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INTRODUCTION

If you’ve ever been curious about the interesting world of options trading, look no further. Options are one of the fastest-growing areas of the financial markets and for good reason: They offer you the potential to make money quickly. However, options can move more quickly than other investment types and can be highly volatile, so those looking to trade need a strong foundation before they begin.

Options Trading 101 teaches how options work and how to make money trading them. This book also covers how and when to close your options position, how to manage options risks, and how to handle common setbacks eventually faced by all traders. In short, this book walks you through the basics and beyond, with topics ranging from:


	The fundamentals of options, including how options are structured and their key risks and rewards

	The four core options strategies, including examples and how to fine-tune your risk and return

	Advanced options strategies that you can use to generate profits with reduced risk

	How options are priced, what drives their price, and how to anticipate their price changes

	Common pitfalls of options trading and how to avoid them

	The important options trading vocabulary, so that you can speak confidently and knowledgeably

	And more!



Whether you’re a novice options trader looking to learn the ropes, or a more experienced trader looking to review the basics, this book has something for you. Of course, if you do happen to be a novice trader, you should have a solid background in investing and understand how stocks and securities work. That said, whatever your experience with options trading is, this book approaches options using an easy-to-understand style that explains the core concepts in detail. It then uses examples to show you how fascinating options are, how they work in practice, and how you can calibrate your options trading to your desired risk level. You’ll walk away from this book with a variety of strategies that you can use to make money in any market—and you’ll know their potential rewards and risks.

Whichever options you focus on, you’ll soon understand why this form of trading is so fascinating and use Options Trading 101 to help guide you along your trading journey. So, turn the page and begin.










    

Chapter 1 Options Overview


Options open a whole new world for people like you who are looking to juice their profits from the financial markets. While options may be based on assets that you’re already familiar with—stocks, exchange-traded funds (ETFs), and stock indexes—options present an entirely new set of securities and strategies, an entirely new set of risks and rewards, and an entirely new vocabulary to master. But for those who master options, the upside can be immense; as a knowledgeable trader, you can multiply your money quickly—at the risk of losing it all if you’re wrong.

To capture the potential profit, you need to understand how options work, the advantages and disadvantages of options, and what you’ll need to begin trading. Of course, you need to understand the many risks of options, but you’ll also need to know how options can reduce your risk—an often-overlooked benefit. Ultimately, you’ll need to understand all these features before deciding whether options are right for you.











WHAT IS OPTIONS TRADING? Understanding the Principles




Options are one of the most exciting areas of the financial markets but paradoxically also one of the least understood. Options have the potential to deliver serious wealth to people who can master them, and that’s why options trading is so popular among sophisticated investors. As an options trader, you can make—and lose—a fortune in just weeks or months due to the highly volatile nature of options. Plus, there are a variety of strategies to thrive in the options market while minimizing your risk, and as a savvy operator, you can learn how to navigate the options markets to take advantage of this.


OPTIONS ARE DERIVATIVES

Options are one kind of financial derivative, which is a way of saying that their price “derives” from or is based on the price of another asset. Options are often based on stocks, exchange-traded funds, and indexes, and when the prices of those underlying assets change, so do the prices of the options on them. When trading, you’ll try to anticipate these moves in the market so that you’re buying options that are poised to rise or selling the ones that are ready to fall in value. To do so, you’ll trade options based on your expectations of how the underlying assets will perform. If you’re right, the option may increase in value much faster than the stock or fund it’s based on, and the speed of earning a profit is part of the huge appeal of options trading.





OPTIONS REQUIRE CONTRACTS

Options are structured as a standardized contract, with contractual terms that are similar from option to option. Each contract represents 100 shares of the stock or fund it’s based on. Options exist for a finite period, which is specified in the contract when you trade it. Then when an option reaches its expiration, it ceases to exist, and the terms of the contract are settled between the option’s buyer and seller. So, when you purchase or sell an option, you know exactly what you’re getting. Standardized options trades are conducted on public exchanges, helping to offer transparent pricing for traders.




OPTIONS HAVE TIME LIMITS

With options trading, you’re buying and selling risk over a predetermined period that you and another trader both agree on. In a real sense, you’re simply buying and selling parts of an asset’s returns above or below a certain stock price over a limited period. One trader might want a certain type of risk—say, a stock’s returns above $40 per share for the next six months—and another is willing to sell that risk for a price.




OPTIONS ARE RISKY

You might hear the word risk and think of only negative things, but with options and other financial securities you should think about risk as both a positive and a negative. Sure, there are risks with negative consequences. However, without risk you have no potential for return either. The financial markets constantly price risk and return, with traders generally offering low returns for low risks and higher returns for higher risks. It follows that you must take some risk to make a return. So, you’ll ultimately want to take good risks that can deliver attractive returns and be on the hunt for mispriced risk. Because of the limited duration of options contracts, you own that risk only for the length of the contract and then must repurchase the risk if you want that exposure again.




OPTIONS PROVIDE MULTIPLE PATHS TO PROFITS

Options trading can allow you to make money in virtually any kind of environment, whether the stock is moving up, down, or even sideways. The beauty of options is that they allow you to buy and sell various parts of a stock’s return profile, at least over a period. Different types of options can be stacked together to get exactly the kind of risk profile that you want. If you expect a certain risk is unlikely to come to pass you can simply sell that risk to another trader who thinks it could happen. This quality makes options so wonderfully flexible and so potentially lucrative but also often misunderstood.




OPTIONS TRADES ALWAYS HAVE A WINNER AND LOSER

While options may be based on stocks, the two types of financial securities differ in fundamental ways. A stock is an ownership stake in a company, which is issued by the company to fund its operations. A stock can exist indefinitely, if the company remains financially viable. But when an option contract expires, the bet is settled, and only one side can come out a winner, making options trading a zero-sum game. Either an option’s buyer or seller comes out the winner on every transaction. Of course, brokerages that charge a commission for options trading do profit on every trade.


Lucrative Side Bets

Investing in stocks need not be a zero-sum game as the company grows and increases profits for all its shareholders. In contrast, an option is effectively a “side bet” between traders on how a stock or fund will perform over the duration of the option contract.






OPTIONS REQUIRE ACTIVE MANAGEMENT

Stocks and options differ in how you manage them. Because stocks can exist indefinitely, as an investor, you can purchase a stock and hold it for literally decades as long as it continues to exist. You can take a buy-and-hold approach to this potentially long-lived asset and may look at its performance only once or twice a year, though stocks are frequently traded with a much shorter holding period, of course. In contrast, options positions must be actively managed, with you evaluating a contract’s risk and return, determining when to sell at an optimum time, and generally keeping a close eye on what’s moving the positions. While you can be successful with stocks by taking a passive approach, options trading needs active management, requiring more time and attention to be successful.









HOW OPTIONS WORK Understanding the Operation of Options




Options allow you to buy or sell an asset at a predetermined price for a period. One type of option, a call option, governs the buying—and one option, a put option, governs the selling. While these types of options contracts entitle their owners to do different things, in other fundamental respects they operate similarly.


CALL OPTIONS AND PUT OPTIONS

The buyer of a call option is entitled to purchase the underlying asset, often a stock, at a preset price for the duration of the contract. The seller of a call option is obligated to sell that asset at the agreed-upon price, regardless of how unfavorable the price is, if the buyer exercises the option. For this advantage, the call buyer pays a fee to the seller.

The buyer of a put option is entitled to sell the underlying asset, often a stock, at a preset price for the length of the contract. The seller of a put option is obligated to buy that asset at the agreed-upon price, regardless of how unfavorable the price is, if the put buyer exercises the option. For this advantage, the put buyer pays a fee to the seller.

Each contract allows an option owner to transact 100 shares of the underlying stock up until the time the option expires. If you purchase one call, you’re entitled to buy 100 shares of the stock at the preset price, while six options get you exposure to 600 shares and so on. Options prices are always quoted in per-share amounts ($1.50, $2.25, $3.00, and so on) rather than the total cost of the contract, which is the per-share value times 100 shares (or $150, $225, $300, and so on).


Expectations of Buying and Selling Options

If you own an unexpired option, you have the right, but not the obligation, to exercise it and derive any advantages from it. However, if you sold the option to open a position, you’re obligated to perform the actions specified in the contract, namely to buy or sell an asset at the preset price.



Options are known as “wasting assets,” a term that means their value tends to decline over time. A contract with more time until expiration has more value than the same contract with less time to expiration, reflecting the former’s potential to move more. A portion of the value of every option reflects how much time is left on the contract, up until the option expires. Of course, a rise in the underlying stock or a change in other variables can make the option price move up at any time, but the option’s total potential is waning day by day.




HOW OPTIONS ARE SETTLED

After an options position is started, how is it finally settled? A trade is concluded in one of three ways:

A trader closes the position. As long as the option has not expired, the buyer or seller of the option can close the position at any time and remove all contractual rights and obligations. For example, if you bought an option to start a position, you would simply sell the option for the going market value, closing the position and ending any rights conferred by the option. Similarly, if you sold an option to start a position, you would repurchase the option from any willing trader, closing the position and ending any obligations. A buyer and seller need not close the position with the person they originally opened the position with, and they can purchase or sell the same option from any trader willing to make a deal. But they’ll have to pay whatever the fair market value is at the time, which may be more or less than they originally transacted at.

The option is exercised. An option’s owner can exercise that option at any point if the option has not expired. If a call option is exercised, the call’s owner purchases the stock from the seller at the contractual price. If the seller does not own the stock, the brokerage will purchase the stock at the market rate and deliver it to the option buyer. If a put option is exercised, the put’s owner sells the stock at the preset price to the put’s seller. Traders are not likely to exercise an option unless it’s worth some money and less than a week or two remain until the option expires, at which point it has little potential or “time value” left. If the option expires and is worth more than $0.05, the brokerage usually automatically exercises it.

The option expires worthless. If the option expires worthless, the option seller keeps the whole fee for selling the option, and the buyer ends up with nothing. The brokerage removes the worthless security from the traders’ accounts by the next trading day.




OPTIONS AND LEVERAGE

Options are appealing to traders because they offer what is known as leverage. This term means that an option’s price can move a lot in response to a stock’s price movement. Because of leverage, you can put up a little bit of money in an option and have a large gain, even if the stock moves only a few percent. Here’s an example to see how it works.

Imagine a stock trading for $60. A call option is available enabling the purchase of the stock for $62.50, and the option costs $1.50. So, for a cost of $1.50, the option buyer has the right to purchase the stock for $62.50. If the stock rises to $65.50 at the option’s expiration, the option would be worth $3. The option’s owner can purchase the stock for $62.50 from the option’s seller and sell it for $65.50, for a $3 gain per share. In effect, the buyer purchases the option for $150 ($1.50 × 100) and its value doubles to $300, though the stock itself increased only about 9%, from $60 to $65.50.




OPTION SELLER RESULTS

The option seller must deliver the stock to the buyer, and the brokerage makes the delivery automatically. If the seller does not own the stock, the brokerage purchases it on the seller’s behalf, charges the seller the market value of $65.50, and settles the option. In effect, the option seller buys the stock for $65.50, then sells it to the option buyer for $62.50, taking a loss of $3 on this part of the transaction. The seller initially received $1.50 for selling the option, so the seller lost $1.50 per share (or $150 overall) on this trade, the $3 loss offset by the $1.50 received from the option buyer.









ADVANTAGES AND DISADVANTAGES OF OPTIONS The Good and Bad of Trading




Options provide a lot of, well… options for investors, making this trading especially attractive for intermediate and advanced investors who know their way around the market. Their flexibility means that options provide various ways to make money, generating capital gains or regular income. Options also allow you to limit risk and hedge a portfolio, and they let you make money in any market—up, down, or sideways. These advantages, of course, are balanced against some important disadvantages, in particular the potential for significant and even catastrophic loss if you don’t know what you’re doing.


ADVANTAGES OF OPTIONS

The following are seven major benefits of options trading, as this form of trading offers many ways to make money.


Ability to Multiply Your Money

The most attractive feature of options is the ability to rapidly multiply your money. Yes, with the right options strategy you can double or triple your money and more, sometimes in months and on rare occasions even weeks or days. Though it’s not easy and you run the risk of total loss, it can be done with some knowledge and a little luck.





Ability to Trade Risk

Options allow you to buy and sell the risk of stock price movement for certain periods of time. You can carve off just the piece of risk that they’re willing to buy or sell, and you decide the period you’re willing to own it. You can choose to purchase the riskiest parts of a stock’s potential return profile and perhaps generate significant gains, or you can stick to relatively safe areas and generate more likely but lower profits.




Tremendous Flexibility

Options can provide tremendous flexibility. Because they mimic the moves of stock positions, these financial derivatives can be sliced and diced to create the risk exposure (and payoff) that you want. You can set up any number of options strategies that can be “overlaid” on how you expect the stock to perform. You can use options to generate income or capital gains and limit risks while this trading achieves stock-like returns or better.




Generate Incremental Income from Your Stock Positions

Options can also be useful to generate income in other ways. For example, you can sell options on stocks you already own to create income. With the option, you promise to sell the stock at a specific price by a specific time. If the stock does not reach that price in the time, you keep the stock and can repeat the trade again and again.




Hedge Risks in Your Portfolio

Not only do options help you shoot for the moon, but they can also be used to hedge risks in your portfolio, reducing the impact of individual stocks. You can purchase options that completely offset the bad performance of a given stock, at least for some time.





Set Up Regular Income by Acting As an Insurer

Options can also be used to act like insurance. By selling certain types of options, you promise to purchase stock at a specific price for a specific period. By acting as insurance for stock prices, these options trades can generate regular income. Keep in mind that if the insurance is not needed, the option expires worthless, and you pocket the whole “insurance” premium. Repeat this strategy over and over, and you can generate regular income, often at low risk.




Limit Risk on Trades

Options can also be used to limit risk on trades. For example, a risky stock may offer a wide variety of returns, but to profit you would have to put up substantial cash. However, options allow you to participate in the upside by investing a much lower amount of money. So, you can limit your overall risk to a defined amount on a specific trade while still participating in potential gains.






DISADVANTAGES OF OPTIONS

At this point, options trading may seem like a great idea, but it comes with potential risks of which you should be aware. Here are five ways options trading may not be as advantageous as initially thought.


Your Thesis and Timing Must Be Right

When trading options you must be right twice. Your investment thesis must be correct, and it must be realized before your option expires. If not, you could end up losing a lot of money. Even if your thesis turns out to be correct in the fullness of time, it’s worthless to your options position. Options make the already difficult job of predicting stock movements into a nightmare by adding on a time constraint.




High Cost

Options are relatively high cost, because they build into their price a variety of potential outcomes. For example, it might not be unusual for a relatively risky option that exists for only six or eight months to cost 10% of the stock’s price and yet have the potential to be worthless at the end of that time. The flip side is that traders take advantage of this situation by selling options when they are relatively high cost.




Time Slowly Eats Away the Option’s Value

Options are a wasting asset, meaning the value of an asset (such as a car) tends to decline over time. The passage of time makes an option less valuable. That can be bad news for those who purchase options while being good news for those who sell them.




Potential for Total Loss

Options strategies run the gamut from high risk to low risk, but each strategy has the potential to be a total bust. Traders who purchase options are putting their capital on the line for the chance to make many times their money back, with the downside that they are likely to lose their entire investment.


Nothing Is Guaranteed

While selling options may be a safer strategy and more likely to succeed, even this approach can be subject to significant loss, with the potential to lose more than you gain.







Potential to Lose Way More Than You Earn

Traders who sell options can lose way more than they can possibly earn in any trade. For example, if you sell an option as insurance, you could lose much more than the money you received as an insurance premium. In this situation—and unless you have protected your downside risk by purchasing an option—you can lose many multiples of the premium that you expected to safely earn.











ARE OPTIONS TOO RISKY? YES AND NO Using Options to Magnify and Reduce Risk




Ask a random person on the street what they know about options, and the first response you’re likely to get is that they’re risky. When Hollywood wants to show financial risk, they may turn to stocks, but when they want to show a poorly understood financial risk that threatens to blow up the markets, options fit the bill. This reputation is certainly well founded, but it’s not the whole picture. Yes, options can be risky, but they can also be used to limit risk in several ways, such as hedging investments to reduce the overall risk of a portfolio. Like so many things in life, options trading can be relatively safe as long as you adhere to specific guidelines. That doesn’t mean it’s risk-free, of course, but it illustrates the point of legendary investor Warren Buffett who said, “Risk comes from not knowing what you’re doing.” So, it’s useful to know the ways in which options can be used safely and the places where they can be quite risky.


HOW ARE OPTIONS RISKY?

The following characteristics can make options risky, but in some cases it’s how you use—or misuse—an option that makes it risky.


Your Entire Investment Can Expire Worthless

For options that you purchase—as opposed to sell—you’re putting your money on the line for the chance to multiply it many times. If the trade works out well, you can more than double your money and sometimes do so in weeks or months. The flip side is that your investment could expire worthless, leaving you with literally nothing. There’s no question—it’s a high-risk, high-potential-return trade. That’s why many traders make options a relatively small part of their portfolio and fully understand the risk that their option may become worthless.




You Can Lose More Money Than You Could Ever Get Out of a Trade

For options that you sell—as opposed to buy—you get a cash payment up front but you make a promise that you’ll buy or sell a stock in the future, if the stock or fund price reaches specific levels. If you sell the wrong option, it’s entirely possible that you could lose many times the cash you’ve received. However, some of these kinds of strategies are the most popular, and if they’re used judiciously, they can be an attractive way of generating income from options. In fact, you have ways to limit the risk on this type of trade, including ones that are popular with risk-averse investors.




Sensitivity to Asset Prices

Option prices are highly sensitive to the price of the underlying stock. If the stock moves a little, the stock option could well move 100%, 200%, or more, especially at certain points where the option becomes valuable. For traders, however, this volatility is an attractive feature of options, allowing you to make money quickly if you can find the right option. Of course, options trading is a zero-sum game, so somebody’s win is somebody else’s loss.







HOW CAN OPTIONS LIMIT RISK?

It’s clear that options present risks, but the following features of options allow you to use them to limit risk.




Leveraged Exposure to a Stock

Options offer leveraged exposure to a stock. That is, you can put up a relatively small amount of money and make a significant profit if the stock moves in a favorable direction. This feature means that you can make a small bet on an option and enjoy profits that would require a much larger investment in the stock. If the stock is particularly risky and might decline a lot, you could lose a lot more money owning the stock than owning a much smaller position in the option that offers the same potential profit. So, purchasing an option can be a less risky way to enjoy the stock’s price movement during a certain time with lower overall dollar risk.


Options May Surprise You

It may surprise some people to hear that you can use options to limit risk, given their reputation for being risky, but it’s true. Options can limit your absolute dollar exposure to a given stock or fund, while offering the same upside potential or more.






Buy “Insurance” on a Stock or Investment Fund

Options also allow you to purchase “insurance” on a stock or an exchange-traded fund. This insurance acts as protection for your holding in case a stock falls, and it requires the person who sold you the option to buy your stock at a predetermined price. So, while your stock may fall, the option may become more valuable, offsetting most or even all your loss. By using options this way, you can proactively and intelligently limit certain risks in your portfolio.




Obtain Better Purchase Prices on Desirable Stocks

You can use the same strategy of selling options to get a better purchase price on stocks that you might otherwise like to buy, helping offset your price on the stock. You can repeat this strategy over and over and may not even need to purchase the stock, reducing your net purchase price still further. For many, it’s a way to generate income, though imprudent traders may use it so frequently that it becomes risky to their portfolio.




Options Present No Surprises

While Hollywood may make it seem that options present unknowable risks, publicly traded option contracts are fully standardized, so all potential consequences are known before anyone places a trade. You know—or at least should know—the possible outcomes of trading specific options, including how much could be gained and how much is at stake. What you’re really taking a bet on is how likely or unlikely a specific outcome is, for example, whether a stock hits a certain price in a certain time. If you miscalculate, the potential outcome—though not its magnitude—is already established. So, unlike other high-risk activities, where the range of potential risks may vary widely, the range of financial risk in options is known. None of this is to say that options are safe, but their risks can be mitigated by “knowing what you’re doing.”









IS OPTIONS TRADING FOR YOU? Key Questions to Ask When Considering Options Trading




There’s no question that options trading can be exciting—but is it the kind of exciting that you want? Options trading is not for everyone, so before you get started, you should think about whether it’s actually right for you. This self-analysis includes looking at your own financial needs, your commitment to trading, your risk aversion, and any other factors that might clash with trading this high-risk security. Even if you discover that trading options is not really for you, or at least not right now, it can still be worthwhile to learn how it works and get intellectually comfortable with this glamorous side of the market. If you decide to come back to it, you’ll be that much further ahead.


HOW TO DECIDE IF OPTIONS TRADING IS RIGHT FOR YOU

You’ll want to look at several factors to see if options trading makes sense for you. Other individual considerations may also be more relevant in your situation.


Your Financial Needs

Trading options is close to gambling, even if it’s gambling with an investing edge. If you’re working with options, you must use only money that you do not need. There’s a reasonable chance that you will lose some or all the funds you dedicate to options at the beginning, when you’re learning how everything works and discovering the real risks firsthand. Given its risks, trading options is only for those who have no problem meeting the rent or mortgage payment, your child’s tuition bills, and all the other expenses of modern life. In addition, you probably should have the rest of your financial life in order, including a growing retirement account and plenty of emergency cash on hand. If you need money—really need money—options are not for you. To put it another way, you don’t have the money to gamble unless you’re financially secure.




Experience

Options are not for the novice investor. To succeed in options, you need a strong background in stocks. You need to understand how they work, what moves their prices up and down, how to analyze them, what to look for in an investment, how to read financial statements, and… well, the list could go on and on. The investing world always offers something interesting to learn about. Of course, you don’t need a doctorate in stock investing to succeed in options, but you need to feel comfortable that you know what you’re doing with equities. If you don’t have this knowledge and comfort, you’ll be too prone to make errors with options, where they can be truly expensive. Even when you have deep stock knowledge, it’s worthwhile to go slow with options so that you can develop your knowledge in this adjacent domain, especially when it comes to options’ high volatility.




Time Commitment

Options can consume a lot of your time as you search for interesting trades and develop your fundamental knowledge of stocks that could be good options candidates. You may find options more rewarding if you can devote more time to them, but even those who devote a little bit of time may still find it worthwhile. For instance, while you might be investing mostly in stocks, you can layer on an options strategy or two, leveraging your existing stock knowledge. But you will need to keep an active eye on those options and manage them. Unlike a buy-and-hold stock portfolio, where you needn’t spend time thinking about selling a position, with options you need to make active trading decisions, especially as an option’s expiration date approaches. This active approach requires more thought and a thorough understanding of options pricing dynamics, at least if you want to make smart decisions. And if you don’t have the time, don’t sweat it—you can make plenty of money with stock investing with less work, especially if you’re investing in funds.




Interest

Options are an exciting area of the market, where you can make (and lose) lots of money quickly. It can be intellectually interesting to analyze traders and what strategies they’re using, and often the options world leads the rest of the market. But if you don’t have an abiding interest in the area, it can be hard to sustain the drive to do the work needed to be successful. If you are interested, you can proceed at your own pace and let your interest drive your motivation to learn more. You’ll never run out of things to learn in the investing world.




Risk Aversion

If you thought stocks were risky, options take the risk factor up a few more rungs. Not only can your option expire totally worthless, and you can be required to cough up money to buy stock, but options can be tremendously volatile. What was a nice gain at the start of the day may quickly turn into a loss by the end of the day, or vice versa. Even if the options roller coaster is working in your favor (i.e., going up), all that volatility can upset the stomach of risk-averse traders. Plus, as mentioned before, if your risk aversion is not only temperamental but also due to financial need, options may not be your thing. Investors have plenty of good money to be made out in the stock market with less whiplash.






WHAT IF OPTIONS TRADING IS NOT RIGHT FOR YOU?

So, what if you discover that you’re not cut out for options? That’s fine. They require time, experience, interest, and plenty of surplus cash. It’s not a combination that a lot of people have. If options do still hold some appeal, you should learn how they work. One of the hardest parts is simply understanding all the options dynamics, and once you have that mastered, you can come back later and be further along the path to trading, if that’s what you want to do.

If options trading is not right for you, you have plenty of other easier, less time-consuming ways to make money. Find the ways that work for you.


Advice from Warren Buffett

Legendary investor Warren Buffett said, “There are no called strikes in investing.” Buffett’s words suggest that you get to pick when and how you invest in the market. If options aren’t for you, find a type of investment that is.











A FOUNDATIONAL UNDERSTANDING OF INVESTING What to Know Before You Trade Options




While you may be champing at the bit to get started trading options, you’re still going to need to have the basics of investing down cold. These basics are an absolute “must have” if you’re going to anticipate how stocks—and therefore, options—will perform over time.

A stock’s price can be broken down into two key elements that determine what it’s worth. First, a company’s profits are the long-term driver of a stock’s price. Earnings are often measured on a per-share basis—earnings per share—to provide a common basis for evaluation. Second, the earnings multiple is the amount that investors are willing to pay for a dollar of the company’s earnings. Sometimes investors will pay a lot, while other times they won’t pay much at all. One popular earnings multiple is the price-earnings ratio (or P/E ratio).

If you multiply the company’s earnings per share by how much investors are willing to pay for each dollar of earnings, you get the stock price. So, evaluating how a stock will move is based on analyzing factors that affect its earnings and those that affect the earnings multiple.


A Fact Multiplied by an Emotion

A stock price is a combination of a fact (the company’s earnings per share) multiplied by an emotion (how investors feel about the stock). In the short term, investors’ emotions can dominate how stocks are priced, but over time, it’s the earnings that move the stock.





WHAT AFFECTS A COMPANY’S EARNINGS?

A company’s earnings are affected by its own performance and macroeconomic factors.


Company-Specific Factors

A company’s ability to grow earnings depends on factors such as:


	
Sales growth: Investors are looking for successful businesses that will increase their sales, and therefore profits, over time. In general, the faster, the better.

	
Margin expansion: High margins (gross, operating, net) are signs of a healthy business. Higher-margin companies will grow their profits faster for the same level of sales growth.

	
Market opportunity: A big potential market offers more upside, especially over time, than a small market. That is, a global market offers more potential gain than a domestic-only market.

	
Sustainable competitive advantage: A company that has a competitive edge that it can keep for a long time is a more valuable business.

	
Strong balance sheet: A company that has a strong balance sheet, including low debt, will tend to perform better than one that has significant financial issues.

	
The company’s use of cash: Stocks that pay dividends and companies that repurchase their own stock are more highly valued than those that don’t.



This list could go on and on, and it’s important to analyze the company’s fundamental features so that you understand its strengths and weaknesses.




Macroeconomic Factors

Macroeconomic issues affect the business in direct and indirect ways:


	
Interest rates: Lower rates make it cheaper for companies to borrow money to expand.

	
The state of the economy: A growing economy helps drive corporate profits and spending growth that can move the economy forward for years.

	
Supply shocks: A supply shock to an important commodity can hurt companies that depend on it directly and the wider economy.

	
Government intervention: Government intervention to establish, defend, or curtail markets may affect the success of businesses.



Regardless of the company, it’s impacted by the larger economic factors like those just described and many others.
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