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A look at Options 

The use of Stock Options within portfolio strategy is a complex topic for which 
a deep understanding of the risks is required in order to employ their use 
appropriately.  Considerations contained herein are with respect to market 
portfolio construction and not employee incentive stock options.   

Long term investments are made with the purpose of an asset (stock) 
appreciating in value and is known as being ‘Long’ the security.  On the flip 
side, being ‘Short’ a security is establishing a position from which one benefits 
from the security dropping in value over time; whether long or short the 
holding period is indefinite.   

An Option is known as a derivative instrument as the value of the Option is 
derived from the underlying value of the security, but unlike the stock its 
derivative Option has a predetermined life span.  In other words, given the 
movement of the underlying position (up or down) the derivative Option will 
change in value and the magnitude of which is affected by the remaining life 
of the Option contract.  Furthermore, the value of the option will vary 
depending on the type of Option used – Call or Put.  The theoretical value can 
be derived and is best known as the Black-Scholes Options Pricing Model.   

Option valuation has several general characteristics, primarily existing of the: 

Value of underlying stock (from which the Option is derived) 
Strike Price, which is a specific price point during which the option could be 
executed 
Expiration Date of the Option (implied time remaining)  

However, the mathematical pricing model only provides direction to market 
participants, but gives way to market dynamics and the matching of a buyer 
with a seller.  Thinly traded Option contracts can have a broader bid/ask 
spread which implies additional risk. 

There are four perspectives which need to be considered:  two sides to an 
option transaction (buyer & seller) and two types of contracts (calls & puts). 

Call Option: 

1. Buying a Call Option is purchasing the right to buy a stock at a specified 
price within a certain time period.  Purchasing the Call reflects an 
expectation that the value of an underlying stock will exceed the value of the 
Strike Price on or before the expiration, known as being “in the money.”  
Further, the value must exceed the Strike Price by the premium paid to make 
the transaction worthwhile.  For example, if $1 is paid to purchase an Option 
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with a Strike Price of $50 on an underlying stock currently priced at $45, then the value of the underlying stock 
will need to exceed $51 to make the transaction profitable.  Said another way, if $1 is paid and the underlying 
stock appreciates to $60, then the owner of the Option has the opportunity to ‘call away’ the stock and purchase 
it for the strike price ($50) and then sell the stock for $60 in the market … the resulting $10 Gain, less the $1 
premium paid results in a $9 Net Gain, or $9 on a $1 investment. 

On the other hand, if the Call Option expires and is not ‘in the money’, say at $48, the purchase price of $1 is 
lost completely; i.e. a 100% loss. 

Buying a Call Option is speculative in nature regarding the short term movement of a security and the capital at 
risk is that which was used to purchase the contract. 

2. Selling (known as Writing) a Call Option is the flip side of the above, it is selling the right to another party to
buy a stock from the seller at a specified price within a specific time period.  In our example, the seller receives
$1 and runs the risk of the stock being called away ($50) at a price below what may be market ($60).  However,
the seller may believe the stock will not appreciate and is willing to take the risk.  If the option matures and
doesn’t reach the strike price, the seller keeps the $1 premium as a “Yield Enhancement” to the portfolio.

However, if the stock is called away, then shares would effectively be transferred.  Therefore, when employing 
this approach it is important to have possession of the underlying security and covering the position if needed, 
hence the terminology “Writing Covered Calls”.  The holder of the stock will need to be satisfied with the gain on 
the underlying stock being sufficient (although market is $60, the gain will be approximately 13% … $6 on $45 
based upon $5 from the stock appreciating from $45 to $50 plus the $1 premium received. 

Put Option: 

3. Buying a Put Option is buying the right to sell the stock at a specified price within a certain time.  A Put is the
mirror image of a Call Option.  A Put Option benefits if the value of the underlying security drops in value,
similar to being ‘Short’ the stock.  For example, if a portfolio is holding a large concentrated position with a
large unrealized capital gain; one can reduce risk by either:

A. Selling the stock to reduce the position and realize the taxable gain, or
B. Retain the stock and purchase a Put Option to protect against negative value drawdown.

Purchasing a Put Option for protective purposes can be a prudent strategy.  However, buying Puts has been 
likened to buying an insurance policy; if the policy (Put) goes unused before the expiration then the premium 
paid is gone, but the good news is the underlying stock retained its value. 

4. Selling a Put Option is speculative in nature. When a Put is sold, the seller is effectively the insurance 
company.  If the value of security drops to $0, the buyer of the Put has the right/option to ‘put the security’ to 
the seller at the agreed to strike price (e.g. $40 on the $45 stock above).  The seller will then have to pay the 
buyer of the put option to take possession of a security which has deteriorated in value… in this case to $0.

Given the four scenarios outlined above, we believe that limited circumstances within portfolio construction 
require the appropriate use of Options Contracts.  We believe buying Calls & selling Puts are speculative 
transactions and should be confined to those well studied in such instruments.  We do believe Writing Covered 
Calls and Purchasing Protective Puts can be incorporated into portfolios on a limited basis and tailored to specific 
circumstances. 

The use of Options is a complicated subject and the examples above have been simplified for illustrative 
purposes.  If you have questions, please don’t hesitate to contact our team to review the appropriate application 
for your needs. 

For review:  Characteristics and Risks of Standardized Options   

https://www.theocc.com/components/docs/riskstoc.pdf
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