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Introduction to Option Trading 
 
 
A re y ou ready  to enter th e integral  w orl d of  options?  F irst and f orem ost,  gaining a f irm  
understanding of  th e b asics is param ount.  L earning options can initial l y  seem  a daunting task  
and at tim es th e “ rab b it h ol e”  seem s endl ess. U til iz ing options can b e com pl ex  and th ere is a 
signif icant l earning curv e in order to tak e f ul l  adv antage of  th em . Th e f ol l ow ing ch apters are 
designed to h el p y ou gain a f ul l  understanding of  th e f undam ental  structure and l ogic inv ol v ed in 
creating and m aintaining a successf ul  option portf ol io.  Th e th ink orsw im  G roup is com m itted to 
h el ping y ou th rough  th e l earning process and supporting our cl ientel e.  
 
R egards,  
 
D on K auf m an 
 
 
C h ief  D eriv ativ es Instructor,  th ink orsw im  G roup 
dk auf m an@ th ink orsw im .com  
 
 
 
C a l l s  a n d  P u t s  
 
It is im perativ e to understand th at w h en b uy ing cal l s or puts,  th e potential  m ax im um  l oss is 
l im ited to th e am ount paid f or each  contract. W h en sel l ing cal l s or puts,  th e potential  m ax im um  
l oss is unl im ited (S h ort puts real l y  h av e risk  l im ited to th eir strik e price,  m inus th e prem ium  
col l ected,  b ut are stil l  considered unl im ited f or al l  intents and purposes.). Th eref ore,  w h en y ou 
b uy  an option,  y ou are l im iting y our risk  b y  transf erring it to w h oev er sol d th e option. W h en y ou 
sel l  an option sh ort,  y ou are accepting th e risk  f rom  w h oev er b ough t th e option. Options can of f er 
a great deal  of  l ev erage,  m eaning y ou can assum e th e risk / rew ard ex posure of  a l arge position in 
stock ,  f or a rel ativ el y  sm al l  am ount of  m oney .  
 
Y ou m ust real iz e th at th ere are al w ay s trade-of f s in options. Y ou m ust isol ate y our specul ation;  
th at is,  precisel y  pinpoint w h at y ou th ink  is going to h appen to a stock ,  and w h en it is going to 
h appen. Y ou m ust b al ance potential  risk  w ith  potential  rew ard. A l w ay s k eep in m ind th at in option 
trading,  y ou nev er get any th ing f or f ree:  y ou eith er tak e on risk  f or prem ium ,  or pay  som eone 
el se to carry  y our risk .  
 
Buying  C a l l s  
 
B uy ing a cal l  is perh aps th e m ost com m on and straigh tf orw ard option position. It is a strategy  
th at is used if  y ou th ink  a stock ' s price w il l  rise,  and can b e seen as a sub stitute f or b uy ing stock . 
B uy ing a cal l  of f ers l ev erage and l im ited risk . It costs l ess to b uy  an option th an it does to b uy  
th e underl y ing stock ,  and is general l y  considered l ess risk y  th an a position in stock ,  due to 
options’ inh erent l ow er capital  req uirem ents. B ut y ou h av e to b e conf ident th at th e stock  price 
w il l  rise suf f icientl y  to of f set th e prem ium  and com m ission y ou paid,  b ef ore th e ex piration date of  
th e option. Options ex pire;  stock s do not. Y ou can " sit"  on a stock  and h ope th at it w il l  ev entual l y  
rise in price. Y ou can' t do th at w ith  a cal l  option. If  th e stock  price doesn' t rise enough  b y  a 
certain date,  th e cal l  option w il l  ex pire w orth l ess or at a l ow er price th an y ou original l y  paid. S o,  
it' s not enough  to b e b ul l ish  on a stock  in order to j ustif y  b uy ing a cal l . 
 
Th ere are trade-of f s b etw een potential  risk ,  th e prob ab il ity  of  prof it,  and th e potential  prof it. F or 
ex am pl e,  an option' s v al ue is continuousl y  w h ittl ed dow n b y  th e passage of  tim e (tim e decay ). 
Th ere is a constant b attl e b etw een th e erosion of  y our option' s v al ue,  w aiting f or a f av orab l e 
m ov e in th e stock  price,  and/ or an increase in its im pl ied v ol atil ity ,  w h ich  can increase th e v al ue 
of  th e option. Th eref ore,  y ou need to consider th e tim ing and th e m agnitude of  th e anticipated 
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m ov e in th e stock ' s price. E ach  one of  th ese v ariab l es constitutes a point of  specul ation th at y ou 
are accepting w h en y ou trade options.  
 
S o,  y ou m ust decide w h eth er to b uy  a cal l  w ith  m ore or f ew er day s to ex piration. A n option w ith  
f ew er day s to ex piration h as a f ew  adv antages. F irst,  al l  oth er th ings b eing eq ual ,  it is ch eaper 
th an an option w ith  m ore day s to ex piration. Th at m eans y ou w il l  h av e a sm al l er dol l ar l oss if  y ou 
specul ated erroneousl y . S econd,  al l  oth er th ings b eing eq ual ,  if  th e stock  price m ov es up,  th e 
stock  w il l  prob ab l y  ex h ib it a greater percentage increase in v al ue th an an ex pensiv e l onger-term  
option. S o w h y  ev er consider b uy ing an option w ith  m ore day s to ex piration (tim e v al ue)?   
 
W el l ,  options w ith  m ore day s to ex piration h av e th eir adv antages too. F irst,  th ere is m ore tim e f or 
th e stock  to m ak e a f av orab l e m ov e. A t a stab l e v ol atil ity ,  a stock  w il l  h av e a b etter ch ance to 
m ak e a m uch  greater m ov e up or dow n,  giv en m ore tim e. Th ere w il l  b e a greater opportunity  f or 
th e stock  to rise suf f icientl y  and/ or recov er f rom  price decl ines,  in order f or th e cal l  to b e 
prof itab l e. Y ou don' t w ant th e stock  to m ak e its b ig “ up”  m ov e th e day  af ter y our cal l  options 
ex pire. S econd,  an option w ith  m ore day s to ex piration w il l  ex perience l ess price erosion (decay ) 
as tim e passes,  and a sm al l er percentage l oss if  th e price of  th e stock  rem ains unch anged or 
decreases in v al ue.  
 
C h anges in im pl ied v ol atil ity  af f ect options w ith  m ore or f ew er day s to ex piration dif f erentl y . C al l s 
w ith  m ore day s to ex piration are m ore sensitiv e to ch anges in im pl ied v ol atil ity  th an are cal l s w ith  
f ew er day s to ex piration. Y ou h av e to rem em b er th at im pl ied v ol atil ity  can f l uctuate,  and can 
adv ersel y  af f ect y our position if  it m ov es against y ou.  
 
W h eth er to b uy  an “ in-th e-m oney ” - ITM ,  “ at th e m oney ” - A TM ,  or “ out-of -th e-m oney ” - OTM  cal l  
is anoth er decision y ou h av e to m ak e,  b ecause each  of  th em  respond dif f erentl y  to ch anging 
conditions. A n ITM  option acts th e m ost l ik e a stock  position. Th e deeper it is ITM ,  th e m ore it 
ex h ib its its underl y ing stock ’s price b eh av ior. D eep ITM  options are af f ected l ess b y  tim e and 
ch anges in v ol atil ity ,  and m ore b y  th e stock  price m ov ing up and dow n.  
 
A n A TM  option h as th e greatest l ev el  of  uncertainty . It is th e m ost sensitiv e to ch anges in th e 
stock  price,  v ol atil ity  and passing tim e. Th is can b e good or b ad,  depending on y our position.  
 
Th e ow ner of  an OTM  cal l  option b egs f or a dram atic rise in th e price of  th e stock . If  th ere is a b ig 
enough  m ov e in th e stock ,  an OTM  cal l  can del iv er a m uch  h igh er percentage prof it th an an ITM  
or A TM  cal l . A nd if  th e stock  price f al l s precipitousl y ,  th e l oss on th e OTM  cal l  is sm al l er th an on 
an A TM  or ITM  cal l . B ut rem em b er,  a b ig m ov e in m ost stock s is statistical l y  l ess l ik el y  th an a 
sm al l er m ov e;  so,  if  th e price increase in th e stock  isn' t dy nam ic enough ,  OTM  cal l s w il l  ex pire 
w orth l ess.  
 
S e l l ing  C a l l s  S h o r t  
 
S el l ing a cal l  sh ort is v irtual l y  th e m irror im age of  b uy ing a cal l . It' s th e specul ation th at th e price 
of  th e stock  w il l  f al l ,  stay  th e sam e,  or rise sl igh tl y . Y ou h av e to consider th e sam e v ariab l es as 
w h en b uy ing a cal l ,  j ust rev erse y our directional  sentim ent. R em em b er,  a sh ort cal l  h as l im ited 
prof it potential  (a f inite prem ium ) in ex ch ange f or th e unl im ited risk / l osses y ou w il l  incur w ith  a 
sh ort cal l  on stock  th at suddenl y  sk y rock ets. W h en considering sel l ing a cal l  sh ort,  y ou sh oul d 
prob ab l y  augm ent it w ith  an option position th at stil l  ex presses y our m ark et opinion b ut l im its th e 
upside risk .  
 
Buying  P ut s  
 
B uy ing puts is a strategy  th at prof its f rom  a decl ine in a stock ' s price. Th e onl y  practical  
dif f erence b etw een b uy ing puts and cal l s is th at y ou w ant th e stock  price to go dow n if  y ou’re 
l ong puts,  and up if  y ou’re l ong cal l s. Tak ing th e ch ange in directional  sentim ent f or a l ong put 
into account,  th e decisions ab out day s to ex piration,  v ol atil ity ,  ITM ,  A TM ,  and OTM  are al l  
b asical l y  th e sam e f or a put as th ey  are f or a cal l .  
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B uy ing a put is an ef f ectiv e al ternativ e to sel l ing stock  sh ort. S h ort stock  can h av e h igh  m argin 
req uirem ents,  and som e b rok ers restrict th eir custom ers f rom  sh orting stock . U nl ik e sh ort stock ,  
b uy ing puts is a l im ited risk  strategy . S trictl y  speak ing,  th e potential  prof it on a l ong put is th e 
dol l ar v al ue of  th e strik e price of  th e put,  m inus th e prem ium  paid. A  b uy er' s option risk  is 
l im ited:  eq ual  to 10 0 %  of  th e prem ium  paid. 
 
 
 
S e l l ing  P ut s  S h o r t  
 
S el l ing a put sh ort is v irtual l y  th e m irror im age of  b uy ing a put. L ik e th e potential  prof it on a l ong 
put,  th e risk  of  a sh ort put is th e dol l ar v al ue of  th e strik e price of  th e put,  m inus th e prem ium  of  
th e put. B ecause a stock  can nev er h av e a v al ue l ess th an z ero,  th e potential  l oss on a sh ort put 
can b e v ery  l arge,  b ut it is not unl im ited. W h en considering sel l ing a put sh ort,  y ou sh oul d 
prob ab l y  augm ent it w ith  an option position th at stil l  ex presses y our m ark et opinion b ut l im its th e 
dow nside risk . 
 
W h en trading options,  y ou h av e to ref ine y our points of  specul ation to incorporate h ow  m uch  y ou 
th ink  th e stock  m ay  m ov e,  h ow  m uch  tim e it w il l  tak e f or th e stock  to m ov e,  and h ow  im pl ied 
v ol atil ity  m igh t ch ange. N ov ice option traders ty pical l y  ignore one or m ore of  th ese f actors - a 
m aj or reason th ey  l ose m oney . U nderstanding th e real  trade-of f s in options w il l  h el p ex pl ain y our 
option positions’ b eh av ior.  
 
 
T h e  G r e e k s  
 
B uy ing an option,  w h eth er it' s a cal l  or put,  is k now n as b uy ing prem ium ;  sel l ing or sh orting an 
option,  w h eth er it' s a cal l  or put,  is k now n as sel l ing prem ium . Th is term inol ogy  im pl ies a certain 
eq uiv al ency  b etw een cal l s and puts. Indeed,  cal l s and puts sh are m any  ch aracteristics.  
 
M ath em atical  eq uations h av e b een dev el oped to h el p estim ate h ow  m uch  an option prem ium  w il l  
ch ange as th e underl y ing stock  m ov es and as options approach  ex piration. Th ese eq uations are 
com m onl y  ref erred to as th e “ G reek s” . 
 
Th e G reek s of  cal l s and puts are cal cul ated f rom  th e price of  th e stock ,  th e strik e price of  th e 
option,  th e estim ated v ol atil ity  of  th e stock ,  th e tim e to ex piration of  th e option,  th e current 
interest rate,  and any  div idends pay ab l e on th e stock  b ef ore ex piration. 
 
D e l t a   
 
1) Th e del ta of  a position is th e ch ange in th e price of  an option rel ativ e to a ch ange in th e 
price of  th e underl y ing stock ,  w h en al l  oth er f actors are h el d constant.  D el ta is th e rate of  
ch ange in option (th eoretical l y ),  f or a one-unit ch ange (one dol l ar m ov e) in th e underl y ing stock  
price.  
 
2) Th e del ta of  a l ong cal l  is positiv e and f or a sh ort cal l  is negativ e. Th e del ta of  a l ong put 
is negativ e and f or a sh ort put is positiv e.   
 
3) One del ta in any  giv en underl y ing is eq uiv al ent to 1 sh are of  stock  in th at underl y ing.  
E x am pl e:  a trader is l ong 1 contract of  an option w ith  a .33 del ta.  Th e trader h as net 33 del tas 
as 1 contract is eq ual  to 10 0  sh ares of  stock .  Th eref ore th e trader h as a net position th at 
currentl y  m im ics th e risk  of  ow ning 33 sh ares of  stock  in th e underl y ing.    
 
4) E x p e r ie nc e d  t r a d e r s  f o c us  o n t h e  a g g r e g a t e  d e l t a  o f  t h e  p o s it io n.  Th e aggregate 
del ta can b e com posed of  num erous indiv idual  or com pl ex  option trades w ith  a net position 
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ex pressed as a del ta.  Y ou can add,  sub tract,  and m ul tipl y  del tas to cal cul ate th e del ta of  a 
position of  options and stock . Th e position del ta is a w ay  to see th e risk / rew ard ch aracteristics of  
y our position in term s of  sh ares of  stock . Th e th ink orsw im  sof tw are presents position del tas on 
th e M ON TIOR  TA B .  It is C R ITIC A L  f or successf ul  risk  m anagem ent a trader h av e a grasp of  th e 
del ta risk  of  th eir total  position.  

E x am pl e 1:   A  trader purch ases 3 contracts of  G OOG  cal l  th at currentl y  h as a del ta of  .42.  
Th is aggregate del ta is eq ual  to 126 G OOG  del tas or th e eq uiv al ent risk  of  ow ning 126 
sh ares of  G OOG . 
E x am pl e 2:   A  trader is + 230 0  G OOG  del tas.  Th is position of  + 230 0  G OOG  del tas m ay  b e 
a com pil ation of  num erous stock  and option trades on G OOG ;  incl uding l ong stock  
(positiv e del ta),  sh ort puts (positiv e del ta),  l ong cal l s (positiv e del ta).  A l l  of  th ese trades 
can b e v iew  as an aggregate del ta on th e th ink orsw im  M ON ITOR  TA B . 

D e l t a  c a n b e  v ie w e d  a s  a n ind ic a t o r  o f  a  t r a d e r ’s  m a r k e t  d ir e c t io na l  b ia s . P o s it iv e  d e l t a  
is  b ul l is h ;  ne g a t iv e  d e l t a  is  b e a r is h . Th eref ore,  if  a trader w ants to get l ong th e m ark et (or 
m ore b ul l ish ),  th ey  w oul d to add positiv e del tas (l ong del ta). If  a trader intends to get sh ort th e 
m ark et (or m ore b earish ),  th ey  w oul d need to add negativ e del tas (sh ort del ta).   
 
 
5) D el ta is th e prob ab il ity  of  an option f al l ing in th e m oney  on ex piration b y  one penny  or 
m ore.  E x am pl e:  th e del ta of  an indiv idual  option is .18 ;  th eref ore th at strik e option h as 
approx im atel y  an 18 %  ch ance of  f al l ing in th e m oney  b y  one penny  or m ore on ex piration.  
C onv ersel y ,  and option w ith  an 18 %  ch ance of  f al l ing in th e m oney  h as an 8 2%  ch ance of  
ex piring w orth l ess.  * N o t e :  D el ta is N OT m ath em atical l y  eq uiv al ent to th e prob ab il ity  of  ex piring 
b ut is com m onl y  ref erenced as a rough  estim ate f or prob ab il ity  of  ex piring.  P rob ab il ity  of  
E x piring can b e f ound util iz ing th e th ink orsw im  TR A D E  TA B  under IN F OR M A TION  L A Y OU TS . 
 
 
T r a d e r s  N o t e s :   D el ta is m ost of ten used b y  ex perienced traders to v iew  risk  and ov eral l  dol l ar 
ex posure to an indiv idual  underl y ing or th e entire m ark etpl ace.  Traders sh oul d estab l ish  a 
“ com f ortab l e”  del ta and periodical l y  adj ust a position to rem ain w ith in th ose param eters.  D el ta is 
y our R IS K  in D OL L A R S  and sh oul d b e m onitored cl osel y .   

E x am pl e:  a trader h as a position th at ex h ib its + 29 0 0  S P Y  del tas.  Th is l iteral l y  m eans f or 
ev ery  dol l ar m ov e in th e S P Y  th e trader w il l  m ak e or l ose $ 29 0 0 .  A  $ 1 m ov e up in th e S P Y  w il l  
y iel d th e trader a $ 29 0 0  prof it w h il e a $ 1 m ov e dow n in th e S P Y  w il l  cost th e trader $ 29 0 0  
(respectiv el y ).  
 
 
G a m m a  
 
Gamma is th e G reek  th at ref l ects ch anges in del ta. If  y ou l ook  at del ta as th e " speed"  of  y our 
option position,  gam m a is th e " accel eration" . G am m a is th e ch ange in an option’s del ta f or a one-
unit ch ange in th e underl y ing stock  price. Th e gam m a of  l ong options,  cal l s or puts,  is al w ay s 
positiv e;  of  sh ort options,  al w ay s negativ e. G am m a is h igh est f or th e near-term  A TM  strik e,  and 
sl opes of f  tow ard th e ITM  and OTM  strik es. One good w ay  of  interpreting gam m a is th at l ong 
gam m a " m anuf actures"  del tas in th e direction th e stock  is m ov ing. Th at is,  positiv e gam m a is 
w h y  l ong cal l s get m ore positiv e del ta w h en th e stock  price rises,  and w h y  l ong puts get m ore 
negativ e del ta w h en th e stock  price f al l s. W ith  a sm al l  gam m a,  y our position del ta prob ab l y  w on' t 
ch ange m uch . Th e m ore gam m a in y our position,  th e m ore y our position del ta can ch ange 
radical l y ,  and th eref ore sh oul d b e m onitored cl osel y .  
 

T r a d e r s  N o t e s :   G am m a is an estim ate of  h ow  m uch  th e del ta of  an option ch anges w h en th e 
price of  th e stock  m ov es $ 1.0 0 . Th e rate of  ch ange in an option’s del ta is its gam m a. W h ere del ta 
rel ates to direction (positiv e del ta is b ul l ish  and negativ e del ta is b earish ),  gam m a rel ates to 
speed. Th e l arger th e gam m a th e f aster th e rate of  ch ange in del ta.  G am m a m easures speed of  
th e del ta.  A s a tool ,  gam m a can tel l  y ou h ow  “ stab l e”  y our del ta is. A  l arge gam m a m eans th at 
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y our del ta can start ch anging dram atical l y  and q uick l y  (speed) f or ev en a sm al l  m ov e in th e stock  
price.  G am m a accel erates as options m ov e cl oser to ex piration.  G am m a can b e util iz ed to 
estim ate f uture del tas of  a trader’s net position w ith  ch anges in th e underl y ing. E x am pl e:  A  trader 
is h ol ding a position on X Y Z  (nak ed sh ort cal l s) and is -30 0  del tas w ith  -125 gam m a.  Th e del ta of  
th e position w il l  b e inv ersel y  af f ected to th e underl y ing m ov em ent.  If  th e underl y ing m ov es up 
$ 1 th e new  del ta w il l  b e -425 del tas;  conv ersel y  is th e stock  m ov es dow n $ 1 th e positions del ta 
w il l  ref l ect -175 del tas.  G A M M A  is  a  s t r a t e g ic  a nd  e s s e nt ia l  c o m p o ne nt  in t h e  
m a na g e m e nt  o f  a n o p t io n t r a d e r ’s  p o r t f o l io  r is k . 

 
 
T h e t a   
 
T h e t a is th e dol l ar v al ue per day  th at one unit of  gam m a generates,  eith er positiv e or negativ e.  
Th eta is inev itab l e.  Th eta is used to estim ate h ow  m uch  an option’s ex trinsic (tim e) v al ue is 
w h ittl ed aw ay  b y  th e al w ay s-constant passage of  tim e.  L ong cal l s and puts h av e negativ e th eta,  
and al l  oth er th ings b eing eq ual ,  l ose m oney  as tim e passes. S h ort cal l s and puts h av e positiv e 
th eta,  and al l  oth er th ings b eing eq ual ,  m ak e m oney  as tim e passes. Th e th eta of  options is 
indirectl y  proportional  to gam m a. W h en gam m a is b ig and positiv e,  th eta tends to b e b ig and 
negativ e. Th at' s th e trade-of f . A  position th at h as a l ot of  gam m a al so h as a l ot of  th eta.  
 
T h e t a is h igh est f or th e A TM  strik e,  and sl opes of f  to th e ITM  and OTM  options,  responds to th e 
passage of  tim e,  and ch anges in v ol atil ity ,  th e sam e w ay  th at gam m a does.  
 
V e g a  
 
V e g a m easures th e rate of  ch ange in an option’s price f or a one-unit ch ange in v ol atil ity . L ong 
cal l s and puts b oth  h av e positiv e v ega and,  al l  th ings b eing eq ual ,  m ak e m oney  w h en im pl ied 
v ol atil ity  rises. S h ort cal l s and puts b oth  h av e negativ e v ega and,  al l  th ings b eing eq ual ,  m ak e 
m oney  w h en im pl ied v ol atil ity  f al l s. Im pl ied v ol atil ities m ov e up and dow n,  som etim es in 
f righ teningl y  l arge am ounts. W h en m ark ets are sl uggish ,  im pl ied v ol atil ities of ten drop,  com b ining 
w ith  th eta,  to th e dem ise of  l ong option positions.  
 
Th e m ore tim e th ere is until  ex piration,  th e h igh er th e v ega is f or an option. V ega al so depends 
on w h ere th e price of  th e stock  is rel ativ e to th e option strik e price. J ust as,  gam m a,  th eta,  and 
v ega are h igh est f or th e A TM  options and drop f or th e OTM  and ITM  options,  A TM  options w ith  
signif icant tim e to ex piration are th e m ost sensitiv e to ch anges in im pl ied v ol atil ity .  
 
P ositiv e v ega m eans th at th e v al ue of  an option position increases w h en v ol atil ity  increases,  and 
decreases w h en v ol atil ity  decreases. N egativ e v ega m eans th at th e v al ue of  an option position 
decreases w h en v ol atil ity  increases,  and increases w h en v ol atil ity  decreases. 
 
 
T r a d e r s  N o t e s :   G r e e k s :  W h at are w e as option traders try ing to accom pl ish  w ith  th e greek s of  
our option positions?   Th is A dv anced l ev el  options course is designed to educate option traders to 
b e net sh ort option prem ium  in a def ined risk  m anner w ith out tak ing signif icant directional  
m ark et risk .  S pecif ical l y ,  sel l ing options in a def ined risk  m anner in order to ach iev e option decay  
in th e traders f av or w ith out tak ing th e risk s associated w ith  sel ecting a m ark et direction.  In th e 
l arger depiction of  th is w e are try ing to attain a f l at or ne ut r a l  d e l t a .   Th is entail s tak ing v ery  
l ittl e or l im ited directional  risk  w h en initial l y  pl acing a position.  S econd,  w h en sel l ing options our 
positions w il l  ref l ect th is w ith  a net ne g a t iv e  g a m m a  num b er.  Th ird,  w e try  at al l  tim es to k eep 
a p o s it iv e  t h e t a .  P ositiv e th eta is critical  b ecause al l  oth er th ings b eing eq ual  a positiv e th eta 
m eans w e are col l ecting option prem ium  as w e m ov e th rough  tim e.   F inal l y ,  v ega can drif t 
b etw een positiv e and negativ e depending upon a traders anal y sis of  current v ol atil ity  of  th e 
ov eral l  m ark et.  
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V e r t ic a l s  
 
V ertical s are th e m ost b asic option spread. B uy ing one cal l  or put and sel l ing anoth er one at a 
dif f erent strik e price,  b ut in th e sam e ex piration m onth ,  h edges one option against th e oth er:  
w h en one m ak es m oney ,  th e oth er l oses m oney . Th e idea is,  th at in ex ch ange f or rel ativ el y  l ow  
risk ,  y ou’re giv ing up th e possib il ity  of  stratosph eric gains. V ertical s are popul ar w ith  
prof essional s b ecause of  th eir l im ited risk  nature. In som e stock s,  option v ol atil ity  is so h igh  it 
proh ib its b uy ing options outrigh t,  w h ereas v ertical s ty pical l y  don’t cost a l ot. V ertical s al so of f er 
inv estors an ef f icient w ay  to create l ong or sh ort ex posure in a stock .  
 
A  l o n g  v e r t i c al  c al l  s p r e ad  is l ong a l ow er strik e cal l  and sh ort a h igh er strik e cal l . F or ex am pl e,  
l ong 1 X Y Z  D ec 10 0  cal l  and sh ort 1 X Y Z  D ec 10 5 cal l . A  s h o r t  c al l  v e r t i c al  is sh ort a l ow er strik e 
cal l  and l ong a h igh er strik e cal l :  sh ort 1 X Y Z  D ec 10 0  cal l  and l ong 1 X Y Z  D ec 10 5 cal l . 
 
A  l o n g  p u t  v e r t i c al  is l ong a h igh er strik e put and sh ort a l ow er strik e put. F or ex am pl e,  l ong 1 
X Y Z  D ec 10 0  put and sh ort 1 X Y Z  D ec 9 5 put. A  s h o r t  p u t  v e r t i c al  is sh ort a h igh er strik e put and 
l ong a l ow er strik e put. F or ex am pl e,  sh ort 1 X Y Z  D ec 10 0  put and l ong 1 X Y Z  D ec 9 5 put. 
 
L ong cal l  v ertical s and sh ort put v ertical s are b ul l ish .  S h ort cal l  v ertical s and l ong put v ertical s 
are b earish . B ecause y ou are b uy ing one option and sel l ing anoth er,  y ou h av e l ess th eta (tim e 
decay ) and v ega (v ol atil ity ) risk  in a v ertical ,  th an y ou w oul d b uy ing indiv idual  cal l s or puts. 
  
In addition to b ul l ish  and b earish  considerations,  do y ou w ant th e passage of  tim e to h el p y ou 
(positiv e th eta),  or are y ou w il l ing to l et it h urt y ou (negativ e th eta)?  D o y ou th ink  im pl ied 
v ol atil ity  w il l  rise (positiv e v ega),  f al l  (negativ e v ega),  or stay  th e sam e (neutral  v ega) during 
y our tim e f ram e?  V ertical s can b e created to ref l ect th ese sentim ent v ariab l es,  b y  com b ining in-
th e-m oney ,  at-th e-m oney ,  and out-of -th e-m oney  options. 
 
A t th e ex piration of  th e options,  a v ertical  w il l  al w ay s h av e a v al ue b etw een $ 0  (w h en total l y  
OTM ) and th e dif f erence b etw een th e strik es (w h en total l y  ITM ). F or ex am pl e,  if  th e stock  price is 
$ 120  at ex piration,  th e l ong 10 0 / 10 5 cal l  v ertical  w il l  h av e a v al ue of  $ 5.0 0 ,  w h ereas th e l ong 
10 0 / 9 5 put v ertical  w il l  h av e a v al ue of  $ 0 . A  l ong cal l  v ertical ,  or a sh ort put v ertical  real iz es its 
m ax im um  prof it w h en th e stock  price is ab ov e th e h igh er strik e price at th e options’ ex piration. A  
sh ort cal l  v ertical  or l ong put v ertical  real iz es its m ax im um  v al ue,  w h en th e stock  price is b el ow  
th e l ow er strik e price at th e options’ ex piration.  
 
S h ort out-of -th e-m oney  v ertical s al so m ak e m oney  if  th e underl y ing stock  doesn’t m ov e v ery  
m uch . Tim e decay  w ork s to th eir adv antage,  and th eir risk  is def ined. Th at’s w h y  th ey ’re a good 
strategy  to consider w h en y ou’re starting out trading options. 
  
W h il e som e ch oose to sel l  nak ed options to tak e adv antage of  positiv e tim e decay ,  th ere is a 
h uge risk  inv ol v ed. Th e sh ort v ertical  spread carries l ess risk  th an sel l ing options nak ed,  and stil l  
tak es adv antage of  positiv e tim e decay . 
 
T im e  S p r e a d s  
 
Tim e spreads are anoth er b asic option spread. Th ey  are com prised of  one sh ort option and one 
l ong option on th e sam e underl y ing,  at th e sam e strik e price,  b ut in dif f erent ex piration m onth s. 
S pecif ical l y ,  a l o n g  c al l  t i me  s p r e ad  is sel l ing a f ront m onth  cal l  at a certain strik e,  and b uy ing a 
cal l  in a def erred m onth  (b ack  m onth ),  at th e sam e strik e. F or ex am pl e,  sh ort 1 X Y Z  Oct 10 0  cal l  
and l ong 1 X Y Z  D ec 10 0  cal l . A  p u t  t i me  s p r e ad  is sel l ing a put in a f ront m onth  at a certain 
strik e,  and b uy ing a put in a def erred m onth  at th e sam e strik e. F or ex am pl e,  sh ort 1 X Y Z  Oct 9 5 
put and l ong 1 X Y Z  D ec 9 5 put. In tim e spreads,  one option in th e position ex pires b ef ore th e 
oth er. Y ou h av e to k eep th is in m ind,  b ecause th e tim e dif f erential  b etw een ex pirations 
necessitates adj ustm ents and presents risk s th at oth er ty pes of  positions do not.  
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Tim e spreads,  w h eth er using cal l s or puts,  attain m ax im um  prof it w h en th e stock  is at th e strik e 
price of  th e options,  and th e f ront m onth  option is ex piring. Tim e spreads l ose th e m ost v al ue 
w h en th e stock  is v ery  f ar aw ay  f rom  th e strik e price of  th e options. If  y ou b uy  a tim e spread,  
y ou w ant th e stock  price to b e at th e strik e price at ex piration. If  y ou sel l  a tim e spread,  y ou 
w ant th e stock  price to b e as f ar aw ay  as possib l e f rom  th e strik e price at ex piration. Th e 
m ax im um  l oss is th e am ount y ou paid f or th e tim e spread,  def ining y our risk . 
 
Tim e spreads h av e positiv e th eta (th ey  m ak e m oney  f rom  tim e passing) and h av e l ong v ega 
(th ey  m ak e m oney  if  im pl ied v ol atil ity  rises). Th eref ore,  a l ong tim e spread m igh t b e a good 
position,  if  y ou th ink  th e stock  price is going to m ov e and th en stay  at,  a particul ar strik e price 
until  th e ex piration of  th e f ront m onth  option. Th e m ax im um  prof it depends on th e v al ue of  th e 
def erred m onth  option w h en th e f ront m onth  option ex pires,  w h ich  depends l argel y  of  th at 
option’s im pl ied v ol atil ity . Y ou can position a tim e spread to b e eith er b ul l ish ,  b earish ,  or m ark et 
neutral ,  w h ich  m ak es th em  a v ery  v ersatil e tool . 
 
F or ex am pl e,  say  y ou b el iev ed A B C  stock  w il l  stay  around its current price of  49 .50  f or th e nex t 
30  day s. Y ou coul d pl ace a cal endar spread b y  sel l ing th e near term  S eptem b er 50  cal l s f or 2 and 
b uy ing th e f ar term  Octob er 50  cal l s f or $ 3. Y our net cost of  th e trade w oul d b e $ 1 ($ 3 - $ 2 =  
$ 1);  th e $ 1 deb it is th e m ost th at can b e l ost on th e trade. S h oul d th e stock  b e near $ 50  at th e 
ex piration of  S eptem b er,  th e S ept 50  cal l s w il l  h av e no tim e v al ue l ef t and w il l  ex pire w orth l ess;  
th e Octob er 50  cal l s w il l  h av e approx im atel y  one m onth ’s w orth  of  tim e v al ue rem aining w h ich  
sh oul d b e w orth  ab out $ 2 - th e S eptem b er 50  cal l  price w h en th e position w as opened. In th is 
ex am pl e y ou w oul d m ak e a ab out a $ 1 prof it on a $ 1 inv estm ent or $ 10 0  prof it f or a $ 10 0  
inv estm ent in th e spread. Th is is a cl ear ex am pl e of  th e b enef it of  trading options and l earning 
h ow  to use positiv e tim e decay  (Th eta). Th is trade m ade near a 10 0 %  prof it,  ex cl uding 
com m ission,  w ith  th e stock  stay ing f l at!  
 

Opening Transaction  V al ue at S eptem b er E x piration 
S el l  S ep 50  cal l  @    2.0 0  B uy  S ep b ack  50  C al l  @    ~  0 (or nom inal  v al ue near ex p.) 
B uy  Oct 50  cal l  @  - 3.0 0  S el l  Oct 50  C al l         @  ~ 2.0 0  
C ost of  trade        $ 1.0 0  S al e P roceeds          ~  $ 2.0 0  

     L ess C ost            - 1.0 0  
     P rof it           ~ $ 1.0 0  
 


