
A share of stock can be held for years because it represents continuing ownership in a 
company. An option brings time into that same picture. It is a contract tied to a stock or 
another investment, and the contract gives one person a right while giving another 
person an obligation. The agreement identifies a price, a deadline, and the asset covered. 
Instead of buying the company immediately, the option buyer pays for the ability to make 
a particular decision before time runs out. That ability can become valuable when the 
stock moves in the expected direction. It can also expire with no value, even when the 
investor’s general idea about the company was eventually correct. 

Keep one imaginary company in view so the language never floats away from the money. 
Harbor Tools is publicly traded at fifty dollars per share. Someone who buys one hundred 
shares pays five thousand dollars and becomes a small owner of the company. If the 
shares rise to sixty dollars, the position becomes worth six thousand dollars. If they fall 
to forty dollars, it becomes worth four thousand dollars. An option creates a different 
arrangement around those same shares. It may give someone the right to buy Harbor 
Tools at a chosen price or the right to sell it at a chosen price, but that right lasts only 
until a stated expiration date. 

The two basic contracts are calls and puts. A call gives its buyer the right to buy the 
stock at an agreed price. A put gives its buyer the right to sell the stock at an agreed 
price. “Right” is the word that protects the buyer because the buyer can use the contract 
when it is beneficial and allow it to expire when it is useless. The seller of the option 
receives money for creating that right and accepts the corresponding obligation. If a call 
buyer chooses to buy, the call seller may be required to provide the shares. If a put buyer 
chooses to sell, the put seller may be required to purchase them. 

The agreed price written into the contract is called the strike price. The date when the 
contract ends is the expiration date. The stock connected to the contract is called the 
underlying stock because the option’s value rests upon it. The amount paid for the 
option is called the premium. These four parts—the underlying stock, strike price, 
expiration date, and premium—form the contract’s foundation. Once they are visible, an 
option stops looking like a mysterious bet. It becomes a temporary agreement 
concerning what may happen to a particular stock before a particular deadline. 

Suppose Harbor Tools remains at fifty dollars and a three-month call is available with a 
fifty-dollar strike price. The call gives its buyer the right to purchase Harbor Tools for fifty 
dollars per share during the contract’s life. Assume the premium is three dollars. 
Standard equity options usually cover one hundred shares, so the displayed three-dollar 
premium normally means three dollars per share multiplied by one hundred shares. The 
buyer therefore pays three hundred dollars for one contract. The quoted price can easily 
cause a beginner to think the entire contract costs three dollars, making the 
one-hundred-share multiplier one of the first details that must become automatic. 



The call buyer has purchased three months of opportunity. If Harbor Tools rises sharply, 
the right to buy at fifty dollars becomes valuable because the market demands more. 
Imagine the stock reaches sixty dollars at expiration. The contract controls shares that 
can be purchased for fifty dollars even though they are worth sixty dollars in the market. 
That difference is ten dollars per share, or one thousand dollars across one hundred 
shares. The buyer originally paid a three-hundred-dollar premium, leaving a 
seven-hundred-dollar profit before transaction costs and taxes. The profit comes from 
the value of the contract after recovering what was paid to obtain it. 

This leads naturally to the breakeven price. Breakeven is the stock price at which the 
gain from the option exactly covers the premium at expiration. For the fifty-dollar call 
purchased for three dollars, the breakeven is fifty-three dollars. At fifty-three dollars, the 
right to buy at fifty is worth three dollars per share, matching the three dollars paid. 
Above fifty-three dollars, the position has a profit at expiration. Below fifty-three dollars, 
it has a loss, although some value may be recovered if the stock remains above fifty. The 
strike price tells us when the right begins to have direct exercise value, while the 
breakeven tells us when the entire trade becomes profitable after including its cost. 

If Harbor Tools ends at fifty-two dollars, the call has two dollars of value because it 
allows shares to be bought two dollars below the market. Across one hundred shares, 
that value is two hundred dollars. Yet the buyer paid three hundred dollars for the 
contract, so the result is a one-hundred-dollar loss. This is why saying “the stock went 
up” does not finish an options analysis. The stock must move far enough to overcome 
the premium, and it must usually do so before time expires. The investor correctly 
predicted an increase from fifty to fifty-two but still lost money. Direction was right; 
distance was insufficient. 

If Harbor Tools remains at fifty dollars or falls below it at expiration, paying fifty dollars 
through the call offers no advantage. The buyer can purchase the shares in the open 
market for the same price or less. The call expires worthless, and the 
three-hundred-dollar premium is lost. That three hundred dollars is the maximum loss for 
the buyer of this call. Even if the stock collapses to ten dollars, the buyer simply allows 
the right to expire. This limited loss makes purchased calls appear safer than buying one 
hundred shares, but the word “limited” can hide how easily the entire amount can 
disappear. Losing one hundred percent of a small position is still a complete loss of that 
position. 

A call buyer also does not need to purchase the one hundred shares to benefit from a 
valuable contract. The option itself can usually be sold before expiration. This is called 
selling to close because the investor sells the contract already owned and ends the 
position. If the three-dollar call rises to seven dollars, selling it produces seven hundred 
dollars, creating a four-hundred-dollar gain over the original three-hundred-dollar cost. 
Exercising the contract would require five thousand dollars to buy one hundred shares at 
the fifty-dollar strike. Selling the contract may therefore be simpler and may preserve 



value that could be lost through early exercise. The option market allows the right itself 
to be traded just as the stock market allows ownership to be traded. 

The person on the other side of the call has a completely different arrangement. The 
seller, also called the writer, receives the three-hundred-dollar premium at the beginning. 
In exchange, that person accepts the obligation to sell one hundred Harbor Tools shares 
for fifty dollars if assigned. Assignment is the notice informing an option seller that the 
contract’s buyer has exercised and the seller must fulfill the agreement. If the stock stays 
at or below fifty dollars through expiration, the call can expire unused and the seller 
keeps the premium. If the shares rise to sixty dollars, the seller may be required to 
deliver one hundred shares at fifty dollars. The buyer’s valuable right is always 
connected to the seller’s costly obligation. 

This connection explains why option buying and option selling should never be treated 
as the same risk. The call buyer pays money and receives a right. The call seller receives 
money and assumes an obligation. A buyer can lose the premium, while an uncovered 
call seller can face far larger losses. “Uncovered” or “naked” means the seller does not 
already own the shares that may have to be delivered. If Harbor Tools rises to one 
hundred dollars, the naked seller may have to buy shares near one hundred dollars and 
sell them for fifty. Since a stock can theoretically keep rising, the potential loss on an 
uncovered call has no fixed ceiling. 

A put turns the direction around while preserving the same structure. Suppose Harbor 
Tools trades at fifty dollars and a three-month put with a fifty-dollar strike costs two 
dollars and fifty cents. One contract costs two hundred fifty dollars because the quoted 
premium is multiplied by one hundred shares. The buyer now holds the right to sell one 
hundred Harbor Tools shares for fifty dollars each. That right becomes more valuable 
when the market price falls. If the company drops to forty dollars at expiration, selling 
shares for fifty is ten dollars better than selling them for forty. The contract has one 
thousand dollars of exercise value, and after subtracting the two-hundred-fifty-dollar 
premium, the buyer has a seven-hundred-fifty-dollar profit before costs and taxes. 

The put’s breakeven is found by subtracting the premium from the strike price. Fifty 
dollars minus two dollars and fifty cents produces a breakeven of forty-seven dollars and 
fifty cents. Below that price, the put is profitable at expiration. Between forty-seven 
dollars and fifty cents and fifty dollars, the contract has some exercise value but not 
enough to recover its entire cost. At fifty dollars or above, the right to sell for fifty offers 
no advantage and the put can expire worthless. The buyer’s maximum loss is the 
two-hundred-fifty-dollar premium. The largest theoretical gain occurs if the stock falls to 
zero because a stock cannot fall below zero, placing a natural limit on a put buyer’s 
potential gain. 

The same put can serve a purpose beyond trying to profit from a decline. Imagine an 
investor already owns one hundred Harbor Tools shares purchased for fifty dollars each. 
The five-thousand-dollar stock position could suffer heavily if a factory closes, a major 



product fails, or the economy weakens. Buying the fifty-dollar put creates the right to sell 
those shares for fifty during the contract’s life. The premium functions much like an 
insurance payment. If the shares collapse, the put increases in value and helps protect 
the stock position. This is called a protective put, and it reveals why options were created 
as risk-transfer tools before they became popular instruments for rapid speculation. 

Insurance also helps explain the option seller. An insurance company collects premiums 
because it accepts the financial consequences of certain events. An option writer 
similarly collects a premium for accepting a contractual obligation. The premium is the 
seller’s compensation for taking that risk. The buyer wants protection, opportunity, or 
both, while the seller believes the payment adequately rewards the obligation. Neither 
side receives free money. A small premium may hide a large responsibility, just as a 
cheap insurance policy would be dangerous for the company issuing it if the possible 
claim were enormous. Options move risk between people; they do not make risk 
disappear. 

The amount by which an option can be exercised advantageously is called intrinsic 
value. If Harbor Tools trades at fifty-eight dollars, a fifty-dollar call has eight dollars of 
intrinsic value. If the stock trades at forty-two dollars, a fifty-dollar put has eight dollars 
of intrinsic value. A contract with intrinsic value is described as in the money. A call is in 
the money when the stock stands above its strike, while a put is in the money when the 
stock stands below its strike. When the stock and strike are approximately equal, the 
option is at the money. A call with a strike above the stock price, or a put with a strike 
below it, is out of the money because immediate exercise would provide no benefit. 

An option’s market price can contain more than intrinsic value because the contract may 
still have time remaining. Suppose Harbor Tools trades at fifty-five dollars and its 
fifty-dollar call sells for seven dollars. Five dollars comes from intrinsic value because 
the right to buy at fifty is already five dollars better than the market. The remaining two 
dollars is time value, the amount investors pay for the possibility that the stock could 
move farther before expiration. Time value reflects opportunity rather than value already 
present. A contract with no intrinsic value can still have a premium because the market 
believes it has a chance of becoming useful. At expiration, that possibility disappears, 
leaving only intrinsic value. 

This is where time begins working differently from ordinary stock ownership. A company 
can remain healthy for decades, allowing a patient shareholder to wait through temporary 
weakness. An option contract continues moving toward a fixed ending. Each passing day 
removes part of the opportunity for the expected move to occur. The loss of value caused 
by the passage of time is called time decay. Decay usually becomes more noticeable as 
expiration approaches, especially for contracts near the stock’s current price. An option 
buyer can therefore be hurt by a quiet stock even when the price never moves in the 
wrong direction. 



Return to the fifty-dollar Harbor Tools call purchased for three dollars. If the shares 
remain at fifty dollars shortly after purchase, the contract may still trade near three 
dollars because almost the full three months remain. If the stock remains at fifty with 
only one week left, the contract will likely be worth much less because the opportunity 
for a large rise has narrowed. On the final day, a fifty-dollar call with the stock exactly at 
fifty has no intrinsic value. The contract ends, and the original premium disappears. The 
company did not fail, and the share price did not collapse. Time alone defeated the 
position. 

Expiration dates therefore change the nature of the same idea. A call expiring next week 
may be inexpensive, but the expected move must happen almost immediately. A call 
expiring a year from now costs more because it gives the stock much more time to rise. 
The longer contract can still lose value, but its clock moves less violently at the 
beginning. Long-term options are sometimes called LEAPS, a name used for contracts 
with extended expiration periods. Buying more time improves the opportunity for the 
forecast to develop while increasing the amount of premium placed at risk. Time is never 
free because flexibility has value. 

The market’s expectation of future movement also affects the premium. This expectation 
is called implied volatility. Volatility describes how widely and rapidly prices may move; 
implied volatility is the amount of future movement suggested by current option prices. 
When investors expect dramatic news, both calls and puts can become expensive 
because a large move in either direction would make some contracts valuable. Corporate 
earnings announcements, major court decisions, product approvals, and takeover 
rumors can raise implied volatility. The market does not need to know which direction the 
stock will travel to expect turbulence. A hurricane warning raises insurance costs even 
before anyone knows which exact building may be damaged. 

Suppose Harbor Tools will report earnings tomorrow. The stock sits at fifty dollars, and a 
short-term call costs five dollars because traders expect a major reaction. The company 
reports respectable results, and the stock rises to fifty-two dollars. A shareholder gains 
two dollars per share, but the call buyer may still lose heavily because the rise was 
smaller than the premium had anticipated. Once the announcement passes, uncertainty 
falls and implied volatility can collapse. Option traders call this a volatility crush because 
time value can disappear suddenly after the expected event occurs. The buyer predicted 
an upward move and received one, yet the contract had already priced in something 
larger. Options require judgment about direction, distance, timing, and the amount of 
expectation built into the premium. 

The forces affecting premium are often summarized through measurements called the 
Greeks. The name makes them sound more difficult than the ideas they describe. Delta 
estimates how much an option’s price may change when the underlying stock moves by 
one dollar, assuming other conditions remain similar. Theta estimates the effect of one 
day passing, making it the common measurement for time decay. Vega estimates the 
effect of changing implied volatility, despite vega not actually being a Greek letter. 



Gamma describes how quickly delta itself may change as the stock moves. These 
measurements do not predict the future; they show how sensitive the contract currently 
appears to different forces. 

A call with a delta near fifty hundredths may gain roughly fifty cents when the stock rises 
one dollar, although the relationship continues changing. Since one contract usually 
represents one hundred shares, a fifty-cent option move equals about fifty dollars per 
contract. A put generally has a negative delta because its value tends to rise when the 
stock falls. Theta is usually negative for an option buyer because another day passing 
removes opportunity. Vega becomes especially important around anticipated events 
because an option can gain or lose value even when the stock barely moves. Gamma 
becomes more powerful near expiration because delta can shift rapidly when the stock 
crosses the strike. The Greeks are best understood as dashboard gauges showing 
several pressures acting on the same contract. 

An option chain places the available contracts together on a brokerage screen. 
Expiration dates divide the chain into time periods, and strike prices run through the 
center. Calls appear on one side and puts on the other. Each contract normally shows a 
bid, an ask, recent trading volume, and open interest. Volume counts contracts traded 
during the current session, while open interest counts contracts that remain active rather 
than having been closed or exercised. Heavy activity and narrow bid-ask spreads usually 
make a contract easier to enter or exit at a reasonable price. A profitable idea can be 
weakened by an illiquid contract, meaning one with too few active buyers and sellers. 

Imagine a Harbor Tools option showing a bid of two dollars and an ask of two dollars and 
forty cents. A buyer may have to pay near two dollars and forty cents, or two hundred 
forty dollars for the contract. Selling it immediately might bring only two dollars, or two 
hundred dollars. The forty-dollar difference is the practical cost created by the spread. If 
the contract later becomes worth more, the investor must first overcome that gap. A limit 
order can control the maximum purchase price or minimum sale price, although it may 
remain unfilled. Careful traders examine the spread before focusing on the exciting profit 
displayed by a strategy calculator. 

Most listed options can be closed through an opposite transaction. A person who bought 
a call can sell the same call to close. A person who sold a call can buy the same call to 
close, ending the obligation. The strike price, expiration date, and underlying security 
must match because they identify the exact contract. Opening and closing language tells 
the broker whether a position is being created or removed. “Buy to open” begins 
ownership of an option, while “sell to close” ends it. “Sell to open” creates a seller’s 
obligation, while “buy to close” removes it. 

Exercise and assignment become especially important as expiration approaches. 
Standard individual-stock options in the United States are commonly American-style, 
meaning the holder may exercise before expiration. Some index options are 
European-style, meaning exercise occurs only at expiration, despite the geographic 



names having little to do with where they trade. Equity options usually settle through the 
delivery of shares, while many index options settle in cash because an index itself 
cannot be placed in an account. Brokers can impose earlier decision deadlines and may 
close positions when an account lacks enough cash or shares to handle exercise. An 
in-the-money contract may also be exercised automatically under industry procedures. 
Anyone holding an option near expiration must know the broker’s rules rather than 
assuming the app will produce the preferred result. 

Early assignment can surprise an option seller. A shareholder who sells a covered call 
may wake up to find the shares removed from the account and cash credited at the strike 
price. “Covered” means the seller already owns the one hundred shares that may have to 
be delivered. Suppose the investor owns Harbor Tools at forty dollars and sells a 
fifty-five-dollar call for two dollars. If the shares remain below fifty-five, the call may 
expire and the investor keeps both the stock and the two-hundred-dollar premium. If the 
shares rise above fifty-five and assignment occurs, the stock is sold for fifty-five. The 
seller still benefits from the rise from forty to fifty-five and keeps the premium, but gives 
up gains above the strike. 

That lost upside is the real cost of a covered call. If Harbor Tools unexpectedly rises to 
eighty dollars, the seller may still have to deliver the shares for fifty-five. The position 
earned money, but it surrendered twenty-five dollars per share of additional growth. 
Meanwhile, the premium protects against only a small portion of a decline. If the stock 
falls from forty dollars to twenty dollars, a two-dollar premium does little to offset the 
loss. A covered call can generate income and establish a planned selling price, yet it 
does not turn a weak stock into a safe investment. The main danger remains the stock 
itself falling, while the call places a ceiling on much of the upside. 

A cash-secured put approaches the same stock from another direction. Suppose Harbor 
Tools trades at fifty dollars, and an investor would willingly buy one hundred shares at 
forty-five. The investor sells a forty-five-dollar put and keeps four thousand five hundred 
dollars available in case assignment requires the purchase. If the option expires unused, 
the seller keeps the premium. If the stock falls below forty-five and assignment occurs, 
the seller buys one hundred shares for forty-five dollars each. The premium lowers the 
effective purchase cost, but it cannot prevent a large loss if the company collapses. The 
strategy makes sense only when the seller genuinely wants the shares and has enough 
cash to accept them. 

Selling a put without reserving the purchase money relies on margin, which is 
broker-provided buying capacity backed by the account. Margin allows a trader to accept 
an obligation larger than the cash immediately committed. It also gives the broker the 
right to demand more money or close positions when account value falls. A put seller 
may feel safe after collecting a small premium for months, then face a sudden obligation 
to buy thousands of dollars of falling stock. The maximum loss occurs if the shares 
reach zero because the seller may still have to buy them at the strike. Premium income 
arrives early and often looks steady; the damaging event arrives later and can erase 



many previous gains. This uneven pattern is why option selling can appear safer than it 
truly is. 

Leverage intensifies every part of the experience. Controlling one hundred Harbor Tools 
shares at fifty dollars through stock requires five thousand dollars. A call might provide 
exposure to the same one hundred shares for three hundred dollars. If the stock rises 
strongly, the percentage gain on the smaller option cost can be enormous. If the shares 
remain quiet, the stockholder still owns the company while the call buyer can lose 
everything paid. Lower cost does not automatically mean lower risk because the 
probability and percentage of loss may be much greater. Leverage makes movement 
powerful, and expiration makes delay expensive. 

Spreads place a bought option and a sold option together to shape the risk. Suppose 
Harbor Tools trades at fifty dollars, and an investor buys a fifty-dollar call for three 
dollars while selling a sixty-dollar call for one dollar with the same expiration. The 
received dollar reduces the total cost to two dollars per share, or two hundred dollars. 
This is a call spread because the position uses two calls with different strikes. The 
maximum loss is the two-hundred-dollar net premium. The maximum value at expiration 
is the ten-dollar distance between the strikes, but the sold sixty-dollar call limits further 
gains. After subtracting the two-dollar cost, the maximum profit is eight hundred dollars. 

The spread reveals the trade being made. A single long call costs more but allows the 
gain to keep growing as the stock rises. The call spread costs less and reduces the 
premium at risk, but it gives away gains above sixty dollars. The investor is no longer 
expressing an unlimited belief that the stock could soar. The position says the shares 
may rise meaningfully, perhaps toward sixty, within the chosen period. Defined-risk 
spreads can make losses and gains clearer before entry. Complexity still grows quickly 
when more contracts are added, so understanding each individual obligation remains 
essential. 

Options can be combined into many named arrangements—collars, straddles, strangles, 
butterflies, condors, calendars, and iron condors—but the names matter less than the 
rights and obligations inside them. Every strategy can be opened and examined contract 
by contract. Which option is owned, and which is sold? What right has been purchased, 
and what obligation has been accepted? Which stock prices create gains or losses? How 
does passing time affect the position? What occurs if assignment arrives tonight? A 
complicated name should never be allowed to hide a simple but expensive duty. 

Brokerages require separate approval for options because the possible obligations differ 
greatly. A firm may allow a beginner to buy calls and puts while restricting uncovered 
selling or complicated spreads. Approval can depend on financial information, 
experience, objectives, and the account type. Receiving permission means the account 
meets the firm’s criteria; it does not establish that the strategy is understood. Options 
also involve contract fees, bid-ask spreads, taxes, exercise costs, and possible margin 



interest. Frequent trading can make small costs accumulate into a serious drag. The 
result displayed before expenses can be different from the money actually kept. 

The cleanest way to read any option is to turn it into a complete sentence. “This contract 
gives me the right to buy one hundred Harbor Tools shares for fifty dollars until this date, 
and I am paying three hundred dollars for that right.” A seller would say, “I am receiving 
three hundred dollars and may be required to sell one hundred shares for fifty dollars.” 
That sentence should then be followed by the breakeven, maximum loss, possible gain, 
and amount of money or stock required if exercise occurs. If the position cannot be 
explained in ordinary language, the position has not yet been understood. Clarity must 
come before placing money at risk. 

The strongest questions follow naturally from that sentence. The stock may rise, but how 
far must it rise to overcome the premium? The move may occur, but will it happen before 
expiration? The event may create movement, but has an expensive premium already 
anticipated it? The contract may show a theoretical profit, but can it be sold through a 
reasonable bid-ask spread? The position may be affordable to open, but can the account 
handle exercise or assignment? Each question removes one layer of illusion. Options 
punish incomplete thinking because several correct observations can still produce a 
losing result. 

The complete picture now holds together. A call provides the buyer a temporary right to 
buy, while a put provides a temporary right to sell. The strike establishes the contract 
price, expiration limits the time, and the premium is the cost paid by the buyer and 
received by the seller. One standard equity contract usually represents one hundred 
shares, although corporate actions can create adjusted contracts with different terms. 
Buyers face the possible loss of their premium, while sellers accept obligations that can 
create much larger losses. Price direction matters alongside distance, timing, time decay, 
and changing expectations. Once those pieces remain connected, an option chain stops 
looking like a wall of mysterious numbers and begins reading like a set of clearly defined 
agreements. 

The lasting understanding is that options do not merely ask whether a stock will rise or 
fall. They ask how far it may move, how soon, how uncertain the market already believes 
the future is, and how much someone will pay to transfer the risk. A stock investor can 
be patient with a good company; an option holder has rented an opportunity with a 
deadline. A seller collects rent while accepting the obligation written into the lease. Some 
people use these contracts to protect wealth, some to plan a purchase or sale, and 
others to make leveraged predictions. The instrument serves each purpose, but the 
contract remains exact even when the trader’s thinking is vague. That exactness is why 
the official Options Industry Council basics and the Options Clearing Corporation’s 
Characteristics and Risks of Standardized Options deserve to be read before money is 
committed. 
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