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Although options trading can be riskier than standard stock trading, experienced traders may find it a way to increase profits and protect the portfolio against losses. Learn how options trading works, the risks involved, and how experienced investors can apply them to earn extra income. Choice is a financial derivative - a
term that refers to an agreement between the buyer and the seller that offers the buyer the right to buy certain stocks, bonds, commodities, or assets at a later date. Options are traded in contracts that determine certain terms of your agreement, including the expiration date on which the terms of the contract expire.
Options are popular among experienced traders because compared to stock trading, they generally need less money up front with the potential to earn more. But it's a double-edged sword: As you magnify your profits, you also potentially magnify your losses. Unlike stock trading, it is up to the buyer whether to execute
the contract before it expires. Instead of buying the assets set out in your contract – and charged the broker to do so – you have the right to sell the contract for what is feasible on the market and take any profit. In fact, option traders rarely buy or sell assets. Instead, they benefit from price movements. The flip side of
flexibility is the premium you pay for it: If the share price isn't going anywhere or moving against you, the fees you pay to buy a contract could be worth more than the contract itself. Options are traded on mainstream platforms such as E-Trade and TD Ameritrade, although your platform can limit the types of options you
can trade if you're just starting out. Broker accounts usually require you to request authorization to access options beyond basic calls and placing. And each broker can use its discretion to determine how they approve you for the option. Prices for options often differ from prices for stocks. For example, you can pay
commissions and contract fees, depending on your broker. Other charges kick in if you hold the option for the expiration day. How to trade basic optionsYou will want to first find a brokerage account that offers trading options and at a cost that fits your budget. You may need to set up your account for the type of option
you want to trade. Another step depends on your broker but generally requires you to:Narrow down the assets you want to trade. The option chain allows you to see the available options. Select an expiration date. This date determines the price of the option you're viewing. Decide if you're a buyer or seller. The buyer has
the right - but not the obligation - to execute the contract, while the seller obligation to give if it is done. Decide between a call and a place. The call option gives the buyer the option to buy shares of the asset from the seller at a certain price - called the strike price - until the contract expires, in the hope that the price will
rise. The put option gives give option to sell shares of the asset to the seller at a set price before it expires, in the hope that the price will fall. Enter your order. Options usually limit orders, rather than market orders, which means you enter the maximum you want to pay to buy a contract or the minimum you'll sell. Your
order is executed if someone on the other side of the trade agrees to the terms of your contract. Check your contract. If your order is not made, you may be able to renew or cancel it at no cost. What is the value of an option contract? Each option contract gives the buyer or seller options to the underlying 100 shares.
What an option contract is worth depends on the underlying share price. The four popular option contract types are: Buy 1 call option. You pay a premium to buy the right to buy 100 shares at the price listed on the option on the contract expiration date. If the price ends below the list price, the expired option is worthless.
Buy 1 put option. You pay a premium to buy the right to sell 100 shares at the price listed on the option on the expiration date. If the price ends above the listed price, the expired option is worthless. Option Sell 1 call. You receive a premium in advance by agreeing to sell 100 shares at the price listed on the option if the
actual price of the underlying asset is higher than the price listed on the expiry day of the contract. If the price ends up lower than the listed price, you keep your shares and premiums. Sell 1 put option. You receive a premium in advance by agreeing to buy 100 shares at the price listed on the option if the actual price of
the underlying asset is lower than the price listed on the expiry date of the contract. If the price ends up higher than the listed price, you keep a premium and don't buy anything. An important factor in option contracts is the premium price. This is the price the seller's buyer pays - also called the author - for the contract.
The premium price is calculated per share because, again, an option contract represents 100 underlying shares. Let's say you buy a call option for 100 SBX shares in the next two months at a strike price of $70 and a premium of $3.50.Buyer must agree to pay a share price of $70 along with a premium price per share -
or $73.50 x 100 shares - by the expiration date. That means a total of $7,350 for the contract. Buyers benefit only if the share price rises above $73.50 by the end of the term. At that time, they can choose to:Sell option contracts on the market without buying stocksBuy shares at a discounted priceHow the expiration date
affects the premium priceNumber of time left in the contract affects the premium price because of something called the value of time. In short, the value of time is the premium price of less intrinsic value of the stock - or the amount at which the strike price is profitable or not current stock market price. As acquired
expiration date premium price decrease relative to the share price as the price becomes more predictable. That premium worsened the most in the final month of the option contract. So it is possible to buy slightly more expensive options with a longer date, considering the share price rises quite early, and resell the option
on the market without losing much of the premium price. Continuing our example, you can buy a $4 option that expires in three months and resell it once the SBX share price goes up $5 to $75 – for $8.50, including premiums. You get a $5 appreciation in the stock price and sell a premium at $3.50, only losing $0.50
between the $4 price. Here, your total profit is $450 - or a one-month profit of 112.5%. That's the best-case scenario, however. The price of SBX could easily go anywhere in three months, making your loss 100%. How much will I pay in broker fees for options? Fees go down to the broker you use to trade your options.
Broker fees for options usually involve a fee per contract in addition to the base commission. Other costs kick in if you hold your option until it expires or, in some cases, sell the contract back on the market. Many popular digital companies have eliminated basic commissions on options, stocks and ETFs. Robinhood does
not charge a basic commission fee or a fee per contract. And still others like Interactive Brokers and Fidelity no longer charge a fee to execute the terms of your contract. Typical fees for options as of early 2020Base feeBrokerage commissions $0 to $5 + Subscription commission contract fees per contract trade $0.50 to
$0.65 per contract Additional costsBuyer for underlying shares purchased or sold when the option expires $5 to $30 The basic costSeller charges for the underlying stock purchased when the put option expires $5 to $30Taking at risk gives you the opportunity to earn a higher profit than you might otherwise through
trading common stock. It can also insure your portfolio by offsetting losses if the market falls. Options can amplify profitsAlthough it can be risky, options have the potential to earn much higher profits than just trading the underlying stock. This is because the investment price - or premium - is much lower than the price for
buying shares directly, but you can benefit from the price movement. If you believe AT&amp;T's share price will increase, for example, you could buy shares in the company. If you buy 100 shares at $30 - risking $3,000 in trading - and the price rises to $35 per share, you can sell the shares for a profit of $500, minus any
brokerage fees. In this case, you'll grow your initial capital of $3,000 to $3,500 - a decent return of nearly 17%. On the other hand, you can take risks far less money and control more stocks by buying multiple call options. Two AT&amp;T contracts; T$2 each will harm only $400 of your money and utilize twice as much
stock. In this scenario, a $5 share price increase could give you at least $600 600 x $5 – $400) – or up to $1,000, if you sell the option back and reassess some of your premiums. Here, the return of your options is between 150% and 250%. Options can protect your portfolio from lossesInvestors often use options to
protect their stocks from falling stock prices. This is what is known as hedging. Let's say the current share price for Verizon is $50. If you think it could fall in the future, you could buy a put option to sell it for $50 each at a later date. If the share price falls in the future, the author of the option is required to buy it from you. If
the share price rises, the option is simply not done and expires worthless. With this strategy, what you lose the most is the premium you originally paid, because you're actually under no obligation to sell your shares. You can also use the option to buy time by locking in the transaction price too days and deciding whether
to get ahead with it in the future. This strategy can be useful in times of high market volatility. Options can provide additional income from your portfolioIf you think the share price you own will remain flat in the future, you can also sell call options to potentially increase your income. With this strategy, the option buyer
believes that the price will go up and agrees to buy the shares at the stated price point. This works best if you sell call options at prices slightly above the market price. So if the price stays flat or falls, the option is not done, leaving you with a premium that the buyer pays along with your shares. This is similar to previous
strategies, where you have offset your losses even though the value of your stock is declining. The risk is that if the share price increases significantly, you are now obliged to sell the shares at a lower price than what they are currently worth, resulting in the loss of such potential profits. Options can minimize the risk of
market speculationA with all other passable financial securities, options can be used to speculate on the market. The price of a call option will increase if the underlying security price increases. Conversely, the price of a put option will increase if the underlying security decreases. Every player - buyer and seller - bets on
the opposite happening. This approach is complicated and risky, and so it is not recommended for new investors. But differences in risk exposure and the smaller initial costs involved with options trading can help you diversify your portfolio. The option comes with inherent risk and is really a zero-sum game: In every
transaction, either the buyer or the seller makes a profit at the expense of the other. The position you take through the option is the position being utilized, and the change in the price of the disproportionate to changes in the underlying share price. This change rate is represented by the term delta. Call options are
considered delta positive, while put options are considered delta delta The stock price moves against you, the option may actually lose its value. Let's go back to our hedging example, where you've purchased a call option at Verizon at a strike price of $50.Your call option won't be worth it on the expiration date if the
share price turns out to be only $49. Buying a contract with 100 units, you will lose the entire premium you pay - a loss of 100%. Not that VZ shares are worthless. As long as Verizon persists, it's always possible that its stock will experience price increases over time. Because the choice has a limited life, they naturally
decrease in value at an exponential rate as they approach their expiration date. While the potential losses you can face because the buyer's options are limited to the premium you pay, because the seller of your losses can be unlimited. If the buyer chooses to use the option, you are obligated to provide the purchase or
sale of shares at a predetermined price regardless of their market value. The takeaway for novice investors is that you should use the option to complete your current position or stock strategy and minimize your risk. You can see an example of how the call option works from the author's perspective in this example in
Franco-Nevada. FNV reached a new multiyears high on April 13, 2020. Imagine that as an owner of 100 shares, you're happy to lock in your profits at a high level and you think the price could back off a bit over the coming months. The image above shows a list of FNV call options listed in Robinhood. Here, investors can
buy a May 15 call option contract for $7.25 per option, at a total cost of $725 with 100 underlying Franco-Nevada shares. This gives buyers the option to buy 100 FNV shares just below the current market price at $120 each on any date up to and including May 15. Now, let's assume that you own 100 FNV shares. As a
writer, you'll receive a $725 premium from the buyer. But you will also bear the obligation to deliver 100 Franco-Nevada shares to buyers at any time before and including May 15. Of course, you predict that the share price will not be higher than the strike price of $120 during that period. On the day it expires, let's say
your prediction turns out to be correct and the share price is $110. These contracts are worthless to buyers, as they can buy FNV shares for $110 each on the open market. The buyer will end up not executing the contract. Thus, your total payout from taking this position is $725, which represents a 6% return guarantee
on the shares you have at risk. On the other hand, if the share price increases to $130, the buyer will execute the contract. This makes you give 100 shares for $120 each, receiving a total of $12,000. But if you sell instead on the market, you will receive $13,000 instead. Thus, you will lose an additional $1,000.Given that
you initially received $725, your actual lost opportunity fee is lost just $275 from this position. In percentage, this is an additional 2%. Disclaimer: The value of any investment may rise or fall depending on news, trends and market conditions. We are not investment advisors, nor are you due diligence to understand the
risks before you invest. Done right, options can protect your portfolio, generate additional revenue or multiply returns for better or worse. But the options are complicated and risky, requiring research to understand exactly how they work - especially if you're new to trading. When you're ready to get started, compare
convenient trading platforms that support options. And note that options are not often included in broker ads at zero commission prices. Price.
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