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άCŀōǳƭƻǳǎέ      YƛƳΣ /ŀƴŀŘŀ

άCƛƴŀƭƭȅΗ ! ǿŜƭƭ ŘƻƴŜ ŀƴŘ ǘƘƻǊƻǳƎƘ ōƻƻƪ ŎƻǾŜǊƛƴƎ ǿƘŀǘ ƻƴŜ Ƴǳǎǘ ƪƴƻǿ ǘƻ ǘǊŀŘŜ 
and why. Kudos, Kudos, Kudos!!!  No B.S. and hype to sift through. Just serious 
ƎǳƛŘŀƴŎŜΦ L ŀƳ ǾŜǊȅ ǘƘŀƴƪŦǳƭ ȅƻǳ ǿǊƻǘŜ ƛǘέ      5ƻƴΣ DŜƻǊƎƛŀ

άL ŀƳ ǘƘƻǊƻǳƎƘƭȅ ŜƴƧƻȅƛƴƎ ǊŜŀŘƛƴƎ ȅƻǳǊ ƴŜǿ wƻƻƪƛŜǎ DǳƛŘŜ ¢ƻ hǇǘƛƻƴǎΦI really like 
how you articulate the terms contained within it.̧ ƻǳ ŀǊŜ ǾŜǊȅ ŎƭŜŀǊΦέ    bƻǊƳŀƴ

άL Ǝƻǘ ȅƻǳǊ ōƻƻƪ ƭŀǎǘ ǿŜŜƪ ŀƴŘ ƛǘ ƛǎ ƎǊŜŀǘΦ {ƻ ŦŀǊ LϥƳ ƛƴ ŎƘŀǇǘŜǊ с ŀƴŘ ƛǘϥǎ ōŜǘǘŜǊ ǘƘŀƴ 
any other book about the subject. Most of the others are either too vague in 
explaining options and make it sound like you cannot lose money and promise too 
ƳǳŎƘΦέ   Wt

! ǎŀƳǇƭƛƴƎ ƻŦ ǳƴǎƻƭƛŎƛǘŜŘ ŎƻƳƳŜƴǘǎ ŦǊƻƳ ǊŜŀŘŜǊǎΥ ¢ƘŜ wƻƻƪƛŜΩǎ DǳƛŘŜ ǘƻ hǇǘƛƻƴǎΥ
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Introduction

Youareabout to enter the world of options. My goalis to makeyour learningexperienceenjoyable.
Thatmeansbeingcertainyoucomeawaywith a clearunderstandingof options- how they work and
how youcanmakemoneyby incorporatingoption strategiesinto your investmentmethods. Youwill
learn to make money and reduce investment risk. In keepingwith the goal of makingthis a fun
learningexperience, nothingmore complicatedthan simplearithmetic isused.

In the sportsworld, a rookie is someonein his or her first yearof professionalplay. The term also
refersto someonewho is new to a profession. Thisbookwaswritten for newcomersto the world of
options- not necessarilyinvestmentrookies,but option rookies. It containssubstantialbackground
information on options and detailed descriptionsof six options strategies. Theseare not the only
option strategiesavailable,but they were chosenbecausethey make it easyfor you to enter the
world of options. And thesestrategieswere not chosenat random- I useonly thesestrategiesfor
mypersonaltrading.
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Thisbook is unlike any other you may haveread. I ŘƻƴΩǘjust tell you about a strategyand then
leaveyou to your own devices. I showyou how to analyzealternativesand explainwhy eachmay
be appropriatefor a specificinvestorwith specificinvestmentobjectives. I teachyou to think for
yourselves. Whenyou facea choice,ȅƻǳΩƭƭhavea basisfor makinga decisionǘƘŀǘΩǎsuitablefor you
and your investmentphilosophy. LǘΩǎimportant that you find trades that placeyou within your
comfort zone - and that meansbeing satisfiedwith both the risk and potential reward of your
investments.

Optionsoffer substantialrewards,but not without risk. LǘΩǎtrue that youwill havelessriskthat the
traditional buy and hold investor who owns stocksand mutual funds,but ǘƘŜǊŜΩǎno reasonwhy
risk should not be reducedfurther. One major goal of this book is to make you aware of the
importanceof managingrisk.

Although this book is intended for option rookies,ǘƘŜǊŜΩǎenoughmaterial for the investor who
alreadyhasoption trading experience. When you re-read these pagesto reinforce your options
education,you will discoverthat some of this material is easierto understandthe secondtime
around. Thisbookwill be usefulfor manyyearsto come.

Tolearn to usethe option marketsto makemoney,we must beginat the beginning. Thatrequires
anexplanationof what anoption isandhow anoption works- both in our everydaylivesandin the
stockmarket.
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Chapter One (excerpt)
Option Basics

Our discussionis limited to options involvingstockmarket investments. Those
includeoptions on individualstocks,stock indexesand someexchangetraded
funds (ETFs). Many other options exist, such as options on commoditiesand
currencies. Once you understand how stock options work, ȅƻǳΩƭƭalso
understandthe principlesconcerningother typesof options.

Thestockoptions discussedhere shouldnot be confusedwith employeestock
options. Thoseare givento the employeesof somecompaniesaspart of their
compensation packages. Employee stock options are similar to the stock
optionsunderdiscussionτbut aremore limited becausethey arenot tradedon
anexchangeandcannotbe boughtandsold.

What is an option?

How does an option work?

What can you do with an option?
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Chapter Two 
Exchange-Traded Options

Onceyou recognizethat you havebeencomfortablyusingcommonoptionsfor
years, you understand that options are neither difficult to understand nor
dangerous. What is dangerousis people buying and sellingoptions without a
clearunderstandingof what they are trying to accomplish. Toomanyinvestors
buy calls,seetheir stocksrise in price and,bewildered,discoverthat they lose
money. I ŘƻƴΩǘwant that to happento you. The better you understandwhat
you are doing when working with options, the better your chancesof beinga
successfulinvestorandtrader.

In this chapterǿŜΩƭƭtakea closerlookat optionsthat tradeon exchanges.
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Chapter Three
Buying and Selling Options

Optionsare currently listed for tradingon sixdifferent optionsexchangesin the
U.S., plusmanyothersaroundthe world. Optionsarebecomingmore andmore
popular,astradingvolumesetsnewrecordsyearafter year(Figure3.1). Trading
volume is not just creepinghigher,ƛǘΩǎexploding. Althoughnot on the chart
below,volumeincreaseby more than 40%(to 2.8 billion contracts)in 2007.
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Chapter Four 
The Mechanics of Trading

Most readersare familiar with the processby which an order is enteredto buy
or sell stocks. Options trade in similar fashion. This chapter features a brief
descriptionof the processby whichyoubuyandselloptions.
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Chapter Five 
The Options Clearing Corporation

In 1973the ChicagoBoardOptionsExchange(CBOE)becamethe first exchange
to list options for trading. At the sametime, the OptionsClearingCorporation
(OCC)cameinto being. Theexistenceof a clearingfirm is necessarybecauseƛǘΩǎ
responsiblefor the matching of all buy and sell orders that occur in the
marketplace.

Clearingprovidessmootherandmore efficient markets. Anoption buyernever
hasto be concernedwhether the option sellerhasthe financialwherewithalto
meet the obligationsimposedby the contract. TheOCCassumesresponsibility
andguaranteesthat all obligationsaremet.
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Chapter Six
What Is an Option Worth?

The purchaseand saleof options takesplace in an open marketplace,and in
many respectsthe processis identical with the trading of individual stocks.
Most people understand, in general terms, how the price of a stock is
determined. In theory, a personcould learn everythingthere is to know about
an individual stock. Takingthat information into account,people (or brokers
representingthem) who want to buy the sharesgatherin the tradingpit on the
floor of the stock exchangeand announcea price they are willing to pay for
thoseshares. Thosewho want to sellannouncea priceat whichthey arewilling
to offer sharesfor sale. Theauction market continuesuntil buyersand sellers
agreeon a priceanda transactiontakesplace. Thisis a continuousprocessand
the price at which shareschangehandsis constantlymovinghigherand lower.
The price at which trades occur is simply an agreementbetween buyersand
sellers that the current price is acceptablefor both, basedon the available
information

Toa point, optionsalsotrade that way. Butoption tradinginvolvesmuchmore.



16

Chapter Seven
Volatility

Volatility is the property of a stockthat describesits tendencyto undergoprice
changes. More volatile stocksundergolargerandmore frequent pricechanges.
Volatility, as it is used in the options universe,is a measureof the absolute
volatility of each individual stock and is unrelated to the volatility of other
stocks,or groupsof stocks.

Outsidethe optionsworld volatility isdescribedby the term beta. Betaprovides
a verydifferent measurementof volatility andbeta is neverusedin the options
universe.
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Chapter Eight
The Importance of Risk Management

We havecovereda lot of territory concerningoptionsτfar more material than
most peoplewho get involvedwith optionseverbother to learn. ¢ƘŀǘΩǎto your
advantagebecauseunderstandingoptions and how they work puts you in a
good position to begin using options successfully. LǘΩǎnot a guarantee of
success,but it shiftsthe oddsof successfurther in your favor.

There is one final topic that must be discussedbefore moving on to trading
strategies: risk. Riskis a concept that most investorstend to ignore because
they areunsurehow to dealwith it.

I will sharemy basicpremisewhen trading options: LǘΩǎeasyto make money
usingoptionswhen you adopt conservativestrategies,suchasthosedescribed
in this book. The difficult part is keeping that money. ¢ƘŀǘΩǎwhy risk
managementissoimportant.
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Chapter Nine
The Basic Conservative Option Strategies

This section thoroughly explainsthree basicoptions strategiesτnot because
they are the best possibleways to trade options (although they are good
strategies), but because if you come away from Part II with a clear
understandingof how these strategieswork, then you are ready to graspthe
conceptsbehindmoreadvancedoption strategies.

We begin from the perspectiveof an individual investor whose stock market
experiencehasbeenlimited to owningindividualstocksor mutual funds.

Thesebasicstrategiesare:

ÅCoveredCallWriting

ÅCollarsςthe ultimate in portfolio insurance

ÅSellingnakedPutsςwhenyouhaveenoughcashto buy the stock
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Chapter Nine  Addendum: Oct, 8, 2008.  This page does not appear in the book.

Thethree basicstrategiesare just that ςgoodmethodsfor learninghow to use
options. But, two of them (coveredcall writing and naked put selling) are
riskierthan the other strategiesdescribed.

Over the years, these methods have proven to be successfulas entry level
methods. However, the current market environment (Oct, 2008) is far too
volatilefor thesetwo strategiesto be usedasyour onlyoption play.

I encouragereadersto absorbthis basicmaterial as an educationand not as
recommendedstrategies. Thenlearnmethodsthat involvelimited risk.

I buy iron condorsfor my personalaccount,and have adopted the methods
describedin Chapter20. Theyworkedfar better than I anticipated. Ch20 was
not written for rookies,but if you understandthe concept, practice using it
before using it in your real account. One word of warning: Chapter 20
describesthe purchaseof options for insurance. Thecurrent high pricesof all
options(dueto recordhighimpliedvolatility) makesthis method lessattractive,
but youmaywant to considerit.
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Chapter Ten
Covered Call Writing: Preparing to Trade

Traditionally,the only way to invest in the stock market was to buy stocksor
sharesof mutual funds. Today,optionsprovidean opportunity to participatein
the upsanddownsof the stockmarketwithout owningsharesof anything.

²ŜΩƭƭbegin with option strategiesdesignedfor investors who own, or are
willing to own, stocks.

The first of the three basicconservativeoption strategiesconsistsof owning
stock and sellinga call option that givessomeoneelse the right to buy your
stock. In option jargon,the strategyisknownascoveredcallwriting, or CCW
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Chapter Eleven
Covered Call Writing: Making the Trade

Assumeyou own 500 sharesof DOGS,the only publicly traded companythat
breedsanimalsfor showsand state fairs. If youŘƻƴΩǘalreadyown the shares,
you simplybuy them and proceedasif you owned them earlier. This$19 stock
is reasonablyvolatile, and that meansthe option premium looks attractive to
sell.

Tocompletethe strategy,you must write (sell)five call options. Themain focus
of this discussionis helpingyou decidewhichcallsto write. Assumethe nearest
expirationis30daysfrom todayandthe stockdoesnot paya dividend.

Ascanbe seenin the discussionthat follows,there are16different callsoptions
from whichto choose.
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Chapter Twelve
Covered Call Writing: After the Trade

²ŜΩǾŜgonethroughthe decision-makingprocessandmadeour first trade. Now
ƛǘΩǎtime to considerwhat to do next.

[ŜǘΩǎassumetime passes,nothing out of the ordinaryhappens(alwaysa good
situation for coveredcall writers), no adjustmentsare required and expiration
arrives. Thereare three possibilities.
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Chapter Thirteen
Collars: The Ultimate Portfolio Insurance Policy

If the idea of writing covered calls appeals to you, but you have some
uneasinessabout the possibilityof losing substantialsums in the event of a
sudden decline in the stock market, then the strategy of using options to
άŎƻƭƭŀǊέthe valueof your investmentis right up your alley. Whenyou collaran
investment,you establisha maximumvalue that your investmentcan achieve
(identical to the coveredcall writing process),but you also lock in a minimum
valueby buyingan insurancepolicy. Thatinsurancepolicyisa put option.
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Chapter Fourteen
Writing Cash-Secured Puts

Except for extremely bearish prognosticators,no one suggeststhat owning
stockis anythingbut the most prudent of investmentstrategies. LǘΩǎtouted far
and wide as sageadvice that investors must invest in the stock market to
maintain spendingpower and keep up with long-term inflation. Yet, writing
naked put options is more conservativeand lessrisky than buying stock and
deservesconsiderationas an investmentalternative by many investors. Many
buy and hold investorswould fare better if they incorporatedput writing into
their arsenalof investingmethods.
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Chapter Fifteen
Equivalent Positions

Thischapter providestools you can use to gain a trading edgeby thoroughly
understandingthe detailsof eachtrade. ¢ƘŜǊŜΩǎnothing here that is absolutely
essentialto learningto tradeoptions,but the materialisveryimportant for a
better understandingof their versatility. Thereare two very practical reasons
why this topic shouldbe of interest:

ωTradingequivalentpositionsoccasionallyprovidesan opportunity to make
moreprofitable trades.

ωUnderstandingthis materialallowsyou to trade more efficientlyandreduce
tradingexpensesby loweringcommissions. Thatalonemakesit worthwhile.
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Chapter Sixteen
The Greeks

One way that option traders measure risk is by considering a set of
mathematicalparametersidentified by Greekletters, andknowncollectivelyas
άǘƘŜGreeks.έWhenyou quantify risk (exposureto loss),ƛǘΩǎeasierto decideif a
specificposition, or your entire portfolio, is within your comfort zoneτor if
stepsshouldbe taken to reduce(or eliminate) that risk. No one is suggesting
you trade without risk. But your profit potential is limited when you adopt the
recommendedmethods, and you must not allow lossesto overpower those
gains.

Onceagain,no mathematicalskills(beyondsimplearithmetic) are required to
usethe Greeks.
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Chapter Seventeen
European-Style Index Options

TradingEuropeanoptions differs from trading Americanoptions. Most of the
high-volume index options traded in the U.S. are Europeanstyle options,
whereasall options on individual stocksare Americanoptions. The strategies
discussedin this last part of the book are especiallyappropriate for index
options, and unless you have a strong preference for trading options on
individualstocks,manyof youwill ultimately tradeEuropean-styleoptions.

Before you trade European-style options on a regular basis, be sure you 
understand the risks as well as the rewards associated with European style 
options. 

[ŜǘΩǎ ŘƛǎŎǳǎǎ ŀ ŦŜǿ ƛƳǇƻǊǘŀƴǘ ŘƛŦŦŜǊŜƴŎŜǎ ōŜǘǿŜŜƴ 9ǳǊƻǇŜŀƴ ŀƴŘ !ƳŜǊƛŎŀƴ-style 
options.
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Chapter Eighteen
Credit Spreads

A credit spreadis an option positionconsistingof two legsτeither both callsor
both puts. In addition,both optionsexpireon the samedayandhavethe
sameunderlyingasset. When initiating (opening)this position, you may trade
one of the options first, then the other. But, ƛǘΩǎmore efficient to enter your
order as a spread. The discussionthat follows definesa spreadand includes
specificinstructionson how enter a spreadorder.

If you sell the put (or call) spread,you collect cash. Hence,ƛǘΩǎreferred to asa
credit spread. If youbuythe spread,youpaycashandƛǘΩǎcalleda debit spread.
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Chapter Nineteen
Iron Condors

Buying iron condors is an option strategy for investors who have a neutral
opinionon the market,i.e., neitherstronglybullishnor stronglybearish. LǘΩǎalso
suitablefor investorswho seldom,if ever,haveanopinionon marketdirection.

Iron condorsrepresentan opportunity to earn money when the marketsare
treadingwater andare verypopularamongindividualandprofessionaltraders.
At leastonemajorbrokeragefirm recommendsthis strategyto its clients. In
addition, there are numerousadvisoryserviceswho chargehigh fees to trade
this strategyfor clients.

An iron condor consistsof two credit spreadsτ one call spreadand one put
spreadτon the sameunderlyingsecurity. All four options expire on the same
day. When buying* iron condors,the ƛƴǾŜǎǘƻǊΩǎobjective is to profit as time
passesandeachspreaddecreasesin value.

* Sellingthe callspreadandsellingthe put spread= buyingthe iron condor.
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Chapter Twenty
Advanced Risk Management

Althoughthis bookis primarily for option rookies,youǿƻƴΩǘalwaysbe a rookie,
andwhenyou return to thesepagesto further your optionseducation,you will
be in a better position to use more advancedtrading and risk management
methods. Youmaynot be readyto adopt the methodsdescribedin this chapter
now,but ƛǘΩǎincludedto makeyour tradingmoresuccessfuldown the road.

Thissophisticatedmethod for protecting your investmentportfolio works like
an insurancepolicy. Whenyou buy insurance,most of the time the insuranceis
άǿŀǎǘŜŘΣέand ǘƘŀǘΩǎgood news. (When you buy ƘƻƳŜƻǿƴŜǊΩǎinsurance,
ŀǊŜƴΩǘyou pleasedthat your houseŘƻŜǎƴΩǘburn and youŘƻƴΩǘcollecton that
insurancepolicy?But if a disasterstrikes,that insuranceisbadlyneeded.)

Addendum, Oct 8, 2008. Thisstrategyhasbeenwell worth anyeffort involved
in understandinghow it works.
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Chapter Twenty-One
Double Diagonals

Undercertainmarketconditionsthere are advantagesto owningpositionswith
options that expire in different months. Those spreadsare referred to as
diagonalspreads. In theory you can own the option that expiresfirst or the
option that expires later. For practical reasons,ǿŜΩƭƭonly discussdiagonal
spreadswhen you own the option that expireslater. As with credit spreads,
either callsor putsareusedto creatediagonalspreads. Forthe purposesof our
discussion,we sellthe diagonalspread. Thus,we sellthe callwith the
lower strikepriceor the put with the higherstrikeprice.
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Afterword

I hopeyou felt welcomeenteringthe optionsuniverseand that ȅƻǳΩǾŜlearned
a fair amountaboutoptionsalongthe way. Theideaspresentedherehavebeen
developedover the courseof 30-plus yearstrading options. If you understand
the principlesbehind options and know how they work, you are in a good
positionto makemoneyadoptingthe strategiesoutlined in this book.

Everystrategydescribedhasbeen selectedbecauseof its compatibility with a
generally conservativeinvesting philosophy, including managingrisk. In my
experience,the majordownfallof manynewoption investorsis the tendencyto
trade more than your financialcapacity(and trading experience)allows. 5ƻƴΩǘ
be in a hurryτyou havethe rest of your life to makemoneywith options. Get
familiar with options by paper trading, and then trade with real money. You
now have the tools and knowledgethat allows you to becomea successful,
long-term optionstrader.

Optionsare investmenttools. Usethem wisely. Optionsare versatile. Usethem
to reducerisk.
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If you have comments or questions (I cannot offer specific investment 
advice), visit my blog and post your question: 
http://blog.mdwoptions.com/options_for_rookies/

Website: http://www.mdwoptions.com

Blog: http://blog.mdwoptions.com/options_for_rookies/

E-mail: book@mdwoptions.com

Recommend this eBook to your friends.  They can download a free copy here:
http://www.mdwoptions.com/freebook.pdf

http://blog.mdwoptions.com/options_for_rookies/
http://www.mdwoptions.com/
http://blog.mdwoptions.com/options_for_rookies/
mailto:book@mdwoptions.com
http://www.mdwoptions.com/freebook.pdf
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