Options - Reading options markets - lesson 8 - 6 min read

Liquidity, and the underlying beneath

OPTIONS LIQUIDITY

An option is only as liquid as two things: its own chain cell and the underlying beneath it. Liquid
options exist only on liquid underlyings, and even then only in the near-the-money, near-dated
cells - so the tradeable options universe is far smaller than the chain suggests, and straying into
the illiquid corners means wide spreads, bad fills, and the difficulty of exiting a position at all.
Liquidity is the first filter, before any option is considered.

The chain shows hundreds of options; far fewer are actually tradeable. Options liquidity is doubly
constrained - by the cell and by the underlying - and understanding that constraint keeps a reader
out of the corners where positions become traps.

The two liquidity constraints

The underlying: options are liquid only on liquid underlyings - a heavily-traded major stock or index
has active options; a thin small-cap has options that barely trade, if at all. The underlying's liquidity
caps the options' liquidity. The cell: even on a liquid underlying, only the near-the-money, near-dated
options are truly liquid - the far strikes and distant expiries thin out, so the liquid universe is a small
central region of the chain.The exit problem: an illiquid option can be entered (someone will sell it)
and then be nearly impossible to exit at a fair price - the position becomes a trap, held to expiry not
by choice but because exiting costs too much.

Why liquidity is the first filter

The equities track put liquidity before technicals; options put it before everything, because an illiquid
option compounds every cost and risk: the wide spread of lesson 2, the difficulty of exiting, and the
way both worsen exactly when the position moves and the trader most needs to act. The tradeable
options universe is the liquid underlyings' near-the-money, near-dated cells - a small fraction of the
chain - and a reader who confines themselves to it meets manageable costs, while one who strays
into the illiquid corners meets the traps. Liquidity is not a refinement in options; it is the gate.

The underlying beneath, always

An option never escapes its underlying: the option's liquidity, its price, its risk and its analysis all trace
back to the underlying the equities track taught to read. This is why the options track assumes equities
- the option is a derivative of a thing, and reading the option requires reading the thing beneath it.
Liquidity is the sharpest example: no amount of options knowledge makes an illiquid underlying's
options tradeable, because the option cannot be more liquid than the thing it references. Read the
underlying first, confine to the liquid cells, and the options market becomes navigable; ignore either,
and it becomes a set of traps wearing premiums.



Check your understanding

1. What two things constrain an option's liquidity?

a. The premium and the strike

b. Its own chain cell (hear-the-money, near-dated cells are liquid; far corners thin out) and the
underlying beneath it (liquid options exist only on liquid underlyings)

c. The exchange and the broker

Answer: b. Liquidity is doubly constrained. The tradeable universe is the liquid underlyings' central cells - a small
fraction of the chain, and the gate before any option is considered.

2. Why can an illiquid option become a trap?

a. It expires faster

b. It can be entered but is nearly impossible to exit at a fair price - so the position is held to expiry
not by choice but because exiting costs too much, worst exactly when it moves

C. Its premium rises

Answer: b. Entry is easy, exit is not. The illiquid option compounds the spread and the exit difficulty exactly when
the trader most needs to act - which is why liquidity is the first filter.



