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The strategic use of options  
in a portfolio
By Wai-Yee Chen  Investment Adviser, ABN AMRO Morgans

Many everyday investors do not use options as part of their investment 
strategy; it is viewed as either too risky or too complex. However there 
are numerous advantages in using options strategically in a portfolio. 

Mainly, they can be used to generate an income stream without having to assume 
higher risk than a typical share-only portfolio. The inherent obligations, risks and 
limitations of these option strategies are managed up-front, prior to the option 
contracts being entered into. The strategy discussed in this paper, the Options-
Enhanced Portfolio Strategy, could be more widely used by everyday investors 
– it is a very powerful tool in generating income to enhance the return of share 
portfolio.

Exchange traded options (options) were first listed by the Australian Stock 
Exchange (ASX) 30 years ago. There are now over 100 listed shares and three 
indices with options issued over them. 

Yet the use of options is still shunned by everyday investors as being highly risky. 
More often than not they are viewed as a tool for the professionals rather than what 
an everyday investor would use. Even when used, they are often used by traders 
as a tool to “punt” or trade for a small outlay. Options are certainly not often 
thought of as a tool to generate an income stream from a portfolio of shares.

In this paper I will demonstrate how an everyday investor can use options 
strategically to enhance portfolio return by generating an income stream, without 
having to assume higher risk than a typical share-only portfolio. I call this the 
options-enhanced portfolio (OEP) strategy.

Firstly, we need to run through the levers that determine options value (premium) 
and then the workings of options before we embark on demonstrating how an 
investor could position themselves to take advantage of these features by using 
the OEP strategy.

How are options valued?
Options derive their value from the value of its underlying share, which is called 
the intrinsic value, and a time component called time value. 

Intrinsic value 
The intrinsic value of an option is the difference in value between the market 
price of the underlying share and the strike (exercise) price of the option. 

The intrinsic value of the call and put options are inversely correlated 
to the movement of the underlying share. The intrinsic value of a call 
option goes up as the price of the underlying share goes up. Conversely, the 
intrinsic value of a put option goes up as the price of the underlying share  
goes down. 
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Time value
This second component measures the time left on the life of the 
option before its expiry date. As options are finite assets, they 
will only exist up to their expiry dates. Any option contracts 
still open after their expiry dates will “expire worthless”. The 
longer the time component is left on the life of an option the 
higher the time value. 

For example, a three month option over a particular share 
would be worth less in one months’ time than now, if the price 
of the underlying share has stayed the same in that period. In 
addition, as time lapses, the erosion of time value quickens the 
nearer it is to its expiry date. 

Features oF call and put options 
Call options
As the value of a call option goes up when the price of the 
underlying share appreciates, an investor or trader who has 
a positive view on the underlying share would buy a call 
option. The buyer of a call option has the right (but not the 
obligation) to buy the underlying share at the strike price. The 
buyer would be cash flow negative at the start of the trade and 
to profit would have to sell the option to realise the gain when 
the share appreciates.

The counterparty to that call option, the seller, holds an 
opposite view to that of the buyer and has the obligation to 
sell or deliver the underlying share when assigned by the buyer 
of the call. The seller would be cash flow positive at the start 
of the trade and would benefit the most if the option expires 
worthless at expiry. As the seller of the option has an obligation 
to deliver shares, the ASX requires collateral to be lodged as 
margins with the Australian Clearing House (ACH). Margins 
requirements are explained more in detail in a later section.

Put options
As the value of a put option goes up when the price of the 
underlying share drops, an investor or trader who has a negative 
view on the underlying share could buy a put option. The buyer 
of the put option has the right (but not the obligation) to sell the 
underlying share at the strike price. The buyer would be cash 
flow negative at the start of the trade and to profit would have to 
sell the option to realise the gain when the share drops.

The counterparty to that put option, the seller, similarly holds 
an opposite view to that of the buyer and has the obligation to 
buy or take delivery of the underlying share when assigned by 
the buyer of the put. The seller would be cash flow positive at 
the start of the trade and would benefit the most if the option 
expires worthless at expiry if the share price stays at or above 
the strike price. Margins are required for the seller. 

implications For buyers  
and sellers oF options
An option contract has two parties to it, a buyer and a seller. 
An option contract can be initiated by either the buyer or seller 
ie an investor could open an option position by either initially 
buying or selling it (as opposed to only buying in shares). 

The buyer and seller of a call or put option have different rights, 
obligations and risk profiles. They are the keys to understanding 
the OEP strategy. These differences are discussed below.

Risks and limitations
The risk of the buyer of options is the risk of losing the 
premium paid. Time erosion reduces the price of the option, 
even if the price of the underlying share had stayed the same. 
Hence, the intrinsic value of the option needs to rise more 
than the time erosion for the buyer to make a profit.

The risk of the seller of options is the risk of being assigned by 
the buyer, at random, to buy or sell the underlying share at the 
expiry date or during the life of the option (early exercise).

At expiry, the seller of a put option will be assigned to buy the 
underlying share of the option if the share price closed under 
the strike price. During the life of the put option, the risk 
of being assigned increases if the underlying share has gone  
ex-dividend and is trading substantially below the  
strike price. 

Similarly, the seller of a call option will be assigned to sell the 
underlying share if the share price closed above the strike price 
at expiry. During the life of the call option, the risk of being 
assigned increases if the share is trading significantly above its 
strike price and is about to go ex-dividend.

One of the limitations of selling options is the setting of entry 
and sale price for shares. Selling of options could cause investors 
to lose the opportunity of buying shares cheaper or selling at 
higher prices on market, at the time of assignment.

Another limitation of selling a put option is that an investor 
can miss out on buying the underlying share if the share 
price has appreciated strongly above the strike price. Though 
not meeting the objective of buying the underlying share, 
the investor would have earned an income from selling the 
option. The investor could simply re-sell another option to 
have another opportunity to purchase the share again.

Benefits
The biggest benefit of buyers of options is that the gain is 
unlimited if the underlying share price moves in the right 
direction of the option.

The benefits of selling options are numerous. 

❚ Sellers are cash flow positive.

❚ Sellers take advantage of time value.

❚ Sellers delay purchases and sales.

❚ Sellers earn extra income from holding shares.

How does tHe oep strategy work?
The main strategy of the OEP method is by taking advantage 
of the benefits of being sellers of options to achieve the aim 
of generating an income stream from a portfolio of shares to 
enhance its overall return.

The key success factor of the OEP strategy is in understanding 
the obligations, risks and limitations of being sellers of options,  
then taking steps to manage or make provisions for them 
(whichever the case may be) before the contracts are initiated. 
The strength of the OEP strategy is that the investor knows 
the pre-determined reward and risk they are assuming before 
initiating the option contracts.
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Strategy
The OEP Strategy makes use of the benefit of being a seller 
of options (to initiate a position) to earn income and at the 
same time, working with the flow of time value by locking in 
a higher time value.

An investor, who is looking to buy a share, will be looking 
to sell a put option over the share and an investor who would 
like to take profit on a share would sell a call option over the 
share.

Cash flow impact
The OEP investor is cash flow positive at the initiation of an 
option position and no cash will be used to meet margin cover. 
The OEP strategy uses shares from the investor’s portfolio as 
collateral to meet margin cover, and hence does not impact 
cash flow negatively.

For a seller of a put option, the OEP investor can lodge existing 
shares (those accepted by ACH) in their portfolio to meet the 
margin cover whilst keeping the cash (to buy the shares) in the 
bank to earn interest. 

For a seller of a call option, the OEP investor will lodge the 
underlying share as collateral to meet the margin cover. 

Understanding margins requirement
As sellers of options have an obligation to the counterparty 
(buyer) to either buy or sell the underlying share, they are 
required to lodge a margin to cover adverse movements of 
their positions.

For sellers of put options, margins are required to cover the drop 
in value of the underlying share. As the price of the underlying 
share drops during the life of the put option, the margin cover 
will increase to cover the increased risk of having to buy the 
underlying share.

For sellers of call options, margins are required to cover the rise 
in value of the underlying share. As the price of the underlying 
share rises during the life of the call option, the margin cover 
will increase to cover the increased risk of having to sell the 
underlying share.

Total margins are made of premium margin and risk margin. 
Premium margin change according to the closing price of the 
underlying share and risk margin measures the range the stock 
moves within in a day. The larger the daily range, irregardless 
of the direction (i.e. the bigger the volatility) the higher the 
risk margin will be. The daily range of a share is measured by 
its margin interval in percentage terms. ACH monitors and 
publishes the Margin Interval for all option series on a weekly 
basis. For example, BHP shares currently have a margin 
interval of  7 per cent.

Margins can be met in the form of shares (mostly the top 100 
listed shares), instalment warrants or cash. Total margins for 
each investor is calculated by the ACH daily on a portfolio 
basis and any increase in obligations have to be met on the 
next business day.

The OEP strategy uses the existing shares in an investor’s portfolio 
as collateral to meet margin cover. Shares lodged with the ACH 
are given 70 per cent of their market value. This benefits the 
investor by using the value of the shares in their portfolio 
which otherwise would be of no other use until capital gain 
(or loss) is realised upon sale of the shares.

For example, an investor who is looking to sell one contract 
of a put option in BHP with the strike price of $24, say for the 
month of June, will only require a total margin cover of $1300 
(this amount can be estimated using the Margin Estimator 
provided in the ASX website). An investor who has, say, 1000 
ANZ shares in their portfolio, at the current price of $26, if 
lodged with the ACH, will give the investor a collateral value 
of $18,200, more than enough to cover the margin of $1300 
for the above put contract.

Risk
The key to mitigating the risk of being assigned is to ensure 
you are fully covered. 

The seller of a put option is fully covered if the full consideration 
of the potential purchase (which is the strike price multiplied 
by the number of option contracts sold) are kept in the bank 
as cash and is ready to buy the underlying shares if assigned. 

 View on share Cash flow Rights Obligations Risks Limitations Benefits

BUY	CALL	 Positive	 Negative	 Exercise	option	to		 None	 Loses	premium	 Going	against	time	 Maximum	loss	limited	
	 	 	 BUY	share	at	strike	 	 income	 Value.	Option	loses	 to	premium	paid	
	 	 	 price	 	 	 value	as	time	erodes

BUY	PUT	 Negative	 Negative	 Exercise	option	to	 None	 Loses	premium	 Going	against	time	 Maximum	loss	limited	
	 	 	 SELL	share	at	strike	 	 income	 Value.	Option	loses	 to	premium	paid	
	 	 	 price	 	 	 value	as	time	erodes

SELL	CALL	 Neutral	to	Negative	 Positive	 None	 During	life	of	options:	 Assigned	to	SELL	 Loses	opportunity	to	 –	Cash	flow	positive	
	 	 	 	 –	Margin	cover	 shares	through		 make	larger	gains	if	 –	Takes	advantage	of	
	 	 	 	 –	Early	exercise	 out	the	life	of		 share	is	above	 				time	value	
	 	 	 	 	 the	option		 breakeven	price	 –	Generating	extra		
	 	 	 	 At	expiry;	 	 at	expiry	 	 	income	from		
	 	 	 	 To	SELL	share	at	strike	 	 (=strike	+	premium	 	 	holding	shares	
	 	 	 	 price	if	assigned	 	 received)

SELL	PUT	 Neutral	to	Positive	 Positive	 None	 During	life	of	options:	 Assigned	to	BUY	 Loses	opportunity	to	 –	Cash	flow	positive	
	 	 	 	 –	Margin	cover	 shares	through		 buy	shares	cheaper	 –	Takes	advantage	of	
	 	 	 	 –	Early	exercise	 out	the	life	of		 if	price	falls	below	 			time	value	
	 	 	 	 	 the	option		 breakeven	price	 –	Delays	use	of	captial			
	 	 	 	 At	expiry;	 	 at	expiry	 	 	for	buying	sharea	
	 	 	 	 To	BUY	share	at	strike	 	 (=strike	-	premium	 	 			 	
	 	 	 	 price	if	assigned	 	 received)

TABLe 1.  imPLiCATiOns OF BuYeRs And seLLeRs OF OPTiOns
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Following from the above example of the investor who sold 
one BHP $24 put and used 1000 ANZ shares in their portfolio 
as margin cover, this investor would still need to keep $24,000 
liquid from now to the June expiry date to cover the potential 
purchase of 1000 BHP shares at $24 each (one contract 
represents 1000 underlying shares), if assigned.

Similarly, the seller of a call option is fully covered if they 
have the sufficient number of the underlying shares to deliver 
if assigned by the buyer of the call. Following from the above 
example, to fully covered, this investor who has 1000 ANZ 
shares can only sell one contract of call option in ANZ.

An investor who is not covered or not fully covered will be 
using options as a form of leverage and the risk of the investor 
will increase immediately to that of a trader. 

Limitations
To manage the limitations of selling options, an investor 
should only sell a put option over a share he would like to buy 
anyway at the prevailing market price. Selling a put option 
over the share can then benefit the investor by buying the share 
at a lower price than buying it at the current market price, if 
assigned. The investor should also be willing to accept the risk 
of the share going below the break even price (strike price of 
the put minus the premium income received); otherwise, the 
investor should either hold off selling the put option or buy a 
put option to protect their position.

Similarly, an investor should only sell a call option over their 
existing share if they are willing to take profit at the break 
even price (strike price of the call option plus the premium 
income received); otherwise, they should hold off selling and 
wait for the price to appreciate further before selling the call 
option. 

Exit strategy
To be successful, any good strategy needs to have an exit 
strategy. We know for a typical share-only portfolio, the 
exit strategy is simply by selling the shares in the portfolio. 
However, with the use of options, an OEP investor has more 
alternatives available. There are three possible ways of exit for 
the seller of an option, thereby ending any further obligations 
and risks. 

 a. By assignment

This is not the choice of the seller. Buyers of options have the 
right to exercise their options anytime during the life of the 
option. Once buyers exercise their rights, sellers of options 
will be assigned, at a random basis. This can happen either at 
expiry or even during the life of the option.

To manage the risk of assignments, an OEP investor must 
maintain sufficient cash or shares (which ever the case may be) 
through out the life of the option.

 b. By expiring worthless

This will happen by default if no action was taken by either 
the buyer or the seller by the expiry date. Sellers of options 
will benefit the most from options expiring worthless, as cash 
earned at the upfront is not spent to buy back the positions.  
i.e. making the maximum income from the option position.

Option positions will expire worthless in the following 
scenarios:

Put options will expire worthless on their expiry dates if the 
price of the underlying share closes above the strike price.

Call options will expire worthless on their expiry dates if the 
price of the underlying share closes under the strike price.

 c. By buying back

 View on share Cash flow Obligations Benefits Limitations Risks

SELL	CALL	 Neutral	to	Negative	 Positive	 Margin	cover.		 –	Generating	cash	flow		 Maximum	gain	is	 Loses	opportunity	of	
	 	 	 Met	by	lodging		 			in	addition	to	dividend	 locked	in.	 making	a	larger	gain	for	
	 	 	 uderlying	shares	 			income,	while	still		 	 a	share	in	a	bullish	trend	
	 	 	 	 			holding	share	 	
	 	 	 	 –	Investor	could	keep		
		versus	 	 	 	 			selling	calls	if	not		
	 	 	 	 			assigned	 	
	 	 	 	 –	reduces	incidence				
	 	 	 	 			of	capital	gains	tax	
	

SELLING	 Negative	 No	impact	 None		 Not	locked	in	to	sell	 Pay	capital	gains	 Share	goes	above	
SHARES	 	 	 		 shares	at	a	particular	 tax	on	sale	 sale	price	
	 	 	 	 price

SELL	PUT	 Neutral	to	Positive	 Positive		 Margin	cover.	 –	Increases	cash	flow		 Purchase	price	for	 No	downside	protection,	
	 	 	 Met	by	lodging		 –	Delays	use	of	cash	for			 share	is	locked	in	 if	share	goes	below	
	 	 	 shares	in	portfolio	 			share	purchase		 	 breakeven	price	
	 	 	 	 –	Makes	use	of	capital		
	 	 	 	 			in	share	portfolio	
		versus	 	 	 	 –	Lowers	entry	price	of	
	 	 	 	 			share	 	
	 	 	 	 				
	 	 	 	 			
	

BUYING	 Neutral	to	Positive	 No	impact	 None		 Not	locked	in	to	buy	 Spending	money	 No	downside	protection,	
SHARES	 	 	 		 shares	at	a	particular	 	 if	share	goes	below		
	 	 	 	 price	 	 purchase	price	

TABLe 2.  OeP sTRATegY Vs shARe–OnLY sTRATegY

during life of Option
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This is the choice of the sellers of options. Sellers of options 
can choose to buy back the positions they initiated before 
expiry dates, to close off the open positions, thereby ending 
their margin obligation, risk of assignment and freeing the 
cash or shares used to cover the positions.

As this is cash flow negative, investors would only consider 
doing this for one of the following reasons:

❚  Changing of views. For example, a seller of a put option 
no longer intends to buy the underlying share. He can 
buy back the put position and close off his risk of being 
assigned.

❚  Locking in profit. For example an option that was originally 
sold for $1.00 per contract has now eroded to only 10 cents, 
but expiry is in three months’ time. In order to free up the 
cash used to cover the position, the investor may instead 
choose to spend 10 cents to close off the position and lock 
in the 90 cents profit per contract instead of staying in the 
position for another three months to earn the rest of the  
10 cents.

❚  Cutting losses. For example, the underlying share of a 
covered call position is trending up strongly. The seller of 
the call option can buy back the position, to close off his 
obligation to “save” his shares or avoid being assigned.

❚  As long as there is sufficient cover in terms of cash and 
shares from the portfolio, an OEP investor could initiate 
as many put or call option positions as they like, thereby 
creating a constant stream of income to complement the 
existing portfolio of shares throughout the year.  

beneFits oF oep strategy in summary
To reiterate, the benefits of using an options-enhanced strategy 
are numerous:

❚  It creates a consistent income stream for an investor, in 
addition to dividend income.

❚  Allows an investor to reduce entry prices to shares 
compared to the prevailing market price.

❚ Allows an investor to set higher selling prices than 
prevailing market price.

❚ Pays less capital gains tax due to less need to sell shares to 
lock in profit.

❚  Allows an investor opportunity to review his strategy if 
options expired worthless or closed out early.

Table 2 summarises the key differences of using an options-
enhanced strategy versus a share only strategy.

summary
This paper has highlighted a specific use of options, away 
from its normal use as a leverage tool; instead it was used as 
a complimentary tool to a portfolio by making better use of 
inherent capital of a portfolio of shares and at the same time 
enhancing the return of the portfolio by generating an income 
stream.

Used strategically, the OEP strategy is a very powerful tool to 
generate income whilst not increasing the risk of the investor. 
This strategy should be more widely used by everyday 
investors.
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