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Introduction




Are you a new investor who just got started? Want to master the art of options trading but lack any prior knowledge? 

If so, then you should read this book.

You must venture beyond basic transactions and limited stock and exchange-traded fund (ETF) purchases if you wish to succeed in the stock market. If you know what you're getting into and how to practice options trading successfully, options trading can provide a path to significant stock market success.

Options are financial derivatives that offer the holder the right, but not the obligations, to purchase or sell an underlying asset at a particular price, known as the striking price, on or before a given date, known as the expiration date. At this time, the option is valid.

Options are flexible financial tools that can be utilized for income generation, hedging, and speculating. Investors often employ them to reduce risk and increase returns.

This book is intended to introduce options thoroughly and how they work, covering the many types of options, how to buy and sell them, and how to utilize them in different strategies.

This book will help you learn the basics of options and how to utilize them effectively in your financial portfolio, whether a novice or a seasoned investor.

You will get knowledge about several trading strategies to use as well as some potential dangers. When you finish reading this book, you'll have a solid foundational understanding of options trading and whether it fits you.








Chapter one

Introduction To Options Trading





You're not the only one if you've recently joined the options trading bandwagon. In fact, with 7.47 billion contracts exchanged in 2020, the popularity of trading in options, or contracts that let you wager on which way you believe a stock price is headed, reached a record high. The Options Clearing Corporation reports a 52.4% rise from the previous year. 

Options trading is rapidly expanding as both experienced and novice investors embrace it. These two groups are starting to understand the freedom options offer: investors can lock in a stock price without acquiring it.

Trading options can greatly increase your income, reduce your risk, and protect yourself from market volatility. Options can complement stocks in your portfolio for these reasons. Investors have more options when they trade both than when they trade equities alone. Options can function almost like an insurance policy. For instance, buying specific options might help offset any possible losses on your shares if the value of a company you hold declines.

Options may allow you to change your strategy without selling your stock, lower your breakeven point, and even establish a purchase price for a stock below its current market value.

Despite its widespread appeal, options trading is not that simple, and getting started requires a lot of forethought. We break down below what active investors need to understand before trying options.

What Are Options?

An option is a contract that grants you the right to purchase or sell a financial product for a predetermined amount of time at the agreed-upon price.

Equities, indexes, and ETFs are just a few financial products with options available. Options are referred to as "derivatives" because their value is "derived" from the underlying asset.

You trade ownership in a corporation when you trade stocks. In contrast, the possibility or obligation to buy or sell the underlying stock is traded when options contracts are bought or sold. The mere possession of an option does not grant the holder ownership of the underlying securities or any dividend rights.

Why Trade Options?

Options have been available for more than 40 years, but they have only begun to receive the attention they merit. Many investors have ignored options because they are too complex and difficult to understand. Because neither they nor their brokers received adequate training on utilizing options, many more people have had initial negative experiences with them. Like any strong tool, options can be misused to cause serious issues.

Finally, the financial media and certain well-known personalities in the market have mistakenly associated the word "risky" or "dangerous" with options. The individual investor should consider both sides of the argument before deciding on the worth of options.

Option options may offer an investor four main benefits, in no particular order. With benefits like these, it is understandable that individuals who have been utilizing options for some time would be perplexed as to why they are not more well-liked. Let's examine each of these benefits individually.

Cost-Efficiency

Options have a lot of leverage. As a result, an investor can acquire an option position comparable to a stock position while saving a ton of money. For instance, an investor would need to shell out $16,000 to buy 200 shares of an 80-dollar stock. The total cost, however, would only be $4,000 if the investor bought two $20 calls, each representing 100 shares (2 contracts x 100 shares/contract x $20 market price). After that, the investor would have an extra $12,000.

It is not nearly that easy. The investor must choose the best call to acquire to duplicate the stock position. However, this tactic, usually referred to as stock replenishment, is feasible and economical.

Lower Risk, When Used Properly

There are instances where purchasing options are riskier than holding stocks, but there are other circumstances where using options can help lower risk. It all relies on how you employ them. Due to the lower financial commitment required, options might be less risky for investors than shares and are more resistant to the potentially disastrous impacts of gap openings.

Options are safer than stocks since they are the most reliable type of hedging. A stop-loss order is commonly issued to safeguard the position when an investor buys equities. The stop order is intended to halt losses below a certain price that the investor has specified. These orders have difficulty because of the way they are written. A stop order is implemented when the stock moves at or below the limit specified in the order.

Greater Chance Of Returns

You don't need a calculator to understand that if you spend less money while earning about the same profit, your % return will be larger. Options often offer to investors when they are paid off.

More Strategic Options

Options also provide extra investing possibilities, which is its final significant benefit. Options are an incredibly adaptable tool. Options can be used in a variety of ways to replicate various positions. These positions are referred to as synthetics.

Synthetic positions give investors several options for achieving the same financial goals, which can be beneficial. Although synthetic positions are regarded as an advanced option issue, options also present a wide range of additional strategic choices. For instance, when an investor wishes to short a stock, many investors use brokers who charge a margin. The price associated with this margin need may be very high. Other investors work with brokers who categorically forbid shorting stocks. Investors are effectively handcuffed and forced into a world of black and white while the market trades in color because they cannot play the downside when necessary. However, no broker regulation prohibits investors from buying puts to play the downside, making this a clear advantage of trading options.

The investor can trade in the market's "third dimension" or lack of direction using options. Options allow the investor to trade not just changes in stock prices but also time and volatility changes. Most of the time, stocks don't make significant changes. The few equities that do move dramatically do so rarely. Your capacity to capitalize on stagnation may be the difference between realizing your financial goals and keeping them as distant aspirations. Only choices provide the tactical options required to succeed in any market.

Risks Of Options Trading

Thousands of fresh investors opened brokerage accounts after the pandemic. Sadly, few purchased quality equities to hold onto them; instead, they experimented with high-risk, high-reward tactics like options trading. If you intend to trade options, you must know all the associated risks.

Buying and selling contracts based on the value of an underlying asset, like a stock, bond, commodity, or currency, is a high-risk investing strategy known as options trading. Due to its potential for significant profits and capacity to provide leverage, it appeals to many investors. However, Options trading comes with several risks that, if not properly managed, can result in severe losses.

Investors should be informed that options trading can be risky and there is a chance of losing money. The possibility that an investor would be exposed to more risk than they can handle is one of the major risks of trading options. Investors must be sure they understand the risk they are taking on and have the financial resources to pay their losses because the leverage obtained by using options can magnify both gains and losses.

Trading options also involve a liquidity risk. The investor might be forced to honor the contract and incur a loss if they cannot find a buyer or seller in time. Additionally, when expiration draws near, the time value of options contracts declines, which can further diminish the value of the investor's position.

The potential for mispricing is the third risk associated with trading options. It is conceivable for the market to be mispriced, resulting in unanticipated losses for the investor, given that the pricing of options contracts depends on intricate mathematical models. Option contract pricing is also open to speculation, which increases the risk of sudden, significant price changes.

Finally, counterparty risk is a risk associated with options trading. This is the danger that the other party to the deal won't carry out their end of the bargain, costing the investment money. Investors must ensure they only trade with reputable brokers or exchanges governed by the appropriate authorities if they want to protect themselves from this.

In conclusion, trading options can be profitable, but big risks are involved. Before trading, investors must know the risks involved and have the money to cover any potential losses. To prevent mispricing and unforeseen losses, investors must also ensure they are trading with trustworthy brokers or exchanges and know about the pricing of options contracts.







