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Introduction

Why protection matters in trading

Imagine you own a beautiful home that you've invested a significant amount of
money in. You probably wouldn't think twice about purchasing homeowner's
insurance to protect your investment against unforeseen disasters, even though
you hope never to use it. In the world of stock trading, protective puts effectively
serve a remarkably similar purpose—they act as an insurance policy for your stock
positions, providing peace of mind while allowing you to participate in potential
upside gains.

For traders who have built positions in stocks they believe in long-term but worry
aboutshort-term volatility or market corrections, the protective put strategy offers
an elegant solution to a common dilemma: how to stay invested while managing
downside risk. This article will guide you through understanding, implementing,
and evaluating this powerful risk management tool.
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What is a protective put?

A protective put is an options strategy where you own shares of a stock and
simultaneously purchase put options on those same shares. To understand
this fully, let's first ensure we're clear on what a put option represents. A put
option gives you the right, but not the obligation, to sell a specific stock at a
predetermined price (called the strike price) before or on a specific date (the
expiration date). Combining ownership of the stock with put options creates a
protective floor beneath your position.

Think of it this way: if you own 100 shares of a stock currently trading at $50, and
you buy a put option with a strike price of $45, you've essentially guaranteed that
no matter how far the stock falls, you can still sell your shares for $45 each until
the option expires. The put option acts like a safety net, catching your position if
it falls below that level.

How the protective put strategy works

The mechanics of a protective put are straightforward once you understand the
components. Let's walk through a concrete example to see how the pieces fit
together.

Suppose you own 100 shares of Freeport-McMoRan Inc. (FCX), which you
purchased foraround $36 per share and now trades at $38. You're optimistic about
the company’'s long-term prospects, but you're concerned about an upcoming
earnings report that could cause short-term volatility. You decide to purchase
one put option contract (representing 100 shares) with a strike price of $34 that
expires in 35 days, paying a premium of $1.25 per share, or $125 total.

If the stock rises to $45, your put option expires worthless since you wouldn't
want to sell at $34 when the market price is $45. Your shares have gained $700 in
value (from $38 to $45), but you've spent $125 on the protective put, resulting in a
net gain of $575. The cost of the put reduced your profit, but you had protection
during the uncertain period.

If the stock falls to $31, your put option becomes valuable. You can exercise it to
sell your shares at $34, even though they're only worth $31in the market. Your loss
on the stock position is limited to $200 (from $36 to $34), plus the $125 premium
you paid, for a total loss of $325. Without the protective put, your loss would have
been $500.
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If the stock remains at $38, your put will expire worthless, and you've essentially
paid $125 for insurance you didn't need to use—much like paying for carinsurance
during a year without any accidents.

The table below illustrates how the protective put limits downside while
preserving upside potential.

Stock Price at Put Option Stock Gain/  Net Result (after
Expiration Outcome Loss $125 premium)
$45 Expires worthless +$700 +$575
$31 Exercised at $34 -$200 -$325
$38 Expires worthless $0 -$125

The benefits of using protective puts

The protective put strategy offers several compelling advantages that make it
attractive to both conservative investors and active traders. Understanding these
benefits helps you clarify when and why this strategy might fit into your trading
plan.

Defined maximum loss

When markets become turbulent or when holding positions through uncertain
events, knowing exactly how much you can lose providesinvaluable psychological
comfort. This defined risk allows you to maintain positions you might otherwise
sell in panic during market downturns, potentially avoiding the common mistake
of selling at the bottom only to watch the stock recover.

Preserved upside potential

Unlike stop-loss orders, which permanently exit your position once triggered,
protective puts allow you to participate fully in any upward price movement. If
positive news sends your stock soaring, you benefit from every dollar of increase,
minus the premium paid for protection. This asymmetric payoff—limited
downside with unlimited upside—represents one of the most attractive aspects
of the strategy.
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Customizable flexibility

Protective puts allow you to choose different strike prices and expiration dates to
customize your protection level and cost specific to your goals and risk tolerance.
Want maximum protection? Choose a put with a strike price close to the current
stock price. Willing to accept more risk for lower cost? Select a put with a strike
price further below the current price.

Confidence in volatile situations

Protective puts can enable more aggressive portfolio positioning. Knowing you
have downside protection might give you the confidence to maintain or even
increase positionsin volatile but promising stocks that you might otherwise avoid.
This can be particularly valuable during earnings seasons, product launches, or
other binary events that could significantly impact stock prices.

Understanding the risks and limitations

While protective puts offer valuable benefits, they come with costs and limitations
that traders must carefully consider. Being aware of these drawbacks helps you
make informed decisions about when the strategy is appropriate.

Premium costs

Premiums paid for protective puts can be substantial, especially for volatile stocks
or during turbulent market periods when protection is most desired. Over time,
repeatedly purchasing protective puts can significantly erode returns, just as an
insurance premium reduces your net wealth if the insured event doesn’t occur.
For example, if you spend 3% of your position value on protective puts every
quarter, you need your stock to appreciate more than 12% annually to break even.

Time decay

Options are depreciating assets, meaning they lose value over time, assuming
all else remains equal. This time decay, known as theta in options terminology,
accelerates as expiration approaches. If the stock price remains stable, your
protective put will lose value day by day, eventually expiring worthless if the stock
stays above the strike price.

T TradeStation

20251107-4972493-15669051



Understanding Protective Puts: Your Portfolio’s Insurance Policy

6

Active management required

The strategy is not ideal for set-it-and-forget-it traders. It demands active
management and decision-making. When your protective put approaches
expiration, you must decide whether to renew the protection by purchasing
another put, letting the protection lapse, or adjusting your position. Each decision
point introduces the risk of poor timing or emotional decision-making. You
might let protection lapse just before a market downturn or pay for expensive
protection just as volatility subsides.

Environmental factors

Market conditions significantly impact the cost-effectiveness of protective puts.
During calm markets, put premiums might seem reasonably priced, but it's often
when protection feels least necessary. Conversely, when storm clouds gather
and protection feels most critical, implied volatility typically rises, making puts
expensive precisely when you most want them. This tendency for insurance to
be most expensive when most desired can create challenging decisions about
timing and cost.

When to consider using protective puts

Understanding when to use protective putsisjust asimportant as understanding
their mechanics. The strategy is usually best suited for specific situations where
the cost-benefit analysis supports buying protection.

Managing tax-efficient risk

Protective puts often make sense when holding appreciated positions that you
don't want to sell for tax reasons. If you have substantial unrealized gains in a
stock but worry about near-term volatility, protective puts allow you to defer the
tax consequences of selling while managing risk. In many cases, the cost of the
put premium might be far less than the tax bill from realizing gains, making this
an economically sensible choice.

Navigating event risk

If a company you own faces an upcoming binary event—such as FDA approval
for a drug, a major legal decision, or a critical earnings report—protective puts
can help you maintain your position through the uncertainty. Rather than selling
before the event and potentially missing positive outcomes, you can hold your
shares with defined downside risk.
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Responding to systemic risk

Market conditions suggesting elevated systemic risk might also warrant
protective puts on core holdings. When economic indicators flash warning signs,
geopolitical tensions rise, or market valuations reach extreme levels, the selective
use of protective puts on your most important positions can help you sleep better
while remaining invested. The key is to be discerning rather than trying to protect
every position, which would prove prohibitively expensive.

Managing concentrated positions

Concentrated positions come with their own unique set of risks. Protective puts
can help mitigate them. If circumstances prevent you from diversifying—perhaps
due to restricted stock from your employer or a low tax basis in an inherited
position—protective puts offer a way to manage the risk without triggering a
taxable event.

Implementing the strategy: practical considerations

Successfully implementing protective puts requires attention to several practical
details that can significantly affect the strategy’s effectiveness. The choice of
strike price represents one of the most important decisions. A put with a strike
price 5% below the current stock price will cost less than one 2% below, but it also
provides less protection. Your choice should reflect your risk tolerance, market
outlook, and the specific risks you're trying to hedge.

The selection of expiration dates involves similar trade-offs. Longer-dated puts
cost more in absolute terms but less on a per-day basis. They also require less
frequent decision-making about renewal. Many traders find that purchasing
puts with 30-60 day expirations strikes a reasonable balance between cost and
convenience. Still, your choice should align with your specific situation and the
timeline of risks you're managing.

Consider the relationship between implied volatility and option prices when
timing your protective put purchases. If possible, try to purchase protection when
implied volatility is relatively low, perhaps during calm market periods before
anticipated turbulent times. While this requires some market timing ability,
being conscious of volatility levels can help you avoid overpaying for protection.
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Practicing with simulated trading

Before implementing protective puts with real money, TradeStation’s simulated
trading mode offers an invaluable opportunity to practice this strategy without
financial risk. This platform lets you experience firsthand how protective puts
behave across various market conditions, helping you develop an intuitive
understanding of the strategy’'s nuances.

Insimulatedtrading,you canexperimentwith differentstrike pricesand expiration
dates to see how they affect both protection levels and costs. You can practice
managing positions through expiration, making decisions about whether to
roll protection forward or let it lapse. This hands-on experience proves far more
valuable than theoretical knowledge alone, building the confidence and skill
needed for successful real-world implementation.

The simulated environment also allows you to test protective puts across different
market conditions and volatility regimes. You can observe how premiums change
as marketsshift from calm to turbulent,and how time decay affects your positions
day by day. This practice helps you develop realistic expectations about costs and
benefits, preventing surprises when you begin trading with real capital.

Westronglyencourageyoutotakeadvantageofthisrisk-freelearningopportunity.
Spend time in simulated trading mode until you feel comfortable with the
mechanics of entering and exiting protective put positions, and until you've
developed a clear framework for deciding when the strategy is appropriate for
your goals. Only when you've built this foundation of experience and confidence
should you consider implementing protective puts with real money.

Explore Strategies — Discover options strategies and
empower your trading with the knowledge and skills to
. . navigate dynamic market conditions.
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Conclusion: balancing protection
with opportunity

The protective put strategy is a sophisticated risk-mmanagement approach that
every serious trader should understand. Like any tool, its value depends on
appropriate application rather than indiscriminate use. The strategy excels when
protecting appreciated positions, navigating specific event risks, or managing
concentrated holdings. However, the ongoing cost of premiums renders it
unsuitable as a permanent portfolio feature.

Success with protective puts requires clear thinking about your goals, careful
attention to costs, and disciplined implementation. The strategy won't eliminate
all investment risk, nor should it. Instead, it offers a way to define and limit
downside risk during uncertain periods while maintaining exposure to potential
gains. This balance between protection and opportunity makes protective puts a
valuable addition to your trading toolkit.

As you consider incorporating protective puts into your trading approach,
remember that education and practice are your best investments. Start with
TradeStation's simulated trading mode to build experience without risking real
capital. Study how option prices behave under different market conditions.
Establish clear criteria for determining when to use protection and when to accept
unhedged risk. With proper preparation and realistic expectations, protective
puts can help you navigate markets with greater confidence and control.

The path to successful options trading is paved with knowledge, practice, and
disciplined risk management. Protective puts offer one powerful way to manage
risk, but they work best as part of a comprehensive trading strategy aligned with
your goals and risk tolerance. Take the time to master this strategy in simulation
before risking real capital, and always remember that the best protection is a
thorough understanding of what you own and why you own it.

. 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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Important Information and Disclosures

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 recommmendations. 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.

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 ffor 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.
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