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Information provided is for educational purposes and does not constitute financial product advice. You
should obtain independent advice from an Australian financial services licensee before making any
financial decisions. Although ASX Limited ABN 98 008 624 691 and its related bodies corporate (“ASX”)
has made every effort to ensure the accuracy of the information as at the date of publication, ASX does
not give any warranty or representation as to the accuracy, reliability or completeness of the information.
To the extent permitted by law, ASX and its employees, officers and contractors shall not be liable for any
loss or damage arising in any way (including by way of negligence) from or in connection with any
information provided or omitted or from any one acting or refraining to act in reliance on this information.

© Copyright 2013 ASX Limited ABN 98 008 624 691. All rights reserved 2013.

All Ordinaries®, All Ords®, AllOrds®, ASX®, ASX100®, CHESS® are registered trademarks of ASX
Operations Pty Limited ABN 42 004 523 782 ("ASXO").
ASX20™, ASX50™, ASX200™, ASX300™ are trade marks of ASXO.
S&P™ is a trademark of Standard and Poor’s, a division of The McGraw-Hill Companies Inc.
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Topic 1: About this course
This course builds on ASX's 'Introduction to
Options' course.
In 'Advancing in options', we go into the detail of
option pricing, and discuss how to implement and
manage advanced option strategies, before taking
an in-depth look at several of these strategies.
'Introduction to Options' covers the basics of
options and option pricing, and introduces the
strategies of buying call and put options, and
writing calls over your stock.

What I should know before doing this course
This is an advanced course.
To get the most out of the course, it is important
that you are familiar with the concepts covered in
the 'Introduction to Options' course, including:
•
•
•
•

basic option pricing
the bought call
the bought put, and
the covered call.

If you are not comfortable with this material, we
encourage you to revise the introductory course.

What will I learn?
After completing these modules you should:
•
•
•
•

have a sound knowledge of option pricing
concepts
understand when margins will be payable and
how they are calculated
be able to evaluate, implement and manage an
advanced option strategy
have a detailed knowledge of six popular
option strategies.

The skills and knowledge you acquire from
these modules can be applied to any option
strategy, not just the strategies covered in this
course.
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Strategy modules
Modules 5 to 10 are devoted to specific strategies,
including:
•
•
•
•
•

strategies for a moderate price increase
strategies for a moderate price decrease
strategies for a price breakout
strategies for a flat market
using options for damage control.

This is not an exhaustive list of option strategies,
but a selection of strategies that suit a range of
market outlooks.
In each strategy module, you will learn:
•
•
•
•
•
•

the view on the underlying stock the strategy
reflects
how the strategy is constructed
benefits and risks
breakeven points and potential profits and
losses
how to enter and exit the position
follow-up action required once the strategy is in
place.

Version 2 March 2013

4

Module 1: Advancing in options - introduction

Topic 2: Multi-legged strategies
Legs
Most strategies discussed in this course involve
more than one 'leg'.
A leg can be an option position or a stock position.
The four basic option positions are:
•
•
•
•

taken call
written call
taken put
written put

The two stock positions are:
•
•

long stock
short stock.

These basic positions are the building blocks of all
option strategies.

Multi-legged strategies
A multi-legged strategy is one that includes two or
more of these legs.
Multi-legged strategies are often described using
terminology such as 'straddle', 'strangle' or
'spread'. These terms will be explained in later
modules.
For example, the covered call comprises a stock
leg and an option leg:
•
•

long stock
written call

The taken straddle comprises two option legs:
•
•

taken call
taken put.
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Why use multiple legs?
A broad, directional view can generally be traded
using a basic option strategy.
For a more targeted view, a more advanced
strategy may be required.
Multi-legged strategies can give effect to a market
view that a single option position cannot reflect. By
combining two or more legs, you can tailor a
strategy to suit almost any market view.
For example, if you are strongly bullish, simply
buying a call option may be the most appropriate
strategy.
But if your view is only moderately bullish, a bull
call spread (consisting of a taken call, and a
written call with a higher strike price) may give you
a better result if the stock behaves as you expect.

Concentrate on the whole strategy
When evaluating a multi-legged strategy, you
should look at the strategy as a whole, rather than
just considering the legs in isolation.
Your focus should be on the net exposure the
strategy provides. Focusing on the component
legs individually can give a misleading impression
of your exposure.
For example, the bear call spread includes a taken
call option. A taken call in isolation is bullish. But
the bear call spread, as its name suggests, reflects
a view the stock price will fall.
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Topic 3: Payoff diagrams
Payoff diagrams
Throughout this course we will use payoff
diagrams (also called 'profit and loss profiles') to
illustrate the profit and loss potential for an option
strategy.
A payoff diagram shows the profit or loss your
strategy would make for any given share price at
expiry. It also shows the breakeven point(s) for
your strategy.
There are four payoff diagrams for the four basic
option positions:
•
•
•
•

taken call
written call
taken put
written put

There are two payoff diagrams for stock
positions:
•
•

long stock
short stock.

The taken call payoff diagram
This is a quick refresher of the main parts of the
taken call payoff diagram.
The most you can lose when you take a call is
the premium you pay. You will make this loss if at
expiry the share price is at or below the exercise
price.
If the share price is above the exercise price, the
option will have intrinsic value. The higher the
share price is, the more the option will be worth.
The breakeven point is the exercise price plus
the premium paid. At this point, the option is
worth what you paid for it.
Above the breakeven point, you will make a profit
- the higher the share price, the greater your
profit.
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The taken put payoff diagram
The most you can lose when you buy a put is the
premium you paid. You will incur this loss if at
expiry the share price is at or above the exercise
price.
If the share price is below the exercise price, the
put option will have intrinsic value. The lower the
share price is, the more the option will be worth.
The breakeven point is the exercise price less
the premium paid. At this point, the option is
worth what you paid for it.
Below the breakeven, you will make a profit - the
lower the share price, the greater your profit.
The payoff diagram for a single option position is
fairly simple.
It shows the potential profit and loss of the
position at expiry.
In each case there is one breakeven point.

Payoffs for multi-legged strategies
The diagram for a multi-legged strategy may be
more complex.
For example, there may be more than one
breakeven point.
However, the information the diagram presents is
the same - the profit or loss you will make for any
given share price at expiry.
The process of interpreting the diagram is the
same whether the strategy involves one, two or
more legs.
A simple payoff diagram can only show with
accuracy your potential profit and loss at expiry.
At expiry, an option has only intrinsic value.
Given a certain share price, you know what the
option will be worth, and therefore what your
profit or loss will be.
Before expiry, your option may have time value
as well as intrinsic value. Estimating what this
time value will be involves assumptions about
volatility and other variables.
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If you use a payoff diagram to plot your profit and
loss for a pre-expiry date, the result will only be
as accurate as your assumptions about these
variables.

Online tools
There are many tools available online that plot
payoff diagrams.
The 'Strategy Modelling Tool' (for PC) can be
downloaded from the ASX website.
An online 'Position Simulator' can be accessed at
the Options Industry Council website.
As well as plotting payoff diagrams for your
position at expiry, both these tools enable you to
estimate a pre-expiry profit/loss position based
on your assumptions about volatility and other
variables.

Strategy Modelling Tool
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Summary
•

A multi-legged option strategy consists of
two or more option legs, or a stock leg plus
one or more option legs.

•

Multi-legged strategies can give effect to a
market view that a single option position
cannot reflect.

•

When evaluating a multi-legged
strategy, it is important to look at the
strategy as a whole, rather than just
considering the legs in isolation.

•

A payoff diagram shows the profit or
loss your strategy would make for any
given share price at expiry.

Practical examples of option strategies are given throughout these modules.
Prices used in the examples were calculated using an option pricing model, and are based on
the following, unless otherwise specified:
•
•
•
•
•
•

Underlying stock price: $10.00
Volatility: 25%
Risk free interest rate: 5%
Days to expiry: 30
The stock does not go ex-dividend during the life of the option
American exercise style

Brokerage costs are not included in the examples. It is, however, important to take brokerage
costs into account when trading options.
Please note that some payoff diagrams that appear in this course are conceptual in nature, and
may not be drawn exactly to scale.
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