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By Kim Githler
Options are no longer 
optional.

This is the great message 
the stock market sent 

investors in the wake of the worst financial 
crisis since the Great Crash of 1929. The 
events of 2007 and 2008 harshly reminded 
investors that ignoring investing risk 
ultimately leads to calamity.

What we have seen in the ensuing years is a 
great and growing desire among investors 
to understand risk. And this had led many 
to use puts and calls to help define and 
manage the uncertainty that is always the 
defining characteristic of financial markets. 

In short, investors are increasingly  
aware of the Good Investor Rule that 
Steven M. Sears, Barron’s options columnist, 
detailed in his book, The Indomitable 
Investor. The rule is simple and hard for 
many to implement. Bad investors, Sears 
says, think of ways to make money. Good 
investors think of ways to not lose money.

We hope the material sparks your interest 
in how puts and calls can be used to 
accomplish the Good Investor Rule, to make 
you a better investor, and to enable you 
to keep more of your investment returns. 
After all, unrealized gains are just that.

While some investors mistakenly believe 
that options are used to speculate on stocks, 

or to increase leverage, those notions are 
dated. They characterized options investing 
more than 20 years ago, but no more. 

Now, on any day, the vast majority of 
the options market’s trading volumes 
are dedicated to achieving the types of 
objectives that are certain to please even 
the most conservative investor. Those goals 
include selling stock at above-market prices, 
buying stocks below market prices, reducing 
risk and otherwise enhancing returns. 

When done properly, options help define 
and understand investment risk.

We have brought together some of the 
nation’s top experts to demonstrate how 
you can use options to more effectively 

navigate the stock market. We have tried 
to create a roadmap you can use to learn 
about a way of acting and thinking that will 
forever change how you think about your 
stock portfolio. 

If you are already active in the options 
market, I am confident that you will deepen 
your understanding of how a well-placed 
put and call often makes all the difference 
in the world to achieving successful 
financial outcomes.

Meet Kim Githler, chair & CEO of 
MoneyShow at The TradersEXPO!

By Lawrence McMillan
Options, once you 
understand their 
capabilities, are versatile 
tools. When puts and calls 

are used correctly, they can help investors 
achieve their goals, and that is when 
options become strategic investments.

Options can help investors reduce market 
risk and increase returns. Options can 
lower the volatility of an entire portfolio 
of stocks, or they can directly hedge 
investment risk, just like an insurance 
policy. That this is news to many novice 
traders only proves how much work 
remains to be done to educate investors 
about the many ways options can help 
them better navigate the stock market.

Currently, options are quite cheap, which 
is important at a time when stock prices are 
trading at record highs. We say that options 
are cheap when the portion of an options 
contract’s price that is determined by the 
forward projection of volatility (implied 
volatility) is very low. When that is the case, 
as it is now, several strategies can be used 
by almost all investors.

One simple strategy is replacing stock 
with a call option. To implement the 
stock replacement strategy, an investor 
sells stock (assuming that it is not a 
tax problem to do so) and buys a call 
option on the same stock. In this way, an 
investor participates in the stock’s future 
rally, should there be one, while limiting 
investment risk to the call’s price. 

One would generally want to buy an 
option with a striking price that is several 
points below the current stock price, in 
order to minimize time value expense. 
Some investors buy longer-term options 
to replace stock, as that somewhat lessens 
downside risk since those options gain 
time value premium if the stock were to 
fall in price.

Another strategy many stock owners 
use is selling covered calls. The strategy 
entails selling calls with strike prices that 
are, say 5% to 10% above the current strike 
price, and that expire in three months 
or less. That strategy works best in an 
environment where implied volatility is 
higher, and where the stock market is not 
trending higher. That is not the case with 
the current market so covered call writing 
has often been frustrating. 

Still, many investors use the covered call 
strategy to help make the most difficult 
decision any investor faces: selling. If the 
stock price is above the call’s strike price at 
expiration, investors are obligated to sell 
their stock or cover the call. 

Given current market conditions, many 
investors, however, like buying options 
for protection. This strategy is like buying 
an insurance policy for your stocks. These 
protective options would normally be out-
of-the-money options — either put options 
on stocks or broad-based indices or call 
options on volatility. Puts, as many know, 
increase in value when the associated 
security price declines.

If an investor wants to hedge a stock,  
they would buy a put — a practice I call 

“micro protection.” To 
hedge an entire portfolio, 
investors would buy put 
options on a broad-
based index, such as the 
Standard & Poor’s 500 
Index. I call that “macro 
protection.” 

Another approach to macro 
protection is buying calls on 
the CBOE Volatility Index, or VIX, 
which rises when the stock market 
declines. In all of these cases, the cost of 
insurance is reduced by buying farther 
out-of-the-money options, but doing so 
increases one’s “deductible”—the amount 
of money your stock portfolio loses before 
the insurance becomes effective.

All of those hedges protect investments 
if the stock market collapses, while 
only placing a small drag on the upside 
performance. With volatility currently so 
low, buying VIX call options is, to me, the 
preferred form of insurance at this time. If 
the stock market truly has a broad, violent 
collapse, VIX will explode to the upside 
faster than the stock market declines.

Recently, it has been hypothesized that 
some buyers of protection are going to 
give up the practice because the stock 
market has not sharply corrected. That 
is a fallacious argument. Consider your 
home and the fire insurance you own. Are 
you upset you are not collecting on your 
insurance policy? Absolutely not. Are you 
planning to stop buying fire insurance 
because your house hasn’t caught on fire 
recently? Of course not. 

Similarly, if 
one is buying 
options as 
insurance 
protection 
for his stock 
portfolio, 

should the 
practice be 

terminated 
because the stock 

market keeps rising, and 
the insurance hasn’t been 

needed? Of course not. 

To be sure, in this low-volatility 
environment, many investors are 
concluding that buying options is a smart 
strategy. For a stock owner, those are 
the “stock replacement” strategy or the 
“portfolio insurance” strategy. Either one 
allows a stock owner to continue making 
profits if stocks keep rising, while reducing 
downside risk if the stock market suddenly 
encounters trouble.

Lawrence McMillan is president of  
McMillan Analysis Corporation 
www.optionstrategist.com
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Why Trade Options: Modernizing Your Portfolio

By Ryan Grace

Options should be in  
every intelligent investor’s 
tool bag. 

Puts and calls provide investors with 
the flexibility to potentially profit in all 
market environments, to make investment 
decisions that are based on probabilities 
and to more efficiently use capital by 
employing leverage. Options also let 
investors express views on the price of 
market volatility, which is one of the most 
important, and arguably least understood, 
attributes of investing.

All of those investment approaches, which 
are not commonly enjoyed by traditional 
stock investors, reflect the richness of 
options trading strategies. They let options 
traders position for profits in bullish 
environments where market prices are 
rising, and also in markets when prices are 
declining, or barely moving. 

In fact, I like to say that there isn’t a 
bull side or a bear side to the market, 
just the right side. Options help investors 
define the right side. 

While many investors are familiar with 
buying options, some trading strategies 
that sell options, such as a strangle, 
enable profits to be realized when the 
price of a stock is range bound. 

The strangle strategy involves selling a 
call option above the current price of the 
stock and selling a put option below the 
current price of the stock with an identical 
expiration. The strategy expresses a view 
that the stock will remain between the 
put and call strike prices until the options 
expire. If that happens, investors keep the 
money for selling the strangle. 

If the stock is below the put strike or above 
the call strike at expiration, investors may 
be assigned and must buy the associated 
stock at the put strike or sell the stock at 
the call price or can close out of the trade 
at any time during the cycle. 

If either side is tested during the 
expiration cycle, investors can roll their 
options to a later expiration which 
provides duration, more time to be 
right, or to a different strike price if the 
investor’s assumption has changed. 

There are several ways 
to manage option 
positions. For 
many investors, 
using options 
strategies 
can enhance 
returns and 
increase 
their 
probability 
of success.

Sometimes, 
of course, stock 
prices come 
under pressure. This 
is why many investors 
buy put options. Puts, which 
increase in value when stock prices 
decline, are like owning an insurance 
policy on stocks. While there’s a cost 
associated with buying a put, the risk, or 
potential loss associated with the position, 
is limited to the cost of the option, 
whereas shorting a stock exposes an 
investor to potentially unlimited losses.

Options can also offer ways to more 
effectively use capital. An options contract 
represents 100 shares of the underlying 
stock, which allows an investor to take a 
position in a large number of shares using 
less capital than required to buy the stock. 

Buying 1,000 shares at $100 a share costs 
$100,000. Buying 10 calls with $100 strikes 
gives the trader control of the same 
amount of shares at a fraction of the cost. 
This feature is used by many investors to 
control stocks at a fraction of the price. 

Yet, out of all the unique characteristics 
associated with options, expressing a view 
on volatility is arguably the most unique 
characteristic of puts and calls. 

When the demand for options increases, 
option prices increase, causing a spike 

in implied 
volatility. 
Elevated 
implied 
volatility 
often creates 
opportunities 
to sell options, 
since prices 
are relatively 
high. 

Traders might also buy options during 
periods of low volatility. This adds a 

multi-dimensional approach to 
investing, where traders are not 

only positioning for changes 
in price, but also for various 
levels of market volatility. 

Options offer investors so 
much flexiblity that Tom 

Sosnoff and team created 
a website and financial 

media company 
called tastytrade. The 
tastytrade network is 
dedicated to showing 

how options can 
completely change 

how people think about 
investing, and how they can 

quantify the risk that underlies all 
market decisions. 

Ryan Grace is co-host of The Ryan & Beef 
Show on tastytrade.com

Meet tastytrade founder  
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By Scott Connor
In 2018, the exchange-
traded equity options 
market will celebrate its 
45th anniversary in the 

U.S. Though 2017 marked another year of 
historically low volatility, with an average daily 
volume of 16.7 million contracts, the year still 
ranked among the top three ever, according 
to data from the Options Clearing Corp.
Why has options volume been so resilient 
despite the lack of volatility? It’s due in part 
to a growing appreciation for the versatility 
of listed options. Whether you’re a small, 
self-directed options trader or a large 
institutional investor, there are a number of 
option strategies that may help you pursue 
your investment objectives while staying 
within your risk parameters.
Here Come the Millennials
Though TD Ameritrade has seen volume 
growth in options trading in all client groups, 
including millennials, millennials are the 
first generation to grow up immersed in 
technology, and they’re also known for being 
value-driven. So, as today’s young adults 
become investors, trading options on a 
robust online platform seems only natural.
Of course, options trading isn’t suitable for 
everyone, but if you think they might be 
right for you, there are some basic option 
strategies that can be used to accumulate 
shares, help protect an existing investment 
or even to enhance the yield of a stock 
position you hold. Here are a few strategies 
popular among TD Ameritrade clients who 
trade options.

Basic Option Strategies for the  
New Investor Set
Buying calls as an alternative to buying 
stock. A call option gives the owner the 
right, but not the obligation, to buy the 
underlying security at a specific price (the 
“strike” or “exercise” price) on or before a 
specific date (the “expiration”). Since the 
premium paid for a call option is usually 
a fraction of the stock price, and since call 
option prices typically rise/fall when the 
price of the underlying stock rises/falls, 
many consider this a lower-cost alternative 
to buying a stock outright. But beware of 
the risks. Stocks don’t expire, but options 
do, and if a call expires out-of-the-money, 
the entire investment in the option will 
be lost. Plus, owning a call option doesn’t 
give you voting rights that owning the 
underlying stock would, nor will it pay a 
dividend. Once you exercise an in-the-
money call option, however, you become 
the buyer of 100 shares of stock.
Selling calls as a potential yield-
enhancement. Investors who own a stock 
and wish to potentially earn income can sell 
a call and receive a premium. In this “covered 
call” strategy, if the call expires out-of-the 
money, the seller keeps the premium they 
received, less transaction costs. The risk, of 
course, is if the stock price rises above the 
strike price any time on or before expiration, 
the call owner may exercise the option, and 
the seller will be required to deliver the 
stock at the strike price, effectively limiting 
the ability to benefit from any additional 
appreciation of the stock price.

Buying puts for protection. 
While the covered call 
can potentially enhance 
the yield of a long stock 
position, buying a put 
option can limit possible 
losses if the stock price 
were to fall. A put option 
gives the owner the right but 
not the obligation to sell the 
underlying stock at the strike 
price, so owning a put option 
essentially provides a temporary price 
floor, below which losses are limited. Of 
course, like the long call option, if the long 
put expires out-of-the-money, the entire 
investment in the option will be lost. Many 
option traders consider puts during times 
of elevated market risk, such as before 
the release of an earnings report or other 
company announcement.
Selling cash-secured puts to build or add 
to a portfolio. If you want to use options to 
potentially buy stock, but you would rather 
collect premium than pay it, selling a put 
might be the answer. Why is it called “cash-
secured?” Because you set aside enough 
cash in your account to buy the stock 
in case the owner exercises the option. 
Make sure you choose a strike at which 
you’re comfortable buying the stock and 
understand that you’re taking on the risk of 
purchasing the corresponding stock at that 
strike price when the market price of the 
stock will likely be below that strike price.
Many TD Ameritrade clients, once they 
become comfortable with the basics, move 
up the sophistication scale. 

They use the advanced 
thinkorswim platform 

to assess relative 
values, consider 
risks and 
probabilities, initiate 
multi-legged option 

spreads and monitor 
positions in real-time.

Sure, some option 
strategies can be quite 

complex, and as complexity 
increases, the knowledge and 

sophistication of the investor must keep 
up. But we believe the next generation is 
well-positioned to embrace options for 
their flexibility and versatility and can use 
the power of today’s innovative trading 
platforms and free educational offerings to 
become those sophisticated investors. 

Scott Connor is director of  
Trader Education, TD Ameritrade  
www.TDAmeritrade.com

A Smart Way to Trade VIX

Versatility, Flexibility: The Continuing Allure of Listed Options

By Russell Rhoads
It has been a while since 
the last sustained move to 
the upside for the CBOE 
Volatility Index (VIX). This 
does not stop investors 

from continuing to wager with VIX options 
that VIX will surge higher. 
So far, VIX remains at historically low 
levels, and this is prompting many 
investors to devise unique ways to 
minimize the expense of a trade that has 
been difficult for many. 
In recent trading, an investor sold VIX 
February $11 puts for 70 cents and bought 
VIX February $10 puts for 25 cents. The 
trade generated a credit of 45 cents. The 
investor also bought VIX February $13 calls 
for 90 cents and sold February $16 calls for 
50 cents for a cost of 40 cents. Overall, the 
investor’s two trades created a nickel credit. 

Our payoff diagram shows the trade’s 
potential outcome at expiration as well as 
halfway to expiration. Note we are analyzing 
the trade as a “stand-alone” because we do 
not know what positions were in the client’s 
book before the trades executed.

When this trade was executed, VIX was 
trading at 10.20 and the February VIX 
future, which determines the price of VIX 
options, was priced at $11.65. We include 
both the corresponding VIX future price 
and spot VIX as VIX options settle into a VIX 

calculation, but leading up to expiration 
the best underlying pricing vehicle is the 
corresponding future. 
The best-case scenario for this trade 
at expiration is a VIX settlement above 

$16 resulting in a profit of $3.05. 
Settlement between $13 and $16 
would result in a profit equal to how 
much value there is for the $13 call. 
For example, if settlement were to 
come in at $14.50, the $13 call would 
be worth $1.50 and the trade profit 
would be $1.55. Between $11 and $13, 
all options in this spread expire with 
no value. The profit would be a nickel. 
Finally, the downside to this trade 
occurs below $11 and the maximum 

loss is 95 cents if VIX is at or below 10.
Those familiar with VIX know that the 
recent price action often involves a quick 
move to the upside that is followed by a 
move to the downside. 

When a volatility event occurs, traders 
with long VIX exposure are expected to 
monetize their positions.
This trade was executed with 33 days to 
expiration so the “halfway to expiration” 
payoff represents 16 days left to 
expiration. As an arbitrary outcome a 
move to $13, which is the long call strike 
of the spread, may result in a profit of 
about 75 cents. Trading out of the position 
before expiration is common for this 
type of trade and an exit plan should 
be determined when the entry trade is 
executed. 
This information is provided solely for general education and 
information purposes and therefore should not be considered 
complete, precise, or current. No statement within this article 
should be construed as a recommendation to buy or sell a 
security or to provide investment advice.

Russell Rhoads, CFA, is director, Product 
Advancement, Global Derivatives at CBOE 
www.CBOE.com
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By Joe Burgoyne
Options are versatile 
financial instruments that 
can help investors achieve 
various investment goals. 

Investors typically use options strategies 
to gain market exposure, generate income 
and protect their investments. 

The Options Industry Council (OIC) is 
celebrating its 25th anniversary as the 
leading educational resource for investors 
who use or want to learn how to trade U.S. 
exchange-listed options. Founded in 1992 
by the Options Clearing Corp., the world’s 
largest equity derivatives clearinghouse, 
and the U.S. options exchanges, OIC works 
to increase the awareness, knowledge and 
responsible use of exchange-listed options 
globally among individual investors, 
financial advisors and institutional asset 
managers.

Every five years since 1995, OIC has 
commissioned a national survey designed 
to create a profile of the current retail 
options investor to better understand 
how and why they use options, and to 
compare options investors to non-options 
investors. 

The 2015 OIC Study of Investors found 
that options users are significantly 
more likely than non-options users to 
consider themselves extremely 
knowledgeable investors; to 
be more passionate about 
investing; to consider 
themselves “investors” 
and not “savers” and 
to be more willing to 
take risks in order 
to achieve financial 
rewards. 

The study also 
found that a lack 
of understanding 
or knowledge is the 
major stumbling block 
preventing non-users from 
currently trading options. 

The survey results help OIC better 
develop and direct its unbiased options 
education efforts with retail investors on 
behalf of the listed options industry.

Due in large part to OIC’s educational 
programs and outreach in coordination 
with industry partners, investors’ use 
of options has grown dramatically 

since 1992. In 1992, 202 million options 
contracts were traded. In 2017, options 
contract volume reached the third highest 
total volume ever with more than 4.3 
billion options contracts traded – an 
increase of more than 21 times.

OIC offers something for every investor, 
no matter their level of market knowledge. 
One way to get started is through the 
MyPath online education program, where 
individual investors take a self-assessment 
that evaluates their knowledge level and 
suggests a starting point for beginning 
their curriculum. Investors can take a basic 
class online, as well as more advanced 
courses, or listen to a webinar and a 
podcast or watch a strategy video. More 
experienced investors can also check 
out OIC’s research area, which includes 
academic studies on the performance of 
various trading strategies. 

OIC works to help financial advisors 
understand how options can be a 
differentiator for their practice. A 2017 
study sponsored by the OIC, How Financial 
Advisors Use and Think About Exchange-
Listed Options sheds light on what financial 
advisors think about exchange-listed 
options and how they use them to help 
meet their clients’ financial goals. 

The study found that approximately one-
third of financial advisors currently 

use options in 20% of client 
portfolios, and that 

usage is expected to 
increase by 30% 

in the next three 
years. It also 
helps to identify 
target audiences 
and educational 
tactics that 
may lead to 
increased 

adoption of 
exchange-listed 

options strategies 
among financial 

advisors. 

With growing interest in 
digital education, OIC offers a 

video series to help investors better 
understand some of the more popular 
option strategies such as the Long Put, 
Covered Combo and Cash-Secured Put. 
The Options Strategy Builders tool was 
also added to the OIC website where 
users can simulate the popular covered 

call, collar, cash-secured put and covered 
combination strategies. 

The Options Strategy Builders tool is as 
easy to use because all you have to do is 
select the strategy, choose the stock or 
ETF symbol and then select the expiration 
date. The tool builds the strategy and 
displays the potential results. Additionally, 
OIC continues to offer live seminars and 
participate in investor conferences with live 
presentations that will also be simulcast 
in order to reach investors interested in 
learning about options online. Some of 
the topics include options fundamentals 
and popular options trading strategies. 
Most importantly, all of these educational 
offerings are available for free on the 
website, www.OptionsEducation.org. 

At OIC, we believe that providing unbiased 
education to market participants will 
continue to be a key factor in increasing 
the adoption of options strategies. 
Education on these flexible and complex 
financial instruments is important 
now more than ever as investors and 

financial advisors seek diverse solutions 
that generate income and protect 
their portfolios as they continue to 
navigate through uncertain economic 
environments.
Disclaimer: This article discusses exchange-traded options issued by 
The Options Clearing Corporation. No statement in this article is to be 
construed as a recommendation to purchase or sell a security, or to 
provide investment advice. Options involve risk and are not suitable 
for all investors. Prior to buying or selling an option, a person must 
receive a copy of Characteristics and Risks of Standardized Options. 
Copies of this document may be obtained from your broker, from any 
exchange on which options are traded or by contacting The Options 
Clearing Corporation, One North Wacker Dr., Suite 500 Chicago, IL 
60606 (investorservices@theocc.com).

Joe Burgoyne is director of  
Individual Investor Education, The 
Options Industry Council
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By Matt Kerkhoff
What if you could use 
your existing stock and 
exchange-traded fund 
portfolio to generate extra 

income, which you would receive in the 
form of a monthly credit to your brokerage 
account? In this article, I’m going to walk 
you through how to do just that.

If you have spent any time investing in 
the markets, chances are you have heard 
of covered calls, which entails selling a call 
option against stock that you already own. 

This strategy is one of the easiest 
to learn, and is often the best way 
for investors to begin trading options. 
Covered calls are also one of the safest 
options strategies you can use, as they 
actually reduce the risk of owning stock, 
while generating a stable monthly income 
stream from your existing portfolio.

When you sell a covered call, you’re 
effectively renting out a stock or ETF that 
you own to someone else. 

They will pay you a small fee (premium) 
to “control” that security for a short time. 
You receive this premium as an immediate 
credit to your account in exchange for 
agreeing to “sell” the potential upside on 
the underlying security. 

In other words, you are giving another 
investor the right to buy your stock at 
a higher price within a certain time. If 
the stock is below the call strike price at 
expiration, you get to keep your stock, and 
the premium received for selling the call. 
If the stock is higher than the strike price 
at expiration, you must sell your stock, or 
cover the call.

Here’s an example trade that can be 
repeated on a monthly basis. Let’s say you 
own 100 shares of SPDR S&P 500 ETF Trust 
(SPY), an ETF that tracks the Standard & 
Poor’s 500 index (SPX). After the remarkable 
rally that we’ve had, some investors are 
reasoning that the rally may soon cool. They 
can do that – and collect income – by selling 
calls against their SPY position.

With SPY around $276, for example, an 
investor could sell the March $280 call. At 
the time of writing, that option would allow 
you to collect roughly $246. In exchange 
for receiving this premium, you will be 
selling away any profits in SPY above $280.

The great part about this trade is that you 
receive immediate income of $246 but you 
also get to participate in future gains in SPY 
up to $280 per share. It’s only after SPY has 
risen above $280 per share that the profits 
accrue to the call buyer.

Also, selling covered calls reduces 
your risk in the underlying position 
by exchanging upside volatility for a 
guaranteed payment. 

This strategy is used by many investors to 
consistently earn around 1% per month, 
a return that depends on a variety of 
factors, including market volatility and the 
underlying stock or ETF that you’re using. 

If you decide to use this strategy, many 
investors focus on selling options that 
expire roughly one month out. That will 
allow you to capitalize on the erosion 
of time value, which is really what this 
strategy is all about.

Whether you’re looking for a way to earn 
additional income from your portfolio, 
hedge some risk, or just get your feet wet 
with options, covered calls have got you 
covered! Happy investing!

Matthew Kerkhoff is chief investment 
strategist for ModelInvesting.com and  
editor of Dow Theory Letters.
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MARRIOTT MARQUIS TIMES SQUARE

By Don Kaufman
Traders and investors 
typically recognize market 
risk in hindsight. It usually 
takes some major shock 

before anyone realizes that the market, 
or a stock or a sector, that seemed so 
perfectly balanced was wildly out of 
synchronicity with reality. 
The current bull market runs ever higher, 
and the Federal Reserve is preparing to 
end the extraordinary measures it took 
to support the economy after the worst 
financial crisis in almost a century. Now 
is the time to start thinking about how to 
balance risk and reward.
In this environment, investors are well 
advised to consider using “vertical 
spreads” to control exposure via not 
owning outright stock. 
A vertical spread—which entails buying 
an option and selling another with a 
higher strike price and similar expiration—
enables investors to maintain bullish or 
bearish positions in index and equity 
products. In short, the strategy helps 
control overall market risk.
How to use vertical spread options to 
identify and trade the trend

A vertical spread is an options strategy to 
use when you are confident a stock will 
move in a certain direction, or if you’re 
following a trend. 
Options cost less than associated 
securities and that makes this strategy 
a relatively inexpensive method for 
benefiting from stock movement. 
With vertical spreads, you pay a premium 
to buy one option, while at the same time 
collecting a premium by selling another 
option. 
With a vertical call spread, you buy a call at 
one strike price and sell another call at a 
different strike price. 
With a vertical put spread, you buy a put at 
one strike price and sell another put at a 
different strike price.
Vertical spread formula:
• Buy one strike option
• Sell another strike option
•  Same series  

(calls with calls or puts with puts)
• Same expiration month
• Same underlying asset (stock, index, etc.)
Although risk and profit potential are 
limited with vertical spreads, the profit 
potential can remain relatively high while 
risk is dramatically reduced. 

The right approach can be the defining 
element in success or failure
While vertical spreads can be used to 
reduce market risk, our approach at 
TheoTrade is to evaluate markets from the 
perspective of trade logic, allocation, and 
bias. The following are key components 
of our principles and should be strongly 
considered prior to entering into a trade 
or investment.
Trade Logic. The vast majority of people 
involved in markets are infatuated with 
market direction, attempting to predict the 
next move a stock is going to make. The 
reality, what you “think” a stock is going to 
do does not always translate into profits. 
Many investors and traders place too 
much emphasis on being right or picking 
the next move a stock might make. Our 
veteran traders dictate the right strategy, 
coupled with established entry and exit 
criteria, means you do not need to be 
“right” in picking a direction in a stock or 
the markets in order to be profitable. 
Capital Allocation. How and where 
you allocate capital should be strongly 
considered as a viable portion of your 
trading methodology. Have you ever 
been stopped out of a trade or bailed 
out of a position only to see the markets 

turn around shortly thereafter? How and 
where you allocate capital can define 
not only losses but it can be the defining 
factor in your overall success or failure 
in the markets. Our war cry is “duration 
over direction.” You need to be capable 
of sustaining trades long enough to be 
profitable.
Directional Bias. We are not anti-charts. 
Rather, we recognize that where you 
“think” a stock might go does not always 
mean the markets will agree. Being right 
directionally cannot define us as investors 
or traders for we may not be “right” often 
enough. At TheoTrade, we are market 
realists and we must place our capital at 
risk only with the correct trade logic and a 
comfortable allocation.

Don Kaufman is co-founder of TheoTrade 
www.TheoTrade.com
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