
OPTIONS 

 
Options are powerful financial instruments that, when used correctly, can yield significant returns 
for investors. However, they also come with inherent risks. Unlike direct investments in stocks (see 
article 21: Shares), options allow traders to speculate on the future direction of stock prices, either 
betting on a rise or fall. This article explores the mechanics behind options trading, focusing on call 
and put options, the key factors that drive their value, and the strategies investors use to make 
money—or protect themselves from losses. 
 

I- WHAT ARE OPTIONS? 

At their core, options are contracts that give the buyer the right, but not the obligation, to buy or sell 
an underlying asset, such as a stock, at a predetermined price (strike price) on or before a specific 
date (expiration date). The seller of the option, known as the writer, is obligated to fulfill the 
contract if the buyer chooses to exercise it. There are two primary types of options: call options 
and put options. A call option grants the holder the right to purchase an asset at the strike price, 
while a put option grants the right to sell an asset at the strike price. These contracts are typically 
used by investors for two purposes: speculation and hedging. 

- Speculation: Investors buy calls if they expect the price of the underlying asset to rise, 
allowing them to purchase the asset at a lower price than the market value. Conversely, 
they buy puts if they anticipate a price drop, allowing them to sell the asset at a price 
higher than the market value. 

- Hedging: Investors use options as insurance against adverse price movements in the 
assets they already own. For example, an investor who owns a stock and fears a market 
downturn may buy put options to lock in a selling price and minimize potential losses. 

 

II- KEY ELEMENTS OF AN OPTION CONTRACT 

When considering an option, there are several key components that determine its value and how it 
functions, such as: 

- Strike price: The price at which the option holder can buy or sell the underlying asset. In 
the case of a call, it's the price the holder can pay to acquire the asset, while for a put, it's 
the price at which the holder can sell the asset. The strike price is crucial in determining 
whether an option is profitable at expiration. 

- Premium: This is the price paid by the buyer to the seller for the option. The premium is 
influenced by several factors, including the volatility of the underlying asset, the time 
remaining until the expiration date, and the difference between the strike price and the 
asset’s current market price. 

- Expiration Date: The date by which the option must be exercised. Options can expire in as 
little as a few days or as long as a year or more. If the option is not exercised by this date, 
it becomes worthless, and the buyer loses the premium they initially paid. 

- In-the-Money vs. Out-of-the-Money: An option is considered in-the-money (ITM) if it is 
profitable at the time of expiration. For a call, this means the market price of the underlying 
asset is above the strike price, while for a put, the market price is below the strike price. 



An option is out-of-the-money (OTM) when it would result in a loss if exercised at the 
current market price. 

 

III- GENERATING MONEY 

Making money with options requires understanding how the market price of the underlying asset 
interacts with the strike price of the option. Here’s how investors can profit: 

- With call options: If you buy a call option and the price of the underlying asset rises above 
the strike price, you can exercise the option to buy the asset at a lower price than its 
current market value. You can then sell the asset on the open market, pocketing the 
difference. For example, if you buy a call option for a stock with a strike price of $50, and 
the stock’s price rises to $60, you can buy the stock at $50 and immediately sell it for $60, 
earning $10 per share (minus the premium paid). 

- With put options: Conversely, if you buy a put option and the price of the underlying asset 
falls below the strike price, you can exercise the option to sell the asset at a higher price 
than its market value. For instance, if you hold a put option with a strike price of $40 and 
the asset’s price drops to $30, you can sell the asset for $40, even though it's worth only 
$30 on the market. 

The potential for profit is substantial, but so are the risks. If the market moves in the opposite 
direction than expected, the option may expire worthless, resulting in a total loss of the premium 
paid by the buyer. 

 

IV- RISKS 

Options are not without risks, particularly for the writers of the options contracts. When you sell an 
option, you are taking on the obligation to fulfill the terms of the contract if the buyer chooses to 
exercise it. The risks are different for call and put options.  

For call writers, if the price of the underlying asset increases significantly beyond the strike price, 
the seller of the call option is required to sell the asset at the strike price, even though the asset is 
now worth much more on the market. Since there is no limit to how high the price of an asset can 
rise, the potential losses for the writer are theoretically unlimited. 

For put writers: If the price of the underlying asset falls sharply, the writer of a put option is 
obligated to purchase the asset at the strike price, even though the asset is now worth much less. 
However, in this case, the potential losses are capped, as the price of the asset cannot fall below 
zero. 

For option buyers, the maximum loss is limited to the premium paid for the option. However, 
because of the leverage involved in options trading, where small price movements can have 
amplified effects, the potential for loss or gain is much greater than in traditional stock investing. 

 

V- TRADING STRATEGIES 



Investors and traders use various strategies when trading options, depending on their market 
outlook and risk tolerance. Some of the most popular strategies include buying calls and puts 
which is the simplest strategy involves buying calls if you expect the price of the underlying asset 
to rise and buying puts if you expect it to fall. This is a straightforward way to bet on the future 
direction of a stock’s price. 

Then, it includes selling covered calls: this strategy involves owning the underlying stock and 
selling call options against it. If the stock price rises above the strike price, the writer of the call 
must sell the stock at the strike price. This strategy generates income from the premium received 
for selling the call but limits potential upside gains on the stock. 

Another strategy is about protective puts: investors who already own a stock may buy put options 
as a form of insurance. If the stock’s price falls, the value of the put option increases, offsetting 
losses on the stock. This strategy is particularly useful for long-term investors who want to protect 
against short-term volatility. 

 

VI- HEDGE AGAINST RISK 

One of the primary uses of options is to hedge against potential losses in a portfolio. A hedge is 
essentially an insurance policy against adverse price movements. Investors who own a stock and 
are concerned about a potential drop in its price can buy put options to protect themselves. If the 
stock price declines, the put option increases in value, allowing the investor to sell the stock at the 
higher strike price, thereby limiting their losses. 

Consider an investor who owns shares of a company but expects market conditions to deteriorate. 
By purchasing puts, the investor ensures that they can sell their shares at a predetermined price, 
regardless of how low the stock might fall. If the stock price does decline, the value of the puts will 
rise, offsetting the loss on the stock. 

 

VII- PRACTICAL EXAMPLE 

Let’s consider a practical example. Imagine a trader believes that shares of a company, ABC, 
currently trading at $10 per share, will rise in the next month. The trader purchases a call option 
with a strike price of $12, a one-month expiration date, and a premium of $1 per share. Since 
options are typically sold in lots of 100 shares, the total cost for this contract would be $100. 

If the stock rises to $20 within the next 30 days, the trader can exercise the option, purchasing 100 
shares at the strike price of $12 per share, for a total cost of $1,200. The trader can then sell those 
shares at the current market price of $20, earning $2,000. After subtracting the initial cost of the 
shares ($1,200) and the premium paid for the option ($100), the trader nets a profit of $700. 

On the other hand, if the stock fails to rise above the strike price of $12, the option will expire 
worthless, and the trader’s only loss will be the $100 premium paid. 

In the next article, to continue with asset classes such as shares (see article 21: Shares), bonds 
(see article 19: Bonds) and options, we’ll turn to hybrid securities. 



 


