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Options can be an important tool for retail investors and traders. They can 

either replace individual stocks in your portfolio or make it easier to position 

yourself in specific companies and exchange-traded funds (ETFs).

Introduction

Options convey the right to buy or sell an underlying 

stock or ETF at a certain price over a certain time period. 

Because they derive their price from something else, 

options are known as derivatives.

Customers can buy or sell options. Either type of 

transaction entails its own types of risks and potential 

benefits.

Because options are complex instruments, they are not 

suited to all investors. However, traders who take the time 

to learn options may find significant opportunities to use 

their capital more effectively and manage risk.

What are

Options?
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1. Options Can Provide Leverage

Options typically move more than their underlying 

stocks and ETFs and because they control a right 

to buy or sell shares at a certain price. If the desired 

value — known as the strike price — isn’t reached, 

they will expire worthless. 

Options usually cost less than the underlying 

stock or ETF. As a result, they can move more on 

a percentage basis. This is another source of their 

leverage. 

Investors can use the leverage of options to 

minimize capital at risk. For example, say a stock 

moves 10 percent. A $1,000 option position could 

potentially generate a similar amount of profit as 

a $10,000 stock position. That can provide traders 

more bang for their buck from stocks moving in 

their favor.

However, traders should realize that options have 

additional risks to stocks. One major risk is that they 

can expire worthless.

Options let you profit 
from a stock moving, 
without needing to own 
the shares. Despite 
having more risk of loss 
than equities, they can 
significantly reduce risk 
when used correctly.

The Benefits of

Options
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2. Options Can Be Used To Hedge 
Positions

Because options are tied to specific stocks and 

ETFs, investors can use them to reduce risk in those 

underlying securities. This is also known as hedging. 

Continue reading to see examples of hedging 

strategies.

3. Options Can Be Used To Generate 
Revenue

Options can be purchased, resulting in a cost or 

debit. Traders can also sell them to collect the 

premium, resulting in a credit to their account.

Credit strategies generate their potential profit 

upfront, with the risk of losing a greater amount of 

money in the future. 

Debit strategies cost money upfront, with the 

potential for greater profit in the future. For most 

debit trades, the initial outlay is the most that can 

be lost.

The Benefits of

Options
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4. Options Can Be Combined Into Spreads

Traders can take positions in two or more option contracts at a time. These multileg strategies, or 

spreads, can further reduce risk. 

The Benefits of

Options

The Risks of

Options

Because they are leveraged, options can 

lose money rapidly if the trader predicts 

the underlier’s movement incorrectly.

Selling options can result in losses 

greater than the value of your account.

Options have time decay, which reduces 

their value as expiration approaches.

Options often have less favorable pricing 

because their bid/ask spreads can be 

wider than equities.
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Options have existed for centuries but became widely available after the Chicago Board Options 

Exchange (CBOE) was opened in 1973. CBOE’s options had standard features, making them uniform 

and accessible to a much wider range of investors.

All options are either calls or puts:

CALLS  give the holder the 
right to buy a stock. They 
generally gain value when 
shares rise.

PUTS  give the holder the 
right to sell a stock. They 
generally gain value when 
shares fall.

How do

Options Work?
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Stock and ETF options potentially control 100 shares. They’re quoted at a per-share price but are 

transacted in lots of 100. Therefore the value of any option transaction is 100 times the quoted premium.

All options have three basic components:

Gain value when 
stock prices rise

How to Profit?
Gain value when 
stock prices fall

Calls Puts

Fix the price to buy 
a stock

What do they do?
Fix the price to sell 
a stock

When bullishWhen do investors  buy? When bearish

When neutral/
bearish

When do investors sell?
When neutral/
bullish

1
An Underlier
For example, Apple 
(AAPL) common stock.

2
A Strike Price
The price where AAPL
can be bought or sold.

3
An Expiration Date
The date at which the 
option expires worthless 
or must be exercised.
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Options Can Be Bought.

This costs money up front and results in a “long” position.

Options Can Be Sold.

This generates money upfront and results in a “short position.” Short options are highly 

risky when not combined with ownership of stock or other options.

Long calls generally make money when the underlying 

stock rises.

Short calls generally lose money when the underlier rises. 

Investors holding stocks often sell calls against their 

shares, which is known as a “covered call.”

Long puts generally make money when the underlying 

stock falls.

Short puts generally lose money when the underlier 

declines. Investors often sell puts when they think a stock 

has bottomed. 

A

A

B

B
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Spreads involve buying and selling two or more 

options of the same type to form a single position. 

What Are

SPREADS?

If stock XYZ closes at $110 on expiration, the $105 calls would be worth $5, and the $110 calls would 

be worthless. The spread would generate a 400 percent return ($4 profit versus $1 cost) from the stock 

moving just 10 percent. This is a classic example of leverage.

For example, say stock XYZ is at $100, 

and you expect it to rise to $110. You 

could create a bullish spread like this:

· Buy the $105 calls for $2

· Sell the $110 calls for $1

This trade would cost a net $100 because 

you’d pay $200 and receive $100. 
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Stock rises to a certain 
level; usually, the strike of 
the contract sold

How to Profit?
Stock falls to a certain 
level; usually, the strike of 
the contract sold

Call Debit 
Spread

Put Debit 
Spread

The spread between the 
two strike prices, minus the 
initial cost/debit

Profit potential
The spread between the 
two strike prices, minus 
the initial cost/debit

The initial cost/debitMaximum Risk The initial cost/debit

BullishDirectional Bias Bearish

It can also work when prices decline. Say stock XYZ is at $100, and you expect it will fall to $90.

You could create a bearish spread like this:

This trade would also cost $1 

because you'd pay $2 and receive $1.

· Buy the $95 puts for $2

· Sell the $90 puts for $1

If stock XYZ closes at $90 on expiration, the $95 puts would 

be worth $5, and the $90 puts would be worthless. The 

spread would generate a 400 percent return ($4 profit versus 

$1 cost) from the stock moving just 10 percent. The same 

leveraging principle applies in this case as the bullish strategy.

In both cases, using a spread 

lowers cost. That can result 

in greater leverage on a 

percentage basis.

(Lower cost = greater leverage)
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The examples above are debit spreads. They 

have an upfront cost, with the potential for 

profit later. They make money from certain 

levels being reached.

Credit spreads are just the opposite. They 

generate revenue upfront, with the potential 

for losses later. They make money from certain 

levels not being reached.

What Are

CREDIT SPREADS?

If stock XYZ closes at $95 or higher on expiration, both options will expire worthless, and you’ll keep the $1 

as profit. However, you start to lose money if it drops under $95, with a maximum loss of $4 at or below $90.

Because they’re the mirror image 
of debit spreads, bullish credit 
spreads involve puts, and bearish 
credit spreads use calls.

For example, say stock XYZ is at $100, and you think it will remain above $95.

You can create a bullish credit spread like this:

This trade would generate a $1 credit 

because you receive $2 and pay $1.

· Sell the $95 puts for $2

· Buy the $90 puts for $1
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Stock remains above a 
certain level, usually the 
strike of the contract sold

How to Profit?
Stock remains below a 
certain level, usually the 
strike of the contract sold

Put Credit 
Spread

Call Credit 
Spread

Limited to the credit 
received when opened

Profit potential
Limited to the credit 
received when opened

The spread between the 
two strike prices, minus the 
initial credit

Maximum Risk
The spread between the 
two strike prices, minus 
the initial credit

Neutral / BullishDirectional Bias Neutral / Bearish

On the other hand, say stock XYZ is at $100, and you think it will remain below $105.

You can create a bearish credit spread like this:

This trade would generate a $1 credit 

because you receive $2 and pay $1.

- Sell the $105 calls for $2

- Buy the $110 calls for $1

If stock XYZ closes at $105 or lower on expiration, both options will expire worthless, and you'll keep the $1 as 

profit. However, you start to lose money if it rises above $105, with a maximum loss of $4 at or above $110.
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Here are the KEY POINTS TO REMEMBER
about the two types of spreads:

With debit spreads, you pay 

money with the expectation 

that something will happen. You 

lose money if it doesn’t happen.

1
With credit spreads, you receive 

money with the expectation that 

something won’t happen. You 

lose money if it does happen.

2
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The cases above only consider hypothetical option values at the expiration date. However, they have 

other values beforehand. Here are some key things to know about options leading up to expiration:

In general, options with more time until expiration cost more.1
Options lose value based on time decay, which is measured in theta.

(See the section on greeks below.)2
Options lose value most quickly in their last six to eight days before expiration.3
Expiration can be a major risk if you own calls in hope of a rally, or puts expecting 

a decline.4
Expiration can work in your favor if you’ve sold a credit spread.5

What Do I Need To Know

About Expiration?
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One of the most popular and a lower risk options strategies is the covered call, which lets investors 

collect returns on stocks they own. Say stock XYZ is at $100, and you own 100 shares. Using the same 

values cited above, you could:

What Are

Covered Calls?

Sell one call at the $105 strike price and collect $2 per share or $200 in total.

This money is now yours to keep, effectively lowering your cost basis in the position.

If stock XYZ closes under $105, you keep the shares and the $2 extra per share.

If stock XYZ closes above $105, you must relinquish your position for $105.

But including the $2 you already collected, your effective exit price is $107.
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The benefit of covered calls is increased 

certainty of making some profit and reduced 

risk of loss — thanks to the premium collected. 

This makes them a form of hedging.

In return for that certainty, you also lose the 

right to profit from a bigger rally. If stock XYZ 

advances all the way to $120 by expiration, this 

covered call will still force you to exit at $105.

Covered calls are often used after 

a stock rallies, and investors expect 

a pause in the near-term. It’s less 

bullish than owning shares outright 

or owning calls.
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What Are

Protective Puts?

Protective puts are another popular strategy for investors looking to hedge a position in a stock. Say 

stock XYZ is at $100, and you own 100 shares. If you’re concerned about it potentially dropping, you 

could hypothetically do this:

Buy one put at the $95 strike, paying $2 per share.

If stock XYZ falls below $95, the puts will increase in value. That will offset losses on the 100 
shares you own.

The $2 you spent on the puts raises your cost basis and reduces your profit.

Because of the $2 spent, your effective level of protection is $93.

Unlike the covered call, you still have unlimited upside potential. 
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Sell calls to receive a creditHow it works Spend money to buy puts

Covered Call Protective Put

Limited to the credit 
received when opened

Hedging Potential Unlimited

LowInitial cost High

High
Potential 
opportunity cost*

Low

*Potential cost of missing a rally
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The amount that options are in the money is also known as intrinsic value.
Intrinsic value is the value of an option based only on its exercise price.

Options are in the money when they have some value if exercised.

 Calls are in the money when 

the stock is above the strike 

price. After all, they let you buy 

for less than the market price. 

Therefore, they have real value.

CALLS
 Puts are in the money when the 

stock is below the strike price. 

Likewise, if they let you sell for 

more than the market, then 

they have real value.

PUTS

In the money/ Out of the Money

Intrinsic / Extrinsic values

If stock XYZ is at $100, its $95 calls will 

have $5 of intrinsic value.

If stock XYZ is at $100, its $105 puts will 

have $5 of intrinsic value.

Any part of an option’s value that isn’t intrinsic or,  in-the-money, is extrinsic value.
This is also known as time value.

Say stock XYZ is worth $100, and its $95 

calls cost $7. They have $5 of intrinsic 

value and $2 of extrinsic value.

Say stock XYZ is worth $100, and its 

$105 puts calls cost $7. They have $5 of 

intrinsic value and $2 of extrinsic value.
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If options aren’t “in the money,” they’re “out of the money.”
This is when calls or puts cannot be economically exercised.

 Calls are out of the money when 

the stock is below the strike price. 

If the current market price is below 

the strike price, then it makes no 

sense to buy at the strike.

CALLS
 Puts out of the money when the 

stock is above the strike price. 

If the current market price is 

above the strike price, it makes 

no sense to sell at the strike.

PUTS

Not surprisingly, all options that are “out of the money” also have zero intrinsic value. However, they 

still are worth something because they have the potential to go in the money over time if the stock 

moves past the strike price.

This is why longer-dated options cost more: They have 
more time for the stock to move potentially in their favor. 
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Implied volatility is the market’s 

expectation of how much the 

underlying shares can fluctuate. It’s 

calculated on an annualized basis.

Because options include 
the potential for 
movement, they cost 
more for stocks that 
tend to move a lot. This is 
called “implied volatility.” 

What Is

Implied
Volatility?
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VIX measures implied volatility on the S&P 

500, the most widely used stock-market 

benchmark. It’s calculated by the CBOE and 

published as an index. The VIX generally rises 

when the market begins to drop. Therefore 

it’s often called the “fear index” or indicator of 

overall sentiment.

While the VIX cannot be traded 

directly, it has several related 

products.

What Is

The Vix?
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What Are

The Greeks?
“Greeks” are a series of values that help describe options’ value and price behavior. These terms apply 

to all options. They’re called Greeks because they’re named after the Black-Scholes mathematical 

formula that uses Greek letters. 

Delta describes how much an option’s value changes based on movements 

in the underlying share price. It also indicates the probability of contracts 

expiring worthless.

· Calls have positive delta because they gain in value when shares rise.

· Puts have negative delta because they move in the opposite direction.

Gamma describes how much an option’s delta changes based on movements 

in the underlying share price. Gamma is always positive or zero.

Vega describes how much an option’s value fluctuates based on changes in 

the underlier’s implied volatility. Vega is always positive or zero.

Theta describes how much time extrinsic value disappears each day because 

of time decay. Theta is always negative or zero. It as a greater absolute value 

(lower negative) the closer expiration is.
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IMPORTANT INFORMATION

Options trading is not suitable for all investors. Your TradeStation Securities’ account application to trade options will be considered and 
approved or disapproved based on all relevant factors, including your trading experience. See Characteristics and Risks of Standardized Options. 
Visit TradeStation.com/Pricing for full details on the costs and fees associated with options. 

Any examples or illustrations provided are hypothetical in nature and do not reflect results actually achieved and do not account for fees, 
expenses, or other important considerations. These types of examples are provided to illustrate mathematical principles and not meant to 
predict or project the performance of a specific investment or investment strategy. Accordingly, this information should not be relied upon when 
making an investment decision.

Past performance, whether actual or indicated by historical tests of strategies, is no guarantee of future performance or success. There is a 
possibility that you may sustain a loss equal to or greater than your entire investment regardless of which asset class you trade (equities, options, 
futures or cryptocurrencies); therefore, you should not invest or risk money that you cannot afford to lose. Online trading is not suitable for all 
investors. Before trading any asset class, customers must read the relevant risk disclosure statements on our Important Documents & Information 
page. System access and trade placement and execution may be delayed or fail due to market volatility and volume, quote delays, system and 
software errors, Internet traffic, outages and other factors.

Securities and futures trading is offered to self-directed customers by TradeStation Securities, Inc., a broker-dealer registered with the 
Securities and Exchange Commission (“SEC”) and a futures commission merchant licensed with the Commodity Futures Trading Commission 
(“CFTC”). TradeStation Securities is a member of the Financial Industry Regulatory Authority, the National Futures Association (“NFA”), and a 
number of exchanges. TradeStation Crypto, Inc. offers to self-directed investors and traders cryptocurrency brokerage services under federal 
and state money services business/money-transmitter and similar registrations and licenses.

TradeStation Securities, Inc., TradeStation Crypto, Inc., and TradeStation Technologies, Inc. are each wholly owned subsidiaries of TradeStation 
Group, Inc., all operating, and providing products and services, under the TradeStation brand and trademark. TradeStation Crypto, Inc. offers to 
self-directed investors and traders cryptocurrency brokerage services. It is neither licensed with the SEC or the CFTC nor is it a member of NFA. 
When applying for, or purchasing, accounts, subscriptions, products and services, it is important that you know which company you will be dealing 
with. Click here for further important information explaining what this means.

© TradeStation. All rights reserved.

ID2626462D1222

Thanks for reading TradeStation’s Retail Investors Guide to Trading Options. We 
hope this overview of options trading will help you as you develop your own options 
trading strategy and plan. 

TradeStation is proud to serve the options traders and offers advanced tools 
designed to help power your options trading, along with a dedicated team of options 
specialists and one of the lowest pricing plans for options traders.

Learn more about trading options at TradeStation or level-up your options trading 
with a TradeStation account. 

Conclusion

https://www.theocc.com/Company-Information/Documents-and-Archives/Options-Disclosure-Document
https://www.tradestation.com/pricing/
https://www.tradestation.com/important-information/
https://www.tradestation.com/important-information/
https://uploads.tradestation.com/uploads/TradeStation-Group-Inc-Companies.pdf?_ga=2.25729021.1159448721.1671466227-382324038.1666010344
https://getstarted2.tradestation.com/intro?utm_source=content&utm_medium=ebook&utm_campaign=optionscontent&utm_term=openaccount&utm_content=cta

	Contents
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	page 10
	PAge 11
	Page 12
	Page 13
	Page 14
	Page 15
	Page 16
	Page 17
	Page 18
	Page 19
	Page 20
	Page 21
	Page 22
	Page 23
	Page 24
	Disclaimer

	Button 3: 
	Button 4: 
	Button 5: 
	Button 6: 
	Button 7: 
	Button 8: 
	Button 9: 
	Button 14: 
	Button 10: 
	Button 15: 
	Button 11: 
	Button 12: 
	Button 17: 
	Button 13: 
	Button 18: 
	Button 107: 
	Ready to Get Started 85: 
	Button 106: 
	Button 108: 
	Ready to Get Started 84: 
	Button 109: 
	Button 1010: 
	Ready to Get Started 83: 
	Button 1011: 
	Button 1012: 
	Ready to Get Started 82: 
	Button 1013: 
	Button 1014: 
	Ready to Get Started 81: 
	Button 1015: 
	Button 1016: 
	Ready to Get Started 80: 
	Button 1017: 
	Button 1018: 
	Ready to Get Started 79: 
	Button 1019: 
	Button 1020: 
	Ready to Get Started 78: 
	Button 1021: 
	Button 1022: 
	Ready to Get Started 77: 
	Button 1023: 
	Button 1024: 
	Ready to Get Started 76: 
	Button 1025: 
	Button 1026: 
	Ready to Get Started 75: 
	Button 1027: 
	Button 1028: 
	Ready to Get Started 74: 
	Button 1029: 
	Button 1030: 
	Ready to Get Started 73: 
	Button 1031: 
	Button 1032: 
	Ready to Get Started 72: 
	Button 1033: 
	Button 1034: 
	Ready to Get Started 71: 
	Button 1035: 
	Button 1036: 
	Ready to Get Started 70: 
	Button 1037: 
	Button 1038: 
	Ready to Get Started 69: 
	Button 1039: 
	Button 1040: 
	Ready to Get Started 68: 
	Button 1041: 
	Button 1042: 
	Ready to Get Started 67: 
	Button 1043: 
	Button 1044: 
	Ready to Get Started 66: 
	Button 1045: 
	Button 1046: 
	Ready to Get Started 65: 
	Button 1047: 
	Button 1048: 
	Ready to Get Started 64: 
	Ready to Get Started 63: 
	Button 1049: 
	Button 1050: 
	Button 2: 


