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Standard Stock Options—Puts & Calls

First, there are two types of options--Puts and Calls. Secondly, there are two sides to each Put or Call--there is the Buyer and the Seller (also known as the Writer).

A buyer of a Put wants to gain downside protection if the market, or a given security, were to drop significantly. Therefore, the buyer of a Put wants to buy "insurance".

Assume someone owns Procter & Gamble in their portfolio and they are concerned that the market, or PG, is going to drop over the next 30 days (obviously, a pretty short term thinker). They would buy a Put contract.

Assume that you can buy a put that will expire in 30 days for $.65 per share premium that allows the Put buyer to sell their PG stock for $62.50 per share (the strike price) anytime between now and 30 days. As such, if PG were to fall to $50 per share in the open market, the put buyer would exercise the put and sell the shares for $62.50 per share.

The put buyer must find someone who is willing to take the opposite side of this transaction--the put seller. The Put seller (or writer) must be willing to buy PG stock at $62.50 per share any time between now and 30 days. In return for taking on this obligation, the put seller receives the $.65 per share premium.

For simple Aggie math, assume that PG is trading for $65/share and therefore $0.65/65=1%. Also assume that we have exactly one month to expiration--again for Aggie math.

The buyer of the put must decide if it is worth 1% over 30 days (about 12% annualized) to insure against a short term drop.
The seller of the put must decide if the same 12% is enough compensation to take on the risk of having PG "put" to them.

I have never bought a put as I cannot tell what is ever going to happen over a short period of time with a given stock or the market as a whole.

The flipside is a different story, however.

Assume I have fully researched PG and have decided that at the right price I would like to own it (it helps that Buffett and Berkshire Hathaway own a slug of PG--as such, you can rest assured that the qualitative aspect of PG has been satisfied). I then have to decide "at what price would I own PG--regardless of anything else going on in the world."

In this scenario, the Put Seller has decided that he would like to own PG at $62.50 per share. Additionally, you have to realize that $62.50 is not the only consideration in this transaction. The true cost of ownership is actually $62.50 (-) $0.65 or $61.85. Given this, you can see that the put allows you to lower the entry price into a given security if you do your homework correctly.

When the 2009/2010 interns utilized this strategy they wrote puts on three different occasions (collecting the put premium each time). Finally, PG did fall and they had the stock "put" to them--but not until they had collected a decent chunk of premium money.

A couple other points are worth making.

1) Puts and Calls themselves trade all day every day and therefore have a value all on their own. As such, many gambling types like to trade in and out of options since it provides tremendous leverage.
2) One put or call contract controls 100 shares of the underlying stock. As such, if you exercise 1 put it allows you to sell 100 shares of the underlying stock.
3) If the time between now and the date of the option expiration comes and goes and the stock does not trade far enough to warrant exercising the put option, then the seller keeps the premium and the option expires worthless. Many portfolio managers will write puts and calls solely for the purpose of trying to increase the cash flow to a portfolio.
4) Puts and Calls are generally very short term in life span--from 1 day to 90 days. There are some longer term contracts out there called LEAPS, but let’s not make things harder than they have to be.
5) Put writing allowed Buffett/Berkshire Hathaway to become the largest owner of Coca-Cola and to buy all of Burlington Northern Railroad. Although I'd like to take credit for using a strategy of this nature, Buffett was doing it long ago.
6) Writing puts can be very a very effective way of entering a stock position. However, it is most conservatively done if you already have cash on the side to pay for the stock which may be put to you.

A call option is essentially the opposite of a put option.

The call buyer wants to buy a given stock at a pre-determined price since he thinks the stock is going to go up. 

Therefore he wants to lock in his purchase price--even if the stock goes through the roof. The call buyer has to pay a premium to do this.

The call seller thinks that a given stock is worth selling at that pre-determined price and is therefore willing to sell a given stock and collect a premium in the process. A call seller might do this because he thinks that a given stock is "stuck" and therefore unlikely to move, but he wants to generate additional income off of the position through the call premium. 

If the call writer/seller owns the stock in question, this is a very conservative strategy. If the call writer/seller does not own the stock in question (a strategy known as writing a “naked call”) it has unlimited risk. 

Or, the call seller may want to exit a given security, but wants to do so at a pre-determined minimum price and collect a premium in the process--which obviously increases the overall rate of return.
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