Options Trading for Beginners – by gb007

Woodiescciclub room 10-21-2004
What I wanted to do today is to show you a methodology to get someone who has not traded options before into trading options. The information that CIA and Charles have presented over the past few weeks is absolutely outstanding for people who are already familiar with options and understand what straddles and strangles and all the other terms that go on in options really mean. 
What I am going to show you today is something that I stumbled across some-time back. It goes back to about a year and a half ago, when I subscribed to a free option market letter. It came by e-mail and comes every Sunday. I read it and glanced at it and didn’t pay too much attention. Then, one day, I started noticing that their option plays for covered calls hardly ever missed. So, I looked a little closer and the closer I looked the more I realized it was an really an out-
standing letter and was for free. I kind of concluded that the one free option covered call play that they give each week was really there as an enticement to get you to subscribe to their full service. In any case, I decided to take advantage of that one free trade every week. It has had very good results. 

I am going to post the URL for that letter: www.investmenthouse.com
The play for last week was a company called GRMN which is Garmin Limited.
They tell you what is trading at as of the Friday before they wrote the letter. They tell you what calls to sell. In this case it was the 45 calls. They were trading at three dollars and forty cents ($ 3.40). That provides a 5% return as long as the price of the stock is above 45 on expiration day in November. Virtually every one of their recommendations has at least a 5% premium on it. A 5% premium is high.

One of the reasons it is high is that they pick lesser known stocks.  Occas-sionally they will throw in something like Motorola or another name that is well known; but basically these stocks are small companies. On each covered call or naked put, if you want, you are working with 5, 6 or 7% in your favor starting off from day one. 

Here is an example of the newsletter from www.investmenthouse.com
They cover technical plays and spread plays, split plays and covered call plays. .
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Covered Call Play: GRMN – Gamin Limited is currently trading at $46.35
The November 45 calls (GQRK) are trading at $ 3.40. That provides a return

of about 5% if GRMN is above $45 at expiration Friday in November. 

Company Profile

Learn more about our Covered Call Tables – 8 tables updated 5 times a week. 

What I want to do now is show you the results of the past 2 months. I am going to show you the results of a series of trades, about a dozen of them and each one of these trades are trades that I have actually taken myself.  The prices you see here are actual prices that I actually received doing the covered calls or the puts. 
I have just posted an excel spreadsheet with the trade data. (See below) 
Let me tell you what this is. These are the trades that they have recommended since August 2nd, and I have taken every one of them. Early on I used to take each trade they recommend and run it through the CCI Daily-20 and I would analyze it. Then I would follow the links they had in the newsletter to check out balance sheets and income statements, but I found out that their win rate was so high that I wasn’t going to bother to do that effort. So, each one of these trades    I have just blindly taken. They recommend it on Sunday and I execute it on Monday morning. They recommend them as covered calls.
 That is, they recommend that you buy the stock and sell the call against that stock, which makes it a covered call. 
A covered call is really a synthetic naked put.  If you do a naked put, you are really doing the same thing as a covered call. Some people prefer covered calls.
I know Woodie and I prefer them. There are a lot of other really good option traders like CIA and pirate who prefer to do the puts. It is a matter of choice.
There is one advantage of doing puts which may be important to many. That is, the margin on the put is only about one third as much as it is if you buy the stock and sell the call. 
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	2-Aug
	ADSK
	40.20
	1.85
	Aug-40.0
	40.00
	1.70
	40.00
	0.00
	0.00
	1.70
	4.4%
	37.45

	9-Aug
	AKAM
	12.63
	0.70
	Aug 12.5
	12.68
	0.65
	12.50
	0.00
	-0.18
	0.65
	3.9%
	11.71

	16-Aug
	ADSK
	36.37
	2.90
	Sep-35.0
	37.35
	3.50
	35.00
	0.00
	2.35
	3.50
	3.4%
	32.10

	22-Aug
	DITC
	17.50
	1.65
	Sep 17.5
	18.03
	1.75
	17.50
	0.00
	-0.53
	1.75
	7.5%
	15.41

	29-Aug
	IMGC
	23.13
	1.70
	Oct 22.5
	23.13
	2.50
	20.00
	0.00
	-3.13
	2.50
	-3.1%
	19.38

	6-Sep
	MOT
	16.14
	0.90
	Oct-16.0
	16.14
	0.90
	16.00
	0.00
	-0.14
	0.90
	5.0%
	14.79

	13-Sep
	OPTN
	15.24
	1.10
	Oct-15.0
	15.13
	1.05
	14.84
	0.00
	-0.29
	1.05
	5.4%
	13.56

	20-Sep
	SCHN
	30.04
	1.75
	Oct-30.0
	30.01
	1.75
	28.53
	0.00
	-1.48
	1.75
	1.0%
	27.39

	27-Sep
	STLD
	35.12
	2.20
	Nov-35.0
	35.10
	2.15
	31.70
	0.00
	-3.40
	2.15
	-3.8%
	31.88

	4-Oct
	STTX
	25.50
	1.90
	Nov-25.0
	26.77
	1.00
	put
	 
	 
	 
	 
	1.50

	11-Oct
	UCI
	35.35
	1.95
	Nov-35.0
	35.68
	1.40
	put
	2.20
	0.00
	-0.80
	-2.30%
	2.10

	18-Oct
	GRMN
	46.36
	3.40
	Nov-45.0
	46.10
	2.10
	put
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	   Summary Data:       
	
	
	28.01
	1.70
	
	
	1.15
	1.62
	2.1%
	


Notes on the excel spreadsheet:
1. Buy pre-market on Monday’s. Bad fills if you wait for open – obviously a large     

    following.
2. Roll down or Cover = 1.5 X call premium + stock price. Roll down option when 

    stock cover is hit or sell the stock and buy back the call.

3. Put stop = 1.5 times the put premium 

4. Returns calculated on stock purchase price for puts. This would be actual

    gain or loss on retirement accounts.
Let me tell you how to read this excel spreadsheet. 
I’ll start off with the first stock which is ADSK which they recommended on August 2. On the Friday before they recommended it the stock price was $40.20 and the call price was $1.85, and that was for an August 40 call.  I actually was able to buy the stock the stock for $40.00 and I got $1.70 premium. That is what I actually did (columns “Actual Stock Price” and “Actual Call Price”). 

This first trade expired at $40.00. The call price at expiration was zero because the call became worthless. On that trade I broke even on the stock exactly. That
was actually one that they took away from me exactly at the price I paid ($40.00).
I bought the stock at $40.00 and it was at or above $40.00 on expiration and they called the stock away from me. I got to keep the $1.70 premium. On that trade I made the full $1.70. They took the stock away from me exactly at the price I paid originally, so I made 4.4%. That is a good return for such a short time period. That was about 3 weeks. 

The other column on the far right is “Roll down or cover”. That is where I either have to get out of the position or I roll it down into a lower priced call. In essence that is my stop on the position. In that way, I collect another premium. In the case of ADSK everything went beautifully and they took it away from me. 

On August 9 they recommended AKAM at $12.63 and to sell the call at $0.70. That was an August 12.50 call. The actual price I had to pay was $12.68 for the stock and I got the call executed at $0.65. That was the best price I could get. This was another one where they called the stock away so they called the stock at $12.50 and I had paid $12.68, so I lost 18 cents on the stock. I did keep the whole 65 cent premium. So, considering the 18 cents lost on the stock which is subtracted from the 65 cents I made on the call produced a net profit of 47 cents which is a net profit of 3.9%
You can follow the rest of this chart on your own. 

As you go through the list you will see that with the first 4 trades, I bought the stock, and they called it away from me, and my returns respectively were: 4.4, 3.9, 3.4 and 7.5%. You will see these figures under the “Return” column. 
The first trade that got into trouble was August 29 which is the 5th stock in the list which is IMGC. They recommended to buy it at $23.13 and to sell the call at a price of $1.70. I did buy it at $23.13 and I did get the call at $1.70.  The price of the stock really began to drop. I had sold, according to their recommendation, a 22.50 call and as the price came against me, I bought back my 22.50 call and I sold the 20.00 call; therefore, I collected another (a second) premium.  When I added the two premiums together minus what I paid to buy back my original        (22.50) call, I ended up with a net premium received of $2.50. The stock was finally taken away from me at $20.00 and I got to keep the whole $2.50. 
The net result of the trade was I lost $3.13 on the stock but I collected $2.50 in premiums so I ended up with a loss of 3.1%. That was quite acceptable in my opinion. 

I got to the point where I had so many stocks and so many covered calls that it was getting to be difficult keeping track of them. At that point, I decided to start just doing puts. With a put I don’t have to watch as many things, and I can put in my order and then I can put in a stop loss order, then walk away and I don’t have to look at it again. 

The first one I did that with was STTX. Instead of buying the stock at $25.50 and selling a call for $1.90 – I simply sold a naked put. That is only one transaction and it sits in my account with a stop loss and I really don’t have to look at it again. 

I did the same thing with UCI and GRMN. 

I put some summary numbers on the bottom there. The average stock price of the stocks recommended was $28.01.That is actually the average price that I paid for the stock when I did a covered call or the price of the stock at the time I sold a naked put. 

I collected $1.70 on average for each of the recommendations for a total of 6.1% advantage on average in each one of those trades. That is a heck of a nice advantage. 

Going a little further over on the sheet, you will see the average REAL return that I got was 2.1%. That includes the 3 losers in the list. Remember that the figure of 2.1 % is per weekly recommendation. I suspect that will beat just about any mutual fund manager this year. If you can collect 2.1% on each weekly trade recommendation, that is a nice return at the end of the year. 
This technique will allow you to get into options trading by buying the stock and selling a call, which is a covered call, or just plain selling a naked put. 
That is what I wanted to show you today. My purpose was to give you a way to get into trading options whereby you don’t have to know very much or do a lot of stock research. You can just do it. You will learn and understand the relationship
of strike prices and how they work. You won’t get hurt too badly as long as  you protect yourself with stop losses on naked puts or on covered calls have pre-determined stock prices at which you will either unwind the position or roll it down. 

That is a very basic strategy. It is like rental. We buy the stock and we give somebody the right to buy it back from us in a month or so and by the way, 

you have to pay us rent to do it. That is the way I view it and also the way the Woodie and a lot of other people view it. 

Well, I think that is it. It was very brief and very basic. It will give any of you who are interested a way to start trading options with very low risk and does not require very much time at all. All I can say is that over the years, between doing covered calls and naked puts, it is a very nice way to outperform the stock market.
 Every time, with an option trade, you go in you have a 3% or more advantage. If you compare it to Las Vegas, instead of being the player, you are now the dealer and have house odds on your side. Every time you do one of these transactions, you have a 3% advantage over the people who buy the calls and puts from you. 
As someone just posted, the whole secret of options is: Never be the buyer, always be the seller.  Ok that’s it. Have a good evening. Hope this helps
****************************************************************************************************************************************************************************************
Question and Answer Section (Categories designated by colored lines)
------ Questions on the Spreadsheet
Question: Did you roll down around 21.50?

Answer: I assume you mean on IMGC. No – it was closer to around $19.00
Question: Clarify what the “2.1%”: figure you listed signifies?

Answer: The 2.1% is the AVERAGE RETURN on each weekly recommendation

which also includes the losses. You’ll notice on some of them we got 4-5% gain, but that is offset somewhat by the losses in the group of transactions
Question: What is the average holding time for the 2.1% return?

Answer: The 2.1% is probably for an average holding time of about 4 weeks
Question: What is the $1.70 figure represent?

Answer:   The $1.70 is just what I got paid. It is premium I received selling either the call or put. 

Question: How do you calculate the figure in the last column (Roll down or cover)?

Answer:  If you look at the notes you notice in the last note it says that  roll down or cover is simply 1.5 X the call premium + the actual stock price. It is very mechanical. It means if the stock price gets there, it means I have to roll down. 

Question: Will to describe how you calculate the “Roll down or Cover” figure?

Answer:  The notes following the spreadsheet you will tell you how I roll down or cover. I roll down or cover at 1.5 the call premium + actual stock price on the covered calls.

 On the puts I just put in a stop at 1.5 x the premium. For instance if I receive a premium on a put of $1.00, my stop is $1.50. If it goes against me, I’ve lost 50 cents. Now, that is 50 bucks on a 100 share position – which is a 1 put contract. 

Question: Will you explain your roll down strategy?

Answer: It is very basic. If I sell a call for $1.50 and the price of the stock goes against me, and the call goes down to 20-30 cents, then I have no more potential in the call and the stock can keep going against me. So all I do is to buy back that call with little value left, and sell the next lower strike price and collect premium again. I can keep collecting premium as the strike price goes down. It is a way to minimize your losses.

Question: Will you explain the figures for the 1st stock on the spreadsheet?
Answer: The first stock on the list is ADSK. At expiration the stock was above $40.00 so they took the stock at the strike price of $40.00 which is also the price I paid for the stock originally. I didn’t win or lose on the stock. I did, however keep the premium from the call I sold which was $1.70 which is my profit. The figure in the last column (roll down or cover) of $37.45 is that price of stock, which if hit would trigger either a roll down to a lower strike price option or a point where I would cover and exit the position. That one never went down – it just went up.

Question: If you are stopped out of your naked put at $1.50 as you mentioned, isn’t that a $ 150 loss? Explain please.

Answer: You are correct that if I am stopped out it costs me $150, but you have to remember, I get to keep the original premium of $100 that I received when I sold the put for $1.00 – so my net loss is only 50 cents or $50.00 on the hundred lot

------ Explanation of Covered Calls and Naked Puts
Question: Can you tell me about selling naked CALLS?

Answer: You do not want to sell naked calls. This gives the buyer the right to call the stock from you at the strike price – regardless of the price of the stock at the time the stock is called. What we have talked about today is a strategy for options that involves collecting premium – not selling naked calls which is a different strategy.
Question: What are the relative advantages of covered calls vs. naked puts? 

Answer: I don’t want to get into the discussion the advantages of covered calls vs. naked puts because it is a subjective thing. I like covered calls because of the flexibility it gives you naked puts are essentially the same concept. That is not the purpose of our program today. We are just trying to discuss a way that new option players can start trading options and get into a real trade with a reasonable risk/reward.
Question: If you sell naked calls, you are betting the stocks price will fall: right?

Answer: If you sell naked calls you are betting that the stock price will FALL. That is correct. With a covered call or naked put, you want the price to go up
or stay flat. 

Question: Why don’t you want to buy the call (as opposed to selling it)?
Answer: I don’t want to buy the call because I have to pay to do that. If you buy the stock and sell the call, they pay you the premium.  Most of us are premium players. We only sell puts and calls: we don’t want to buy them. We want people to give us money. We don’t want to give them any money
Question: Do you ever sell a covered call and naked put at the same time?

Answer: You are just doubling up on the bet that the market will go up. It is not more conservative

Question:  Please comment on the risk of naked puts and concept of danger?

Answer: Naked puts are no more dangerous than doing covered calls. There is a perception among people who don’t trade options that you can’t sell a naked put because it dangerous. It is the same type of risk as covered calls

Question: Is there unlimited risk in selling naked CALLS?

Answer: Yes, it is like selling stock short. Selling naked calls is subject to unlimited risk.  When I sell naked calls – my stop loss is an order to buy the stock

at a fixed price. It may seem a little strange to do that, but that is the way I do it. So what I do with a naked call, if I do them, is to buy the stock to offset the naked call. I don’t recommend that to most people though.

Question: Please clarify the risk of selling a naked put?

Answer: The risk of selling a naked put is exactly the same risk as doing a covered call. If you do a covered call and the price of the stock goes against you then you are gong to lose some money. There is no more risk on a naked put.

I think that is a misconception that some people have. The risk of selling a naked put is not more than doing a covered call everybody considers relatively safe. The nice thing about a naked put is you can put in an open order stop loss. You are not really in much danger of taking a really big hit.
Question: As I understand it a naked put is bet the stock price will go up.

Answer: Yes. A naked put is a bet that the stock price will go up or at least stay even. The only time you will be hurt is if the price of the stock goes down
Question: How much stock do I need to buy if I do 10 covered calls?

Answer: For 10 covered call option contracts you need 1000 shares of stock. 

Each option contract is 100 shares. 

Question: How about doing in the money covered calls?

Answer: If you do in the money covered calls, you will not get any price appreciation and generally a lower premium for the added protection.  That brings up another point; one of the reasons I use covered calls in the indexes.    If the charts and my beliefs are that the market is going up, I will buy the index stock and sell out of the money calls. As an example, I will buy the QQQ at 35.50 and sell the 36.00 calls. If I am right, and the price of the index goes up, I get the full premium I received from selling the call PLUS the full 50 cent appreciation of the stock. That is how I increase my return a little bit. 

Question: What about DEEP IN THE MONEY covered calls?

Answer: I almost never do them since the premiums are so low and not worth the risk. On the kind of stocks I use it not worth the risk.

Question: If you think stocks (individual stock prices) are going down – will you sell a naked call?
Answer: Yes I will. I won’t do it very often because I have to have a very strong belief to do that. 

Question: Didn’t you say there was more risk in selling naked calls?

Answer: If I think the MARKET is going to take a dump, I will sell naked calls. 

But – the market has to go down for you to make out. In a strong down trend like we had a few years ago I will sell naked calls

Question: Is it true you do not have to buy stock if you sell naked puts?

Answer: Naked calls require no stock purchase.  What you hope in that case is that the market goes down rather than up 

Question: Do you sell deep in the money puts?
Answer: Deep in the money puts, yep, that gives you real good protection.

I would rather do 2-3 times more naked puts deep in the money than one at the money on some volatile stocks such as CME or X. 
Question: Can a stock be put to you when you have sold a naked put and the stock tanks way past your strike price?

Answer: The put option gives the purchaser to put the stock to you at the strike price of the option. Let’s say it is $25.00. If the stock goes down to $10.00 he will not put the stock to you at $25.00 since he would lose $15.00 immediately. 
------ Order processing and related matters
Question: How do you actually do the order on the stock and the option?

Answer: I sell the calls with a limit order. I actually sell the call first and then I buy the stock since I know that I can get the stock at the market price. 

Question: What effect are commissions in these trades?

Answer: In options, commissions are not really a factor. The stock is a penny a share for 500 shares and it drops from there. The options are only a dollar each. 

I don’t even consider commissions in this data. This information is for IB.
Question: Which clearing house do you use?

Answer: All my trades are through IB. You can trade stocks, futures, options, bonds or do day trading through them. You can do anything you want at IB. 

Question: How do you set a stop on a naked put with IB?

Answer: I put a stop order in at 1.5 times the value of the put premium I received.  This is a “good till cancelled” stop order
Question: What is the margin requirement at IB for a naked put?

Answer: At IB in regular accounts the margin for a naked put is about $800 to 
$900 on a $25 stock.
Question: Comment please again on margin for naked puts.

Answer: Selling naked puts requires 1/3 of the cash in your account. 

It’s a greater use of leverage. You have to be careful you don’t do anymore naked puts vs. what you would do if you were doing covered calls. For instance, if you planned to do 3 covered calls in a given situation – don’t do more than 3 naked puts as an alternative. The risk is about the same
Question: Can you do naked puts at IB?

Answer: Yes you can. The only caveat is that if it is a retirement account you have to put up the full value of the stock. You don’t get to sell the option for 1/3 of the margin like you can in a regular account.

Question: How much margin do you need for stock index futures?

Answer: I don’t trade these so I don’t know the answer to that.

Question: What do you have to do to sell a naked put on IB?

Answer: You don’t have to do a thing to sell a naked put. It is just a short.

You sell the option and the money shows up in your account the next day and they subtract the appropriate margin availability from the account. 

Question: Please comment on types of orders for entering and exiting positions? 

Answer: I enter the market on a limit order – I know what I am willing to pay and that is all. When I am wrong I want to get out at any price so I get out on a stop order with no limit on the stop. 

------- Trade management
Question: Is this program your major options trading program?

Answer: Keep in mind, my heavy options trading is not what I have shown you here today. Most of my options positions are in the indexes, QQQ in particular.

The reason for that with the indexes I only have market risk. I do not have to take individual company risk. That is significant to me. My option plays follow the market rather than the fortunes of any individual company

Question: How do you obtain prices on the options?

Answer:  You go into your order entry screen and set it up just like you are going to set up an emini contract. You enter the symbol, whatever it might be, take the next window and check options and then check the current month’s options and it will display all the options. It is very easy at IB since they do it in words rather than symbols.
Question: Will you confirm the stop you use on the naked puts?

Answer: The stop on naked puts is 1.5 times the naked put premium. If I get a $1.00 premium – then my stop will be $1.50 and I can lose 50 cents

Question: What is the worst that can happen is your stop is hit?

Answer: It can blow by your stop. I don’t recall that ever happening, at least to any great degree

Question: Will you explain what an “open” stop loss order means?

Answer: It just means when you place your stop loss order, and instead of it being a “day only” order, you check the box that says “good till cancelled”. That order is in effect until you cancel it. 

Question: If you sell a naked put, do you always try to avoid being put the stock?

Answer: No not at all. I sell naked puts on the QQQ’s because that is way I buy my stock – that gives me a 3% discount. The same thing applies if a stock is put to me.

Question: What do you do with the stocks you buy with covered calls?

Answer: I hope the price of stock goes up and they take it away from me at expiration day so I don’t have to do anything. If you do naked puts, you don’t have that problem. Naked puts just expire or get stopped out. That was one of the reasons I switched to naked puts for these particular investments

Question: What happens to the price of the stock Monday morning?

Answer: Many times there is a gap up opening in the stock on Monday morning. I think a lot of people have caught on to doing this and it influences the stock price. 

Question: Are you exercised automatically if the stock price drops below your strike price on a naked put?

Answer: The chances are very high if the put is in the money that the put will be exercised.

Question: Do you always sell the current month option?

Answer: Yes I do. The current month has the best premium price and also is the lowest risk in the sense that this is the lowest amount of time you are exposed to the market. Most of my options are put on 2 week from expiration. I don’t want to

be in the market very long. I just want to collect my premium and run. I think someone categorized as a snatch and grab the other day. Get in there and get your money, then get right back out. 

 Question: Do you buy back your puts after they have dropped in price?

Answer: Rarely will I buy back a naked put before expiration. The only time

is if the put price drops to 10-15 cents and I still think it is a good play. I will cover that and then sell the next higher strike price. 

Question: What do you do after a stock has been put to you when you have sold a naked put?

Answer: If the stock is put to me, I will turn around and immediately write a covered call against it. That way I collect the premium on the naked put initially, and then I turn around and collect on a covered call as soon as the stock is put to me. That way I collect premium both ways. I kind of enjoy that – collecting premium both ways. 

Question: Do I sell naked puts 1 strike out of the money?

Answer: That is a hard one to answer. It depends on what I am trying to do when I sell the naked put. Sometimes I am trying to sell the put because I want to acquire the stock at a discount and other times I sell the put just to collect the premium. It depends on market prices
Question: If I considered selling a covered call at 35.00 but then decided instead to sell a naked put, would I sell it at 35.00 strike also?

Answer: Yes I would. The difference is that if the price of the underlying stock is not exactly at one of the available strike prices, you will get more or less for the put than you would have for the call. You need to look at that. If the stock price is exactly at a strike price, the put and call price should be identical

Question: What time Monday do I sell the option?

Answer: I will do it anytime. Any time the price looks close to the newsletter recommendation it OK. I try to do it before 10:00 since I am ready to get into 

futures trading by that time of the day. 
Question: Do you roll down?

Answer: With the indexes and I think the market is not going to tank, I will always roll down. If we are talking individual stock, sometimes I roll down and other times I will just exit the trade. 

Question: How do you do a stop loss on covered calls?

Answer: The stop loss was for selling the naked put. There is no easy way to really set a stop loss on a covered call. You really have to watch the stock price during the time you are holding the short option and if the stock price drops below a point where you don’t want to risk anymore, then you roll down the option itself

------ Questions on newsletter service 

Question: Do you use CCI to decide if you like their recommendation?

Answer: I used to. Their batting average is so good that I stopped doing that. I do use the Daily CCI-20 for those options positions that I take myself. Those are primarily QQQ’s I will also do some stock options like Intel, Cisco, CME. Quite honestly, when you emini trader post a recommendation, look real hard. His batting average has just been phenomenal this year

Question: Do you know how the options newsletter picks their stocks?

Answer: I have no idea how they pick their stocks. I think basically that they are looking for a reasonably solid company that has their calls selling for a high premium. You can follow all the links that they give that take you to balance sheets and income statements for the company

Question: Do you have to subscribe to the newsletter?

Answer:  Yes you do. The subscription is free. They are trying to sell you the full service. If you subscribe, you will get the newsletter free each week-end. It has the single recommended covered call trade at no cost.

Question: Do I have to buy a new stock each week using the newsletter?

Answer: Yes, with this program, there is a new stock recommendation made each Sunday and if you want to do it with covered calls, you must buy the stock. 

What you hope happens is that the stock will get called away or you just unwind the position at expiration

Question: What is the average spread on the options you are selling?

Answer: The newsletter option recommendation is very specific. It is the asked price for the prior Friday. So they don’t try to best ball it and put in the bid price. I look at the price Monday morning to see what the range is and try to get the best price I can. Sometimes I have to wait an hour or two to get my price. 
---------- General and Miscellaneous

Question: Do you ever do collars on these?

Answer: No. What I am trying to demonstrate here is a way that people who are not familiar with options can get started in options. This will show them how the put or call price works in relationship to the price of stock and get used to placing the orders. You can do this with only 100 shares of stock and only 1 option contract. It is a very easy and inexpensive way to get started. You have little money at risk. 

Question: What do you think of McMillan’s book on options?

Answer: The book by Larry McMillan is considered probably the bible of options by many people and it is the only options book that I have. It is outstanding. You can buy it on e-bay for $6.00 to $7.00. It seems many people try options then give up. 

Question: Can you do naked puts in retirement accounts?

Answer: IB does allow naked puts in regular accounts. If you do naked puts in a

401k or retirement account you have to put up the FULL VALUE of the stock in order to do a naked put. That means there is no margin advantage with IB retirement accounts. You put as much money as you would if doing a covered call.

Question: Can you give me the name of a stock scanning service?

Answer: Barbara, thank you. The name of the service is www.stockcharts.com.

Question: Will comment on index vs. stock options please?

Answer: I prefer to start with indexes because you are not subject to the risk of individual occurrences at a company. The bulk of my trading is in QQQ options.

The price you pay for that is that you get a lower premium. 

Question: Do you prefer trading futures to options?

Answer: Absolutely. I love to trade futures. Options are just a way to make money but they are very boring. Every week I spend about 15 minutes on the stocks I’ve discussed on the spreadsheet. Especially with the naked puts,

I put my stop loss order in and only 2 things can happen. (1). I will get stopped out and lose a little money or (2) The stock price will go up and I keep the premium on expiration day. To me, options are an income strategy as opposed to trading futures. 

Question: Do I run delta neutral positions on the QQQ?

Answer: No I don’t. I try to buy my QQQ’s based on the daily CCI-20. It has worked for me for a long time. When the CCI-20 tells me to buy QQQ, the CCI-20  has rarely missed. 
Question: Are covered calls for wealthy investors and naked puts for poor investors?

Answer: No I don’t think that is correct at all. Covered calls are primarily for those who already own the underlying stock. It is a way of increasing my return while I still own the stock
Question: I understand buying a call is starting from a losing position.

Answer: Yes sir that is right. Remember 80-90% of all puts and call expire worthless and I would rather be with the 80-90% people than with the 10% group. 

Question: Where does the 80-90% data comes from?

Answer: I am not sure. I think some web site keeps it. Emini claims the 80-90% data comes from the CME. 

Commentary: here is a post from pirate in regard to the 80-90% losing options

discussion which has been referred to above. Here is the Pirate post that was posted in Woodiescciclub room 

 {Pirate-IL} It is impossible to say what the percentage of calls that are sold expire worthless. However, studies have examined what percent of all options expire worthless. While I have heard traders speculate that 70%, 80%, or even 90% of all contracts do so, the actual numbers are probably much lower. According to a presentation by Alex Jacobson, vice president of the International Securities Exchange (ISE), at the Optionetics Oasis 2004 Convention, a comprehensive study that included more than 30 years of data revealed that only 30% of options expire worthless. Roughly 10% of all options contracts are exercised and the remaining 60% are closed through offsetting transactions. In sum, traders are more likely to close options through offsetting transactions before expiration than to let them expire worthless
This is the end of the Questions and Answers
Notes:

(1). In this transcription you will note a modified spread sheet table I created to fit the format of this report. If you want to see the original spreadsheet you can find it as a hotcomm. upload file.  To find start with the computer desktop and follow as indicated:
Start ------(   All Programs ---(  1st works Corporation -----( hotcommlite

-----( view uploads file. In the uploads file search for file titled “gb007,

10-21-04 T152002. Click to open and view the original spread sheet from gb007.

(2). I would like express my personal thanks to gb007 for presenting this interesting discussion of options. He was most generous in his presentation and extended question and answer session. 

(3). Disclaimer: This presentation and the transcription are ONLY for educational purposes. Nothing said or written is to be construed as investment advice. Option trading is a high risk activity and anyone entertaining this activity is advised to seek the counsel of his or her personal financial advisor. Under no circumstances is any content of this report, in whole or in part, to be considered investment advice. 
Transcription by hath9_JOE
10-24-2004
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