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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 or the
contractual right for repayment are basic features of equity and debt investments.
Not only are these tangible, but they have a specific lifespan 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.

So we’re talking about investing money in something with no tangible
value, that will absolutely be worthless within a few months. To make this even
more perplexing, imagine that the value of this intangible is certain to decline
just because time passes by. To confuse the point even further, imagine that these
attributes can be an advantage or a disadvantage, depending on how you decide
to use these products.

These are some of the features of options. Taken alone (and out of context),
these attributes certainly do not make this market seem very appealing. These
attributes—lack of tangible value, worthlessness in the short term, and decline
in value itself—make options seem far too risky for most people. But there are
good reasons for you to read on. Not all methods of investing in options are as
risky as they might seem; some are quite conservative, because the features just
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than the market itself. These forces include economic news and perceptions,
earnings of listed companies, news and events affecting products and services,
competitive forces, and Wall Street events, both positive and negative. Individual
stock prices also rise or fall based on index motion.

Stocks issued by corporations are limited in number, but the exchanges will
allow investors to buy or sell as many options as they want. The number of active
options is unlimited. However, the values in option contracts respond directly to
changes in the stock’s value. The two primary factors affecting an option’s value
are time and the market value of the stock.

Smart Investor Tip

Option value is affected by movement in the price of the stock and by
the passage of time. Supply and demand affect option valuation only
indirectly.

The owner of a call enjoys an important benefit in the auction market.
There is always a ready market for the option at the current market price. That
means that the owner of an option never has a problem selling that option.

This feature is of critical importance. For example, if there were constantly
more buyers than sellers of options, then market value would be distorted beyond
reason. To some degree, distortions do occur on the basis of rumor or speculation,
usually in the short term. But by and large, option values are directly formulated
on the basis of stock prices and time until the option will cease to exist. If buyers
had to scramble to find a limited number of willing sellers, the market would not
work efficiently. Demand between buyers and sellers in options is rarely equal,
because options do not possess supply and demand features of their own. So the
Options Clearing Corporation (OCC) acts as the seller to every buyer, and as
the buyer to every seller.

Smart Investor Tip

Learn more about the Options Clearing Corporation (OCC) at their web
site, http://www.optionsclearing.com. This page includes current
market information, resources for options trading, and a link to the
options prospectus, “Characteristics and Risks of Standardized
Options.” The prospectus can also be viewed at the Chicago Board
Options Exchange (CBOE) web site,http://www.cboe.com/Resources/
intro.aspx.
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advantage of being able to hold stock indefinitely, without having to worry
about expiration date. For stockholders, patience is always possible, and it might
take many months or even years for growth in value to occur. The stock-
holder is under no pressure to act because stock does not expire as options do.

Example

Limiting Risk: You bought a call last month for 1 (premium of $100).
The current price of the stock is $80 per share. For your $100
investment, you have a degree of control over 100 shares, without having
to invest $8,000. Your risk is limited to the $100 investment; if the
stock’s market value falls, you cannot lose more than the $100, no matter
what. In comparison, if you paid $8,000 to acquire 100 shares of stock,
you could afford to wait indefinitely for a profit to appear, but you
would have to tie up $8,000. You could also lose much more; if the
stock’s market value falls to $50 per share, your investment will have lost
$3,000 in market value.

Smart Investor Tip

For anyone speculating over the short term, option buying is an
excellent method of controlling large blocks of stock with minor
commitments of capital.

In some respects, the preceding example defines 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 profits—not to mention
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 indefinitely for the market to go their way. They earn dividend income. And
stock can be used as collateral for buying or financing other assets. Speculators,
in comparison, risk losing all of their investment, while also being 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 scenario is characterized by
the ever-looming expiration date. To understand how the speculative nature of
call buying affects you, consider the following two examples.
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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 profit 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 profit 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.)

Example

Falling Expectations: You buy an 80 call for 2 ($200), which gives you
the right to buy 100 shares of stock at $80 per share. By the call’s
expiration date, the stock has fallen to $68 per share. You lose the entire
$200 investment as the call becomes worthless. However, if you had
purchased 100 shares of stock and paid $8,000, your loss at this point
would be $1,200 ($80 per share at purchase, less current market value of
$68 per share). Your choice, then, would be to sell the stock and take the
loss or continue to keep your capital tied up, hoping its value will
eventually rebound. Compared to buying stock directly, the option risks
are limited. Stockholders can wait out a temporary drop in price, even
indefinitely. However, the stockholder has no way of knowing when the
stock’s price will rebound, or even if it ever will do so. As an option
buyer, you are at risk for only a few months at the most. One of the risks
in buying stock is the lost opportunity risk—capital is committed in a loss
situation while other opportunities come and go.
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A Long-term Equity AnticiPation Security (LEAPS) is a long-term option
that can be used to solve the problem of time. Unlike the relatively short-lived
listed option, LEAPS can be used to expand many strategies that would otherwise
be impractical, given the time factor.

The long-term option, because of its extended life, can be employed for
some strategies that are not practical with shorter-expiration contracts. LEAPS
can be used as an alternative to buying stock and placing large sums of capital
at risk. This could change the way that you invest in volatile market conditions.
They can also be used to protect paper profits over a period of time, in combi-
nation with other strategies, and for speculative or conservative strategies. The
choice of using listed options or LEAPS options expands the range of strategies
and makes the entire field of options far more flexible; options traders can look
beyond the eight-month range that is typical for listed options and achieve far
more with a greater amount of time in play.

In considering calls and reviewing the broad range of risk levels, you
can consider both short-term and long-term options in developing investment
standards. Throughout the remainder of this book, many examples will employ
listed options as well as LEAPS options to illustrate how strategies can be used
in a number of different ways.

Investment Standards for Call Buyers

Whether using shorter-term listed options or LEAPS calls, you need to not
only be aware of risk levels, but also to establish a clear investment standard for
yourself. This means much more than merely taking the advice of a stockbroker
or financial planner; it means considering a range of ideas and choosing standards
that fit well for you, individually.

People who work in the stock market—including brokers who help in-
vestors to decide what to buy and sell—regularly offer advice on stocks. If a
stockbroker, analyst, or financial planner is qualified, he or she may also offer
advice on trading in options. Three important points should be kept in mind
when working with a broker, especially where option buying is involved.

1. You need to develop your own expertise. The broker might not know as
much about the market as you do. Just because someone has a license does not
mean that he or she is an expert on all types of investments. In fact, due to the
nature of the options market, you may want to become proficient at making your
own options-related decisions. In this case, you may wish to continue employing
outside help for stock-related decisions, but maintain direct control over options
trading.

2. You cannot expect on-the-job training as an options investor. Don’t expect
a broker to train you. Remember, brokers earn their living on commissions and
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When you operate as an option buyer, the decision to exercise or not is
entirely up to you. But as a seller, that decision is always made by someone else.
As an option seller, you can make or lose money in three different ways:

1. The market value of the underlying stock rises. In this instance, the value
of the call rises as well. For a buyer, this is good news. But for the seller, the
opposite is true. If the buyer exercises the call, the 100 shares of stock have to
be delivered by the option seller. In practice, this means you are required to pay
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.

Example

Called Away: You sell a call with a striking price of $40 per share. You
happen to own 100 shares of the underlying stock, so you consider your
risks to be minimal in selling a call. (If the buyer exercises the call, you
already own the shares and would be willing to sell them at the striking
price.) In addition, the call is worth $200, and that amount is paid to
you for selling the call. One month later, the stock’s market value has
risen to $46 per share and the buyer exercises the call. You are obligated
to deliver the 100 shares of stock at $40 per share. This is $6 per share
below current market value. Although you received a premium of $200
for selling the call, you lose the increased market value in the stock,
which is $600. Your net loss in this case is $400.

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.) On the other hand, if your original
cost of the stock was $35 per share, your overall net profit 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 above, 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
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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 first 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 profit.

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 notifies 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 profit 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
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1. The market value of the stock rises. In this case, the put’s value falls in
response. Thus, you may sell the put for a price below the price you paid and
take a loss; or you may hold on to the put, hoping that the stock’s market value
will fall before the expiration date.

Example

Turning It Upside Down: You bought a put two months ago, paying a
premium of 2 ($200). You expected the stock’s market price to fall, in
which case the value of the put would have risen. Instead, the stock’s
market value rose, so the put’s value fell. It is now worth only 0.25, or
$25. You have a choice: Sell the put and take a $175 loss, or hold on to
the put, hoping the stock will fall before the expiration date. If you hold
the put beyond expiration, it will be worthless and your loss will be the
full $200.

This example demonstrates the need to assess risks. For example, with
the put currently worth only $25—nearly nothing—there is very little value
remaining, so you might consider it too late to cut your losses in this case.
Considering that there is only $25 at stake, it might be worth the long shot of
holding the put until expiration. If the stock’s price does fall between now and
then, you stand the chance of recovering your investment and, perhaps, even
earning a profit.

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
significantly 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.
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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 profit. 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 profit 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 flexible
choice than shorter-term listed options. The value of any option tends to fall
slowly at first, 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
stock’s market value will decline even more, increasing your profit. Second, you
may sell the put and take your profit 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 profit 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.
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You can make a choice given the preceding example. You may sell the put
and realize a profit of $700, which offsets the loss in the stock. This choice is
appealing because you can take a profit in the put, but you continue to own the
stock. So if the stock’s price rebounds, you will benefit 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 profit 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 profitably, 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.

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 fixed 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
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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 profit 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 profit.

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
price or above. In addition, to calculate the real loss on buying, overpriced stock
has to be discounted for the premium you received.

Selling puts is a vastly different strategy from buying puts, because it places
you on the opposite side of the transaction. The risk profile is different as well. If
the put you sell is exercised, then you end up with overpriced stock, so you need
to establish a logical standard for yourself if you sell puts. Never sell a put unless
you are willing to acquire 100 shares of the underlying stock, at the striking
price.

One advantage for put sellers is that time works for you and against the
buyer. As expiration approaches, the put loses value. However, if movement in
the underlying stock is opposite the movement you expected, you could end up
taking a loss or having to buy 100 shares of stock for each put you sell. Sudden
and unexpected changes in the stock’s market value can occur at any time. The
more volatile a stock’s price movement, the greater your risk as a seller. You
might also notice as you observe the pricing of options that, due to higher risks,
options on volatile stocks tend to hold higher premium values than those on
more predictable, lower volatility issues.

Smart Investor Tip

Option price behavior is directly affected by the underlying stock and
its attributes. So volatile (higher risk) stocks demand higher option
premiums and tend to experience faster, more severe price changes.
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Put selling strategies can be more flexible when employing LEAPS. Be-
cause there is greater time to go until expiration, the LEAPS put seller has two
advantages. First, the potential decline in stock price is limited in comparison
to the potential rise in the case of using short calls; and second, the premium is
likely to be higher than for shorter-term listed puts.

The potential decline in stock price is limited in two ways. First, the
difference between the striking price and zero is a known quantity. Second and
more realistically, the price of stock is not likely to fall below tangible book value
per share. So risks in short-selling of puts is limited. You will recall that short
selling of calls is far riskier because, in theory at least, a stock’s price could rise
indefinitely.

The second factor—the LEAPS premium—makes put selling practical
due to the cushion that premium provides. However, the larger premium also
reflects a longer time period that LEAPS put sellers remain at risk; so offsetting
the advantage, there is also the disadvantage of having to wait longer for those
profits to materialize.

Example

The Premium Cushion: You believe that a particular stock is likely to
rise in value. It is currently selling at $41 per share. The 30-month
LEAPS puts at a striking price of 40 are available at 9 ($900). You sell a
LEAPS put and receive payment of $900.

If the stock’s value falls as low as $31 per share, you have downside
protection (before trading costs are calculated) due to the nine points
you were paid in premium. However, even if that put were to be
exercised, you consider $40 per share a reasonable price to pay for the
stock. You believe its long-term prospects are strong, so you would not
mind picking up shares at that price level. Considering the payment of
$900 for the LEAPS put, your net basis in stock upon exercise would be
only $31 per share.

Option Valuation

Option values change in direct proportion to the changing market value of the
underlying stock. Every option is associated specifically with the stock of a single
corporation and cannot be interchanged with others. How you fare in your
option positions depends on how the stock’s value changes in the immediate
future.
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Both fundamental and technical indicators have something to offer, and
you can use elements of both to study and identify stocks for option trading.
The distinctions should be kept in mind, however, including both advantages
and disadvantages of each method.

The selection of options cannot be made without also reviewing the at-
tributes of the stock, both fundamental and technical. Whether you treat options
only as a form of speculative side bet or as an important aspect associated with
being in the market, the judgment you use in selection has to apply to the charac-
teristics and values of both the option and the stock. Criteria for the selection of
high-value stocks are at the heart of smart stock market investing. The need for
careful, thorough, and continuing analysis cannot be emphasized too much. So
attributes such as financial strength, price stability and volatility, dividend and
profit history, and others are important, not only to stockholders but to options
traders as well. Picking worthwhile options trades depends on your awareness
of fundamental and technical indicators for the stock, even while you recognize
that short-term indicators may not be reliable.

Smart Investor Tip

In the stock market, the perception of value is of far greater interest in
stock valuation than is the actual fundamental value. Perception in the
market carries far more weight than even fact itself.

The analysis of stock values for the purpose of determining whether to
buy stock is a complex science. When options are added to the equation, it
becomes even more complicated. As shown in Table 1.1, you would consider
stock price movement to be either a plus or a minus depending on whether you
are planning to operate as a seller or buyer, and whether you plan to utilize calls or
puts.

TABLE 1.1 Price Movement in the Underlying Security

Increase in Price Decrease in Price

Call buyer Positive Negative

Call seller Negative Positive

Put buyer Negative Positive

Put seller Positive Negative
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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.

money, and that time value moves independently, gradually dissolving as expira-
tion approaches. From this illustration, you can see how the two forms of value
act independently from one another, because different influences—stock price
versus time—affect the two segments of the option premium.

The total amount of option premium can be expected to vary greatly
between two different stocks at the same price level and identical option features,
due to other influences. These include the perception of value, the stock’s price
history and volatility, stock trading volume, financial status and trends, interest
in options among buyers and sellers, and dozens of other possible influences.
For example, two stocks at the same current price may have options at 35 and
identical expiration dates. But even given identical features, the option premium
could be different for each.

It is important to note that the differences will exist solely in time value,
even though time until expiration is identical. Intrinsic value is always a factor
of the number of in-the-money points in the option, so time value is affected
by many elements other than just the time until expiration. It also reflects
the market’s interest in that option and perceptions about potential for price
movement between now and expiration. So two options with identical striking
prices and market values may have far different time value premiums because of
these perceptions.

In fact, time value is not solely affected by time. It also changes due to the
degree of price movement in the stock and, more specifically, based on percep-
tions about stock price movement. Time value also varies to some degree due to
outside influences, like the market sector of the stock. For example, information
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value.” While this is not entirely accurate, it does agree with a popular definition
but makes no distinction between the attributes of time and nontime segments.

Smart Investor Tip

To find definitions for thousands if investment terms, check
www.investopedia.com.

Option buyers, as a rule, will be willing to pay more for options when they
perceive a greater than normal potential for price movement. Higher levels of
volatility increase risks all around, but also increase potential for bigger profits
in option speculation. Of course, low-volatility stocks are going to be far less
interesting to would-be option buyers, because little price change is expected
in the stock. The same arguments apply to sellers; higher-volatility stocks are
accompanied by options with higher time value and more potential for profits
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
find 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.
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