitable.

The difference between these two examples is that in the �rst case, you
owned the shares and could deliver them if the option were exercised. There is
even the possibility that you originally purchased those shares below the $40 per
share value. So in effect, you exchanged potential gain in the stock for the value
of the call premium you received. In the second example, it is all loss because
you have to buy the shares at current market value and sell them for less.

When the call is exercised, it doesn’t always translate to a loss. If you
received enough premium for selling the call, you could still make a pro�t.



P1: OTA/XYZ P2: ABC
c01 JWBT164-Thomsett August 23, 2009 13:38

28 CALLS AND PUTS: DEF IN ING THE F IELD OF PLAY

Example

The LEAPS Call Alternative: You sold a LEAPS call with 30 months
until expiration. Because that is a long time away, you were paid a much
higher premium than you would have received for selling a shorter-term
listed option. You were paid 12 ($1,200) when you sold the call. A few
months later, the stock is four points higher than the striking price, and
your broker noti�es you that your option has been called. You are
required to pay the difference between current market value and striking
price, which is $400. The net effect is a pro�t of $800 (before
considering trading costs). When using a LEAPS call in a short sale, a
higher premium grants you more cushion.

2. The market value of the stock does not change.In the case where the stock’s
value remains at or near the price level when the call was sold, the value of the
call will decline over time. Remember, the call is a wasting asset. While that is a
problem for the call buyer, it is a great advantage for the call seller. Time works
against the buyer, but it works for the call seller. You have the right to close out
your short call at any time before expiration date. So you may sell a call and
hope that it declines in value; and then buy it to close the position at a lower
premium, with the difference representing your pro�t.

Example

Profiting from Inertia: You sell a call for a premium of 4 ($400). Two
months later, the stock’s market value is about the same as it was when
you sold the call. The option’s premium value has fallen to 1 ($100). You
cancel your position by buying the call at 1, realizing a pro�t of $300.

3. The market value of the stock falls.In this case, the option will also fall
in value. This provides you with an advantage as a call seller. Remember, you are

Example

Profits from Falling Prices: You sell a LEAPS call and receive a
premium of 12 ($1,200). The stock’s market value later falls far below
the striking price of the option and, in your opinion, a recovery is not
likely. As long as the market value of the stock is at or below the striking
price at expiration, the option will not be exercised. By allowing the
option to expire in this situation, the entire $1,200 you received is pro�t.
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Smart Investor Tip

Option traders constantly calculate risk and reward, and often make
decisions based not upon how they hoped prices would change, but
upon how an unexpected change has affected their position.

2. The market value of the stock does not change.If the stock does not move
signi�cantly enough to alter the value of the put, then the put’s value will still
fall. The put, like the call, is a wasting asset; so the more time that passes and
the closer the expiration date becomes, the less value will remain in the put. In
this situation, you may sell the put and accept a loss, or hold on to it, hoping
that the stock’s market price will fall before the put’s expiration.

Example

Choosing between Bad and Worse: You bought a LEAPS put several
months ago and paid a premium of 7 ($700). You had expected the
stock’s market value to fall, in which case the put’s value would have
risen. Expiration comes up later this month. Unfortunately, the stock’s
market value is about the same as it was when you bought the LEAPS
put, but that put is now worth only $100. Your choices: Sell the put for
$100 and accept the $600 loss, or hold on to the put on the chance that
the stock’s value will fall before expiration.

The choice comes down to a matter of timing and an awareness of how
much price change is required to produce a breakeven point or a pro�t. In the
preceding example, the stock would have to fall at least seven points below the
put’s striking price just to create a breakeven outcome (before trading costs). In
this case, even utilizing a longer-term LEAPS put, the option pro�t simply did
not materialize before expiration. If you have more time, your choice would be
easier because you could defer your decision to either take a loss or just wait out
the price movement of the stock. You can afford to adopt a wait-and-see attitude
with a long time to go before expiration, which makes the LEAPS a more �exible
choice than shorter-term listed options. The value of any option tends to fall
slowly at �rst, and then more rapidly as expiration approaches.

3. The market value of the stock falls.In this case, the put’s value will rise.
You have three alternatives. First, you may hold the put in the hope that the



P1: OTA/XYZ P2: ABC
c01 JWBT164-Thomsett August 23, 2009 13:38

32 CALLS AND PUTS: DEF IN ING THE F IELD OF PLAY

stock’s market value will decline even more, increasing your pro�t. Second, you
may sell the put and take your pro�t now. Third, you may exercise the put and
sell 100 shares of the underlying stock at the striking price. That price will be
above current market value, so you will pro�t from exercise by selling at the
higher striking price.

Example

Having It Both Ways: You own 100 shares of stock that you bought last
year for $38 per share, and the price later rose above $40. You were
worried about the threat of a falling market; however, you also wanted to
hold on to your stock as a long-term investment. To protect yourself
against the possibility of a price decline in your stock, you bought a put,
paying a premium of 0.50, or $50. This guarantees you the right to sell
100 shares for $40 per share. Recently, the price of your stock fell to $33
per share. The value of the put increased to $750, offsetting your loss in
the stock.

You can make a choice given the preceding example. You may sell the put
and realize a pro�t of $700, which offsets the loss in the stock. This choice is
appealing because you can take a pro�t in the put, but you continue to own the
stock. So if the stock’s price rebounds, you will bene�t twice.

A second alternative is to exercise the put and sell the 100 shares at $40
per share (the striking price of the option), which is $7 per share above current
market value (but only $2 per share above the price you paid originally for the
stock). This choice could be appealing if you believe that circumstances have
changed and that it was a mistake to buy the stock as a long-term investment. By
getting out now with a pro�t instead of a loss, you recover your full investment
even though the stock’s market value has fallen. This alternative makes sense
if and when you would prefer to get out of the stock position; with the put
investment, you can make that choice pro�tably, even though the stock’s market
value has fallen.

A third choice is to hold off taking any immediate action. The put acts
as a form of insurance to protect your investment in the stock against further
price declines. That’s because at this point, for every drop in the stock’s price, the
option’s value will offset that drop, point for point. If the stock’s value increases,
the option’s value will decline dollar for dollar. So the two positions offset one
another. As long as you take action before the put’s expiration, your risk is
virtually eliminated.
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Smart Investor Tip

At times, inaction is the smartest choice. Depending on the
circumstances, you could be better off patiently waiting out price
movements until the day before expiration.

While you may buy puts believing the stock’s market value will fall, or to
protect your stock position, you may also sell puts. As a put seller, you grant
someone else the right to sell 100 shares of stock to you at a �xed price. If the put
is exercised, you will be required to buy 100 shares of the stock at the striking
price, which would be above the market value of the stock. For taking this risk,
you are paid a premium when you sell the put. Like the call seller, put sellers do
not control the outcome of their position as much as buyers do, since it is the
buyer who has the right to exercise at any time.

Example

Waiting It Out: Last month, you sold a put with a striking price of $50
per share. The premium was $250, which was paid to you at the time of
the sale. Since then, the stock’s market value has remained in a narrow
range between $48 and $53 per share. Currently, the price is at $51. You
do not expect the stock’s price to fall below the striking price of 50. As
long as the market value of the underlying stock remains at or above that
level, the put will not be exercised. (The buyer will not exercise, meaning
that you will not be required to buy 100 shares of stock.) If your
prediction turns out to be correct, you can make a pro�t by selling the
put once its value has declined.

Your risk in this example is that the stock’s market price could decline
below $50 per share before expiration, meaning that upon exercise you would
be required to buy 100 shares at $50 per share. To avoid that risk, you have the
right to cancel the position by buying the put at current market value. The closer
you are to expiration (and as long as the stock’s market value is above the striking
price), the lower the market value of the put—and the greater your pro�t.

Put selling also makes sense if you believe that the striking price represents
a fair price for the stock. In the worst case, you will be required to buy 100 shares
at a price above current market value. If you are right, though, and the striking
price is a fair price, then the stock’s market value will eventually rebound to that
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TABLE 1.2 The Declining Time Value of an Option

Option Premium (Striking Price of $45)

Month Stock Price Total Value Intrinsic Value1 Time Value2

1 $45 $3 $0 $3

2 47 5 2 3

3 46 4 1 3

4 46 3 1 2

5 47 4 2 2

6 44 2 0 2

7 46 2 1 1

8 45 1 0 1

9 46 1 1 0

1Intrinsic value reflects the price difference between the stock’s current market value
and the option’s striking price.
2Time value is greatest when the expiration date is furthest away and declines as
expiration approaches.

price and current market value of stock, adjusted by the time remaining until
expiration of the option.

Example

Value, but No Real Value: A 45 call is valued currently at 3 ($300
premium value on a $45 striking price). The underlying stock’s market
value is currently $45 per share. Because the option is at the money, it
has no intrinsic value. The entire premium represents time value alone.
You know that by expiration, the time value will disappear completely, so
it will be necessary for the stock to increase in value at least three points
for you to break even were you to buy the call (and without considering
transaction fees). The stock will need to rise beyond the three-point level
before expiration if you are to earn a pro�t.

A comparison between option premium and market value of the underlying
stock is presented in Table 1.2. Using a call as an example, this table demonstrates
the direct relationship between intrinsic value, market value of the underlying
stock, and time value of the option. If the option were a put, intrinsic value
would be represented by the degree to which the stock’s market value wasbelow
striking price.
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accompanied by options with higher time value and more potential for pro�ts
from selling options (as well as greater risks for exercise).

You can recognize time value easily by comparing the stock’s current value
to the option’s premium. For example, a stock currently priced at $47 per share
may have an option valued at 3 and a striking price of 45. To break down
the total option premium, subtract striking price from the current market value;
the difference is intrinsic value. Then subtract intrinsic value from total premium
to �nd time value. If premium value is at or below striking price (for a call) or
above striking price (for a put), there is no intrinsic value. The preceding example
is summarized as follows:

Stock Price
Current market value of the stock $47
Less striking price of the option −45
Intrinsic value $ 2

Option Premium
Total premium $ 3
Less intrinsic value −2
Time value $ 1

In the next chapter, several important features of options—striking price,
expiration date, and exercise—are more fully explored, especially in light of how
these features affect your personal options strategy.


