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Market volatility can strike without warning, turning profitable positions into 
painful losses overnight. While you can’t predict when turbulence will hit, you 
can prepare for it. Options can be sophisticated tools for protecting your portfolio 
during volatile periods, acting as insurance policies for your investments.

Protect Your Portfolio from Market Volatility: 
Options Strategies Explained

Strategic portfolio protection with options

Options give you the right, but not the obligation, to buy or sell securities at 
predetermined prices within specific timeframes. During volatile markets, this 
flexibility may be suitable for limiting downside risk while maintaining upside 
potential.

Protective strategies fall into two main categories: direct hedging, which protects 
specific positions, and portfolio-wide hedging, which protects the entire value of 
your portfolio.
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Potential Benefits Potential Risks and costs

A protective put involves buying put options for stocks you 
already own. For example, if you hold 100 shares of XYZ trading 
at $50, you might buy a put option with a $45 strike price. This 
gives you the right to sell your shares at $45, regardless of how 
far the stock price falls.

How it 
works 

Strategy 1: Protective puts
your portfolio’s insurance policy

•    Limits losses to the difference 
between your purchase price and 
the put’s strike price

•    Maintains unlimited upside 
potential if the stock rises

•    Provides peace of mind during 
times of market uncertainty

•    Can be tailored to your risk 
tolerance by choosing different 
strike prices

•    Premium paid for the put reduces 
overall returns

•    If volatility doesn’t occur, the 
premium becomes a sunk cost

•    Time decay erodes value as 
expiration approaches

•    May create a false sense of security 
if not properly sized

You own 1,000 shares of a tech stock purchased at $100. With the stock 
now at $120 and earnings approaching, you’re worried about potential 
disappointment and losing all your potential profit. You buy 10 put 
contracts (covering your 1,000 shares) with a $110 strike for $3 per share. 

You have locked in a potential profit of $7 ($100 purchase price to the 
$110 strike price, minus $3 premium), while retaining all upside above 
$103 ($100 purchase price plus the $3 premium).

Protective puts are typically more suitable when you’re bullish in 
the long term but concerned about short-term volatility. They’re 
useful before earnings announcements, economic events, or 
when technical indicators suggest potential weakness.

When
to use

Example scenario: 
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Selling: You can sell your put options in the market rather than exercising them. 
If the stock drops to $95, your $110 puts might be worth $15 each ($110 strike - 
$95 stock price). Selling generates $15,000 in proceeds ($15 × 1,000 shares), while 
you still own the stock at its current value of $95. This approach works well if you 
believe the stock will recover and want to maintain your position while recouping 
some losses.

Exercising: You can exercise your right to sell the shares at $110, effectively “putting” 
your shares to the option seller. This locks in the $110 sale price regardless of 
further declines. You receive $110,000 for your shares, realizing a $7,000 profit 
from the sale of your purchased shares. Exercising often makes sense if you’ve 
lost confidence in the stock’s prospects or need to limit further losses.

When the stock price rises, your puts become worthless as expiration approaches. 
The puts will expire with no value, costing you the full $3,000 premium. However, 
if the stock rises to $140, your position gains $20,000 in value (1,000 shares × $20 
increase), resulting in a net gain of $17,000. The premium acts as the “insurance 
cost” for the protection you received.

Potential outcomes and actions

Scenario 1: Stock drops below $110 

You have two main options when your puts are in the money:

Scenario 2: stock rises above $120

If the stock remains between these levels, you’ll need to decide whether to let 
the puts expire worthless, exercise them, or sell them. The break-even price at 
expiration for your options position is $113 per share – the $110 strike price plus the 
$3 premium paid. If there is time value left in the puts, you may not incur the full 
loss by selling the puts.

Scenario 3: Stock trades between $110-$120

Watch the Webinar – “Protect your portfolio from market 
volatility options strategies explained”. Learn how to use 
options strategies to help protect your portfolio and manage 
risk during market volatility.
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Strategy 2: Collar strategy
defined risk, defined reward

Potential Benefits Potential Risks and costs

A collar combines a protective put with a covered call. You buy 
a put option below the current stock price while simultaneously 
selling a call option above it. The premium received from the 
call helps offset the cost of the put.

Collars are ideal when you want protection but don’t want to pay 
full premium costs. They may work well in sideways or mildly 
bullish markets where you don’t expect dramatic price moves.

How it 
works 

When
to use

•    Lower cost than protective puts 
alone

•    Provides downside protection

•    Generates income from the 
covered call

•    Can be structured as a “zero-cost 
collar” where the call premium 
equals the put premium

•    Caps your upside potential at the 
call’s strike price

•    If the stock rallies strongly, you 
may miss significant gains

•    Complex strategy requiring 
management of two positions

•    Assignment risk on the short call

You hold stock at $50 and expect modest volatility. You buy a $45 put 
for $2 and sell a $55 call for $2, creating a zero-cost collar. Your position 
is now protected below $45 but capped at $55, creating a defined risk/
reward profile.

Example scenario: 
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If the stock price climbs to $65, your short call is now in the money and will likely 
be assigned. You’ll be required to sell your shares at $55, missing the additional 
$10 gain. Your protective put expires worthless. While you cap your upside, you 
still profit $5 per share on the stock position. This scenario highlights the collar’s 
main tradeoff: protection costs you potential upside.

Scenario 2: Stock rises above $55

Both options expire worthless, and you keep the net premium collected (zero 
in this case if it was a perfectly balanced collar). Your stock position gains or 
loses based on its movement within this range. This is the ideal scenario for a 
collar strategy, as you receive protection without giving up stock gains or facing 
assignment.

Scenario 3: Stock remains between $45-$55

If the stock price drops to $35, your protective put is now in the money, while your 
short call expires worthless. You can either sell the put for its intrinsic value ($10 
per share in this example) or exercise it to sell your shares at $45. Since this was a 
zero-cost collar, selling the put generates a $10 net gain on the options portion, 
while your stock shows a $15 loss. Your total position loss is limited to $5 per share 
instead of the full $15 decline.

Scenario 1: Stock drops below $45 

Potential outcomes and actions

Explore Strategies – Discover options strategies and 
empower your trading with the knowledge and skills to 
navigate dynamic market conditions.
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Index puts may work well for diversified portfolios that closely 
track major indices. They’re particularly effective during broad 
market concerns, such as economic uncertainty, geopolitical 
events, or systemic risks.

When
to use

You have a $500,000 diversified portfolio that closely tracks the S&P 500. 
With the index near 6,000 and SPY trading at $600, you’re concerned 
about potential market weakness. You buy 50 SPY put contracts with a 
570 strike (roughly 5% out-of-the-money) for $15 per contract, totaling 
$75,000. This provides downside protection if the market falls significantly.

Example scenario: 

Potential Benefits Potential Risks and costs

•    An efficient way to hedge entire 
portfolios

•    Lower transaction costs than 
individual stock puts

•    High liquidity in major index 
options

•    Correlation benefits when your 
portfolio moves with the broader 
market

•    Correlation risk if your portfolio 
doesn’t move with the chosen 
index

•    Over-hedging or under-hedging 
based on portfolio composition

•    Basis risk between your holdings 
and the index

•    Premium costs still apply

Strategy 3: Index ETF put options
portfolio-wide protection

Instead of hedging individual positions, you may buy put 
options on broad market indices using ETFs like the SPY (S&P 
500), QQQ (NASDAQ), or sector-specific ETFs that correlate with 
your holdings.

How it 
works 
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If the S&P 500 falls to 5,200 with SPY at $520, your SPY puts are now deeply in-
the-money with an intrinsic value of $50 per contract ($570 strike - $520 current 
price). You can sell the puts for approximately $150,000, thereby offsetting much 
of the decline in your portfolio. If your portfolio dropped 13.3% (matching the index 
decline), you’d lose about $66,500 on your stocks but gain $75,000 on the puts 
($150,000 proceeds minus $75,000 premium), resulting in a net gain of $8,500 
despite the market decline.

Potential outcomes and sctions

Scenario 1: Market drops significantly

If the index rises to 6,800, your puts expire worthless, costing you the entire 
$75,000 premium. However, your portfolio likely gained approximately $66,500 
(a 13.3% increase from $500,000), resulting in a net loss of $8,500. If there is any 
remaining time value in the puts, you might be able to sell them to recover some 
of it and offset the premium loss. The premium acts as the cost of insurance 
during the holding period.

If the S&P 500 falls to 5,900, your puts have minimal intrinsic value and may expire 
nearly worthless. Your portfolio experiences a small decline of approximately 
$8,300, and you also lose most of the $75,000 premium. If the puts have 
remaining time value, you could sell them to recover it and mitigate the loss on 
the premium.  This scenario illustrates why an index is best suited for protection 
against significant moves rather than minor corrections.

Scenario 2: Market rises

Scenario 3: Market declines modestly 

Review Options Level – Ready to take your options trading 
to the next level? Learn about your option level and make 
sure it’s right for you. Boost your trading potential!
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• SPX options: One SPX put option is the equivalent of 10 SPY puts. 
• NDX options: One point in the NDX is equal to roughly 41 shares of QQQ.

SPX Index options

When implementing index put protection, you have two primary choices for 
S&P 500 exposure: SPX (the index itself) and SPY (the ETF that tracks the index). 
Understanding the differences is crucial for effective hedging.

SPX vs SPY options: Choosing the right index vehicle

Strategy 4: Index put options 
alternative portfolio – wide protection

Instead of using puts on the ETFs, you may be able to decrease 
the cost of your portfolio protection by using options on the 
indexes themselves. These contracts are larger and can reduce 
transaction costs for sizable portfolios.

How it 
works 

Contract Size Each SPX contract represents $100 × index value (about  
$580,000 when SPX = 5,800)

Settlement Cash-settled European-style options (can only be exercised  
at expiration)

Tax treatment Favorable 60/40 tax treatment (60% long-term, 40% short-term
capital gains)

Liquidity Highly liquid with tight bid-ask spreads

Premiums Generally higher absolute premiums due to larger contract size

SPY ETF options

Contract Size Each contract represents 100 shares of SPY (about $58,000  
when SPY = $580)

Settlement Physical delivery of SPY shares if exercised

Tax treatment Standard short-term/long-term capital gains rules apply

Liquidity Highly liquid, often with tighter bid-ask spreads than SPX

Premiums Lower absolute premiums due to smaller contract size
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Using SPX puts: Using SPY puts:

•	 SPX at 6,000 – each contract covers 
$100 x 6,000 = $600,000

•	 Need approximately 0.8 contracts 
(500,000 ÷ 600,000 = 0.83)

•	 Since you can’t buy fractional 
contracts, you’d buy one contract 
for $600,000 of coverage

•	 Estimated premium may be 
$11,000 per contract = $11,000 total

•	 Slight over-hedging due to 
contract size constraints

•	 SPY at $600 – each contract covers 
100 shares x $600 = $60,000

•	 Need approximately eight 
contracts (500,000 ÷ 60,000 = 8.33)

•	 Can more precisely match your 
portfolio size

•	 Estimated premium may be $1500 
per contract = $12,000 total

•	 Exact hedging ratio possible

Keep in mind that protecting your portfolio can be costly. Depending on your risk 
tolerance and long-term market outlook, you might choose to hedge only part of 
your portfolio during market volatility, usually 50 to 80% of the total value.

Practical comparison using our example for the same $500,000 portfolio 
protection

•    Large portfolios ($1M+): SPX is often preferred for efficiency 
and tax benefits

•    Smaller portfolios: SPY provides better precision and lower 
capital requirements per contract

•    Active traders: SPY offers more flexibility for partial position 
management

•   Tax-sensitive accounts: SPX provides better tax treatment for 
frequent hedging

Which to 
choose?
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Cost-benefit analysis

Implementation guidelines

•   Implied volatility: Higher levels increase premiums
•   Time to expiration: Longer durations cost more but offer extended 

protection
•   Distance from current price (strike selection): Further out-of-the-

money options are cheaper but offer less coverage
•   Interest rates and dividends: Affect options pricing models

•   Buy protection when volatility is low
•   Consider longer-dated options for better time value
•   Use collar strategies to reduce net premium costs
•   Size positions appropriately to avoid over-hedging

Never hedge more than necessary. If you own $100,000 in stocks, you don’t 
necessarily need $100,000 in put protection. Consider your risk tolerance and 
hedge accordingly, perhaps protecting 50-80% of your positions.

•   Extended bull markets with low volatility
•   Overconcentration in specific sectors or stocks
•   Portfolio gains you can’t afford to lose
•   Upcoming life events requiring liquidity

Factors affecting option premiums

Making protection cost-effective

Position sizing

Signs you may need protection

Timing your protection

•   Low volatility periods when option premiums are cheap
•   Before known events (earnings, economic announcements)
•   When technical indicators suggest potential weakness
•   During periods of complacency when protection is undervalued

Market conditions favoring hedging
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Longer-dated options are more expensive but offer extended protection. Shorter-
dated options are cheaper but may expire before market stress occurs.

Plan how you’ll manage positions as they approach expiration or as market 
conditions change. Consider rolling options to extend protection or adjusting 
strikes based on new market levels.

Buying too much protection can eliminate returns even when markets perform 
well. Remember that hedging is insurance, not an investment strategy.

Ensure your hedging strategy effectively protects against the risks in your 
portfolio. A tech-heavy portfolio might not be well-protected by broad market 
puts.

Buying protection after volatility has already spiked makes it expensive. The best 
time to buy insurance is when you don’t think you need it.

Constant hedging can significantly reduce long-term returns. Consider the 
cumulative cost of protection over time.

Expiration timing – balancing cost and protection period

Rolling and adjustment

Over-hedging

Neglecting correlation

Timing mistakes

Ignoring costs

Common mistakes to avoid

Choose strikes based on your pain threshold. If you can tolerate a 15% loss, buy 
puts roughly 15% below current prices. Closer strikes provide more protection but 
are more expensive.

Strike price selection
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Options provide powerful tools for protecting portfolios during volatile periods, 
but they require careful planning and execution. The key is to view protection as 
insurance rather than a profit generator. Begin with simple strategies, such as 
protective puts, and understand the associated costs. Size positions appropriately.

Remember that no hedging strategy is perfect. The goal isn’t to eliminate all 
risk but to manage it intelligently. By understanding these protective strategies 
and when to implement them, you can navigate volatile markets with greater 
confidence and potentially preserve more of your hard-earned gains.

The best portfolio protection strategy is one you understand completely, can 
afford to implement, and aligns with your overall investment objectives. Utilize 
the analysis tools in OptionStation® Pro  and practice in simulation mode to 
become familiar with order placement and management of open options 
positions before putting any real capital at risk.

Risk is inherent in the markets. We can’t eliminate it. However, when volatility 
rises and market risks increase, traders and investors can take steps to protect 
their portfolios and reduce the risks until things stabilize.

Conclusion

Adjust your hedging strategy in response to changing market conditions. Increase 
protection when volatility is low and reduce it when volatility is high.

Ensure you can easily exit hedging positions when needed. Stick to liquid options 
on major indices and stocks.

For taxable accounts, consider the tax implications of your hedging strategies. 
Some approaches may create unfavorable tax consequences.

Dynamic hedging

Liquidity management: 

Hedge accounting 

Advanced considerations
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Important information and disclosures

Options trading is not suitable for all investors. Your TradeStation Securities’ account application to trade options 
will be considered and approved or disapproved based on all relevant factors, including your trading experience. 
See www.TradeStation.com/DisclosureOptions. Visit www.TradeStation.com/Pricing for full details on the costs 
and fees associated with options.

Margin trading involves risks, and it is important that you fully understand those risks before trading on margin. 
The Margin Disclosure Statement outlines many of those risks, including that you can lose more funds than 
you deposit in your margin account; your brokerage firm can force the sale of securities in your account; your 
brokerage firm can sell your securities without contacting you; and you are not entitled to an extension of time on 
a margin call. Review the Margin Disclosure Statement at www.TradeStation.com/DisclosureMargin.

Any examples or illustrations provided are hypothetical in nature and do not reflect results actually achieved and 
do not account for fees, expenses, or other important considerations. These types of examples are provided to 
illustrate mathematical principles and not meant to predict or project the performance of a specific investment 
or investment strategy. Accordingly, this information should not be relied upon when making an investment 
decision.

This content is for educational and informational purposes only. Any symbols, financial instruments, or trading 
strategies discussed are for demonstration purposes only and are not research or recommendations. TradeStation 
companies do not provide legal, tax, or investment advice.   

Past performance, whether actual or indicated by historical tests of strategies, is no guarantee of future 
performance or success. There is a possibility that you may sustain a loss equal to or greater than your entire 
investment regardless of which asset class you trade (equities, options or futures); therefore, you should not invest 
or risk money that you cannot afford to lose. Before trading any asset class, first read the relevant risk disclosure 
statements on www.TradeStation.com/Important-Information.   

Securities and futures trading is offered to self-directed customers by TradeStation Securities, Inc., a broker-
dealer registered with the Securities and Exchange Commission and a futures commission merchant licensed 
with the Commodity Futures Trading Commission. TradeStation Securities is a member of the Financial Industry 
Regulatory Authority, the National Futures Association, and a number of exchanges.  

TradeStation Securities, Inc. and TradeStation Technologies, Inc. are each wholly-owned subsidiaries of 
TradeStation Group, Inc., both operating, and providing products and services, under the TradeStation brand and 
trademark. When applying for, or purchasing, accounts, subscriptions, products, and services, it is important that 
you know which company you will be dealing with. Visit www.TradeStation.com/DisclosureTSCompanies for 
further important information explaining what this means.
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