
Risk Management  
in  

Option Trading



1.What is risk? 
2.What are essential strategies for managing it?



Call and Put Options

A put is a contract giving the owner the right (not the 
obligation) to sell shares of an underlying security.  

A call gives the owner the right (not the obligation) to 
buy.



Calls and puts can be bought or sold.  
 

Option buyers become long. Option sellers become short.

Buyer Seller

Call Buys Sells

Put Buys Sells



Option Greeks
Delta 

The change in option price with a change in the underlying price. For a $1.00 increase in the underlying price, the value 
of the delta is added to the value of the option. Conversely, for each $1.00 decrease in the price of the underlying, the 
value of delta is subtracted from the value of the option. 

 The delta of call options is always positive (0 to 100) and the delta of put options is always negative (0 to -100). 

 The delta of an at-the-money option is approximately .50 (calls) or -.50 (puts). 

 The delta of an option at expiration is either 0 or 100 (-100 for puts). 

Theta  

The change in option price per day resulting from time decay. 

Vega  

The change in option price with changes in implied volatility (IV, see following slide).  

Gamma  

The change in delta with changes in price of the underlying security. 



Implied volatility (IV)

Volatility is a measure of price uncertainty expressed as a percentage. IV is derived from a 
statistical formula that determines a one standard deviation annual price distribution. 

Example: If we have a stock trading at $100 with an IV of 25 percent, the options are implying that 
the stock will be higher or lower by 25 percent within one standard deviation. (One standard 
deviation equals 68 percent in a normal distribution.) So the stock has a 68 percent probability of 
being between $75 and $125.



The risk of buying 100 shares of Apple

Share price: $178.91 
Delta = 100 
Margin req: $15,207.35 
Max loss: $17,891 
Max gain: infinite



The risk of selling a naked put in Apple

1, 13 APR, 179.5 put 
Credit: $421 
Delta = 50.78 
Margin req: $3591.30 
Max loss: $17,891 
Max gain: $421

13 APR PUT 



Apple put credit spread (short put vertical)

1, 13 APR, 179.5/170 put vertical 
Credit: $421-$280 = $298.50 
Delta = 32.07 
Margin req: $701.5 
Max loss: $700 
Max gain: $298.5



Hedging short options is essential for effective risk management  

1, 13 APR, 179.5 put 
Credit: $421 
Delta = 50.78 
Margin req: $3591.30 
Max loss: $17,891 
Max gain: $421

13 APR, 179.5/170 put 
vertical 
Credit: $298.50 
Delta = 32.07 
Margin req: $701.5 
Max loss: $700 
Max gain: $298.5



Risk Management Strategies

1. Risk management begins before, not after, you enter a position.  
• Primary Objective: stay out of losers not to pick winners. 

2. Risk management begins when looking for which options to sell. 
• Liquidity, underlying vehicle  
• Probability of expiring out of the money (OTM) 

3. Determine when to get out before you get in 
4. Establish a maximum loss and profit target before starting trade 

• Max loss should be no greater than 2X profit target 
5. To increase probability of long term success: maximum risk/trade ≤ 2% 

total account size



Risk management begins before entering a position. 
Which option to sell? Liquidity? OTM probability? Price?  



Risk management begins before entering a position: which option to sell? Liquidity? OTM probability?  



 
Risk management begins when looking for which options to sell.  

Liquidity? Underlying vehicle?  

SPY 
Volume of underlying 
 54,814,528 shares 

SPX 1,170,995 
ES futures 816,216 
ES options 293,333 
VIX 825,549

AAPL 
Volume of underlying 
 18,466,558 shares 

Option Statistics  
3-15-18 12:30PT



Naked Put in SPX

Risk: $ 208,701.00 
Max profit: $ 4,395



Put Credit Spread in SPX



 
 
Determine when to get out of the trade 
before you get in.  
 
Establish a maximum loss and profit 
target before starting trade.  
 
Max loss should be no greater than 2X 
profit target.  

Risk Management



Maximum Gain and Loss are Established at Trade Start



Backups



The Black-Scholes pricing formula for call options.



Option Greeks

• Delta indicates an option's sensitivity to change in the underlying price. It predicts the 
change in the option’s price with a $1 change in the underlying price. 

• Theta indicates an option’s time decay, giving us the change in price per day. 

• Vega is the option's sensitivity to changes in implied volatility. A rise in implied volatility 
is a rise in option premiums, and so will increase the value of long calls and long puts. 
Vega increases with each expiration further out in time.  

For every 1% volatility increase in the underlying asset, the value of vega is added to the 
value of the option. 

• Conversely, for every 1% volatility decrease, the value of vega is subtracted from the 
value of the option. 

• Gamma is the sensitivity of the delta to changes in price of the underlying asset. 



The Risk of Selling 1 Covered Call



The Risk of Selling 1 Covered Call



The Risk of Selling 1 Naked Call


