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Financial Options

Directional Risk

N | 4

Exercise Style

&

How and when the
option can be exercised.

Option
Geography
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American

Exercise Style

&

Bermudan

European
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American

Buyer can exercise at any time up to and including the expiry date

Maximum flexibility — the holder is not limited to a specific exercise date

FINANCIALEDGE!
Euro pean
Can only be exercised on the expiry date
More straightforward timing - holder cannot choose another date
FINANCIALEDGE!
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Bermudan

Can be exercised on specific, predetermined dates
before expiry, as well as on the expiry date itself

More flexible than European but less than American

FINANCIALEDGE!

Bermudan European

American

All options can always be traded at their
current market value before expiry

Even if an option can’t be exercised early, the
holder still has the flexibility to sell the
option and exit their position, in return for
the option price (or premium if needed)

FINANCIALEDGE!
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\\ J

Forwards

& 9 9E&E

O
\.

Futures

/A

O O

W/

Swaps

Option Premium -

Non-refundable payment the
buyer makes to the seller N—

potential losses

Compensate the seller for taking on the
asymmetrical payoff profile that options create
: I Buyer’s potential
!“J 1 gains outweigh

FINANCIALEDGE!

What should this
option premium be?

@ Buyer

- WORST CASE -

The option is out of the money -
they let it expire, worthless

+ BEST CASE +

The option is in the money - they exercise
the option and earn a large payout
(especially in of a long call)

Compensate the
seller for a less
favorable risk profile

Seller

+ BEST CASE +

The option
expires worthless

- WORST CASE -

Substantial losses if the
market moves significantly
against them

e =~
=/
) —
-’
FINANCIALEDGE!
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Option premium should equal the seller’s expected losses

A
C= Probability of losing x Anticipated amount Iost)

You guess You guess

How much should | correctly  Incorrectly

50% charge you to play?

- $1 +$0
$l * + $0.50 + $0.50

My expected loss:

50% . : =-$0.50 =$0.50
[ $0.50=50%x$1 ) Ls (avg. $0) «J

FINANCIALEDGE!

What is the probability that

. £ . Option Pricing Models
the option will be exercised?

Black-Scholes model

Binomial trees

If it is exercised, how much
will the seller have to pay out?

Monte Carlo simulations

The future price of a stock can theoretically 4
be anywhere between zero and infinity Using assumptions about price movements

and probability distributions

FINANCIALEDGE!
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Option Premium

e
)

Sum of two component parts

Intrinsic Value

The current value of
the option if it were
exercised right now

The current difference between the
strike price and the relevant market

price of the underlying asset

Time Value

An option only has
intrinsic value if it's
in-the-money

FINANCIAL EDGE!
Intrinsic Value
AVAYA
\\/4
\_______J
>
American option European option
. q , Y Can be exercised immediately
/ \ 3-month call option tgt' (no discounting needed) AVAYA
% Pays no dividend "’
< d Intrinsic Value
Strike price: $100 \ e
Underlying spot price: $103 In the Money $103 - $100 ez'
($103 > $100)
FINANCIAL EDGE!
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FINANCIALEDGE!

Intrinsic Value

AVAYA

/4

. . Fair value of the .
American option asset at expiry European option

(Assuming predictability)

$103 x (1+5%)
(Adjusted for 3 months)

3-months to expiry Future:  $104.29 - $100 = $4.29

Forward Price

/I,’ \‘ Strike price: $100 90
Z o ) ) . 90
Underlying spot price: $103 $103 x [1 * 5% x m] Today: $4.29 + [] + 5% x %J
Annual interest rate: 5% = Approx $104.29 = Approx $4.23
FINANCIALEDGE!
Intrinsic Value
AVAYA

/4

Minimum price boundary for the option premium

g

& s
B e

Option price sell for intrinsic value Risk-free profit Keeps markets efficient
\ J
Y
Buying pressure from traders buying In an efficient market, the option premium
the option will push the price from should never fall below its intrinsic value
$2 towards its intrinsic value of $3 (opportunities would be exploited immediately)

FINANCIALEDGE!
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Option Premium

Intrinsic Value Time Value
'

@
¥
i

Out of the
money

FINANCIALEDGE!

Will the option be d How much might
exercised? \ they need to pay out?

Seller
AVAYA A\'iv,‘++
/4 +
Time to Expiry A\ 4 A\ 4 Underlying Asset
' —— —— ' Volatility
SR

Quantifies the risk that the intrinsic value at expiry will be higher than now

FINANCIALEDGE!
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| ) If stable (little price If highly volatile, (large
The longer the time to expiry, the movement), there’s price swings), there is
greater the risk that the intrinsic value little risk that intrinsic increased risk of
could increase before expiry value will change significant changes in
significantly future intrinsic value

a

a

Time Value
Time Value

Time to Expiry E

Underlying Asset Volatility

FINANCIALEDGE"
Solely due to changes in time value
Longer time to expiry = higher option premium >
Asset Price: At expiry “'i',‘ 1 month to expiry 2 months to expiry 3 months to expiry

$100 /| ¢o0 ‘@  $1.98 $2.93 $3.59

Call option: $100 strike Volatility is
constant
@ 25{000
D | 200000
7]
2
15.0000
£
S
E 10.0000
o
1
o 50000
c
.2 é
- 0.0000
[¢) 80.00 8200 84.00 86.00 88.00 90.00 9200 94.00 96.00 98.00]100.00/102.00 104.00 106.00 108.00 110.00 112.00 114.00 116.00 118.00 120.00

«===0ption value at expiry e===option premium 1 months to expiry ====option premium 2 months to expiry «==option premium spot )
(Underlying Asset Price (USD))

FINANCIALEDGE!
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S
S
-/
Deepin the
money

as options move further in or out-of-the-money

Deep out of Why does time value decrease when an
the money option moves deep in or out of the money?

Call option: $100 strike

The difference in option premiums diminishes | c

J

25.0000

20.0000

15.0000

10.0000

5.0000

0.0000 I
80.00 kQ.OO 84.00 86.00 88.00 90.00 92.00 94.00 96.00 98.00 100.00 102.00 104.00 106.00 108.00 110.00 112.00 114.00 116.00 118.0C 120.00

Option Premium (USD) @)-\

====0ption value at expiry e===option premium 1 months to expiry ====option premium 2 months to expiry «===option premium spot J
(Underlying Asset Price (USD))
FINANCIALEDGE!

Why does time value decrease when an

option moves deep in or out of the money?

0 Time value reflects the
uncertainty around whether

the option will be exercised

$
3
4

Deep out of
the money

Deepin the
money

Exercise: Exercise: Exercise:
Predictable (unlikely) Uncertain Predictable (likely)
Time value: Low Time value: High Time value: Low

FINANCIALEDGE!
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Time Value

al ot
& ©
N4 4
Deep out of Deepin the
the money money
Exercise: Exercise: Exercise:
Predictable (unlikely) Uncertain Predictable (likely)
Time value: Low Time value: High Time value: Low

FINANCIALEDGE!

AN\

%, Call option: Strike price: Underlying price:
. Expiring today $100 $500

(deep in the money)

1t _
‘9. Uncertainty: The option will almost @
Essentially none certainly be exercised K 4
v N
b The seller needs to A
l*‘ be fully hedged Behaves like a forward
(no need to adjust contract (virtually no
the position if the exercise uncertainty)
price moves further)

FINANCIALEDGE!
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Time Value

© ©

Driven by time to At expiry, option value Decreases when
expiry and volatility of is solely based on options move deep in
the underlying asset intrinsic value (time or out of the money
value is at zero) (exercise uncertainty

diminishes)

“The price of uncertainty”

(Unpredictable path to expiry = higher option premium)

FINANCIALEDGE!

(J

Spot price

Time to
expiry

Volatility

Interest
rates

Underlying
asset yield

(®9)(20) &) () (@)

Effect on call price @ Effect on put price s

4 )

Some factors impact call and put
prices in the same way, while
others have opposite effects

AVAYA

\\/4 Comes down to

[e]
2
2
=]
)
o
3
[=
3

E intrinsic value and time value

FINANCIALEDGE!
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é‘ Spot price ( Effect on call price @} Effect on put price \2,

s

Intrinsic value

AVAVA Higher spot prif:e AVAVA
moves call options

\V’ into the money, ‘v,
increasing current
e and potential e
intrinsic value

Intrinsic value

Higher spot price
moves put options
out of the money,
reducing current
and potential
intrinsic value

Spot price directly affects the intrinsic value, so it
impacts calls and puts in opposite directions

\_

winjwaid uondo @

FINANCIALEDGE!

Time to
expiry

s

4 )
c Time value
Longer time to expiry means more
e time for the underlying price to move,
increasing uncertainty
AVAVA o).
‘y’ Intrinsic value
Potential increase
e in intrinsic value
. J

winjwaid uondo @

FINANCIALEDGE!
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Effect on call price @}

Effect on put price e

Hit=&1t

ATl |

Volatility ‘

7~

N
Volatility amplifies potential large price movements
in either direction

Vs g
4

d uondo @

AAN High chance of
h\\/4 being in the
money, increasing

intrinsic value

High chance of being
out of the money, but

has noimpact |\ s
=

(it won't be exercised

winiwaJ

L[4

Volatility increases time value, as greater price
swings create uncertainty (time value is essentially
the price of uncertainty)

-

FINANCIALEDGE!

Interest
rates

4

o
w

\_

($]

Effect on put price s

Effect on call price @

i _ O
f?ft_@?lt 1?11‘\1.-1‘
Mm's C i h  a's C : h

.‘:‘. u:;:e):lr;ign; zsset .‘:‘. u::ireyrllr)‘l?ntg 2sset

High interest rate:

More attractive to sell and invest
the proceeds at the higher rate
(rather than holding onto the asset
and waiting for the option to
potentially move into the money)

High interest rate:
Greater benefit to deferring
payment for the asset
(the money you would have spent
can instead be invested at a higher
rate until option expiry)

winjwaid uondo @

Call options Opportunity
/%‘\ allow you to I*\ cost of not
< delay payment o selling the
while keeping the asset right

upside potential away increases

FINANCIALEDGE!
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Underlying
asset yield

Effect on call price @

-l

Increased attractiveness of
holding the asset
(to receive more income from
dividends or yields)

Owning a call option
doesn’t give you the right
to collect those yields
(you don't own the
underlying asset yet)

($]

Effect on put price

wt-&t

Reduced attractiveness of
selling the asset
(you'd give up the future
income from yields)

Put options allow you to
hold the asset to
continue receiving yields
(with the right to sell
later, if necessary)

d uondo @

winiwal

FINANCIALEDGE!

Have opposite effects

Affect calls and puts

in the same way

LU Volatility
expiry

=
&

Calls and puts both gain
fromincreased uncertainty
and more time for potential
price movements

on calls and puts

‘ Spot Interest Underlying
price rates asset yield

Calls and puts are
opposites in terms of

t@] I payoffs, so these changes \2,

naturally affect them in
opposite directions

AVAYA

/4

\ Primarily influence time value j

\_

Primarily influence intrinsic value

(or the present value of potential payoffs)

J

FINANCIALEDGE!
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Pricing European Options

Put-call Parity

& @
_A_

Helps us understand how call
e and put prices are connected
Shows us how to replicate one “ 'I
\ position using the other
Put Options Keeps options markets consistent and Call Options
free from arbitrage opportunities

FINANCIALEDGE!

Possibility of
early exercise
=&
European ARA é
options Underlying  Strike  Expiration ——
asset price date ~a
Portfolio A (call) Portfolio B (put)
Long position in a European call option Long position in a European put option
Premium: C and Strike: K Premium: P and Strike: K
Cash amount = present value of the One unit of the underlying asset with a
strike price K (PV,) spot price S
. J
Y
Will have identical values at expiry - regardless of the underlying asset’s price
FINANCIALEDGE!
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Premium: C and Strike: K

Cash amount = present value of the
strike price K (PVy)

Portfolio B (put)

Premium: P and Strike: K

One unit of the underlying asset with a

spot price S

Will have identical values at expiry - regardless of the underlying asset’s price

Scenario I: . (" Exercise the call option \( )
Asset spot price is Buy the asset at K using the cash you Hold the asset
higher than the set aside (PVy) which would have The put option isn't worth exercising

i ' stril i rown to exactly K
options’ strike price  \ 9 Y J L )
Scenario 2: (" N\ ( i i )
Asset spot price is Don’t exercise the call option Denviﬁﬁi'iigfg ::I tr’g;g\?e the

It's out of the money, but your cash N .

lower than the PV strike of K, meaning you also

jons’ stril i PVi) has grown to K end up with K in cash
options’ strike price J L Yy,

Own the underlying
asset (worth §)

&

Gain K in cash

Same future value: no-arbitrage principle means their present value must also be the same

(or there would be an opportunity for risk-free profit, which traders would quickly exploit)

FINANCIALEDGE!

Put-call parity formula:

C+PVy=P+S

Call option premium (C) + Present value of the strike price (PV,)

Put option premium (P) + Current spot price of the underlying asset (S)

P=C+PV,-S

If you know the price of the call (C), the spot price (S), and the present value of the strike (PV,)...

FINANCIALEDGE!
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& @
—A—

What is the practical relevance of put-call parity?

Ensures pricing Allows traders to create
consistency synthetic positions
(mimic the payoff of
another position)

At-the-money forward strikes:
Strike price (PVy) = forward price (S)

Call and put premiums must be identical
(C+PVi=P+5)
(c=p) .

g - .,
g o
*tsssssssssssssssssssssssssssssssasssnnannnnnnnt® ausssEEsEEsEEEEEEEEEEsEEEEEEEsEEEEEssEnnannnns®

If put-call parity didn’t hold, traders could
create risk-free arbitrage strategies

SN NN NN NN ENEEENEEEEEEEEEEEEEEEEEEEEEEEEEEEEEE, o
S .

\
\ed @ A trader could sell
— the put, buy the call,
—A and hedge with the
underlying to lock in

Put overpriced a risk-free profit
relative to call

.,
o

o

o

sammsmmmmEny
o .
.
Ytrsnnnnnnnnas®
sasmssmssmnamy
.* e
assnnnnnnnnnns®

.
o
.

o

FINANCIALEDGE!

L e e L L L L L LR EREEELEEEEEETN
o o,

D -

Buy an at-the-money forward call

o

of

Positive P&L if
the spot price is
above the
forward price

Allows traders to create
synthetic positions
(mimic the payoff of

another position)

ansnsnmnnnnnnns®

ST EEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEy,

aamta Long forward
| PEEEHE LS L EUEEL L S p%sition
K At-the-money forward strikes: o
. Strike price (PVy) = forward price (S : A
0 L e A b o L O £33 [T wegativersti
H A 2, H L
! Calland put premiums must be identical : v - : the spot price is
2 : \ : below the
: (C+PVi=P+5S) g : forward price
. 5 Sell an at-the-money forward put H
2 (c=pP) . <
A\ J

Y

Long forward position JEM Long (at-the-money) forward call and a short (at-the-money) forward put
Short (at-the-money) forward call and a long (at-the-money) forward put JEJ  Short forward position

FINANCIALEDGE!
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S

Put-call parity doesn’t hold for American options because they can be exercised early

(early exercise changes the timing of cash flows, breaking the symmetry required for parity to exist)

FINANCIALEDGE!

European

Greater
flexibility
around
exercise

FINANCIALEDGE!
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Otherwise identical The option to
European option exercise early

(can be exercised
at maturity)

FINANCIALEDGE!

out-of-the-money (OTM) options

OTM options wouldn’t be exercised
under current market conditions

Exercising would lock in a loss, which no
rational investor would do

American option premium is essentially

the same as the European option

FINANCIALEDGE!
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at
t@ In-the-money (ITM) options

4

Exercising an American option early:

NI/, Realize © civeuw
\:‘ intrinsic remaining
5 value time value

Selling the option is often the optimal decision

(Option premium reflects both intrinsic & time value)

(Early exercise only captures intrinsic value)

American option premium isn't significantly higher than European

FINANCIALEDGE!

‘IIIIIIIIIII Illlllllll.. e EENEEEEEEESR IIIIIIIIII..
- . < .
[ ] ] L] ]
[ ] [ ] L] [ ]
= . . = - - . =
. American put optionin a u . American call option on =
. high-interest-rate environment | = dividend-paying stocks .
[ ] [ ] L] [ ]
[ ] [ ] L] [ ]
: N\ R Y~ :
: 2 P 2 :
. 0 - O .
[ ] [ ] L] [ ]
[ ] [ ] L] [ ]
[ ] [ ] L] [ ]
[ ] [ ] L] [ ]
\J g . L
’._!.I.!.!.!.!.IIIIIIIIIIIIIIIIIIIIII“ ’.ll..................._q_q_q_q_q_q_q_l'

The holder can sell the underlying Just before the ex-dividend date,
asset sooner and invest the proceeds it might be optimal to exercise early
at the high interest rate to capture the dividend payment
Ne Ne
&> >3
3 22
FINANCIALEDGE!
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American option premium is always at least as high as an
otherwise identical European option premium because of the added flexibility

American European

* Early exercise is only meaningful under specific conditions

FINANCIALEDGE!

positions in the underlying asset alone

/' ‘\ Options allow you to create unique | |
”' payoff profiles and exposures that aren’t
possible with traditional long or short @ @

Long position Short position

in options and the underlying asset

‘)

‘ Flexibility to combine long and short positions

Directional exposure Volatility exposure

Options
strategies

FINANCIALEDGE!
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Directional exposure

Take views on the direction of the underlying asset’s price
(Added benefits compared to just buying or selling the asset outright)

A

I Long positions with a predefined maximum loss
@ You know exactly how much you could lose, providing unique risk control

(traditional stop-loss orders risk getting stopped out during temporary price dips)

Monetize specific price targets:

Automatically capitalize on movements toward or beyond those targets
(Instead of relying on the asset to reach a certain price and then executing a manual trade)

FINANCIALEDGE!
Volatility exposure
Profit from the market's volatility
(even if you're uncertain about the overall direction of the price change)
V-
'_ Positions driven solely by the magnitude
/'\\ of the underlying asset’s price change
%) H (regardiess of the direction)

Something you can't achieve with traditional

long or short positions in the underlying asset
FINANCIALEDGE!
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@l Covered call

Popular strategy for investors who own an asset, want to generate additional income
and are willing to give up some upside potential in return

FINANCIALEDGE!

Enhance returns by
. Long the Expects price increase collecting option
stock at $50 (not above $54) premium while still
. in next 3 months allowing for some
@ upside participation

If the price increases above $54 and the option is exercised, they already have the stock they need

strike price of $54 covered (no risk)

/, ‘\ Investor sells a . As they already
’/'k 3-month ngﬁ:‘i’f;qof own the stock,
ql call option with a 21 30 the short call is

Different from selling an uncovered (naked) call - where the investor sells a call without owning
the stock, exposing them to theoretically unlimited losses if the price rises significantly

FINANCIALEDGE!
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Long stock position Short call option

| Y/ ,,"\\
30 i

Covered call

15 15
£ z
g g
5 ° 5 5
g o g o
= -5 40424 48 50 52 54 56 58 60 =z 40 42 44 46 48 50 52 54 56 0
|2 g
& = o
-5 Asset price at expiry Asset price at expiry
Unlimited upside potential and a Generates immediate income
one-for-one exposure to the (option premium) but must be
underlying price sold at $54 if the option is exercised
Stock price rise means the If stock is below $54 at expiry,
investor benefits fully, while a the call expires worthless (investor
decline results in losses keeps premium) but if the stock

rises above $54, the investor must
sell (capping any further gains)

................... T,

40 42 4477 50 52 54 56 58:50

Profit/loss at expiry

Asset price at expiry

Generates additional income, but

only partial downside protection
(still losses if the stock declines)

If stock stays below $54,
the investor benefits from stock
appreciation and premium.
Above $54, the upside is capped,
missing out on further gains

FINANCIALEDGE!

out of the money Covered call

@l
¥
<

Still room for upside participation
(attractive for investors with a
neutral to bullish market view)

&

Great tool for enhancing returnsin e-bound

Requires careful strike selection to balance
income generation with potential upside participation

Additional income
from the premium

Should align with investor’s price expectations (too low, and they cap gains prematurely;
too high, and the premium collected may not be worthwhile)

FINANCIALEDGE!
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Protective put

R

Strategy designed for investors who own an asset and want to
protect against downside risk while maintaining upside potential

FINANCIALEDGE!

/', ‘\ Investor buys a
e A 3-month put

option with a
\‘, strike price of $46

Oowns Concerned about Protection fro_m faling
o . stock price, without
stock potential downside o v
- exiting the position or
priced gver the next risk getting stopped out
at $50 3 months g g stopp

from short-term declines

Strike price of $46
Pays a reflects where the
premium investor wants
of $1.15 downside protection
to begin
FINANCIALEDGE!
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Long stock position Long put option Protective put

o) 9
&y

o0ol

15 15 15
£ z z
) g 10 g0
= 5 [9) o
5 5 5 B 5 e
2 0 @ o 0 e e
o 3 o & 0 e
S -5 40 42 44_48748 50 52 54 56 58 60 2 2 AT oL LA
% £ 5 40 42 44 46 48 50 52 54 56 58 60 £ 5 40 42 44 46 50 52 54 56 58 60
2 o o
& -0 5 o IS G0 e
s Asset price at expiry Asset price at expiry Asset price at expiry

Unlimited upside potential

Acts as an insurance policy Creates a defined risk profile

but also full downside exposure

Stock price decline means the If stock price falls below $46, the If prices rise, the investor benefits
investor's losses increase put gains offset the decline in the from stock appreciation. If prices

in line with the price drop stock, but if stock stays above fall to $46, losses are limited

$46, the put expires worthless (the investor can exercise and sell at
(investor loses premium) that level — max losses $5.15)
FINANCIALEDGE!
Protection doesn’t begin )
immediately 9 Provides downside
(still exposed to losses Protective put protection

down to $46 dollars

before the put kicks in) \v
If stock pricerises, | I I I I
the investor underperforms
compared to simply holding ta," Keeps upside

the stock (paid the premium otential intact
for unnecessary protection) P

Valuable tool for managing risk without exiting a position

(especially in uncertain markets)

Strike price selectionis key

Too close to the current price increases cost,
while selecting one too far below leaves significant downside exposure.

FINANCIALEDGE!
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FINANCIALEDGE!

Collar

Combines elements of both a protective put and a covered call

(typically used by investors who want downside protection while also
reducing the cost of hedging by giving up some upside potential)

FINANCIALEDGE!

s
(fo_f Long the \ Concerned Doesn’t want to pay

. about the full premium of
. U [l [I [I stock at $50 downside risk a protective put

Buy a 3-month premium downside

put option with a of $1.15 protection

/@\ \S?-j S I'\v Establish

strike price of $46

/ -‘\ ql Offsets the cost of the put
? % t“} Receive a (reduce net premium payment)
E‘i a

Sell a 3-month premium -— -—
call option with @ of $1.30 '—Q—'
strike price of $54 Y
FINANCIALEDGE!
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Long stock position Long put Short call Collar
76 option option

i & & 9

z " . .1
S 0 a0 S 10
8 H 5
5 5 5 5 5 5
@
g o 8 o g o - B
=z 5 404224 48 50 52 54 56 GR 60 S 5 40 42 44 46 48 50 52 54 56 0 T s 4”78 50 52 54 56 58+§0
S £ £
£ -0 o g e
& . ) < -10 &0 e
-15 Asset price at expiry Asset price at expiry Asset price at expiry

Creates a defined price range

Unlimited upside but ' !
(investor's P&L remains

Long put limits losses if the stock

full downside exposure drops below $46 (insurance)

largely unchanged)

Short call generates income but

must be sold if the price is >$54 Below $46: Put provides protection to
$4 per share (excluding premiums)

Above $54: Must sell at $54,
capping further upside

$46 - $54: Continue to participate in price
movements (as if they owned the stock)

FINANCIALEDGE!

Collar v

Provides downside protection Short call premium helps No immediate downside Seller misses out on further gains
with little or no upfront cost offset the cost of the put 1 protection (put's strike is (if stock price rises beyond $54)
o ! below current stock price) cscccdecnses
.\a > > jA
-— -— :
—R— | Sp
[ ] : ’

More cost-effective thana Won't get stopped out at the Reduces the cost of protection,
standalone protective put bottom (can stay in the trade) but limits upside potential

Useful strategy for investors who want to hedge downside risk while minimizing hedging costs

Strike price selectionis critical

The call and put strikes determines the balance between protection, cost, and upside participation

FINANCIALEDGE!
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Risk-reversal

Strategy for investors looking to gain directional exposure with reduced premium outlay

S 2
A
A A
A A A

Unlike covered calls, protective puts, or collars,
risk-reversal doesn’t require holding the underlying asset

FINANCIALEDGE!

4 )

Long out-of-the-money putand a Short out-of-the-money put and a
short out-of-the-money call long out-of-the-money call
Express a bearish view Express a bullish view
\(while accepting some upside risk)j \(while accepting some downside risk)j

FINANCIALEDGE!
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Investor is
bearish on
a stock

g

¢
%
put option
strike price

\ 4
Buy an
out-of-the-money

Expects the

significantly

TTH

+

with a
of $46

price to decline

=

Lo

Acknowledges
some
upside risk

A

y B @

Sell an
out-of-the-money
call option with a
strike price of $54

Call premium offsets the put cost
(reducing the net premium paid
for downside protectionf

FINANCIALEDGE!

Long put option

Short call option

Risk-reversal

AN

-5 40 42 44 46 48 50 52 54 56 58 60

Profit/loss at expiry

L
=]

Asset price at expiry

Generates profit if the stock

declines sharply, but at a cost

o

0 S
_g 40 42 44 46 48 50 52 54 56

Asset price at expiry

Profit/loss at expiry

L
=]

Generates income but exposed to
losses if stock price rises above
the call strike

<)

-5 40 42 44 46 48 50 52

5

54

Profit/loss at expiry

L
S

Asset price at expiry

Investor benefits from downside
exposure at a lower cost thanan
outright put purchase

Stock falls sharply:

The long put gains value, allowing
investor to profit from the downside

Stock rallies significantly:

Faces losses beyond the call strike (obligated to sell

the
at $54, limiting their ability to benefit from further upside)

move

FINANCIALEDGE!
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directional
position with
limited

— upfront cost

| Provides a

Risk-reversal A

Cost-effective

(call premium
reduces overall

expense

4

Benefit to low upfront
costs at the expense of
upside risk (if stock rallies
beyond $54, losses begin
to accumulate)

Long put

ﬁ Provides downside exposure,
\ but only valuable once stock

price falls below $46.

="

Short call

If stock rises beyond the $54
short call strike, losses begin to
accumulate (crucial to manage
the risk of a strong rally)

FINANCIALEDGE!

“Vertical spread”

Trades are typically displayed
in an options pricing table
(different strike prices are
listed in a vertical column)

/%\\

$[$

Vertical spreads

\
Buys one Sells another
option o option e
Both
..- = AR options
AAA mmm > areeither
- et calls or
e e puts
il = HEE )
=
=z
J

Horizontal spreads
(calendar spreads)

Buying and selling
options with the same
strike price but different

expiration dates
. J
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e Pu
\12! op:ion

Call
@I option

l’/,:%“\ Vertical
spreads

il

Bullish market view

o Bull Call Spread e Bull Put Spread

Long call with a higher strike short call Short put with a lower strike long put

Net premium outlay (debit spread) Net premium income (credit spread)

Profit from an increase in the underlying asset’s Generate premium income, while limiting

price while limiting both risk and reward potential losses with the long put

e Bear Call Spread o Bear Put Spread

Short call with a higher strike long call Long put with a lower strike short put

TH

Bearish market view

Net premium income (credit spread) Net premium outlay (debit spread)

Benefit from declining underlying asset price Benefit from declining underlying asset price

(sold call’s premium > purchased call’s cost) while managing costs with the short put premium

FINANCIALEDGE!

/’4}“\ Vertical
JE) spreads

Defined risk and reward while Collect premium income upfront
reducing the overall cost while limiting potential losses

v-n—-
A
—_—
Debit spreads offset a single long option

premium by selling another option at a
different strike (more capital-efficient)

FINANCIALEDGE!
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=)
Bull call sprec%:{ll

Used by traders who expect a moderate increase in the underlying asset’s price
but want to reduce their upfront premium compared to buying a call option outright

FINANCIALEDGE!

2:??:nt| Expects price increase ‘ Buying a call option
fradin z;t (not above $54) outright could be
$50 9 in next 3 months ‘

o) o)

expensive

g

Buy a 3-month Pay a Sell a 3-month Receive a
call option with a premium call option with a premium
strike price of $50 of $2.80 strike price of $54 of $1.30
C Net premium outlay: $1.50 ($2.80 - $1.30) )

FINANCIALEDGE!

© 2025 Financial Edge Training 35



FINANCIALEDGE!

Long call option

="

Bull call spread

O

Short call option

="

o o & G

TO27 2776 25 B0 52 54 56 58 60

Asset price at expiry

Profit/loss at expiry
&

L
S}

Unlimited upside potential beyond

its strike price, but at a cost
($2.80 premium)

Stock < $50 at expiry:

Both options expire worthless
(Lose $1.50 premium)

= difference between the two strike prices ($4.00)

15 15
z >
a0 S 10
3 3
g 5 5 5
Py @
g ° g o
S .5 40 42 44 46 48 50 52 54 56 0 =
° 5
& -10 &

L
=]

Asset price at expiry Asset price at expiry

Immediate income (premium) but Reduced initial premium outlay

while still positioning for a

obliged to sell at $54 if the price
moderate price increase

moves above that level

Breakeven point: $51.50
= the strike of the long call ($50)

Stock 2 $54 at expiry: + the net premium paid ($1.50)
e ]

Profit capped at $2.50 <

- net premium ($1.50)

FINANCIALEDGE!

@

Short call caps potential gains
(give up any profits beyond $54)

QO

Not a zero-cost strategy
(initial premium outlay of $1.50)

$)

Lower-cost position
than a single call

Limited downside risk
(only lose the net premium)

o

Prevents overpaying for an
expensive call option (they only
expect a moderate price increase)

Bull call spread

@@'J:/'li@
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Volatility Strategies Directional Strategies

i Collars
Profit and loss ! I I
depend on the

magnitude
of the asset’s =
price movement //,' ) |
(not its direction) 0 il
$ $ spreads

FINANCIALEDGE!
1 | Straddle
IIII
Simultaneous long call and put option
(same underlying asset, strike price, and expiration dates)
ql Profits if the stock moves significantly in either direction e
Stock must move far enough to cover the cost (Premium)
FINANCIALEDGE!
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Strangle

<~ Bl &

Put strike price below the
‘ current stock price t@}l

l’f“ Simultaneous call and put option
(same underlying asset and expiration dates)

Stock must experience a
larger price move to profit
(break-even points are
further apart)

= B

Call strike price above the
current stock price ‘

Reduced total premium cost compared to a straddle (both options are out of the money)

LS

FINANCIALEDGE!

Strangle

R

"

\
y

Preferred when traders want to minimize initial costs
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@' \2, Long straddle

Expects significant
movement over
the next 3 months

s
k3

!

Buy a 3-month
$50 call optlon for
a $2.80 premium

AN\

Z
%

222 4 i)

@ Unsure about o gl tsrtc?gil:wg
. the direction ] I] [l I] frad

Buy a 3 -month
$50 put optlon for
a $2.80 premium

$5.60 total net
premium outlay

FINANCIALEDGE!

Long call option

="

Long put option Long Straddle

GO

3

5
0
52 54 56 58 60

Asset price at expiry

-5

Profit/loss at expiry
Profit/loss at expiry

L
=]

Unlimited upside potential if

the stock rallies

5
0
40 42 44 46 48 0

Benefits from a sharp decline

Stock moves significantly above or below $50:

One option becomes profitable while the other expires worthless
(profits of $55.60 on the upside and $44.40 on the downside)

Profit/loss at expiry

-10

Asset price at expiry

Asset price at expiry

Gains exposure to a large

price move in either direction

Stock remains close to $50:

Both options decay in value
(trader suffers a loss equal to the premium paid)

FINANCIALEDGE!
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Long Straddle

&) S

Q
t

High initial cost (two options):
Need for a large price move to
offset the premium outlay

N\ 4

o

Profit from volatility
without needing to
predict direction

FINANCIALEDGE!
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