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II. Uncovered Put Writing

A put writer is considered to be uncovered if he
does not have a corresponding short stock position
or has not deposited cash equal to the exercise value
of the put. Like uncovered call writing, uncovered
put writing has limited rewards (the premium
received) and potentially substantial risk (if prices
fall and you are assigned). The primary motivations
for most put writers are:

1) to receive premium income; and

2) to acquire stock at a net cost below the current
market value.

If the stock price declines below the strike price of
the put and the put is exercised, you will be obli-
gated to buy the stock at the strike price. Your cost
will, of course, be offset at least partially by the pre-
mium you received for writing the option. You will
begin to suffer a loss if the stock price declines by an
amount greater than the put premium received. As
with writing uncovered calls, the risks of writing
uncovered put options are substantial. If instead the
stock price rises, your put will most likely expire.

Assume you write an XYZ July 55 put for a
premium of 5 and the market price of XYZ stock
subsequently drops from $55 to $45 per share. If you
are assigned, you must buy 100 shares of XYZ for a
cost of $5,000 ($5,500 to purchase the stock at the
strike price minus $500 premium income received).

If the price of XYZ had dropped by less than
the premium amount, say to $52 per share, you
might still have been assigned but your cost of
$5,000 would have been less than the current mar-
ket value of $5,200. In this case, you could have
then sold your newly acquired (as a result of your
put being assigned) 100 shares of XYZ on the stock
market with a profit of $200.

Had the market price of XYZ remained at or
above $55, it is highly unlikely that you would be
assigned and the $500 premium would be your profit.
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Conclusion

The intended purpose of this booklet is to provide
an introduction to the fundamentals of buying and
writing stock options, and to illustrate some of the
basic strategies available.

You have been shown that exchange-traded
options have many benefits including flexibility,
leverage, limited risk for buyers employing these
strategies, and contract performance under the sys-
tem created by OCC’s Rules. Options allow you to
participate in price movements without committing
the large amount of funds needed to buy stock out-
right. Options can also be used to hedge a stock posi-
tion, to acquire or sell stock at a purchase price more
favorable than the current market price, or, in the
case of writing options, to earn premium income.

Whether you are a conservative or growth-
oriented investor, or even a short-term, aggressive
trader, your broker can help you select an appropri-
ate options strategy. The strategies presented in this
booklet do not cover all, or even a significant num-
ber, of the possible strategies utilizing options.
These are the most basic strategies, however, and
will serve well as building blocks for the more com-
plex strategies available.

Despite their many benefits, options involve risk
and are not suitable for everyone. An investor who
desires to utilize options should have well-defined
investment objectives suited to his particular financial
situation and a plan for achieving these objectives. The
successful use of options requires a willingness to learn
what they are, how they work, and what risks are asso-
ciated with particular options strategies.

Armed with an understanding of the funda-
mentals, and with additional information and assis-
tance that is readily available from many brokerage
firms and other sources, individuals seeking expand-
ed investment opportunities in today’s markets will
find options trading challenging, often fast moving,
and potentially rewarding.
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Glossary

American-style option: An option contract that
may be exercised at any time between the date of
purchase and the expiration date. Most exchange-
traded options are American-style.

Assignment: The receipt of an exercise notice by
an option writer (seller) that obligates him to sell (in
the case of a call) or purchase (in the case of a put)
the underlying security at the specified strike price.

At-the-money: An option is at-the-money if the
strike price of the option is equal to the market
price of the underlying security.

Call: An option contract that gives the holder the
right to buy the underlying security at a specified

price for a certain, fixed period of time.

Capped-style option: A capped option is an option
with an established profit cap or cap price. The cap
price is equal to the option’s strike price plus a cap
interval for a call option or the strike price minus a cap
interval for a put option. A capped option is automati-
cally exercised when the underlying security closes at
or above (for a call) or at or below (for a put) the
option’s cap price.

Class of options: Option contracts of the same
type (call or put) and style (American, European or
Capped) that cover the same underlying security.

Closing purchase: A transaction in which the

, . .. ..
purchaser’s intention is to reduce or eliminate a
short position in a given series of options.

Closing sale: A transaction in which the seller’s
intention is to reduce or eliminate a long position in
a given series of options.

Covered call option writing: A strategy in which
one sells call options while simultaneously owning an
equivalent position in the underlying security.

36

Covered put option writing: A strategy in which
one sells put options and simultaneously is short an
equivalent position in the underlying security.

Derivative security: A financial security whose
value is determined in part from the value and char-
acteristics of another security, the underlying security.

Equity options: Options on shares of an individ-
ual common stock.

European-style option: An option contract that
may be exercised only during a specified period of
time just prior to its expiration.

Exercise: To implement the right under which the
holder of an option is entitled to buy (in the case of
a call) or sell (in the case of a put) the underlying
security.

Exercise price: See Strike price.

Exercise settlement amount: The difference
between the exercise price of the option and the
exercise settlement value of the index on the day an
exercise notice is tendered, multiplied by the index
multiplier.

Expiration cycle: An expiration cycle relates to
the dates on which options on a particular underly-
ing security expire. A given option, other than
LEAPS®, will be assigned to one of three cycles, the
January cycle, the February cycle or the March cycle
(See Appendix). At any point in time, an option
will have contracts with four expiration dates
outstanding, the two near-term months and two
further-term months.

Expiration date: The day in which an option
contract becomes void. All holders of options must
indicate their desire to exercise, if they wish to do

so, by this date.

Expiration time: The time of day by which all exer-
cise notices must be received on the expiration date.

Hedge: A conservative strategy used to limit
investment loss by effecting a transaction which oft-
sets an existing position.
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Holder: The purchaser of an option.

In-the-money: A call option is in-the-money if
the strike price is less than the market price of the
underlying security. A put option is in-the-money if
the strike price is greater than the market price of
the underlying security.

Intrinsic value: The amount by which an option
is in-the-money (see above definition).

LEAPS®: Long-term Equity AnticiPation
Securities®, or LEAPS®, are long-term stock or
index options. LEAPS®, like all options, are avail-
able in two types, calls and puts, with expiration
dates up to three years in the future.

Long position: A position wherein an investor’s
interest in a particular series of options is as a net
holder (i.e., the number of contracts bought exceeds
the number of contracts sold).

Margin requirement (for options): The
amount an uncovered (naked) option writer is
required to deposit and maintain to cover a position.
The margin requirement is calculated daily.

Naked writer: See Uncovered call writing and
Uncovered put writing.

Opening purchase: A transaction in which the
purchaser’s intention is to create or increase a long
position in a given series of options.

Opening sale: A transaction in which the seller’s
intention is to create or increase a short position in a
given series of options.

Open interest: The number of outstanding
option contracts in the exchange market or in a par-
ticular class or series.

Out-of-the-money: A call option is out-of-the-
money if the strike price is greater than the market
price of the underlying security. A put option is
out-of-the-money if the strike price is less than the
market price of the underlying security.
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Premium: The price of an option contract, deter-
mined in the competitive marketplace, which the
buyer of the option pays to the option writer for the
rights conveyed by the option contract.

Put: An option contract that gives the holder the
right to sell the underlying security at a specified
price for a certain fixed period of time.

Secondary Market: A market that provides for
the purchase or sale of previously sold or bought
options through closing transactions.

Series: All option contracts of the same class that
also have the same unit of trade, expiration date and
strike price.

Short position: A position wherein a person’s
interest in a particular series of options is as a net
writer (i.e., the number of contracts sold exceeds the
number of contracts bought).

Strike price: The stated price per share for which
the underlying security may be purchased (in the
case of a call) or sold (in the case of a put) by the
option holder upon exercise of the option contract.

Time value: The portion of the option premium
that is attributable to the amount of time remaining
until the expiration of the option contract. Time
value is whatever value the option has in addition to
its intrinsic value.

Type: The classification of an option contract as
either a put or a call.

Uncovered call option writing: A short call
option position in which the writer does not own an
equivalent position in the underlying security repre-
sented by his option contracts.

Uncovered put option writing: A short put
option position in which the writer does not have a
corresponding short position in the underlying
security or has not deposited, in a cash account,
cash or cash equivalents equal to the exercise value

of the put.
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Underlying security: The security subject to

being purchased or sold upon exercise of the option Append IX

contract.

Volatility: A measure of the fluctuation in the January Sequential Cycle

market price of the underlying security. Current Month Available Months*

Mathematically, volatility is the annualized standard Jan Jan Feb Apr Jul

deviation of returns. Feb Feb Mar Apr  Jul

Writer: The seller of an option contract. 11\4/[;; 11\4/[;; f/[iry '}E} 82:
May May  Jun Jul Oct
Jun Jun Jul Oct Jan
Jul Jul Aug  Oct Jan
Aug Aug  Sep Oct  Jan
Sep Sep Oct  Jan Apr
Oct Oct Nov  Jan Apr
Nov Nov  Dec  Jan Apr
Dec Dec  Jan Apr  Jul

February Sequential Cycle

Current Month Available Months*

Jan Jan Feb May  Aug
Feb Feb Mar May Aug
Mar Mar  Apr May  Aug
Apr Apr  May Aug Nov
May May  Jun Aug  Nov
Jun Jun Jul Aug  Nov
Jul Jul Aug  Nov  Feb
Aug Aug  Sep Nov  Feb
Sep Sep Oct  Nov  Feb
Oct Oct Nov  Feb May
Nov Nov  Dec Feb May
Dec Dec  Jan Feb May

continued on following page
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March Sequential Cycle

Current Month Available Months*

Jan Jan Feb Mar  Jun
Feb Feb Mar  Jun Sep
Mar Mar  Apr Jun Sep
Apr Apr May  Jun Sep
May May  Jun Sep Dec
Jun Jun Jul Sep Dec
Jul Jul Aug  Sep Dec
Aug Aug  Sep Dec  Mar
Sep Sep Oct  Dec  Mar
Oct Oct Nov  Dec Mar
Nov Nov  Dec Mar  Jun
Dec Dec  Jan Mar  Jun

* Available Months = the option expiration dates available for
trading prior to the third Friday of the Current Month. There
are always 2 near-term and 2 far-term months available. The
most recently added expiration month is listed in bold-faced
type. This new expiration month is added on the Monday
following the third Friday of the month prior to the Current
Month. For example, in the February Cycle, if the Current
Month is September, the most recently added expiration
(October) would have been added following the August
expiration. These tables do not include LEAPS®. Equity
LEAPS®/long-term stock options expire in January of the
specific year.

42

For More Information

American Stock Exchange LLC
86 Trinity Place

New York, NY 10006 USA
1-800-THE-AMEX

(212) 306-1000

WWWw.amex.com

Chicago Board Options Exchange,
Incorporated

400 South LaSalle Street
Chicago, IL 60605 USA
1-877-THE-CBOE
(312) 786-5600

www.cboe.com

International Securities Exchange

60 Broad Street

26th Floor

New York, NY 10004 USA
(212) 943-2400

www.iseoptions.com

Pacific Exchange, Inc.
Options Marketing

301 Pine Street

San Francisco, CA 94104 USA
1-800-825-5773

(415) 393-4028

www.paciﬁcex.com

continued on following page
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Philadelphia Stock Exchange, Inc.
1900 Market Street

Philadelphia, PA 19103 USA
1-800-THE-PHLX

(215) 496-5404

www.phlx.com

The Options Clearing Corporation
One North Wacker Drive, Suite 500
Chicago, IL 60606 USA
1-800-537-4258

(312) 322-6200

www.optionsclearing.com
The Options Industry Council
1-888-OPTIONS

www.888options.com
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