The Greeks As Understood By Jay King

 

 

1. What is an option contract? An option is the right, but not the obligation to purchase or sell an underlying stock. A contract usually has 100 shares of stock a particular company or asset.

2. Why would I purchase an options contract? The benefit of buying an option call vs 100 shares is pricing, you can buy an option contract for the fraction of the cost of 100 shares and you minimize your potential loss to the cost of the contract purchase price vs the real loss of value x 100 shares.

3. Do I own the option contract? No, you only control for a set period of time which is the expiration date, which is preset at purchase.

4. Do I have to keep the contract to the expiration date? No, once you purchase an options contract (unless you’re a day trader) you only have to hold it a day and then you can sell it anytime you like before the expiration date.

5. What’s the shortest option contract I should purchase in terms of time? In my opinion 6 months, because it gives you time to recover if your call should endure a dramatic drop.

 

 

THE GREEKS BY DEFINITION:

 

DELTA: the delta is the percentage of the penny you earn or lose based on the movement of the stock option contract you have purchased. For example if your delta is .10 that’s the equivalent of 10% of each penny the value of your stock goes up or down, so it would have to go up ten cents in value for your option call to go up one cent in value.

 

GAMMA: the gamma is the percentage or rate of change of the delta based on a single point move in the deltas price. The gamma is at its highest when an option is at the money and at its lowest when it’s furthest away from the money. For example if you hade a gamma of .0500 for every dollar your stock moved up in value your delta would move up by 5% and the same would be true if the stock moved down a dollar the delta would go down in value by 5%

 

THETA: is the rate of decline in the value of an option as time passes, or the decay of an options time as the contract expiration date gets closer the lose of value becomes greater. Example if you have a theta of -0.05 you are losing 5% of value every day so if your value started out at 50.00 rose to 100.00 at the end of the day the theta would take away 5% so your value would be 95.09

 

VEGA: the vega of an option expresses the change in the price of the option for every 1% change in underlying volatility.

Options tend to be more expensive when volatility is higher, whenever volatility goes up, the price of the option goes up and when volatility drops, the price of the option will also fall. Therefore, when calculating the new option price due to volatility changes, we add the vega when volatility goes up but subtract it when the volatility falls.

For Example: A stock XYZ is trading at $46 in May and a JUN 50 call is selling for $2. Let's assume that the vega of the option is 0.150 and that the underlying volatility is 25%.

If the underlying volatility increased by 1% to 26%, then the price of the option should rise to $2 + 0.15 = $2.15.

However, if the volatility had gone down by 2% to 23% instead, then the option price should drop to $2 - (2 x 0.15) = $1.70

 

RHO: the Rho is the most important Greek of all Greeks because in my opinion it represents the intrinsic value and interest rate of the overall option call, so I base most of my purchases on the strength of the Rho. If you have a low Rho there is a good possibility the call you are looking at is out of the money and possibly could end up valueless because you haven’t gauged the strength of your Rho vs the Value of the delta the volatility of the Vega and the rate of the decline of the theta. The higher the Rho the more attractive the option call. For example: an apple option call with a delta of .10 gamma of .025 a theta of -0.0300 a Vega of .0725 and a Rho of .1625 is attractive strictly because of the strength of the Rho .

