Introductions to Options

Stock options are investment instruments known as derivative securities. What does that mean? It simply refers to the fact that each stock option derives its value from an actual stock. Each option has an underlying security, so an option's value is directly dependent on the price movement of that underlying security. For example, the value of ABC Corp. options is derived from 100 shares of ABC Corp. stock.

Having established that stock options all have an underlying security, the next point to understand is this: A stock option is a contract which represents the right to buy or sell shares of the underlying security. Each contract generally represents 100 shares of the underlying security, and there are no partial contracts. Options traders can own as few as 1 contract and as many contracts as their options-trading capital will allow.

A call option is a contract that gives the holder the right, but not the obligation, to purchase shares of the underlying security. Purchasing a single ABC Corp. call option gives an option trader the right, but not the obligation, to buy 100 shares of ABC Corp. stock at a predetermined price (also known as the strike price) during a specified period of time.

A put option is a contract that gives its holder the right, but not the obligation to sell shares of the underlying security. It is not necessary for a stock options trader to own shares of a particular stock in order to buy a put option. If an options trader purchases a single XYZ Inc. put, he or she has the right – but not the obligation – to sell 100 shares of XYZ Inc. stock for a particular window of time and at a certain price (also known as the strike price).

In almost all cases, option holders choose not to take any action to buy or sell the underlying shares of their option contracts. Instead, investors normally will resell their call and put options.
Options Expiration
Options have expiration dates. Expiration occurs for stock options on the third Friday of every month, and each stock option is assigned an expiration month.

A stock option receives an expiration date upon its introduction to the market. The time period from when that option comes onto the market until its expiration usually spans about five months; although longer-term options exist, and are available for up to 2 years or longer. These long term options are known as LEAPS. Only during the time period from introduction through expiration may the stock option be bought, held, sold, or exercised.

For example, if you purchase a General Electric June call, GE must make the price move that you anticipated prior to expiration so that you can either resell or exercise the option for a profit on or before the third Friday in June. If, however, the GE shares do not move as you expected, you can sell your option at any time before expiration to cut your losses.
Strike Prices 

Another element that's critical to your basic options education is the concept of strike price. The strike price is the price at which the underlying stock will be bought or sold if you choose to exercise the stock option. Every option contract has a fixed strike price. 

For example, if you purchase an ABC Corp. May 35 call, the strike price is 35. If the price of ABC Corp. – your option's underlying security – reaches 35 on or before the third Friday in May, you may choose to exercise your option and buy 100 shares of ABC Corp. for $35 per share. Or, if you choose not to exercise, you may sell your option as long as you do so on or prior to its date of expiration.

Buying Calls 

Buying a call is the most basic options trading strategy that you can utilize when expecting an upward price movement in a particular security. There are many different methods for choosing an underlying security, but when you buy a call, you are essentially saying that you believe that the underlying security’s value will increase before the option's expiration date.

A couple of things to keep in mind when buying a call:

· Options closer to expiration will cost less, but also have less time to make the desired price move. 

· In-the-money options may be more expensive than out-of-the-money options, but out-of-the-money options have no intrinsic value, only time, and volatility value. 
Buying Puts 

Just as buying calls is the most basic options trading strategy you can employ when expecting upward movement in a stock, put buying is the most basic options trading strategy at your disposal, when you expect a stock's value to drop. By purchasing a put, you are investing in the belief that a particular security's value will fall below a certain price by the option's expiration date.

Here are a couple of things to keep in mind when buying puts:

· Puts can allow you to profit from a downward move in a security. 

Since you are buying an option, you have the right, though not the obligation, to sell the underlying at the strike price. Thus, you do not have to own the shares to buy a put. Only if you exercise your put option would you have to go out in the open market, buy the shares, and then sell the stock at the contract (strike) price. 
· The simplest alternative to capture a profit is to sell the put for a gain after a decline in the stock. 

Some investors might tend to shy away from puts, preferring instead to short the stock. Put buying is a limited-risk alternative to short selling, as they provide leverage without the added cost of margin. Purchasing puts also frees the trader from paying dividends, which is required of the short seller. 

Differentiating Between In-the-Money, At-the-Money, and Out-of-the-Money Stock Options
A stock option may always be categorized in one of three ways: in-the-money, at-the-money, or out-of-the-money. An at-the-money option, also sometimes referred to as an on-the-money option, is one whose strike price is equal to that of the underlying stock's market value. In-the-money and out-of-the-money options are each determined in one of two ways, depending on whether the option is a call or a put. 

A call option is classified as in-the-money if its strike price is less than the market value of the underlying security. For example, an XYZ Inc. July 30 Call would be in-the-money if XYZ is trading above 30. 

If the strike price of a Call is greater than the market value of the underlying security, it is considered out-of-the-money. If the XYZ shares are trading below 30, the XYZ July 30 Call would be out-of-the-money.

For put options, the reverse is true. A put will be in-the-money if its strike price is greater than the market value of the underlying stock and out-of-the-money if the underlying stock's value is greater than the strike price. An XYZ July 30 put, for example, will be in-the-money if XYZ is trading below 30 and out-of-the-money if XYZ is trading above 30.

Intrinsic Value and Extrinsic Value in Stock Options
All of a securities option's total value consists of two components: intrinsic value and Extrinsic value. Options will have intrinsic value only if they are in-the-money. The intrinsic value of an in-the-money option is equal to the difference between the option's strike price and the current value of the underlying stock. For example, if ABC Corp. is trading at 69.15, an ABC May 65 call will have an intrinsic value of 4.15 (69.15 - 65 = 4.15), and an ABC May 70 put will have an intrinsic value of 0.85 (70 – 69.15 = 0.85). Obviously, the deeper a stock option is in-the-money, the higher an intrinsic value it will have.

Any value in an option above its intrinsic value is extrinsic value, and represents a price given for the amount of time an option has until expiration. Extrinsic value may be calculated by subtracting intrinsic value from total value. Continuing with our ABC Corp. example from above, if the ABC May 65 call has a total value of 7.75 with an intrinsic value of 4.15, the extrinsic value will be 3.60 (7.75 – 4.15). If the May 70 put has a total value of 3.90 with a 0.85 intrinsic value, the extrinsic value will be 3 (3.890 – 0.85 = 3.05). Extrinsic value consists of time value and volatility. The more time a stock option has remaining until expiration, the higher its value will be since additional time improves the chances that the option will make the desired move. The more volatility a stock option has, the higher its value. 
How Stocks and Stock Options Differ
Unlike stocks, options have a limited life. If an expected move does not immediately occur, a stock investor can say, "I'll give it another week." This is not always true with options trading. Each option has a set expiration date. At expiration, an option is either worth the difference between its strike price and the current security price, or it's worthless.

There are a couple of key factors to keep in mind when dealing with the limited life of options. The first key factor is the understanding that an option's value depends on the ability to correctly predict both the direction and timing of a move in the price of the underlying stock.

The first variable, direction, is easily understood. If the expectation is that the underlying stock price will go up, but instead it goes down, the investor loses money. (However, an options investor could earn money if the expectation is that the underlying stock price will drop and the price does drop.) 

The second key variable in options trading is the timing of the direction. For instance, the holder (buyer) of an ABC Corp. May 35 call is guaranteed the right to buy 100 shares of the stock at $35 per share at any time before the option's May expiration, even if the stock rallies to $40, $50, or even $70 per share. However, it costs more to pay for a July 35 call than a May 35 call, because of the additional time, and therefore, improved likelihood, that the stock will rally above the price of $35 per share.

Dividends are another key difference between stock and option trading. Dividends do not represent a change in value to the holder of a stock, because the stock price moves down approximately the same value as the dividend paid to the shareholder. This is not true in options. An option does not give the holder the right to receive a dividend. Thus, when a dividend is paid and the stock subsequently falls, an option holder bears the full brunt of the dividend paid. This is a negative characteristic for a holder of a call option. However, the holder of a put option, who is betting the stock will go down anyway, actually gains from this occurrence. Of course, the options market anticipates the impact of upcoming dividends and tends to discount for this effect just before the dividend is paid. 

Remember, an option does not give the holder ownership rights, voting rights, or a share of the company; it entitles the owner to benefit only from the stock's price movement.
Myths about Stock Options
For years, the options market was shrouded in mystery as transactions took place with obscure options dealers who set the prices and terms of options contracts. The Chicago Board Options Exchange (CBOE) created "listed options" that became the standard, and option prices were set in an auction market nearly identical to the stock exchanges. For the first time, this allowed the option holder to choose to sell his contract on the open market before it expired.

Trading volume in listed options has exploded. But many of the myths associated with options have lingered. Unfortunately, these myths have caused many investors to remain on the sidelines while they could be utilizing options profitably or for reducing risk.

Myth # 1
90% of Options expire worthless.
This "statistic" is often bandied about by those who have no experience trading options. According to the Options Clearing Corp., about 30% - 40% of all options expired worthless -- a far cry from 90%.
Myth #2
Options are Much Riskier than Stocks or Mutual Funds.
Options are actually a cheap way to reduce your risk. How? By limiting your total dollar exposure to a fraction of what you would invest in stocks or mutual funds. You can also purchase both call and put options, since put options are profitable when the underlying stock declines in prices.
Myth # 3
 The Big Losses in the 1987 Crash Were Suffered by Option Buyers.

The big losses in the 1987 crash were suffered by those who sold put options. The unfortunate put sellers in 1987 experienced losses of such great magnitude that many of them could not meet their obligations. Many put option buyers, on the other hand, scored big profits in 1987.
Myth # 4
Options are too complicated.

Nonsense! Anyone can easily learn how to trade options. If we are bullish on a stock, we can buy a call option on that stock. For a fraction of the underlying stock price, you "rent" any appreciation in the stock above a particular price for a specified time. If we are bearish on a stock, you can buy a put option. Here you "rent" any decline in the underlying stock below a particular price for a specified time. It's that simple
A Brief History of Stock Options
On April 26, 1973, the Chicago Board Options Exchange (CBOE) opened and traded the first standardized, exchange-listed equity option. Although the CBOE listed only call options on 16 underlying stocks, a revolutionary new financial instrument had been created. The CBOE traded just over 1 million option contracts during the first year.

To help insure the stability and integrity of the options market, the Options Clearing Corporation (OCC) was also started in 1973. Composed of more than 135 Clearing Members, the OCC is the issuer and registered clearing facility for all exchange-listed securities options in the U.S.

During the next few years, options became popular and other securities exchanges began entering the business. The American Stock Exchange and the Philadelphia Stock Exchange started trading options in 1975, and the Pacific Stock Exchange introduced option trading in 1976. In 1977, put options became exchange listed and expanded the benefits of options. On March 11, 1983, the CBOE transformed options trading when it introduced index options in the form of the S&P 100 Index. The New York Stock exchange joined the others and introduced option trading in June 1985. (Subsequently the New York Stock exchange sold its options business to the Chicago Board Options Exchange in 1996.) In May 2000, the International Securities Exchange started trading options as the nation's first entirely electronic options market. The Boston Options Exchange started trading on February 6, 2004 with plans to scale up to 1,000 classes by the end of 2006.
In response to the heavy interest in options, the Options Industry Council (OIC) was founded in 1992 by the nation's options exchanges. A non-profit organization, the OIC works to educate investors on the risks and rewards of options trading. Investors have access to free educational videos, software, brochures, and evening seminars through the organization.

As testimony to the popularity of options trading, more than 2 billion contracts were traded in 2006. Record-setting volume has occurred in the past 4 consecutive years and 9 of the past 10 years. 

Additional options information can be requested from the 6 exchanges, OCC, and OIC as follows:

American Stock Exchange


www.amex.com

Chicago Board Options Exchange

www.cboe.com

Philadelphia Stock Exchange 


www.phlx.com

Pacific Stock Exchange


www.pacificex.com



International Securities Exchange

www.iseoptions.com

Boston Options Exchange


www.bostonoptions.com

Options Clearing Corporation


www.optionsclearing.com

Options Industry Council


www.888options.com
