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Editor's Note:  Chris Rowe is in studio today filming for his new options education course, Options GPS.  In going through Chris's 
articles, I selected this one, which was originally published on September 13, 2007 under the title "No, Seriously - Profit from Options."
 

 I hate to repeat myself.  I mean, I know that you want a fresh article from me each week, and since you take time out of your day to read this, I want 
to deliver fresh goods.  

But I have to repeat what I said last week, because it's that important ... 

You should absolutely use options instead of stock in so many cases.  Please do me a favor, because I really want to know where our readers are 
coming from (because it will help me help you).  Please leave a message below this article telling me what your fears are about using options, and 
also tell me what, if anything, has made you WANT to use options.  Elaborate if you like ...

Here's why I'm repeating myself:

You will reduce your risk if you take your 500 shares of ABC stock, sell them, and then buy five ABC call options that are a few strike prices in-
the-money.  (I"ll explain which expiration date the call options should have in a minute - it's important.)

Example:

If ABC is at $60.00/ share, and you pull up the option chain and look at the 2009 January calls, you might see these call options available:

2009 January 60 calls trading at $9.00    (These are at-the-money)
2009 January 55 calls trading at $12.00  (These are one strike price in-the-money)
2009 January 50 calls trading at $15.00  (These are two strike prices in-the-money)
2009 January 45 calls trading at $18.50  (These are three strike prices in-the-money)

I'm saying that it makes more sense, instead of buying 500 shares of ABC stock at $60.00 (for $30,000.00), to buy five of the 2009 January 45 
calls at $18.50 (for $9,250.00).  THEN, put the remaining $20,750.00 in a money market account and earn 5%.

Take my word for this, and learn more about it if you like by reading my old articles, but in this case, the intrinsic value of the option is $15.00 
(because the stock price of $60.00 minus the strike price of $45.00 = $15.00) and the extrinsic value of the call option is the remaining $3.50 
(because the call costs $18.50 minus $15.00 intrinsic value = $3.50).  That means that over the life of the call option (especially in the last few 
months leading up to the January 2009 expiration), that $3.50 extrinsic value (aka "time value") deteriorates.  That means that if your ABC stock 
trades flat at $60.00 for the next 16 months, the option would lose $3.50 and move to $15.00.

Keep in mind that the $3.50 loss (assuming that you actually held on for the next 16 months) is a loss of $1,750.00.  But since you put the rest in a 
risk-free money market account, you earned $1,383.33 interest.  So the loss is reduced to $366.67.  (And that would equate to 73 cents of the call 
option instead of $3.50.)

Now - what are you getting in return for your willingness to lose 73 cents over the course of 16 months on a $60.00 stock (which really only 
equates to 1.21%?)

#1) You know that your absolute MAXIMUM downside risk is the $18.50 (or $9,250.00) that you invested in the call option, instead of the $60.00 
(or $30,000.00) on the stock which likely wouldn't lose all of its value, but as we know, a loss of anything between one cent and $30,000.00 is 
possible.

There are many benefits here that one wouldn't consider at first.  One of them is the psychological benefit.  I mean, you would be a lot less worried 
about the stock market crashing, for one. That would allow you to feel more confident when buying when people are fearful.  That means that you 
would be buying when things are down.

(Also, remember that you should usually play both sides of the market.  So you can also buy in-the-money put options to bet on the downside.  That 
means if the stock is at $60.00, and you were betting that it would trade lower, you would buy the 2009 January 75 puts.)

#2) If your stock moves higher, you are making almost the same amount that you would have made on the stock.

#3) If your stock moves lower, you are probably going to lose much less than you would have on the stock.  (A very basic hypothetical example is 
that if the stock trades up 10 points, you will probably make 9 - 9.5 points, but if the stock trades down 10 points, you will probably lose about 7 

points.)  So you see, the downside vs. upside ratio is less than par.   You only get the downside vs. upside ratio benefit if you do two important things:
1) Buy the options that are in-the-money by a few strike prices.
2) Buy an option that has a long time until expiration day like the example that we used, preferably at least one year.  The ultimate goal is to be out of the position at least three months before the option expires.
If you are interested in understanding this ratio benefit, then go to check out the three- part segment, "The Invaluable Understanding of Delta Parts I, II and III" which you can find in the archives by clicking here.
Next week, I'm gong to tell you how you can sell covered calls on your stocks without worrying about having your stock called away.  This is important to those of you who have large positions in stock that someone might have bought several decades ago.  Maybe you own a $60.00 stock that was purchased at 70 cents, and you don't want to pay taxes.  Maybe you own a stock that you want to hold for more than a year before selling so you get the long-term tax consequence.  In these cases, you might have a sizable position in the stocks.  If so, that means that you can make the most money by selling covered calls on them and constantly collecting extra income!
I will talk about collecting income by selling calls without worrying about losing the stock because the person you sold the call to decided to exercise.
I have two questions that I'd like you to answer.
1.  What are your fears are about using options?
2.  What has made you WANT to use options?  Elaborate if you'd like.
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