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Foreword

Ibegan trading options on the floor of the CBOE in the early 1980s,
just a few years before JJ. Back then, we were trader indifferent, which
meant we would trade anything with anybody. Today, we would say
the same about our approach to the products and strategies that we
choose. These days, the counterparty to our trades is a computer with
theoretical algorithm with unlimited funding. Back then, it was some
kid just like us—nervous and sweating while trying to make a few
eighths.

JJ and I traded together, played together, worked together, and
learned together. Luckily, we were among the survivors. We excelled
at our craft by managing our egos and not getting caught in the fat
tails (volatility) of a few explosive moves. But the business changed
as it grew exponentially, and open outcry faced certain extinction
around 2000.

Now, the original trader cowboys are gone. Billions of new dol-
lars, lightning-fast servers, and hard-coded theoretical models have
taken over. Still, JJ, myself, and a handful of others decided we still
had a lot left to learn and to share publicly. The same customers
we lived off of were now our partners. And with strong beliefs that
options remain the greatest strategic instrument in the world, our
new mission was clear: Let’s gather the gang together and share our
stories. First came the technology to facilitate our mission, and next
came the content.

In his first book, JJ reviews, discusses, and critiques almost every
progressive strategy available. He puts great context around those
ideas, so they are usable in real time. You’ll see through his stories
that the trader spirit remains in his words and transcends decades
and advancements in technology.

Tom Sosnoff
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Preface

A lot has changed in the options world since I started my
career as a floor trader on the Chicago Board Options Exchange
(CBOE) thirty years ago. Obviously, technology has transformed the
exchanges, and with one or two exceptions, the live pits with crowds
of screaming traders, like in Figure P-1, are largely a thing of the past.

At the same time, options markets are no longer confined to
industrial countries or limited to instruments such as stocks and com-
modities. Contracts are now listed on a wide array of different asset
classes, including fixed income, precious metals, energy, and even
volatility. In addition, sufficient advances in technology have enabled
many emerging economies to offer options as investment opportu-
nities and as tools to manage risk.

My focus in this book is helping you, the retail client, understand
some of themore actively traded securities in theU.S.markets, where
options on equities and futures trade on more than a dozen dif-
ferent exchanges today, and only two—the Chicago Board Options
Exchange and the Chicago Mercantile Exchange—are hybrid mar-
kets with both electronic and floor-based pit trading.

Technology is not only driving how instruments are traded, but it
has changed how information flows as well. It has leveled the playing
field for individual investors. When I started my career, professional
traders largely relied on the same sources for price information and
financial news. Research was at a premium, and analysts provided
reports only to their investment advisers, salespeople, and selected
clients.

Today, real-time price quotes are readily available by looking
online, through brokerages, and with mobile apps. Wall Street
research faces competition from financial websites, blogs, and inde-
pendent analysts. While information flows freely, social media drives
increased interaction among individual investors and encourages
the sharing of experiences and ideas.

xv
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xvi Preface

Figure P-1 Live trading pits like this one are largely extinct
Source: Shutterstock

I have seen the evolution firsthand and from a unique vantage
point. Prior to joining TD Ameritrade, I worked for thinkorswim®

(TOS), a Chicago-based brokerage firm with a focus on options trad-
ing. It was a revolutionary standalone trading platform specifically
designed for individual traders. At that time, average daily volume
across the listed options market in the United States was about 2 mil-
lion contracts. Just ten years later, in 2009, that figure had increased
to more than 14 million.

That same year, TD Ameritrade acquired thinkorswim and
has continued to develop and improve the thinkorswim trading
platform. This book includes many charts, examples, and ideas that
have been developed over the years by the great team I am on at TD
Ameritrade. As the markets change, so do our technology and tools.

Despite the fact that the number of trading instruments has
increased exponentially, buying and selling is faster and more
efficient, and information is more readily available than ever, some
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things in the options market are the same today as they were thirty
years ago. For example, the determinants of an option price are the
same today as in the 1970s. As you will see, there are basic tenets of
investing that don’t really change, and once you learn them today,
they are likely to still apply thirty years from now.

The aim of this book is to share my experiences to help readers
better understand the options market and explore the opportunities
that exist today. I want to do it in a way that offers a commonsense
approachwithout overwhelming the reader with numbers. But, at the
same time, the book won’t accomplish its objective unless the reader
fully understands key concepts.

In summary, the fundamentals of the investment process don’t
really change, but the advances in technology have created an
environment where individual investors have better information
and tools than they did in the past. In fact, there has never been a
better time to learn the options strategies that were once the domain
of only the smartest professional traders.

The book kicks off with Part 1, appropriately titled “Getting
Started in Investing.” Chapter 1, “The Opening Bell,” begins with
very basic information you need prior to investing in stocks or
options. For many, this is merely review, but for those of you who are
newer to trading options or newer to investing in general, it offers
basic information about financial markets today, how to get started,
and suggestions for creating a trading plan.

From there, the discussion continues with a list of indicators to
track in Chapter 2, “First Days of Trading.” Understanding underly-
ing instruments such as stocks, futures, and indexes is important and
covered in Chapter 3, “Know the Underlying.” I conclude Part I with
a discussion about “Avoiding Mistakes,” the focus of Chapter 4.

Part II takes a basic understanding of investing to the options
market. Chapter 5 covers options basics. Call and put options are
defined in Chapters 6 and 7. Chapter 8 explains the determinants of
options prices, and the math gets a bit more advanced when I talk
about probabilities in Chapter 9. But don’t worry, all of the examples
are intuitive, and no advanced math is required.

Part III dives into more advanced options strategies. The
basic strategies of covered calls and protective puts are covered in
Chapters 10 and 11. Then my focus turns to spread trading. Long
vertical spreads are the topic of Chapter 12, and short verticals
are discussed thoroughly in Chapter 13. Calendar or time spreads
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are discussed in Chapter 14. Chapters 15 and 16 explore two
advanced strategies—butterflies and condors. Chapter 17, “The
Close,” concludes Part III and covers the important concept of risk
management.

For reference, Appendix A offers a look at delta, gamma, and
the other Greeks. It offers definitions of each measure and serves as
a quick reference. Appendix B shows different charts and basics of
technical analysis. It also includes the payoff or risk graphs for the
options strategies covered in Chapters 6 through 12. Appendix C is
a primer on stock charts and volatility studies. A Glossary is provided
at the end of the book as well.

I really hope this book helps you understand the fundamentals
of the options market while also providing the confidence and tools
you need to begin using strategies as part of a longer-term trading
plan. Importantly, while I use real-world examples in this book, they
are for educational and illustrative purposes only.

The securities depicted are sometimes real and sometimes hypo-
thetical. They are specifically not solicitations or recommendations
to trade a specific security or to engage in a particular trading or
investing strategy. In addition, transaction costs, such as commissions
and other fees, are important factors that should be considered when
evaluating any trading opportunity.

The book starts at a very basic level, and for experienced traders,
Part I might seem like a 101 material. But in the end, the reader will
come away with a thorough understanding of options, techniques the
pros use, and why the industry has experienced exponential growth
since I started my career on the trading floor.

Please use this book to help you and your family pursue your
investing and trading goals. Keep inmind that options trading entails
significant risk and is not appropriate for every investor. Complex
options strategies can carry additional risk. And futures and futures
options trading is speculative and not suitable for all investors.

For me, the options business is something that I love and am pas-
sionate about. Hopefully, after digging through the early chapters,
you will share the same appreciation about this business . . . and how
it can provide tremendous opportunities for anyone willing to work
hard and learn.



Trim Size: 6in x 9in Kinahan flast.tex V2 - 08/22/2016 7:04am Page xix�

� �

�

Acknowledgments

Iwas very happy to be given the opportunity to write a book
designed to help retail investors as they embark on their journey
into options investing. My goal was to provide information that
demystified much of the difficulty by making the approach straight-
forward, using common sense rather than complicated math. I have
been lucky to meet so many of you who are out there day after
day working to get better. I admire your desire to learn and your
commitment to improving your lives through investing. You are the
inspiration for this book, and I hope you find it useful.

This was a large undertaking, and so many TD Ameritrade
partners helped make it a success. A big thank you to CEO Fred
Tomczyk, President Tim Hockey, and EVP Trader Group Steve
Quirk for allowing me to pursue this undertaking. Thank you to the
Active Trading Team for letting me work alongside you every day
and seeing all your amazing accomplishments. I want to thank the
Compliance Team. This took many hours of your time, and I greatly
appreciate it. Thanks to the Marketing Team for all the help getting
started and the constant guidance along the way. CAPAE Team, you
are always a pleasure to work with, and Legal Team, thank you for
your trusted counsel.

Fred Ruffy, it was great working with you. Thank you for the
insight and suggestions. Thanks to the folks at Wiley. You are
wonderful partners who made the process easy.

Thanks to both Zack Fishman and Paul Picchietti for taking a
chance on me straight out of college and beginning to teach me the
world of options. And also, thanks to Tom Sosnoff, from whom I have
learned so much.

Most importantly, I want to thankmy family—my late parents who
did an amazing job of showingme themeaning of work ethic and sac-
rifice; my brothers and sisters for helping their youngest sibling every
step of the way; and, of course, my wife, Karen, and our children,
Kaitlin, Kevin, and Kelly.

xix



Trim Size: 6in x 9in Kinahan flast.tex V2 - 08/22/2016 7:04am Page xx�

� �

�



Trim Size: 6in x 9in Kinahan flast.tex V2 - 08/22/2016 7:04am Page xxi�

� �

�

About the Author

An options industry veteran, JJ Kinahan started his trading
career in 1985 at the Chicago Board Options Exchange (CBOE).
As a market maker, he traded primarily on the floor in the S&P 100
(OEX) and S&P 500 (SPX) pits. Later, he worked for ING Bank and
Blue Capital. He then became managing director of options trading
for Van der Moolen, USA.

In 2006 JJ joined the Chicago-based options trading brokerage
firm thinkorswim where he served many roles, including developing
educational content and helping build the tools that are integrated
into the thinkorswim® platform today. JJ is now chief market strate-
gist for TD Ameritrade, which acquired thinkorswim in 2009.

JJ is a frequent CNBC guest, a Forbes contributor, and often
quoted in The Wall Street Journal, Financial Times, Reuters, and many
other respected media outlets. He is on the Advisory Board at the
CBOE. When not busy working or trading, he is an avid Chicago
sports fan who enjoys reading, fishing, and spending time with his
wife and three children.

xxi



Trim Size: 6in x 9in Kinahan flast.tex V2 - 08/22/2016 7:04am Page xxii�

� �

�



Trim Size: 6in x 9in Kinahan p01.tex V2 - 08/22/2016 7:04am Page 1�

� �

�

P A R T

I
Getting Started in Investing



Trim Size: 6in x 9in Kinahan p01.tex V2 - 08/22/2016 7:04am Page 2�

� �

�



Trim Size: 6in x 9in Kinahan c01.tex V2 - 08/22/2016 7:04am Page 3�

� �

�

1C H A P T E R

The Opening Bell

At 9:30 a.m. (EST) on every business day, a bell at the New York
Stock Exchange sounds, and trading on the exchange floor begins.
Investors buy and sell stocks like jockeys scrambling for positions at
the Kentucky Derby. News flow drives the buying and selling deci-
sions from one day to the next.

When the day’s news doesn’t deviate too much from expec-
tations, the result is typically orderly and normal market action.
However, when unexpected events result in dramatic changes in
the expectations, large price moves and fast trading ensue. In other
words, the day’s news events can result in changes in investor senti-
ment and result in higher or lower levels of market volatility.

It can seem overwhelming. I remember when I left the trading
floors after twenty-one years at the Chicago BoardOptions Exchange
(CBOE). My focus shifted from a small number of instruments to a
huge universe of different opportunities. I started trading in mar-
kets that were unknown to me. The results were horrible. Over time,
I realized that it was better to keep a laserlike focus on markets that I
understood and believed in. It is simply impossible to track themoves
of every different market, much less trade them all effectively.

Moreover, the importance of news events will also vary from
one investor to the next. A large pension fund taking positions in a
widely held stock like Apple (AAPL) or General Electric (GE) for a
longer-term portfolio isn’t likely to react to a news report the same
way as a stock trader buying and selling stocks for short-term profits.
A retiree has a different set of goals than a recent college graduate.

3
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4 Essential Option Strategies

An options market maker on the CBOE is using equity options
differently than a financial adviser selling options in an attempt to
generate income for a customer’s portfolio.

Although we all have different goals and objectives, the millions
of participants in the financial markets digest the day’s news, and the
results move asset prices as the information becomes available. This
is not only true of U.S. markets, but of financial instruments around
the globe.

My focus in this book is primarily on U.S. Exchange listed equi-
ties, options, and equity futures markets that are open during the
regular hours of 9:30 a.m. to 4:00 p.m., Monday through Friday, but
there are many investments that trade beyond that. In 1985, regular
trading hours were expanded beyond these hours. Premarket trad-
ing now begins at 4:00 a.m., and the after-hours session runs from
4:00 to 8:00 p.m.

Options, meanwhile, trade on thirteen different exchanges
from 9:30 a.m. to 4:00 p.m. currently, and those hours may soon be
expanded. Trading hours for futures and futures options vary by
product, but more popular instruments like S&P 500 futures now
trade nearly around the clock beginning Sunday at 6:00 p.m. and
continuing through Friday evening. So when you come home at
2:00 a.m. after a few drinks at a neighborhood party, you can trade
S&P 500 futures from your online brokerage account. However, that
is not really recommended!

The expansion of trading hours and growth in financial markets
is being driven by the exchanges to satisfy investor demand for new
investment products and opportunities. At the same time, technol-
ogy has created better efficiency and linked global markets. News
flow travels fast and often results in sudden market moves that ripple
from one economy to the next.

Yet, while today’s faster and more complex market sometimes
seems daunting to investors, the principles of investing have not
changed. With a bit of time and effort, the fundamentals are easy to
understand. So let’s begin.

Probabilities

“How do I get started?”
I hear that question a lot. Many people understand the impor-

tance of investing and building wealth but don’t know where to
turn. Interest rates have been historically low for quite some time,
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and traditional banking instruments like money markets and savings
accounts are not offering much in the way of yields. So what choices
exist when seeking returns on one’s hard-earned money?

Before I dive into specific instruments, let me introduce the
probability concept. There are a myriad of different opportunities
available to investors today, and all of them have varying probabilities
of success. We can never predict the future with certainty, and so
investments decisions are based on expectations about probable
outcomes. Wemight say, based on our expectations, that an outcome
is likely, is probable, or has a good chance.

Just like risk and reward, probability and strategy selection are
two sides of the same coin. You have no doubt heard the expression,
“high risk, high reward.” It refers to the fact that investments that
offer the highest rewards typically have the greatest risk. Playing the
lottery is an example of an extreme high-risk, high-reward endeavor.
There is a very high rate of failure, but a winning ticket would mean
a big payoff. On the other hand, burying your life’s savings in the
backyard is probably a low-risk, low-reward scenario (although risks
increase if you bury everything near the family dog’s bone stash).

In trading options, and remember, options are simply pricing
probabilities, a strategy that has a very high probability of success and
a low probability of loss is likely to have smaller potential for profit.
On the other hand, a strategy with a small probability of profit should
generate a larger potential profit when successful.

In later chapters, we will explore simple probability concepts
and ways to compute probabilities for various options strategies. The
important point to take home for now is that various investments or
strategies are more than just good or bad ideas. Each strategy has a
quantifiable probability of success.

Getting Started

What investments have the greatest probability of helping you attain
your goals? There’s no one single right answer, because every indi-
vidual and institution is different. It’s like asking, what’s the best car
to buy? It really depends on what you’re using it for.

The first step to finding appropriate investments is to outline
longer-term goals and objectives. Obviously, we all want to buildmore
wealth, but unless we outline a concise plan, we are unlikely to set
money aside each month or invest on a regular basis to achieve our
objectives. The best investment choices often depend on a person’s
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6 Essential Option Strategies

age, ambitions, and investment time horizon. For instance, as you will
see in later chapters, some options contracts exist for a mere week,
while others have lives that span many years. What is your investing
time horizon, and how much are you putting away each paycheck?

Five Steps in the Investment Process

1. Set longer-term goals and objectives.
2. Develop a trading plan.
3. Identify investment opportunities.
4. Execute (open) trades.
5. Monitor, adjust, and exit open positions.

After the decision to invest has been made, the next step is to
develop a plan. How will you try to reach your goals? Can you trade
actively during the trading day, or will your investments bemade only
once per week or permonth? Are you investing for five days, five years
or fifty years? How much risk are you willing to take? What finan-
cial instruments—stocks, futures, bonds, options, commodities—will
take part of the trading plan?

Developing a relationship with a brokerage firm is a key part of
the trading plan. A brokerage (or broker-dealer) like my firm, holds
customer funds and places buy and sell orders as instructed by you,
the client. The first step is to open an account and submit any trading
approval request forms. For example, investing in options requires
applying for options trading approval from your broker.

While many investors focus on brokerage commissions and
fees, there are a number of other things to consider besides price.
The primary thing to consider is service. For example, does the
firm have people that can answer my questions and help me when
needed? Make sure they can help you pursue your trading goals. As
you read through the chapters of this book, you will likely find the
investments and strategies that match your longer-term goals and
trading plan.

Research

Believing in your trading plan and your investment choices will
lower your stress levels during times of increasing market volatility.
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Research is often a key to maintaining that conviction and also to
finding attractive investment opportunities. In addition, it often
makes sense to research companies or investments that you already
know and love.

For example, let’s say you own a pizza restaurant and a salesper-
son from The Pizza Sauce Company stops by your shop with samples
of his newest sauce. You like the taste, and the price is $0.10 per can
below your current supplier. You agree to sample a few cases and
discover your customers love it. Your pies have never tasted better.
Mama mia!

Convinced that The Pizza Sauce Company will soon gain substan-
tial market share from its pizza sauce competitors, you check with
your broker for any research available on the company. You discover
that the stock is trading under the symbol PZZA. Two analysts cur-
rently cover the stock, and both agree that the company has a clean
balance sheet, and shares are attractive at current levels, according
to the research. Both analysts have a twelve-month price target of
$26 per share.

At $20 per share, you note on the daily stock chart that the stock
hasn’t moved much during the past six months, but you believe that
is likely to change once it becomes clear that the company is gaining
market share over competitors. Your trading plan states that you do
not invest more than 5 percent of your $200,000 portfolio, or more
than $10,000, on one position. Instead, you place on order on your
broker’s platform to buy 250 shares of PZZA, for an investment of
$5,000, or 2.5 percent of your portfolio.

Fast-forward one year, and as you had anticipated, The Pizza
Sauce Company is outperforming its competitors, and the share
price has increased to $25. You still hold 250 shares, now worth a
total of $6,250, for an unrealized gain of $1,250.

However, a few weeks later, Pepperoni & Mozzarella Inc. says its
cheese sales are falling short of previous expectations, and its stock
drops 20 percent. The steep decline triggers a ripple effect that is felt
across nearly every pizza company, as investors interpret the news as
sign that pie sales are falling across the board.

Shares of The Pizza Sauce Company fall back to $22. However,
your research continues to indicate that PZZA has strong funda-
mentals and is still gaining market share. Rather than sell hastily
based on the headlines related to Pepperoni & Mozzarella, you
are more likely to maintain your conviction in PZZA and possibly
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even buy more shares on the pullback. And that’s exactly what you
decide to do.

You place an order electronically to buy another 250 shares of
The Pizza Sauce Company for $22 per share. You now own, and you
are long, 500 shares at an average cost of $21 per share, for a total
investment of $10,500. Assuming you earned 2 percent on the other
assets in your account during the past year, the portfolio is now worth
$204,150, or $193,650 plus the $10,500 of PZZA.

Long versus Short

• Going long is taking a new position as a buyer. If you are long
a stock, you want the stock to increase in price so you can sell
it at a profit.

• Going short is initiating an opening position as a seller. If you
are short a stock, you want the stock price to fall so you can
buy it back at a lower price. The mechanics of selling stock
short are covered in detail in Chapter 3.

Your analysis was correct. Four months later, shares of The Pizza
Sauce Company have recovered some losses and now trade for $25.
You own 500 shares at a cost basis of $21, and the position is now
worth $12,500 for an unrealized profit of $2,000. The total portfolio
is now worth $207,700, or $195,200 and $12,500 of PZZA shares.

The stock position now accounts for 6 percent of your portfolio
and exceeds the 5 percent threshold dictated by your trading plan.
You sell 100 shares at $25 a share and reduce the position in The
Pizza Sauce Company to 400 shares. The adjustment leaves you long
400 shares worth $25, or $10,000. You have booked $400 in realized
taxable profits and have $1,600 of unrealized gains.

Indeed, as you will see in later chapters, sometimes the best
investment opportunities happen when the news headlines seem
the worst. At the end of the day, there is no substitute for timely,
thoughtful research. Once you have a trading plan and have
determined what instruments you will use to pursue your goals, find
a broker who offers the type of research that will help you make
informed decisions and keep you focused on the bigger picture
when short-term events cause momentary setbacks. Research when
combined with probability is a powerful combination.
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Data

It wasn’t that long ago when, outside the trading desks and the
professional investment community, most investors relied on printed
newspapers to see price changes to their stock positions. Periodicals
like The Wall Street Journal and Investor’s Business Daily provided tables
of stocks listed alphabetically, and the prices represented the closing
prices from the day before.

Five Components of a Stock Quote

• Open: The first price of the trading day.

• Last: The most recent price.

• High: The highest price of the trading day.

• Low: The lowest price of the day.

• Close: The final price of the trading day. It will be the same
as the last price at the end of the trading day.

Wow, a lot has changed since that time! Many websites readily
offer free delayed intraday prices. Brokerage firms typically offer free
real-time quotes to their customers as well. Offerings might include
a symbol quote box where you can type in a ticker symbol or tables
that include lists ofmultiple symbols along with relevant information,
including last, high, and low prices.

Figure 1-1 is a snapshot of what I watch on the thinkorswim
platform each day. It includes indexes like the Dow Jones Industrial
Average, the S&P 500, and the NASDAQ Composite, as well as some
widely held names like Apple (AAPL), Netflix (NFLX), and General
Electric (GE). I also watch some of the action in the futures markets,
especially the S&P 500 Futures (/ES), and the US 30 year Treasury
Bond Futures (ZB), as well as the Euro/US dollar (EUR/USD)
currency pair.

I can also see the price quote for any stock by using the Quick
Quote tool. First, identify the ticker symbol of the company you’re
researching. It’s simply an abbreviation to uniquely identify a pub-
licly traded instrument like a stock, index, or fund. For example, the
ticker for General Electric is straightforward. It’s GE. However, some-
times the ticker is less intuitive and requires a symbol lookup. This is
easy to do using most brokerage platforms.
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Figure 1-1 My Watch List

Figure 1-2 Quick Quotes

After the ticker symbol is identified, enter it into theQuickQuote
box (Figure 1-2) to see the latest stock prices and the change for
the day. In this case, the stock is Microsoft, and the ticker is MSFT.
The stock is up $0.55 for the day and last traded at $54.48 per share.

The default setting for Quick Quotes on the thinkorswim plat-
form also includes two other important pieces of information—the
bid price and the ask price. The bid price is currently the best bid
price by a buyer. If an investor wants to sell in the current market, he
can expect to receive $54.47 per share. On the other hand, a buyer
pays the asking price or $54.48 per share.

Bid versus Ask

Bid and ask reflects the current quotes to buy or sell a stock, option,
or futures contract. The bid reflects a willingness to buy, and there-
fore a seller can expect to receive the bid price at the time of sale.
The ask, or offering price, is a level that a seller or sellers are willing
to receive for the security. A buyer typically pays the asking price.
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Bids and asks are constantly changing, and there is no guarantee
that you can buy or sell at the quoted prices. In addition, less actively
traded names can see fairly large differences between bids and asks,
which is also called the bid-ask spread. In later chapters we explore the
mechanics of order entry and explore bids, asks, and bid-ask spreads
in more detail. For now, the point to take away is that the last price
is not necessarily an indication of the current market price to buy or
sell. Bids and asks provide the latest market prices available to sellers
and buyers.

Charts

A stock chart is simply a graph that shows price changes over time.
In this book, I use two types. The first is a chart that shows the price
of the underlying instrument, like stock, future, or index, over a
period of time. The second is a payoff chart, or risk graph, and shows
the potential risks and rewards of an options strategy. It is covered
in more detail in later chapters. For now, let’s discuss the basics of
stock charting.

The simplest chart type is a line chart. For instance, it’s easy to
plot a line chart in a spreadsheet using data like date and price.
Figure 1-3 shows a daily chart of hypothetical oil prices over twelve
months. The line connects the twelve points where price and date
intersect on the graph. It starts at $50 per barrel in January and ends
at $53 in December.

Traders plot charts for instruments like stocks, interest rates, or
commodities to see trends over time. Obviously, few create the charts
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Figure 1-4 OHLC Bar

by hand or in spreadsheets. Charts are readily available on financial
websites like StockCharts.com or Google Finance and also through
online brokerage firms.

A second, more widely used chart is the open-high-low-close, or
OHLC, chart. While the line chart is plotted using just the closing
price, an OHLC chart includes bars that contain four pieces of price
information.

Figure 1-4 shows an individual bar of an open-high-low-close
chart. The small horizontal lines are the opening and closing prices.
In this example, the stock opened at one price and closed at a lower
price. The length of the vertical line represents the trading range
of the day, because the top of the bar is the highest price and the
bottom is the lowest.

Like the price chart, the horizontal axis (or bottom) of theOHLC
chart represents time, such as days, weeks, or months. The vertical
axis (or side) indicates price per unit, such as shares or contracts.
Figure 1-5 shows an OHLC chart for a three-month period ended
11/30/2015. The time frame is plotted across the horizontal axis,
and the change in price is depicted along the vertical axis.

Notice that the OHLC bars are not all the same length. Longer
ones suggest greater distances between highs and lows, and there-
fore increasing volatility in the security. Shorter ones suggest narrow
trading, smaller daily moves, and periods of lower volatility or narrow
trading ranges.

The time frame of an OHLC chart can be changed to weekly or
monthly. If so, each bar represents the change over one week or one
month. Short-term traders sometimes watch intraday bar charts at
five-, ten-, or fifteen-minute intervals. Most of the examples through-
out this book use daily OHLC charts.

http://StockCharts.com
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Figure 1-5 Daily Chart of S&P 500 Index (8/31/2015–11/30/2015)

More advanced charting tools are covered in Appendix B. If you
have no previous experience with charting, take some time to learn
how to identify areas of support and resistance with indicators like
trend lines and moving averages. In addition, because the focus of
later chapters is on options strategies, volatility studies are also useful.
Those are covered in Appendix B as well.

Commissions and Fees

Brokerage firms vary in what they charge their customers. The costs
associated with traditional brokerage activities like executing buy and
sell orders have been somewhat commoditized, and costs are signif-
icantly lower today than they were twenty years ago. The growth of
discount and online brokerages is a big reason.

But costs are relative to service. That is, brokerage services can
range from very personal to simply taking orders online. Costs typi-
cally relate to service level and tools being offered. In short, you can
expect to pay higher costs at some firms relative to others, and in an
ideal world, the higher costs reflect the value being added.

At the end of the day, the investor’s trading plan is a determining
factor in broker selection. Are you trading once per month or five
times per day? Some firms offer lower rates to active traders, and
some charge more for broker-assisted trades.
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Also, what types of investments are you buying and selling? Some
firms offer certain products that others do not. In fact, futures are
regulated under a different umbrella and require different account
approvals compared to equities and equity options accounts.

Pattern Day Trader?

Certain rules apply to investors who trade frequently. A pattern day
trader is defined as someone who buys and sells a security in the
same trading day (intraday) and does it four or more times during a
rolling five-business-day period. In order to pattern day trade, the
investor must maintain a minimum of $25,000 in a margin account.

Lastly, what kind of technology does the firm offer? Not long ago,
charting software, quotes, and live news were expensive. Some firms
still charge for these services, and some don’t. Other firms also offer
premium subscriptions to newsletters, research, and other analytics.
Lastly, the costs of trading vary by firm as well. Some of the fees active
traders are likely to encounter include:

• Stock trading costs.Brokerage firms typically charge a commis-
sion to execute stock trades. Some charge a flat commission
per trade, some a commission per share, and some a combina-
tion of flat plus per share. The rates vary quite a bit across the
industry, and many firms will charge more for broker-assisted
trades or phone trades compared to online orders.

• Options trading costs.The commission and/or fees on options
trades vary from one firm to the next. Some firms charge a
flat fee or commission plus a per-contract fee. Others might
charge only a flat commission or only a per-contract charge.
Some offer a combination of both and let the customer decide.

• Futures trading costs. As you progress in your trading, youmay
want to consider using futures to help hedge your portfolio.
Similar to stocks and options, these costs may vary.

Virtual Trading Platforms

Over the years, brokerage firms have developed platforms to help
individual investors better understand financial markets and how
to buy or sell investment securities. The idea is not new, but the
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technology is. Virtual platforms offer an advanced way to paper
trade, which simply means to write down and track your ideas on
paper rather than implementing them with real money in the live
market. Paper trading makes a lot of sense when attempting to learn
new strategies and ideas.

In essence, a virtual trading platform lets you test-drive ideas with-
out risking a dime. The goal is to help you develop an understanding
of various financial instruments and the process of investing, which
will help you build confidence as a trader.

Keep in mind that successful virtual trading during one period
does not guarantee successful investing of actual funds during a
later period, as market conditions are always changing. Backtesting
is great for learning but has its limits. As you have probably heard
many times, past performance is not an indicator of future results.

Many of the examples throughout this book are pulled from TD
Ameritrade’s paperMoney® virtual trading platform, and therefore,
the bells and whistles will be duly highlighted in later chapters.

Summary

The first step in the process is to establish longer-term goals and
objectives. Develop a trading plan that considers how much time
you have available to trade, your risk tolerance, and the types of
investments that might best help you to achieve your longer-term
goals. Find a broker who offers the research and tools that meet
your objectives. Identify potential trading ideas and test them on
paper. Once new positions are opened, monitor, adjust, and exit
them accordingly.

There has never been a better time to take a proactive approach
to investing. Technology has resulted in better efficiency in finan-
cial markets and has substantially reduced trading costs. Research,
data, and charts are readily available at little or no cost. Confidence
in your plan, strategy selection, and risk management are important
elements to long-term success. A virtual trading platform can help by
offering a realistic tool to practice trading before going live.
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First Days of Trading

Iam interested in the stock market because it really is a fascinating
and exciting world to me. Each day, millions of investors make deci-
sions to buy or sell shares of companies based on the latest news and
information. Whether it’s economic data, earnings, a merger story,
geopolitical headlines, or some other event, it’s often reflected in the
stock market before it even makes the rounds in the news outlets.
It’s truly an amazing and efficient process.

While stock prices can react rapidly to incoming information,
trends often develop over time as well. In bull markets, for instance,
stocks are moving broadly higher, and investor sentiment is typically
upbeat. In bear markets, shares trend lower, and the overall mood
can sour. In addition, there are periods of quiet and uneventful trad-
ing, while at other times prices swing wildly in volatile fashion.

But when we say stock market, what exactly do we mean, and how
do we gauge it from one day to the next? Is it the New York Stock
Exchange? Are we referring to the Dow Jones Industrial Average or
the NASDAQ? How do we measure the stock market, track its perfor-
mance from one day to the next, and trade it? Those questions are
answered in this chapter. Let’s first begin with a brief history of stock
market averages and then focus our attention on the key barometer
the pros use: the S&P 500 Index.

Brief History of Stock Market Averages

In 1896, Charles Dow computed the average share price of twelve
leading companies of the day and started printing the number

17
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daily in The Wall Street Journal, a publication founded by Dow,
Charles Bergstresser, and statistician Edward Jones. Outside of the
railroads, the included companies were considered to have the most
economic importance at that time. He called his index the Dow
Jones Industrial Average, and the index is still a widely watched
barometer for economic activity today.

The Dow has since expanded to include thirty different com-
panies; General Electric is the only component of the first average
that is still a member today. In fact, the term industrial average is a bit
deceiving, because the index now includes health care names such
as Pfizer and Johnson & Johnson; tech companies such as Apple and
Microsoft; food companies such as Coke and Procter & Gamble;
and financial companies such as American Express, Goldman Sachs,
and Travelers. Table 2-1 shows the Dow Jones Industrial Average,
then and now.

The Dow Jones Industrial Average is one of the benchmarks
for the stock market (the Dow Transports date back to 1884 when
Charles Dow first created the Dow Jones Railroad Average) and is
still mentioned daily when the media discusses day-to-date happen-
ings. For instance, if reporters say, “Stocks were up two hundred
points,” or, “The market lost sixty points,” they’re likely talking about
the industrials. However, the Dow tracks the average performance
of just thirty names, and thousands of stocks are trading on the
U.S. exchanges.

Table 2-1 The Original Dow Twelve and the Dow Thirty Today

1896 2016

American Cotton Oil Apple Inc. Coca-Cola
American Sugar American Express McDonald’s
American Tobacco Boeing 3M
Chicago Gas Caterpillar Merck
Distilling & Cattle Feeding Cisco Microsoft
General Electric Chevron Texaco Nike
Laclede Gas DuPont Pfizer
National Lead Disney Procter & Gamble
North American General Electric Travelers
Tennessee Coal & Iron and Railroad Company Goldman Sachs United Healthcare
US Leather Home Depot United Tech
US Rubber IBM Visa

Intel Verizon
Johnson & Johnson Wal-Mart Stores
JP Morgan Exxon Mobile
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Key Market Indexes Today

While the Dow tracks the share price action of thirty leading compa-
nies and is considered a “cool” market indicator for television, it is
not what professional traders rely on day-to-day. Instead, the S&P 500
is an index that includes five hundred of the largest names traded on
the U.S. stock exchanges and represents roughly 80 percent of the
total value of the U.S. stock market.

The S&P 500 is not only viewed as a barometer for the perfor-
mance of the U.S. equities market, but it is often used to benchmark
the performance of portfolio managers from one year to the next
as well. That is, the relative performance of many money managers
is measured against the S&P 500. When your livelihood depends on
something, you will watch it very closely!

According to Standard & Poor’s, the index represents a total
of $2.2 trillion in assets today. The companies are included within
the index not because they are the largest, but because they are
considered leading companies in key industries within the U.S.
economy. In addition, although you cannot buy or sell the index
itself, there aremany ways individual investors can trade the S&P 500,
including options on the S&P 500 Index (SPX); S&P 500 Futures
(/ES); and the exchange-traded fund (ETF) SPDR 500 Trust (SPY),
or Spiders.

The Index Effect

With a history dating back to 1923, the S&P 500 is now the most
widely watched barometer for the performance of the U.S. equity
market. In addition, nearly $8 trillion is benchmarked to its perfor-
mance. Therefore, when a stock is added or removed from the S&P
500, the adjustment triggers strong buying or selling by the mutual
funds and portfolios that attempt to mimic the index’s performance.
The rise or fall of shares of the individual companies being added
to or ousted from the S&P 500 is known as the index effect.

While the S&P 500 covers far more companies and is a more
widely used index than the Dow, the methodology used to com-
pute the S&P 500 is different as well. The industrial average is price
weighted, and stocks with higher prices within the index exert more
influence than low-priced ones. On the other hand, the S&P 500 is
a market-value-weighted average.
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Table 2-2 Largest S&P 500 Companies as of April 29, 2016

Company Ticker
Market Cap

(in billions of dollars)

Apple Inc. AAPL 520
Microsoft Corp MSFT 394
Exxon Mobil Corp XOM 367
Berkshire Hathaway B BRK.B 359
Amazon.com AMZN 311
Johnson & Johnson JNJ 309
General Electric Co GE 287
Facebook FB 270
Wells Fargo & Co WFC 254
Alphabet GOOG 239
AT&T T 239
JP Morgan Chase & Co JPM 232
Wal-Mart Stores WMT 214
Procter & Gamble PG 213
Verizon Communications VZ 208
Alphabet GOOGL 207
Pfizer PFE 198
Coca-Cola Co KO 194
Chevron Corp CVX 192
Home Depot HD 170

Source: CBOE.com

The top twenty S&P 500 companies account for just 4 percent of
the five hundred stocks, but as of this writing, they represent nearly
30 percent of the market value. Table 2-2 shows the largest compa-
nies, which include Apple, Microsoft, and Exxon in the top three
spots. Because market value is computed as shares outstanding mul-
tiplied by share price, it’s the biggest companies that dominate the
S&P 500 and drive its performance from one day to the next.

The Dow and S&P 500 are not the only two indexes that track
the performance of large-cap stocks. The NASDAQComposite Index
represents share prices of companies that trade on the NASDAQ
Stock Market. While the NASDAQ Composite does not have listed
options, theNASDAQ100 Index (.NDX) is a separate index that does
have puts and calls linked to its performance. The index includes the
top one hundred nonfinancial names that trade on the NASDAQ,
and large-cap tech names like Apple, Microsoft, and Oracle domi-
nate the index.

http://Amazon.com
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Thinking Caps

Capitalization, or cap, refers to the size of a publicly traded company
and is computed as the number of shares of the company outstand-
ing multiplied by the current market price. So if a company has
10 million shares outstanding and a $20 stock price, the market cap
is $200 million.

Beyond the large-cap Dow, S&P 500, and NASDAQ, a number of
mid- and small-cap indexes exist as well. There are, in fact, too many
to list here. Table 2-3 summarizes some of the more popular ones.
Note that not all of them have listed futures or options contracts.

The Volatility Index

Launched in 1993 by the Chicago Board Options Exchange
(CBOE), the CBOE Volatility Index (VIX) was created to offer a
real-time gauge of market volatility. Computed using an options
pricing model and calculated as a percentage, the index reflects the
expected or implied volatility (IV) priced into a strip of short-term
S&P 500 Index options. The term IV will be defined and discussed
in more detail in later chapters.

Table 2-3 Large-, Mid-, and Small-Cap Indexes

Index Ticker Description

S&P 500 Index $SPX The big daddy of all indexes. It includes 500 stocks
and 80 percent of the market cap of the U.S.
equities market.

Dow Jones Industrial
Average

$INDU,
$DJI

With its roots dating back to 1896, it holds 30 large
companies from a diverse set of industries.

NASDAQ Composite $COMP
$COMPQ

Along with the Dow and S&P, it is one of the most
followed indexes for the U.S. stock market. It
includes only names listed for trading on the
NASDAQ stock market. No options.

NASDAQ 100 Index $NDX Includes the 100 biggest, nonfinancial stocks trading
on the NASDAQ stock market.

Russell 2000 Small-Cap
Index

$RUT Sometimes called The Russell, the 2000 is one of
many indexes created by Russell Investments. It is
arguably the most widely watched barometer for
small caps.
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For now, let’s view VIX as a gauge of investor sentiment and a
measure of overall levels ofmarket volatility. It is sometimes called the
market’s fear gauge, because it typically moves inverse to the S&P 500
and spikes during periods of market uncertainty. The reason for this
is that as the market goes down, people are willing to pay more for
protection. As the market goes higher, we typically see security-based
options become cheaper, and as the market goes down, options usu-
ally become more expensive. As I will talk about later, the changes
in S&P 500 volatility are also built into options pricing through a
concept referred to as skew.

For example, the volatility index rose to its highest levels in three
years in August 2015 after the S&P 500 suffered a series of setbacks
and dropped to 2015 lows. Figure 2-1 shows how a spike in VIX typi-
cally happens as the S&P 500 suffers losses.

Over the years, the VIX has become not just the most widely
watched gauge for market volatility but also a tradable asset, because
it has listed options and futures. The VIX pit at the CBOE is one
of only two remaining live trading pits at the exchange. (SPX is the
other.) The volatility index has listed futures contracts as well.

Futures

Trading of futures and futures options isn’t covered in great detail
in this book, but a basic understanding of the instrument can help
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Figure 2-1 Inverse relationship between VIX and the S&P 500
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you stay on top of market trends. On the one hand, futures are avail-
able on a wide array of instruments, including stocks, bonds, metals,
foreign exchange, gold, oil, and a substantial number of agricultural
commodities. At the same time, many futures trade outside of nor-
mal market hours for the equities markets and can help get a sense
of what markets are moving and why.

Futures are typically used to either hedge risk or to speculate.
A hedger typically looks to manage risk by taking a position in a
futures contract that is opposite to a current position. For example,
a soybean farmermight sell soybean futures today to lock in a desired
price and hedge the risk of falling prices at a later time. A speculator,
on the other hand, trades futures to potentially profit on the direc-
tion of the underlying asset. For instance, an investor might buy, or
go long, gold futures if he expects strength and rising prices in the
metals market.

As the name suggests, a futures contract represents an agreement
to buy or sell a commodity or instrument at a later date at a certain
price. The futures contract will trade at a different level from the
present price (also known as the cash or spot price) due to interest
rates and carrying charges. For example, grain futures are priced to
reflect charges associated with storage and insurance of the physi-
cal commodity.

S&P 500 futures are often a starting point for individual investors,
because the product is a natural extension of the equity products
that they are already familiar with. An important difference, how-
ever, is that futures prices are not the same as the price of a spot
or cash market. S&P 500 futures are also priced to reflect dividends
paid by S&P 500 components and interest rates. In the current mar-
ket, S&P futures trade for less than the cash index. As time passes
and the futures contract approaches expiration, the cash and futures
prices converge.

To arrive at the fair-value price, onemust consider that with inter-
est rates near zero today, it is more attractive to own S&P 500 stocks
and collect dividends than it is to hold a futures contract. In the past
when interest rates were higher than the yield from S&P 500 divi-
dends, the relationship was reversed. That is, the fair value of the
futures contract was greater than the cash price.

Although understanding fair value can be beneficial, there is no
need to dwell on it here. The only time it gets way out of line is after
stocks close at 4:00 p.m. (EST) each day, and the futures keep trading



Trim Size: 6in x 9in Kinahan c02.tex V2 - 08/22/2016 7:04am Page 24�

� �

�

24 Essential Option Strategies

overnight. The relationship will be put to fair value again as soon as
all stocks in the index open the next morning. One important point
is that the options strategies discussed in this book are applicable to
options on equity-based futures.

Futures Price Formula

Futures price = Spot price × (1 + Risk-free rate–Dividend yield)

A detailed discussion of futures pricing lies outside the scope of
this book. (For further reference, the Chicago Mercantile Exchange
offers a comprehensive discussion of the futures that trade on the
exchange, including product specifications and educational mate-
rial.) The point to take home is that S&P 500 futures trade nearly
around the clock, and while the prices will differ from the spot index
due to the cost of carry, the futures offer a way to monitor market
moves outside of normal market hours in the United States. Many
investors, including myself, use S&P 500 indicators as a good move-
ment barometer throughout the trading day.

Within the futures market, commodities are also among themost
actively traded contracts, and their price changes can reflect impor-
tant economic trends. Crude oil, for instance, is sometimes viewed as
a gauge of economic strength or weakness. Gold is typically consid-
ered a safety hedge during periods of market uncertainty or when
inflation fears arise. Some of the futures I track, along with their
ticker symbols, are included in Table 2-4.

Table 2-4 Actively Traded Futures Contracts

E-Mini S&P 500 Futures /ES Futures contract equal to one-fifth the standard S&P 500
contract

E-Mini Dow Futures /YM Based on the Dow Jones Industrial Average
E-Mini NASDAQ /NQ Futures based on the NASDAQ 100 Index
Treasury Note Futures /ZN Futures on the 10-year U.S. Treasury
30-Year Futures /ZB Called the long bond; trading on the U.S. Treasury

30-year bond
VIX Futures /VX Trading on the CFE, a futures contract based on forward

values of the VIX
Gold Futures /GC Futures contracts listed on the yellow metal
Crude Oil Futures /CL 1,000 barrels of crude traded as a futures contract
Corn Futures /ZC 5,000 bushels of corn in a futures contract
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The Bond Market

Fixed-income securities, or bonds, are actively traded like stocks and
come in many different forms. Bonds issued by states and cities are
known asmunicipal bonds. Private companies issue corporate bonds.
The fixed-income market that gets the most media attention, how-
ever, is the Treasury bond market.

A Treasury bill, note, or bond represents debt issued by the U.S.
government. Each bond has a principal amount that is returned at
the end of the bond’s life, known as maturity. Maturities can vary
from months (bills) to many years (notes and bonds). Figure 2-2
shows Treasury yields across various maturities in the first few days of
December 2015. Longer-dated bonds have higher yields compared
to shorter-term bonds.

Yields move opposite to price. Therefore, if bonds are being sold
and prices fall, yields rise. On the other hand, if bonds are draw-
ing interest and prices move higher, yields will decline. The different
yields across maturities are known as the yield curve. If longer-term
yields move higher relative to short-term rates, the curve is grow-
ing steeper. A flatter yield curve happens when short-term rates tick
higher vis-à-vis longer-term yields.

The CBOE Ten-Year Index (TNX) is an index worth watching
to monitor movement in the Treasury bond market. It is simply
the yield on the ten-year Treasury, which is considered the bench-
mark for the market, multiplied by a factor of ten. If it’s at 23.2,
then ten-year yields are 2.32 percent. As it rises, TNX indicates that
Treasuries are falling, and yields are rising. A drop in the index
reflects higher bond prices and declining yields.

While there are no options listed on the TNX index, ten-year
note futures and thirty-year bond futures are actively traded

Date 1 Mo 3 Mo 6 Mo 1 Yr 2 Yr 3 Yr 5 Yr 7 Yr 10 Yr 20 Yr 30 Yr

12/01/15 0.19 0.21 0.42 0.51 0.91 1.19 1.59 1.93 2.15 2.55 2.91
12/02/15 0.19 0.21 0.42 0.52 0.94 1.23 1.63 1.97 2.18 2.55 2.91
12/03/15 0.18 0.21 0.45 0.57 0.96 1.27 1.74 2.10 2.33 2.72 3.07
12/04/15 0.17 0.23 0.49 0.60 0.96 1.25 1.71 2.28 2.28 2.65 3.01

Figure 2-2 Treasury Bond Yields, December 2015
Source: Treasury.gov
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instruments. For example, an investor with an approved futures
account might go long on TY futures (ten-year notes) when bonds
are expected to rise and yields fall. On the other hand, going short
on ten-year or thirty-year Treasury bonds reflects expectations for
lower, longer-term bond prices and higher yields.

Fed Watch

Bond traders spend a lot of time and effort attempting to anticipate
changes in interest rates, and the Federal Reserve is sometimes an
important part of the equation. As the world’s largest central bank,
the Fed holds periodic meetings (eight times a year roughly six weeks
apart) to discuss the economic outlook and initiate changes to mon-
etary policy. It has several tools at its disposal to do so:

The federal funds rate: The fed funds rate is the rate that banks
and credit unions charge each other for overnight loans. The
Fed sets a target for this rate—lower when it wants to promote
more lending and higher to tighten lending.

The discount rate:The rate at which eligible financial institutions
can borrow from the Federal Reserve. The Fed raises and low-
ers the discount rate to control the supply of available funds,
which can influence economic activity and inflation.

Quantitative easing: A relatively new, and sometimes contro-
versial, strategy used by Fed officials is quantitative easing
(or QE). It is an effort to hold longer-term rates steady by
purchasing billions of Treasury bonds and other securities.
The first easing happened from December 2008 to March
2010. QE2 spanned from November 2010 to June 2011.
QE3 was announced in September 2012 and ended roughly
two years later.

Historically, expectations for looser monetary policy through
either rate cuts or QE programs are well received by the equity
market, because the moves are intended to stimulate the economy,
which is typically good for corporate earnings. Some worry that
these efforts can also create asset bubbles in housing or equities,
which may eventually pop and create a different set of economic
problems. We saw the first Fed tightening of credit in many years in
December of 2015.
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Three Steps and a Stumble

There is an old adage called “three steps and a stumble,” which
states that stock and bond prices are to likely fall if the Federal
Reserve raises the discount rate three times. The idea is that the
higher rates will drive up borrowing costs for companies and
increase the attractiveness of money market funds, CDs, and other
short-term interest-bearing securities relative to stocks and bonds.
However, the saying gained popularity in the 1970s and 1980s
when officials were more aggressive in raising rates—a percentage
point at a time. More recent rate hikes have been relatively small
and incremental.

On the other hand, tighter monetary policy, or the initiating of
higher rates, is typically viewed as a negative for the equity markets
because it can slow the economy and also increase the attractive-
ness of interest-bearing securities. Importantly, however, the Federal
Reserve is only inclined to raise rates during times when the economy
is strengthening and inflationary pressures begin to mount. There-
fore, rate hikes are often initiated during periods of economic expan-
sion and when corporate profits are likely improving.

Economic Indicators

Stocks and bonds move because new information arrives to the mar-
ket and alters investor expectations, triggering buying and selling
from one day to the next. Important market-moving news events are
sometimes referred to as catalysts, and economic releases are chief
among them. Most of the reports are scheduled out ahead of time,
and the market impact typically varies based on (1) the perceived
importance of the data and (2) how far the numbers deviate from
economist estimates.

For instance, monthly jobs reports are released on the first Friday
of each month and can have important implications for both stocks
and bonds, especially if the numbers are significantly better or worse
than economist projections. Other reports with broad market signif-
icance include manufacturing, inflation, retail sales, and housing.
The numbers often shape expectations for future economic activity
and Federal Reserve policy.
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Earnings

Earnings—it’s like when you brought home your quarterly report
card from grade school. Your parents had certain expectations.
Maybe they expected to see mostly As and a couple of Bs. If you
brought home all As, they were pleasantly surprised, and you might
have been rewarded in some way, like with a new toy or video game.
On the other hand, if the report card was littered with Cs and Ds,
you might have been asked to spend more time doing homework in
the next term or perhaps take on a few more chores. We all know
the consequences of bad grades are never good.

Similarly, analysts and shareholders have certain expectations
from the corporations about their potential profits from one quarter
to the next. These are captured in analyst estimates. Analysts spend
a lot of time attempting to forecast corporate profits, especially for
more widely followed names.

For most companies, fiscal quarters end in March, June, Septem-
ber, and December, and peak earnings reporting periods begin
roughly two weeks after the end of the quarter and span several
weeks. For example, investors can expect a flood of first earnings
reports from mid-January to mid-February.

Dividends Defined

A dividend is a payment by a company to a shareholder. It repre-
sents a percentage of profits that is being returned to shareholder.
Younger growth companies typically don’t pay dividends, and some
industries that have heavy cash flows, like utilities and Real Estate
Investment Trusts, often pay hefty dividends. The percentage of div-
idends relative to the share price (or dividend/share price) is known
as the dividend yield.

Earnings reporting seasons are significant, because in the long
run, shareholders are rewarded from company profits. Strong
profit growth typically drives share prices higher. In addition, in
the absence of profits, a company can’t pay dividends. Therefore,
periods of strong profit growth are likely to be accompanied by
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rising share prices, and when earnings growth is lackluster and falls
short of expectations, the result is falling stocks and higher volatility.

Find Your Niche

After years of successfully trading S&P 100 and S&P 500 Index
options, I decided to use my same strategies on the Russell 2000
Index. While the two instruments are similar, there are important dif-
ferences. Themost important is that while the S&P 500 is a barometer
for the performance of large companies, the Russell is designed to
track two thousand of the smallest listed stocks on the US exchanges.

For some still unknown reason, I simply couldn’t achieve the
same results trading options on the small-cap index. I lost money
on my strategies, until I shifted my focus back to the large-cap S&P
500 contract.

Don’t get me wrong. There are many traders who find success
with strategies on the Russell 2000. There is nothing wrong with the
product itself. It just wasn’t the best trading vehicle for me. So, while
I consider it a valuable indicator for tracking the performance of the
small-cap asset class, it is no longer a name I trade.

Summary

Many of the indexes, stocks, futures, and indicatorsmentioned in this
book can find a place on your trading screen, but it’s very difficult to
track and trade them all. Instead, experience will teach you to focus
on a handful of instruments that you will come to know well and that
you can trade with confidence.

VIX and other indicators have been mentioned in this chapter.
In addition, when looking for trading opportunities, stay tuned to
the pulse of themarkets by paying attention to Federal Reserve policy
updates, watching economic releases, and observing how shares react
to earnings results from one quarter to the next.

My focus turns to the analysis of single stocks in Chapter 3. The
information there serves as building blocks to better understand the
strategies using equity options in later chapters. Keep inmind that all
investing involves risk, including loss of principal. Certain complex
options strategies carry additional risk. Know your risk tolerance and
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fully understand the product before you begin trading. Focus on
a few key markets rather than trying to trade them all. Now let’s
talk stocks!
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Know the Underlying

The global financial crisis of 2007–2008 is considered by many
economists as the worst financial catastrophe since the Great Depres-
sion of the 1930s. A number of large global financial institutions
were near the brink of collapsing before national governments
offered bailouts. The housing market collapsed, and equity mar-
kets around the globewere left reeling.When thedust settled, experts
scrambled to find reasons to explain the course of events. Some
partially blamed the financial debacle on complex financial products
called derivatives.

It’s important to note, however, that the types of derivatives that
created problems for financial institutions during the crisis are very
different than those I trade, or that most brokerages would allow you
to trade, and the ones I cover throughout this book. The typical def-
inition of a derivative is any instrument that has its value derived from
another asset. It covers a wide range of different types of instruments.

A futures contract is a derivative because its price is driven by
the value of the commodity, index, or equity. For instance, S&P 500
futures derive their values from the S&P 500 Index. The futures are
the derivatives, and the S&P 500 Index is the underlying index.

Relatively new instruments, including credit default swaps, were
among the derivatives that sent shock waves through financial
institutions in 2007–2008. They were structured by a handful of
firms and traded over-the-counter between major banks. Swaps,
structured notes, and other over-the-counter (OTC) derivatives are
not discussed in the pages of this book.

31
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Instead, the focus is on exchange-traded options that have
existed for more than forty years in the United States. My examples
use puts and calls that are standardized contracts and listed on a
number of different exchanges. The underlying instruments of these
contracts are equities and indexes. Similar strategies can be applied
to options on futures and exchange-traded funds (ETFs) as well, but
those underlying instruments are for an entirely different book.

Where Do Options Trade?

The listed options market is a vibrant, largely electronic venue where
buyers and sellers trade puts and calls for a variety of different rea-
sons. An investor might be writing (selling) call options against posi-
tions in a stock portfolio to potentially generate additional income.
A fundmanager is possibly buying puts on the S&P 500 to hedge risk.
An aggressive trader might be taking a position in options on a tech-
nology company to participate if shares move higher during the next
few months.

Regardless of the objective, all customer orders to buy and
sell options are directed to a brokerage firm, and those orders are
delivered to the exchanges. As of this writing, thirteen different
options exchanges exist in the United States, and additional ones
are expected in the years ahead.

The Options Clearing Corporation (OCC) processes the options
transactions that happen across all exchanges. TheOCC is a clearing-
house and also the entity responsible for ensuring that obligations of
individual contracts are fulfilled.

The role of the OCC is extremely important. Any investor who
enters into a contract to buy or sell an underlying asset wants to be
confident that the terms are honored by the counterparty. A buyer
wants to make sure a seller can pay, and a seller needs to know that
the buyer can deliver.

When a listed options contract is traded on an exchange, there is
no direct link between the buyers and sellers. The exchanges estab-
lish a clearing firm—in this case the OCC—to process trades and
also guarantee that any contract listed on the exchanges is fulfilled.
If a firm or individual runs into trouble, the terms of the contracts
are still honored and fulfilled. No clearinghouse in the United States
has ever failed.
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Dialing into Volume

Volume refers to the number of units traded in a particular security.
In options and futures markets, volume is measured in contracts.
Stock volume is equal to the number of shares traded.

Of the current thirteen equity options exchanges, the Chicago
Board Options Exchange (CBOE) is the oldest options exchange
and is today perhaps best known for its trading pits of two products.
The S&P 500 Index (SPX) and the CBOE Volatility Index (VIX) are
exclusively listed on the CBOE and still trade in live, auction-style
markets.

Beyond VIX and SPX options, however, the majority of options
contracts are multiply listed across all options exchanges. Market
makers update options quotes as needed, and prices are typically
uniform across all exchanges; otherwise, a risk-free arbitrage oppor-
tunity would exist. That is, an investor could buy on one exchange if
a lower price existed and then sell on the competing exchange where
a lower price was present.

The Options Pricing Reporting Authority (OPRA) provides the
latest options quotes and sales information to market vendors, as
reported by the various exchanges. Those quotes are then distributed
to market participants. In later chapters, I will show how options data
on volume and open positions can be used to gauge the liquidity of
specific contracts.

Figure 3-1 shows an example of volume by exchange for a
typical trading day in late 2015. In addition to the CBOE, the
International Securities Exchange (ISE), the Philadelphia Stock
Exchange (PHLX), NYSE-AMEX, NYSE-ARCA, NASDAQ, and BATS
see substantial market share. Relatively new players include the
Boston Options Exchange (BOX), C2, ISE Gemini, Miami Options
Exchange, and EDGX Options.

There is one important reason why there are thirteen exchanges
and the list is likely to grow: technology. Some of the newer
exchanges emerge with new technology designed to appeal to
specific trading firms and institutional investors. Each exchange has
its own bells and whistles that are designed to capture market share
and order flow.
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Options

Equity

Exchange Volume Market Share

AMEX 1,464,187 11.50%
ARCA 1,238,401 9.73%
BATS 1,277,720 10.04%
BOX 431,110 3.39%
C2 248,393 1.95%
COBE 1,724,062 13.54%
EDGX 48,513 0.38%
GEM 399,530 3.14%
ISE 1,830,508 14.38%
MIAX 921,702 7.24%
NOBO 135,399 1.06%
NSDQ 858,043 6.74%
PHLX 2,154,883 16.92%

OCC Totals 12,732,451 100.00%

Figure 3-1 Daily Market Shares by Exchange, December 8, 2015
Source: Optionsclearing.org

Futures and futures options, meanwhile, trade primarily on the
Chicago Board of Trade (CBOT), Chicago Mercantile Exchange
(CME), and theNewYorkMercantile (NYMEX),which,due to various
mergers and acquisitions over the years, are all under the umbrella
of the CMEGroup. Their primary competitor is the ICE group.

Regardless of the number of futures and options exchanges,
once the order to buy or sell an option is directed to the brokerage
firm, it is then sent for execution at the best price possible. The indi-
vidual investor doesn’t need to specify to which exchange the order
is delivered.

After the order is executed, positions are updated in the
investor’s account, all within fractions of a second. In the next
chapter, we explore a few different order types when placing trades.
For now, my focus turns to the underlying. Key indexes were already
discussed in Chapter 2, so now I will address individual stocks.

Stock Talk

Equity or single stock options represent roughly half of the total
listed options volume in the United States today. Index, ETF, and
futures options make up the other half. Many of the strategies in
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later chapters will use stock options as examples; therefore, an under-
standing of the underlying instrument is important as well. So, what
is a stock or equity?

A stock (or common stock) represents a slice of ownership inter-
est in a publicly traded company. In order to have shares publicly
listed, a company must issue stock through an initial public offering
(IPO). After the IPO, shares begin trading on the stock exchanges,
and investors can buy and sell through their brokers.

Where Do Stocks Trade?

While options are typically listed across all the exchanges, most
stocks are listed on either the New York Stock Exchange (NYSE),
BATS or the NASDAQ. While the NYSE still maintains a live trad-
ing floor in the financial district of Manhattan, the NASDAQ is all
electronic.

As an example, you have opened an account with a brokerage
firm and deposited cash into the account. You have identified com-
pany XYZ as a suitable longer-term investment for your portfolio and
placed an order to buy two hundred shares for $25 per share. Your
brokerage firm executes the order on your behalf. You pay $5,000
($25 × 200 shares) for the stock from the cash in your account and
now have a long position in two hundred XYZ shares.

As a shareholder, or stockholder, you legally own stock in
the publicly traded company XYZ. Because they are listed on the
exchange, you can sell the shares at any time as well. If you sell the
stock for more than what you paid, the sale generates a (typically
taxable) profit. On the other hand, if you sell for less than what you
paid, you book a loss.

Until the shares are sold, you are a shareholder and have certain
rights and privileges, which include:

• The right to dividends, if any are declared
• The right to purchase new shares if issued by the company
• The right to vote on directors nominated by the board

The market price of a stock can change from one minute to the
next due to general market conditions or company-specific news.
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For instance, shares of energy-related companies are sensitive to
changes in the price of crude oil, and a financial services stock might
see gyrations if there are sudden changes in interest rates.

Quarterly earnings reports and anymidquarter guidance can also
trigger rapid changes in stock prices. While some names see very
fast price changes from one minute to the next, others can seem to
grind in ranges for weeks, months, or even years. The speed of price
changes is sometimes referred to as volatility, and because it’s a very
important concept for options traders, it is covered in great detail in
later chapters.

When buying and selling stocks during market hours, there
are three key pieces of price information to consider: last price,
bid price, and asking price. As an example, using TD Ameritrade’s
paperMoney® platform, we can get the latest information for U.S.
Steel by typing the stock’s easy-to-remember ticker symbol, X, into
the Quick Quote box or on the Trade screen (Figure 3-2).

In this example, the best bid is $8.18 per share, and that’s the best
price a buyer is willing to pay for shares at that time. If an investor
enters an order to buy three hundred shares for $8.20, that price
becomes the best bid and will replace the $8.18. Note that the size
(as seen in Figure 3-3) will also change from 2 to 3, reflecting the fact

Figure 3-2 Stock Price—Last, Change, Bid, Ask

Figure 3-3 Example of a Stock Quote with Order Entry Screen
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that the best bid is now $8.20 for three hundred shares. (Youmultiply
3 × 100 when looking at quote sizes.) It is an industry standard that
the bid or ask price shown should be multiplied by one hundred.

The opposite is true if an investor places a sell order for three
hundred shares at $8.20 per share. The best asking price, or the price
an investor is willing to sell the stock, updates to $8.20, and the size
changes from 11 to 3. Inmany trading platforms, you can simply click
the bid or ask price in order to place a trade (Figure 3-3).

Obviously, the bids and asks change as investors place buy and sell
orders for different sized blocks of shares. It is the market makers’ or
specialists’ job to maintain steady quotes in the equities market, and
most of this is done electronically today. In addition, as shares are
bought and sold, the total volume traded for the day also changes.
In the case of the U.S. Steel example, as we can see in Figure 3-4,
the stock dropped $0.58, and the last price was $8.25 on 11.9 million
shares traded for the day.

Click the arrow by the last price to get to know the stock a bit
better. In the U.S. Steel example in Figure 3-4:

• The stock offers a 2.4 percent dividend yield, which means that
the total dividends paid ($0.05 per quarter) in the past twelve
months equals 2.4 percent of the current stock price.

• The price-to-earnings ratio is negative because the company has
been posting earnings per share (EPS) losses.

• The high and low prices for the most recent trading day were
$8.59 and $8.08, and for the past year (fifty-two weeks), they
were $29.62 and $6.80.

• The company has 146 million shares outstanding and a
$1.2 billion market cap ($8.25 × 146 million).

• The beta of 1.97 suggests that the stock is nearly two times more
volatile than the broader market. An expanded definition of
beta follows.

• Click Company Profile to see more detailed stats and other
information.

Figure 3-4 Quote Detail
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Brief Note on Beta

A stock’s beta is a measure of the volatility of the underlying instru-
ment. Based on the capital asset pricing model (CAPM), it captures
the systematic risk of the security compared to the overall market.
While useful for stock investors, options traders typically gauge the
volatility of a security using other measures such as historical and
implied volatility, which are covered in more detail in later chapters.

Charts can also be helpful tools for becoming familiar with a
stock and how it behaves from one day to the next. In many charting
applications, time frames can be changed to daily, weekly, and
monthly to see trends over time. Shorter time frames, including
minute-by-minute, can be charted to see how the stock is trading
throughout the trading day (or intraday).

Charts typically also show times when the company reported
earnings, held conference calls, and paid dividends, as illustrated in
Figure 3-5 with blue, red, and green circles. Charts will often include
share volume along the bottom. We can see in Figure 3-5 that some
obvious volume spikes in U.S. Steel occur around earnings reports.
Numerous other studies can be displayed on charts as well. As an
example, a thirty-day moving average is included on the U.S. Steel
chart in Figure 3-5. Moving averages and other studies are explained
in more detail in Appendix B.

Breaking news can also impact stock prices, and remaining aware
of the current news on a stock is important. Many modern platforms
import news from various third-party providers. Somemight even dis-
play news related to a given stock near the stock chart. As illustrated
in Figure 3-5, news fromDow Jones Newswires, CNBC, PRNewswires,
and tastytrade are displayed.

Exchange-Traded Funds

Exchange-traded funds (or ETFs) represent a substantial percentage
of activity in the U.S. equities and options market today. As the name
suggests, an ETF is simply a fund that trades on the stock exchanges.
Investors can buy and sell shares as they do shares of common stock.

The SPDR 500 Depository Trust (SPY), or Spiders, is among the
most actively traded among them. Launched on the American Stock
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Figure 3-5 Daily Stock Chart and Live News
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Exchange in 1993, the fund was created to offer investors a way to
trade the entire S&P 500 with just one instrument. It has very actively
traded options as well.

Since the launch of Spiders, a number of other ETFs have been
launched. Some hold equities, while others have been created to
hold bonds, commodities, and even volatility futures. ETFs are an
important part of the options market today and account for more
than a third of the daily trading activity from one day to the next.
The examples in this book, however, include stocks and indexes as
underlying instruments.

Short Selling

A short seller typically takes a position when the investor expects a
stock’s price to fall. The idea is to sell now and buy back (or cover
the short) later at a lower price. In most short-selling situations, the
investor does not own shares of the company in question. Instead,
the stock is borrowed from the brokerage firm before it is sold. This
is possible because some investors, particularly big institutions, are
willing to lend shares out, and the brokerage firm has permission to
do so.

Not all stock is available for short selling, however. When a stock
becomes hard to borrow, it is difficult to find for the purpose of short
selling. A hard-to-borrow stock might even be impossible to borrow
or very expensive to short, because borrowing rates (fees charged by
brokerage firms to lend shares out) typically increase. In addition,
exchanges can place short-selling restrictions on certain names dur-
ing periods of increasing volatility.

Don’t Squeeze Me

A short squeeze happens when a stock with heavy short interest
moves higher and short sellers scramble to cover positions. This
can happen when a heavily shorted name surprises investors with
better-than-expected earnings or other news.

In many cases, however, the stock is available for shorting, and
some more advanced options strategies use short stock. Keep in
mind that the short seller borrows the stock and is also responsible
to pay out any dividends declared by the company while shares
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are held short. Additionally, the risks to an unhedged short position
can be considerable if the stock makes a sudden move higher.
Theoretically, there is no limit to how high a stock price can go;
therefore, there is no limit to the potential losses to the short seller.

On the Margin

An investor can borrow money from a brokerage firm to buy or sell
shares if a margin account is opened. In essence, buying on mar-
gin involves the purchase of a stock by paying a portion of the total
cost (the margin) and borrowing the balance from the brokerage
firm. The brokerage firm will charge you interest on the amount that
you borrow. For stock trading, the amount of margin required is set
industry-wide by the Federal Reserve Board, but amounts andmargin
rates can vary from one broker to the next as well.

Meanwhile, in the futures market, the futures exchange states
a minimum amount of margin to deposit in the account to enter
a futures contract. Called the initial margin, it is typically 5 to 10
percent of the futures contract and will vary based on the value and
volatility of the product. Lastly, in the options market, contracts are
paid for immediately and in full. Margin requirements formore com-
plex strategies are based on the amount of risk involved.

Some investors, based on clearly defined approvals and account
balances, can also use portfolio margin when trading multiple secu-
rities or strategies at once. Rather than computing margin based on
the risk of the individual securities or strategies within an account,
portfolio margining is computed using the portfolio’s overall risk
considering the net exposure of all positions. It can lower margin
requirements and increase account leverage and the associated risks
as well.

At the end of the day, each investor must decide if margin and
leverage align with financial objectives and should be included as
part of their long-term trading plan. The first step is to understand
the underlying and the risks. This chapter and the previous one cov-
ered underlying stocks and indexes. The next chapter considers risk.

Summary

Listed options in the United States started trading on the CBOE in
1973. Since that time, the number of exchanges has increased to
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more than a dozen, and tens of millions of contracts change hands
each day. Each option derives its value from another asset known as
the underlying security.

Knowing the underlying is therefore essential when trading
options contracts. Indexes were covered in detail in the previous
chapter. This chapter offered a background on stock trading.
Futures and ETFs are an important part of the options industry as
well but are not covered throughout the remainder of this book.
Instead, the focus is on stock and index options.
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Avoiding Mistakes

My early experiences on the trading floor taught me a lot. After
being given the opportunity to pursue a career as a floor trader, I was
excited and convinced that I could be very successful trading options
if given a chance. It was, therefore, surprising to me that the two
gentlemen who served as my early financial backers said they’d hire
me on only one condition: I could keep the job if, after a six-month
trial period, I had learned how to reach breakeven.

Their experience taught them that the key to longer-term success
when trading options is not shooting for the stars. The important
thing is not losing. Maintaining breakeven was obviously not a long-
term goal, because the ultimate goal is to generate revenues from
trading. But risk management and avoiding large losses were seen as
the keys to longer-term viability.

I did a bit better than breakeven after my first six months, and
after a few years of successful trading, I bought the other two gen-
tlemen out and started trading for my own account. Forming the
good habits in the early years helped me tremendously, and I spent
a total of twenty-one years on the Chicago Board Options Exchange
(CBOE) floor.

If I can avoid losing, my chances of winning improve. That’s the
philosophy that still drives my trading approach today. So, how do
investors avoid losing, especially in the early days of their trading pur-
suits? What are the mistakes people sometimes make that set them
back and limit their success? Let’s dig into that now.

43
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Position Size

You have already heard it a million times, and common sense tells us
that if an investment idea seems too good to be true, it probably is.
Yet, there have been times in my career when I have been so confi-
dent on a position that I have bitten off more than I could chew and
suffered the consequences.

What I learned: There are absolutely no free lunches in investing.
You can never know how other people will interpret news or how
markets will react. A sure thing doesn’t exist, and the all-in attitude
with respect to an investment or position is simply dangerous.

Instead, position sizes should be consistent with one’s overall
portfolio, risk tolerance, and trading plan. An investor should be
able to withstand a series of losing trades, and one bad trade should
not decimate an entire trading account.

I suggest starting small while you’re learning the ropes. As your
knowledge, experience, and skills develop, consider bigger trades.
However, be sure the trades are commensurate with your risk
appetite and trading plan. Market conditions change all the time, so
you want to avoid an all-in attitude, even if you have scored a series
of winning trades using a strategy or methodology.

Think in terms of partials. That is, if I want to buy 1000 shares of
stock, I set a target for an average buy price and might start by pur-
chasing 300. That way, if things move against me, I have the opportu-
nity to buy more at a better price. If it moves against me again, I can
purchase more at an even better price. But if it moves my way imme-
diately, it’s winner, winner, chicken dinner! On the other hand, the
stock price could continue to fall and result in additional losses. Also,
a dollar-cost–averaging strategy like this will incur additional commis-
sion charges.

Remember though, it’s typically better to try to hit singles and
doubles over time rather than try to hit a home run once every sea-
son. Swinging for the fences typically leads to a lot of strikeouts. I will
demonstrate in later chapters how an understanding of probabilities
can help identify the types of strategies that have served me well over
the years.

Volume and Liquidity

Not all stocks or options see the same amount of activity or volume
from one day to the next. In stock trading, volume is measured in
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the number of shares traded. A name with robust volume typically
has lots of bids and offers, because there are more orders to buy and
sell. A stock like this would be considered very liquid. On the other
hand, a stock with relatively little trading activity from one week to
the next sees fewer bids and offers. Somemight call it thin or illiquid.

Don’t Fall for Slippage

Slippage refers to the amount paid to enter or exit a trade due to the
difference between the bid-ask spread. Trading very active names
with narrow spreads can help reduce the impact of slippage. Wide
spreads, particularly in less active options, can result in noticeable
slippage.

The difference between the bid and asking price is called the
spread. In 2016, Apple Inc. is a popular and actively traded name. It
has a lot of trading activity, and a substantial number of investors buy
and sell from one day to the next. It typically has a very narrow (or
tight) one-penny spread. In Figure 4-1, for example, the last price it
traded at was $111 per share with the bid-ask at $111 to $111.01.

Narrow spreads are important to all traders, because they reduce
the amount of slippage associated with buying and selling. In the
Apple example, for instance, there is virtually no slippage to consider,
because price quotes are a penny apart. However, brokerage firms
typically charge a fee or commission for each transaction, and that,
in turn, should be factored in to the cost of trading as well.

Obviously, to an investor only trading once or twice per month
and holding positions for many months or years, the impact from
bid-ask spreads or commissions is less significant compared to an
active trader placing frequent orders to buy and sell. Using a virtual
trading platform to practice trading can help you get a better sense
of how much slippage can impact results.

Figure 4-1 Apple Stock Quote
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For this book, I tried to focus on names that are relatively actively
traded with ample liquidity in both stocks and options contracts. Too
much slippage from wide spreads can negatively impact results. It’s
also important to consider transaction costs from commissions and
other fees.

Order Entry Techniques

Savvy traders know the importance of using different order types in
different situations. As an analogy, if you’re a bass fisherman like
me, you know that some lures or baits work in different locations,
times of day, or weather. When you head out to the lake, you bring
along an entire tackle box, because you want to be prepared for any
possible condition.

Must-have order types for your trading tackle box include:

• Market orders: An order to buy or sell at the next available
price.

• Limit orders:Anorder to buy or sell at a specific price or better.
• Stop market: An order that is triggered when a stock hits a

certain price. Once the stop is hit, the order becomes a market
order, seeking a fill at the next available price.

• Stop limit: A stop limit is similar to a stop market order. How-
ever, once the stop price is hit, the order becomes a limit order.

• Market on close: MOC is an order to buy or sell at the close of
the trading day at the best price possible.

• Limit on close: An LOC order is triggered at the close of trad-
ing at a specific price or better.

Market orders and limit orders are used more than any other
type. A market order is simply an instruction to buy or sell the secu-
rity at the next available price. It seeks immediate execution, but the
investor has no control of the price being paid (if buying) or received
(if selling).

In fast-moving markets, bids and asks can change rapidly, and an
investor placing a market order might pay a higher or lower price
than the last price at the time the order was entered. Be very careful
with market orders as you quickly lose control of your fate.

For instance, let’s say the currentmarket for XYZ shares is $50 bid
to $51 ask, and the investor wants to sell one hundred shares at $50.
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The stock is moving lower, and after the market order was entered,
it had dropped $1 to a bid-ask of $49 to $50. The order is executed
at $49 per share, or $1 less than the investor had hoped for.

Limit orders can only be filled at a specific price or better. For
instance, if the current bid-ask for a stock is $50 to $50.10, an investor
might enter a limit price at $50.05 to buy one hundred shares. The
bid-ask now becomes $50.05 to $50.10, and the order might or might
not be executed depending on overall market conditions. Compared
tomarket orders, limit orders sometimes have less likelihood of quick
execution but will not be executed at a price worse than the amount
specified on the order ticket. In other words, a limit order guarantees
a price but not an execution.

Meanwhile, stop orders are often used to exit or enter positions
when certain conditions are met. A stop market order to sell, for
example, is triggered when a stock falls to a certain level, and then
the order becomes a market order. If an investor has concluded that
she wants to exit a stock if it drops from $50 to $48, a stop market
sell order can be placed at $48, and then the shares are sold at the
next available price if the stock falls to that level. That level could be
higher or lower than $48. The stop limit is similar, but once triggered,
it becomes a limit buy (or sell order).

Stop the Madness

Setting the right stops is a skill that takes time to learn. While they
are useful tools, you will see later that option strategies can offer
important advantages, such as clearly defining risks when the trade
is first placed.

Lastly, some active traders use trailing stops to help protect gains
or limit losses as shares move in one direction or another. A trailing
stop can be set as a percentage or a dollar amount higher than or
lower than the market price. For instance, a trailing sell stop might
be set $2 lower than the current stock price. If shares are at $50, the
position will be stopped at $48, but if it moves to $52, the stop order
moves to the $50 level.

Whether to use market orders, limits, or stops depends on the
objectives of the trade, market conditions, and the level or risk you
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are comfortable with. If time is of the essence and a position needs
to be covered quickly, market orders are typically used. However,
limit orders can be placed between bids and asks to potentially
limit the impact of slippage. Stop orders especially make sense as
risk-management tools for active traders. In later chapters, you will
see how certain option strategies can produce results similar to stop
or limit orders.

Understand Risk

A perfect investment for one person is not necessarily the best
idea for the next. For example, eighty-year-old Aunt Gertrude
from Wichita probably has different risk tolerance than twenty-five-
year-old Tony from Toledo. Aunt Gertrude is concerned about
protecting her nest egg, generating income from her investments,
and estate planning. Tony wants to invest part of his paycheck each
month and build a portfolio over the longer term. Because of Tony’s
youth he is able to take on more risk.

To determine if a strategy or investment aligns with your finan-
cial objectives and risk tolerance, it makes sense to consider the risks
and rewards of the idea. That is, does the opportunity offer enough
reward to compensate for the risks? Is there too much risk and not
enough potential gain? Or are there insufficient rewards given the
level of risk?

Just like a stock chart can help you see changes in price over time,
a risk graph (or risk curve) can help you visualize the potential risks
and rewards of an idea or strategy. It shows the profits and losses of
a position as the price of an underlying changes. Figure 4-2 shows a
simple example of a risk graph for owning or going long a stock.

The first thing to note on the risk graph is that it includes two
axes. The y-axis is the vertical axis and represents the potential prof-
its and losses of the strategy. The x-axis is the horizontal axis and
represents the change in the stock price (futures, index, or whatever
other underlying security is being analyzed).

Because a stock price can’t be negative, the x-axis is never less
than zero. As the stock price moves higher, the position increases in
value, and as the stock price moves lower, the value decreases. Any-
thing on the y-axis above the x-axis is in the profit area. Anything on
the y-axis below the x-axis suggests a loss.

Risk graphs are useful because they show how various strategies
might perform as the price of the underlying changes. In Figure 4-2,
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Long Stock Risk Graph
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Figure 4-2 Long Stock Risk Graph

it’s easy to see that the profits of a long stock position increase as share
prices move higher and lose value as share prices fall. Intuitively, this
makes sense. If you buy a stock, you want it to move higher, not lower.
However, the simple risk graph in Figure 4-2 doesn’t show the dollar
amount of profit or losses.

While it’s possible to draw risk graphs by hand, trading software
makes the task a whole lot easier. For example, in Figure 4-3 we
see that eBay is currently trading for $28 per share. By clicking on the
ask price, the drop-down menu in this software package includes
the word Analyze. To the right of that, we select “Buy trade.” We can
then analyze the risks and rewards of buying one hundred shares of
EBAY at $28 per share.

Figure 4-3 Analyzing a Stock Trade
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Obviously, if an investor buys shares of eBay, he wants the price to
move higher. For instance, if one hundred shares of stock are bought
for $28 per share and sold for $30, the net profit is $2 per share,
or $200 on one hundred shares. The investor bought one hundred
shares for a total of $2,800 and sold one hundred shares for $3,000.
On the other hand, if the stock drops to $25 and is sold at that price,
the loss is $300 on the trade. The investor paid $2,800 for the pur-
chase and collected only $2,500 for the sale.

Figure 4-4 shows a risk graph for buying one hundred shares of
eBay for $28 per share using an analyze tool. Notice that the x-axis
is the stock price, and the y-axis represents the profit or losses. At
the point where the stock price equals $28, the profit and loss equals
zero. On the other hand, if shares climb to $30, the profit is $200.
The position loses $300 if shares drop to $25. Figure 4-5 expresses the
same information in spreadsheet format. In many trading platforms,
the numbers update in real time during the trading day, which is
especially useful when plotting out more advanced option strategies
that include multiple contracts.

Risk graphs of options positions can also be useful, because some
of the more complex strategies actually get their names from the way
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Figure 4-5 Profit/Loss (P/L) Table for Long 100 Shares Purchased at $28
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the risk profile graphs are shaped. Butterfly and condor spreads, dis-
cussed in Chapters 15 and 16, are two examples. Their risk graphs,
as well as all of the other strategies covered in this book, are also
included in Appendix B for quick reference.

Summary

New investors and options traders sometimes focus a lot on the
prospect of making money in stocks or options but don’t give
adequate consideration to the risk of losing. I was fortunate, because
I learned the importance of not losing money early in my career
when I was working on the exchange floor. I learned good habits,
and I’m confident that if you can focus on managing risk, your
chances of winning can improve.

In this chapter I addressed some important factors to consider,
including how volume and liquidity can affect slippage and how
order entry techniques can help mitigate the impact of slippage.
Some orders, like stops, can also be used as tools to manage risk. In
addition, spreading your risk can help you avoid taking on positions
that are too large, and you definitely don’t want an all-in mindset
when looking at new investment opportunities. Obviously, you also
want to know the product and how it trades. Lastly, risk graphs are
valuable tools when considering the risks and rewards of both simple
and complex option strategies.

Now let’s start talking options!
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Options Basics

You wrote your first novel, and the book is an amazing success.
Titled The Final Last Option, this 250-page thriller is selling more
copies than you ever imagined. Readers can’t get enough, and there
is even talk of making the story into a feature film.

A producer approaches you about the book rights for a movie
deal. However, he isn’t yet sure if he can get approval for a budget
from the production company. Nevertheless, the producer wants to
retain the right to the story for a specified period of time while he
tries to obtain the necessary financial backing.

You and the producer agree to a fixed, one-time payment of
$10,000 for the right to buy the story from you for $1 million for
a movie scenario. You agree that at the end of a six-month term,
the agreement ends, and you are free to sell to a different movie
production company if the producer has not paid you $1 million
within that time frame. You keep the one-time payment of $10,000
regardless of whether the producer moves forward with the movie.

Five months later, you get a different offer of $1.5 million from
another movie producer. You are hoping the first producer doesn’t
ask for the rights, because his initial $1 million offer is $500,000 less
than the latest one. Unfortunately, he says he wants to move for-
ward with the film deal. You are now obligated to sell him the rights
based on the agreed upon terms. He is buying the story from you for
$1 million, and you also keep the initial payment of $10,000.

Using options terminology, you sold a call on your story, and the
producer bought the option to purchase it. The producer paid a

55
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premium of $10,000 for the contract and had a fixed period of time
to exercise the terms of the contract. While the producer had the
right to the story through a fixed date, he was not obligated to buy it
from you. On the other hand, you were obligated to fulfill the agreed
upon terms—even if the story increased substantially in value, and
another buyer was willing to pay more.

Now, fast-forward twelve months. After you receive your one-time
payment for The Final Last Option thriller, you do what many people
do when they receive a big lump of cash: You buy a hot new car!
Naturally, you also buy car insurance to protect it.

The next day, a garbage truck slams into your new car as you’re
drafting a second novel while at a neighborhood coffee shop. You
run outside, and to your dismay, the car is a total loss. You file a claim,
and the insurance company pays you a lump sum amount to replace
your vehicle.

The insurance policy is a lot like a put option. You paid a pre-
mium to the insurance company but were under no obligation to
exercise the terms of the agreement unless you needed to. However,
once you exercised that right, your insurance company was obligated
to deliver the money to replace your car.

The insurance company collected the premium, and if nothing
had happened, then the policy would expire at the end of the term.
In order to maintain insurance, the old policy must be replaced with
a new policy. Any premiums paid during the life of the insurance
contract belong to the insurance company, even in the event of a
claim. The insurance policy is for a fixed amount of time and must
be renewed (by paying a premium) to continue to do so.

In the world of options trading, contracts are obviously not based
on movie rights or auto insurance. Instead, underlying assets are
stocks, exchange-traded funds (ETFs), indexes, futures, and other
financial instruments. The idea is similar, however.

A call option gives the owner the right to buy (or call) a specific
instrument for a fixed period of time (expiration date) and for a
set price (strike price). The seller (writer) of the option collects a
premium from the buyer and, in exchange, is obligated to honor the
terms of the contract and deliver the product if asked to do so.

A put option gives the owner the right to sell (or put) the under-
lying asset at a strike price through an expiration date. The seller
collects a premium and is obligated to buy (have put to them) the
underlying asset per the terms of the contract until it expires.
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Once the expiration date is reached, options contracts cease to
exist. As you will see, options contracts can be closed or offset at any
time prior to the expiration as well.

Stock Options

A stock or equity option is a contract to buy or sell shares of an indi-
vidual company. A standard contract controls one hundred shares.
In other words, the underlying asset of one stock option is one hun-
dred shares. One call option gives the holder the right to buy one
hundred shares, and a put option is the right to sell one hundred
shares.

In addition to the underlying stock, the options contract is
defined by three other variables. Is it a put or a call? What is the
strike price? What is the expiration date? These four variables
define an options series. For instance, an Apple call breaks down to
the following:

Stock symbol: AAPL
Expiration: December 18, 2015 (121815)
Type: Call (C)
Strike price: $115

In the trading world, this would be abbreviated to AAPL Decem-
ber 115 call.

Quick Take on Options Tickers

Just as stocks have tickers, so do options. They include several
pieces of information: stock ticker, expiration date, put or call, and
strike price. For instance, an options ticker for Apple December
115 call option is AAPL121815C115. Fortunately, most trading
platforms make it easy to find individual options simply by knowing
the underlying security’s symbol.

To purchase an options contract, an investor pays a premium,
which is determined by several factors. As you will see in later
chapters, the price of the underlying stock and the option’s volatility
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are typically the most important determinant of an option’s price,
but certainly not the only ones.

For now, I will focus only on the mechanics of buying and sell-
ing options and not the determinant of options prices (which is the
subject of Chapter 8). The price of each contract is quoted in dol-
lars and cents, and the premium is multiplied by one hundred to
arrive at the total cost of the contract. This makes sense intuitively,
because one contract controls one hundred shares. [Note: Some-
times options contracts are adjusted due to events like splits or special
dividends and become nonstandard. Always double-check to confirm
you understand the underlying and what it represents.]

Option type: Put or call
Option class: All puts or calls on an underlying are an options

“class.” For instance, all puts and calls on XYZ are called a
class of options.

Option series: All options contracts of a given type with the same
strike price and expiration date. An XYZ March 110 call is an
options series, as is a ZYX June 100 put.

As an example, your neighbor across the street likes to talk
about his investments at the neighborhood barbecue. One Saturday
afternoon, he mentions to you that he recently bought one hundred
shares of General Electric for $30 per share and is considering also
buying two January 30 call options for $2 per contract. How much
would he have invested total?

Answer: $3,400. He bought $3,000 GE in shares (100 shares ×
$30 per share) and $400 in options (2 × $2 × 100). Each call
option for $2 costs $200 when you factor in the multiplier. Trans-
action costs (commissions and other fees) are not included in the
example but are important factors to consider when evaluating
any trade.

The premium is $2 per contract and totals $200 per contract
because of the multiplier. In the options market, a purchase is also
referred to as a debit transaction. The trade or purchase costs money,
and that amount is debited from the account when the order is
executed. On the other hand, the sale of an options contract is a
credit transaction, as cash is credited to the account when the order
is executed. When I cover more advanced strategies later, some will
be initiated for debits and others for credits.
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Don’t Forget the Multiplier

Stock options contracts are quoted in dollars and cents, but the
quotes are not the total premium. The premium is the quote mul-
tiplied by one hundred. That is, the multiplier for standard stock
options is one hundred.

Obviously, the amount of time left until the expiration is an
important determinant for the value of an options contract. Natu-
rally, a contract that expires a year from now is worth more than one
that expires in the next few days.

Importantly, not all options contracts follow the same expiration
cycles. More popular and actively traded names often have very
short-term options, known as weeklys, as well as longer-term con-
tracts listed for trading. Less actively traded stocks might have no
options listed at all or maybe only options with monthly expirations.
In addition to standard monthly expirations, other expiration terms
on an underlying might also include:

• Weeklys: Options that are typically listed on Thursdays and
expire on Fridays of the following week.

• Quarterlys: Options that expire at the end of each fiscal
quarter—March, June, September, and December.

• LEAPS: Long-term Equity Anticipation Securities are options
that are listed with expiration dates up to three years in the
future.

The options chain is the easiest way to see the options, expira-
tions, and strike prices currently listed on a specific stock. A chain
is just a table that sorts contracts by expiration date and strike
prices. Calls typically appear on one side of a chain and puts on
the other. The options then appear sorted by expiration term and
strike prices.

Figure 5-1 shows (for illustrative purposes only) an options chain
for Apple Inc. The stock trades under ticker symbol AAPL, and
on that particular trading day, it was down a dime to $107.23 per
share. The bid-ask to buy and sell shares was $107.28 to $107.34,
and 32.8 million shares traded. The high and low for the day were
$107.72 and $106.45.
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Figure 5-1 Apple Inc. Options Chain

The options chain starts with December weekly options that had
two days left until expiration. There were options that also expired
the following week and, after that, January weeklys that expired
in seventeen days. The January monthly options were expiring in
three-and-a-half weeks.

If you noticed in Figure 5-1 that not all of these expirations
were seven days apart, bravo! That’s because expiration Fridays for
December 25, 2015, and January 1, 2016, were exchange holidays.
Therefore, the expirations were on Thursday, December 24, and
Thursday, December 31. That explains why there are eight days
between the last expiration in December and the first one in January
on the Apple chain.

When all is said and done, options chains are probably the best
and easiest way to see all available expiration terms. There is no need
to guess what expirations might or might not exist. In the case of
Apple, as of this writing, the expirations range two days to options
expiring tomore than two years. Chapter 9, which is on probabilities,
will dig a bit deeper into expiration months and strike prices.

The strike prices are in themiddle of Figure 5-1 and are arranged
from lowest to highest. In this example, the six strikes nearest the
stock prices were added to the chain. With shares near $107, it
included 105-, 106-, 107-, 108-, 109-, and 110-strike calls and puts.
More strikes were listed, but they would take up an entire page to
show them all here.

In this case, the stock had contracts listed in $1 strike increments,
but other stocks might have larger or smaller intervals, depending
on the current share price and the amount of interest in the name.
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Expect the Expiration

When do options expire? Prior to February 2015, the expiration
date on standard monthly contracts was the Saturday following the
third Friday of the expiration month. After February 2015, the expi-
ration date for equity options is the third Friday of the expiration
month. Expiration Friday is also the last day to trade expiring stock
options. When trading index options, pay close attention to the last
day to trade. It can vary by index, and some index options cease
trading on the Thursday before expiration Friday. As weeklies are
now expanding to different days of the week, there can be many
different expiration days.

Stocks with more active options tend to boast greater numbers of
individual contracts, which include additional strikes and expiration
terms. As options expire or share prices move higher or lower,
the exchanges add new expiration months and/or strike prices
as needed.

Option Value

Each option contract includes a strike price that might be greater
than, equal to, or less than the current underlying share price.
Whether it is a put or call, an option that has a strike price that is
equal to the price of the underlying is said to be at-the-money
(ATM). A call option that has a strike price lower than the underly-
ing price, or a put option that has a strike price above the stock price,
is in-the-money (ITM). A call with a strike price higher than the
price of the underlying, or a put with a strike below the stock price, is
out-of-the-money (OTM). Another way to think about value is that an
ITM option has intrinsic value, but ATM or OTM contracts do not.

To compute the intrinsic value of a call option, one can use the
following simple formula:

Stock price – Strike price = Intrinsic value

And for puts:

Strike price – Stock price = Intrinsic value

For example, if a stock is trading for $15, a call option with a 10
strike has $5 of intrinsic value. An investor can exercise the option
and call the stock for $10 and then immediately sell it for $15.
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It is $5 ITM. On the other hand, if the stock is trading for $5, the
10-strike put has $5 of intrinsic value. The stock can be bought
in the market for $5 and put (or sold) at $10. The contract is
$5 in-the-money.

Note that intrinsic value can never be a negative number. When it
equals zero, the option consists only of time value or extrinsic value.
In-the-money options have intrinsic value, while out-of-the-money
and at-the-money options consist only of extrinsic or time value.
To recap:

At-the-money (ATM): Strike price = Stock price
In-the-money (ITM): Call strike price < Stock price or put strike

price > Stock price
Out-of-the-money (OTM): Call strike price > Stock price or put

strike price < Stock price

Note that an option’s intrinsic value is independent of the expi-
ration date and relates only to the strike price versus the price of
the underlying. The June 90 call on an $85 stock has the same $5
of intrinsic value as the March 90 call. However, the June 90 call will
have a higher premium compared to theMarch option due to higher
extrinsic or time value.

The extrinsic value (or time value) of an option is the additional
premium beyond intrinsic value that investors are willing to pay for
the contract. The price of an ATM or OTM option consists only of
time premium.

Exercise and Assignment

All options transactions are either opening or closing. An investor
can buy or sell an option to open or to close. If, for instance, a new
position is initiated as a purchase, it is an opening buy. That position
can later be closed (or covered) through an offsetting sell-to-close
transaction. Options can also be sold-to-open and bought-to-close.
The four order types are therefore: buy-to-open, sell-to-open,
buy-to-close, and sell-to-close.

An options contract can be closed at any time prior to the expira-
tion. For instance, if an investor buys five XYZ January 30 call options
for $1 to open, and the contract increased in value by $0.50, she can
cover the position by selling fiveXYZ January 30 calls at $1.50 to close.
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On the other hand, if an investor sells ten XYZ January 30 puts
at $1 and the value decreases by $0.50, she can cover the position by
buying ten XYZ January 30 puts for $0.50 to close. The investormight
also close out part of a trade by, for instance, buying half (five) of the
XYZ January 30 puts to close. I will discuss the mechanics of this later.

If a position is not closed prior to expiration, two things can
happen. First, if a contract is ATM or OTM at expiration, it has no
intrinsic value and will likely expire worthless and will no longer exist.
For instance, a call option with a $50 strike is not worth anything at
expiration if shares are trading for $45. An investor would not call
a stock for $50 that he can buy in the market for $45. (Note that in
rare instances an investor might exercise an OTM or ATM options
contract. Whether by error or for other reasons, it can happen, but
this is a rare occurrence to be discussed on another day.)

On the other hand, when an options contract is ITM, it has intrin-
sic value and is subject to automatic exercise. According to Options
Clearing Corporation (OCC) rules, any contract that is ITM at expi-
ration is subject to auto-exercise. For example, a long put with a $40
strike will be automatically exercised if shares are trading for $39 at
expiration. The contract has $1 of intrinsic value that would be lost
if not exercised. Chapter 7, which discusses put options, offers some
examples of the exercise of put options.

OCC auto-exercise rules are designed to protect investors from
leaving money on the table. However, an investor can also instruct
the brokerage firm not to exercise the option in some very unusual
situations. Ultimately, the investor wants to be aware of what options
are ITM at the expiration and take the appropriate action by either
closing the position through an offsetting transaction or by anticipat-
ing assignment if they are short the option. Open interest will also
decrease if options are exercised or assigned.

American Style

Stock and ETF options are American-style and can be exercised any
time prior to expiration. Most index options, on the other hand,
settle European-style and can only be exercised at expiration.

Additionally, a stock option can be exercised any time prior to
the expiration as well. It rarely makes economic sense to exercise an
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options contract that has extrinsic value (or time value), because, if
exercised, the time value is lost. However, as expiration approaches
and time premium approaches zero, the possibility of assignment
increases. So if you’re short options, you should be aware of any
options you have that, due to dividend or other circumstances, can
be subject to early exercise. Once the contract is assigned, it is too
late to close it through an offsetting transaction.

Volume and Open Interest

Options chains can also be used to see the amount of trading activity
associated with an individual options contract. On the options chain
for Lululemon (Figure 5-2), volume and open interest are provided
in addition to the bid-ask prices for each strike.

Volume represents the number of contracts traded during that
particular trading session. This is merely a screenshot of what hap-
pened one day and is for illustrative purposes only. Note that the
December 49.5 puts were the most active, with 227 contracts chang-
ing hands.

Volume is reset each day and equals zero at the open. As more
contracts are traded, the volume will increase for that particular day.
It doesn’tmatter if the trade was initiated by a buyer or seller, opening
or closing. As more contracts change hands, volume increases.

Some names see thousands of contracts traded daily, while others
see only a few. Typically, the more volume associated with the con-
tract, the greater the number of buyers and sellers, as well as the
higher number of bids and offers.

Figure 5-2 LULU Options Chain with Volume and Open Interest
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Open interest is another gauge to measure an options con-
tract’s liquidity. It represents the number of contracts that have
been opened by all market participants and not yet closed out. For
instance, if you buy tenXYZ January 30 puts to open, then open inter-
est increases by ten contracts. If you later cover those ten contracts by
selling-to-close, open interest decreases by ten contracts. Open inter-
est is updated just once per day, and like with volume, some names
have substantially more than others.

Index Options

While a stock represents shares of just one company, an index
represents the price action of shares of many different companies.
The first index options made their debut in 1983 when Chicago
Board Options Exchange (CBOE) listed puts and calls on the S&P
100 Index (OEX). Puts on the index resonated particularly well
with portfolio managers looking for a tool to hedge portfolios with
one instrument.

Over the years, the S&P 500 Index (SPX) has gained in popular-
ity, and the options aremuchmore actively traded thanOEXoptions.
The examples in this book going forward use SPX options, but other
optionable indexes were mentioned in Chapter 1 as well.

Index options differ from equity options in several important
ways. The first distinction is that an index is cash settled. Recall that
one single stock option represents the right to buy or sell one hun-
dred shares of stock. Exercise, therefore, involves the delivery of one
hundred shares at the strike price.

The S&P 500 Index is a cash index. While trillions of dollars are
tied to its performance through various financial instruments, the
index itself does not have listed shares. There is nothing to buy or sell.

Instead, if an option is ITM and exercised at expiration, cash is
transferred from one party to the other. The cash is equal to the
difference between the strike price of the option and the value of
the index at expiration, or its settlement value. Later chapters on
puts and calls will explore the settlement process of both stocks and
indexes in greater detail.

Another important difference between single stock options and
index options is that most (but not all) indexes settle European-style.
This means that exercise and assignment only takes place at expi-
ration. There is no risk of early assignment on S&P 500 Index
European-style options.
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A Quick Note about Notionals

Notional value is computed as the units in one contract multiplied
by the spot price of the underlying. For instance, one call option on
the S&P 500 has a notional value of $190,000 if the index is trading
at 1900.

A third fact to keep in mind when looking at index options is
that notional values and premiums are often much higher when
compared to equity options. The multiplier for an S&P 500 Index
option is also one hundred. Therefore, if the S&P 500 is trading at
the 2000-level, one contract controls $200,000 in notional values,
and one S&P 500 Index contract that last traded for $50 represents
$5,000 in premium. The higher notional values and premiums on
some index products are important to consider when initiating
various options strategies.

Summary

Welcome to the world of options. If you understand everything
through this chapter, you are familiar with the basics of where
options trade, the difference between puts and calls, and what their
prices represent. With this information, it is possible to structure a
number of strategies with different risks and rewards. I will cover
them in more detail in later chapters, but keep in mind that each
of the examples is for illustrative purposes only. They are not
recommendations to buy or sell particular securities.

Other important points to take home for now are:

• Each option is a contract to buy or sell a security and can be
defined by its underlying security, type (put or call), expira-
tion, and strike price.

• A contract is ITM if it has intrinsic value and OTM if it consists
only of time value.

• As expiration approaches, options lose time value. Options
that are OTM or ATM at expiration will expire worthless.

• ITM options that are not covered at expiration are automati-
cally exercised.
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• Index options differ from equity options in several important
ways, including notional values and cash settlement rather
than physical delivery of shares.

The next two chapters start to explore basic option strategies
using puts and calls. Then the focus turns to the determinants
of options prices before diving into the final section in Part II:
“Probabilities.”
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Introduction to Call Options

A call option represents the right to buy an underlying asset for
a specific price through an expiration period. One single stock call
option, for example, is the right to buy one hundred shares of stock.
The premium paid for the calls is often a fraction of the cost of the
actual shares. This is known as leverage.

Another analogy can help demonstrate the important concept
of leverage. Let’s say you have $500 of your own money and borrow
$4,500 from Uncle Bill to invest in a sailboat you intend on fixing
and selling next summer. Bill expects some sort of compensation for
the loan and agrees to give you the money if you repay him $4,700
once the boat is sold.

Twelve months later, you have completed the necessary improve-
ments and repairs. You sell the boat for $5,500, and total profit is
the sale price ($5,500) minus the money you invested ($5,000), or
$500. Of that, Uncle Bill received $200 (on his $4,500 investment),
while you received $300 (on a $500 investment). Stated differently,
you earned a 60 percent return on your $500 and did much better
than the 4.4 percent return Bill earned on his $4,500. The leverage
ratio in this case is nine-to-one, because you borrowed $9 for every
$1 you invested of your money.

Now what happens if the boat sells for less than expected? For
instance, at the end of twelve months, let’s say the best you can get
for the boat is $4,700. In this case, you repay Bill $4,700, according
to the agreed upon terms. Yet, you invested $500 and have nothing
to show for it. Although the sale of the boat was a total loss of $300

68
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($5,000 invested minus the $4,700 sale price), you lost your entire
investment, and Bill earned 4.4 percent on his $4,500.

As you will see in the next two chapters on calls and puts, lever-
age is a double-edged sword that can amplify returns but also result
in large percentage losses, depending on changes in the underly-
ing. This chapter begins with a focus on single-stock call options and
then looks at some examples using indexes. The next chapter covers
equity puts and index puts.

The examples, some using real tickers and some hypothetical,
are for illustrative purposes only and are not a recommendation to
buy or sell any individual securities. At the end of the chapter, you
should understand the risks and rewards associated with being long
or short call options. These are certainly not recommendations, as
options trading is not suitable for everyone. As we all know, market
conditions constantly change, and just because a strategy may have
worked in the past, there is no guarantee it will work in the future.

Call Options versus Stock

Many investors see options trading as a natural extension of stock
trading. Consequently, buying calls often makes the most sense intu-
itively. That is, rather than buying shares of a stock outright today and
hoping to sell them at a higher price at a later time, one strategy is
to buy calls in anticipation that the premiums will increase and then
sell the calls later at a higher price. It’s the old adage “buy low, sell
high” that you have heard many times.

As you will see, however, there are a number of important
differences between owning shares of stock and owning call options.
The owner of calls doesn’t receive dividends and doesn’t have the
same rights as a stockholder. Additionally, if a stock moves up $1,
the options might move up smaller amounts or maybe not at all.
(This is explored in more detail in Chapter 8, “Components of

Rights versus Obligations

The owner of an equity call option has the right to buy the underly-
ing stock per the terms of the contract. It is his choice. A call option
seller (or writer) on the other hand, has the obligation to sell the
underlying stock per the terms of the options contract.
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Options Prices.”) As we will see in this and later chapters, one of the
primary differences is that call options are decaying assets. This time
decay is due to the way options premiums are priced, which will be
made clear in later chapters as well.

As you probably already know, bullish options traders buy calls
when they expect the stock price to go up. The concept is similar
to simply buying shares of stock, but call options will have different
risks and rewards due to the leverage involved. The amount of lever-
age will depend on the amount paid to enter the trade (the debit),
as well as the number of contracts traded, the time left until expira-
tion, and the relationship between the strike price and the underly-
ing share price. All of this will become clearer as we work through
some examples.

Risk and Reward of Long Call

All investments carry some degree of risk, and the most an investor
can lose on a long call purchase is the amount of money paid to
enter the contract (the options premium plus any associated broker-
age commissions and fees). In most cases, the desired outcome is for
the stock to move higher in price and the calls to increase in value.
However, if shares fall, the call will likely decrease in value and might
even expire worthless.

When a Call Doesn’t Fall

There are times when the call or put option might not behave as
anticipated because it is far out of the money (OTM) or other fac-
tors, like time or volatility, are affecting premiums. The reasons this
happens will be made clearer in Chapter 8 when I discuss the com-
ponents of options prices.

To better illustrate, Figure 6-1 shows the simple risk graph of
owning a long call option. Recall from Chapter 4 that a risk (or
profit/loss) graph shows the profit and loss of a trade on the y-axis
(vertical) and the changes in the underlying stock price along
the x-axis (horizontal). The upward to the right shape of the long
call risk curve is due to the fact that calls increase in value as the
underlying stock moves higher. The expiration breakeven is at zero,
where the diagonal line moves through the x-axis.
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Long Call

Breakeven

Stock Price
at Expiration

Profit or Loss

0

Figure 6-1 Long Call Risk Graph

Mathematically, the breakeven of a long call purchase at expi-
ration is equal to the strike price plus the debit paid for the calls.
A call that is bought for $1 with a 20-strike price, for example, has
an expiration breakeven at $21 per share. At that price, the calls are
$1 in-the-money (ITM). That $1 of intrinsic value at expiration cov-
ers the $1 that was paid for the options, and the position breaks even,
excluding transaction costs.

Breaking Even

Options traders talk a lot about the breakeven (BE) of a trade. It’s an
important concept, because the BE is the level at which the strategy
has no gains or losses. In this book, I refer to the breakeven at the
expiration of the options and explain how to compute breakeven
levels for various strategies. Trading software can be used to com-
pute breakeven levels as well.

Returning to the 20-strike call bought for a $1 debit, any share
price above $21 at expiration results in profits, and anything below
that price level translates into losses. However, the calls can be
sold-to-close at any time prior to expiration as well. The profit or
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loss if the position is sold-to-close will depend on the price of the
options prior to the expiration. If the options are sold at the same
price as the purchase price, the position breaks even. Of course, the
call buyer wants the option to increase in value and either sell it at a
higher price or exercise the option and call the stock.

To summarize the long call purchase:

Strategy: Buy calls
Direction: Bullish
Debit or credit: Debit
Risk: Premium paid + Transaction costs
Breakeven: Strike price + Debit
Potential profits: Theoretically unlimited

If the call is not sold-to-close prior to expiration, several things
can happen, depending on where the stock price is relative to the
strike price of the option. If a call is ITM and has intrinsic value of
a penny or more, it will be subject to auto-exercise. That means the
long call holder will call (or buy) one hundred shares of the stock
per contract at the strike price of the call option. If exercise is not
the desired outcome, then it is important to either close the position
before expiration or express do-not-exercise instructions to the bro-
ker. Out-of-the-money options have no intrinsic value and, in most
cases, expire worthless.

Real-World Example

At this point, the idea of buying a call option should be well under-
stood. It’s time to go through some real-world examples using actual
prices. The examples are for educational and illustrative purposes
only and are not solicitations or recommendations to trade a specific
security or use a specific strategy.

Facebook (FB) was trading for roughly $90 per share at the end of
September 2015. Looking at the option chain in Figure 6-2, you can
see a couple of options strikes and that the January 85 call options
on the social media company were trading for $9.65 to $10.05 per
contract.

I will use round numbers throughout the strategy discussions
as much as possible to simplify the math. For example, with Face-
book trading for $90, the 85-strike call is $5 ITM and trading
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Figure 6-2 Facebook Options Chain (9/30/2015)

for $10 per contract. Because the multiplier is one hundred, one
contract costs $1,000.

Buy Value, Sell Junk

I often see new investors focus their call buying on OTM options,
but this is opposite to what I teach. I prefer to buy ITM options and
sell extrinsic value. My motto is “buy value, sell junk.”

A buyer takes a long position in one FB January 85 call for $10 on
expectations that Facebook shares will advance in the months ahead.
It is a debit transaction of $1,000, and that, plus transaction costs, rep-
resents the risk to the trade. If shares fall below $85, don’t recover,
and the position is left open through the expiration, the options
expire, and the entire premium is lost. The breakeven is at $95 per
share (strike plus debit), and potential profits accumulate as shares
move higher.

Strategy: Buy 1 FB January 85 call for $10 per contract
Direction: Bullish
Debit or credit: $1,000 debit
Risk: $1,000
Breakeven: $95
Potential profits: Theoretically unlimited

Figure 6-3 shows the P/L graph of one January 85 long call on
Facebook for $10. It restates what was already noted, but in a graph.
That is, the potential loss is $1,000, and the profits happen above
the $95 breakeven. As the stock climbs, the profits increase and are
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Figure 6-3 Facebook Long Jan 85 Call Graph

theoretically unlimited, because there is no limit to how far a stock
can climb.

Note that, in addition to the expiration profit and loss curve, the
risk graph also shows the potential P/L at the time the position is
opened. The breakeven shows only the profits and losses at expira-
tion when time value has reached zero. However, the position will
show gains or losses prior to that time, depending on the movement
in the underlying. For instance, looking at the risk graph, if shares
saw a sudden spike to $95, the profit is expected to be roughly $500
per contract.

Fast-forward three months. It is the end of December and three
weeks before the January expiration. Facebook shares have advanced
and now trade for $105 per share. The January 85 call is $20 ITM, and
the bid-ask to sell or buy the option is $21 to $22. The investor wants
to monetize the gain in the options after the nearly 25 percent rally
in the stock.

If the calls are sold-to-close at $21 minus the $10 debit, the profit
is $11 per contract, or $1,100 on one contract. Had the investor
bought one hundred shares for $85 and sold at $105 instead, the
gain would have been $2,000. So in dollar terms, owning shares
yields greater profits. However, the return (of more than 100
percent) on the long calls is obviously much greater. While the
shareholder saw a 23.5 percent increase in his holdings, the option
holder more than doubled his money. There’s the leverage.

What happens if the options are exercised? For instance, the
investor can call the stock for $85 and sell it at market price for
$105 per share. In that case, the investor records a profit of $20 by
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exercising, minus the $10 that was paid for the options. The profit is
$10 per contract (representing one hundred shares) and less than
the $11 profit received for selling the calls. The reason? Time value.
At $21 per contract, the calls had $20 of intrinsic value and $1 of
time value. If the calls are exercised rather than sold-to-close, any
time value remaining is lost.

Sometimes exercise is the optimal play, but it also depends on
whether the investor wants to take delivery of shares. Other times, an
investor might exercise options to take delivery of shares, even when
a contract is slightly OTM. That’s why a short call might be assigned,
even if it has no intrinsic value. This is rare, but it does happen.

Transaction costs such as commissions, exercise charges, and
other fees should be considered as well. In cases where the con-
tract has remaining time value, it rarely makes sense to exercise to
monetize the gain. Instead, it makes more sense to sell-to-close the
contract. If you are unsure, ask your brokerage firm for guidance.

Rolling, Rolling, Rolling

Rather than selling or exercising an option, another approach to is
to roll a position. That is, if a stock has moved higher and a long
call is now deep ITM, the investor can adjust the position by selling-
to-close the call and buying-to-open a call at a higher strike price.
The adjustment is called a roll and will be covered in more detail in
Chapter 17, “The Close.”

In summary, long calls are often used when an investor expects
the underlying stock to move higher. The options lock in the right to
buy shares at a later time, and the premiums paid to enter the posi-
tion are often a fraction of the cost of buying the underlying shares.
The greater leverage can lead to larger percentage gains, but also big
losses, including the loss of 100 percent of the premium. At the same
time, the potential risk or loss of a long call position are also clearly
defined beforehand.

Short Calls

Selling calls without a position in the underlying is a strategy that
offers limited rewards but can theoretically carry unlimited risks.
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Because a call option gives the owner the right to buy the underlying,
the writer is under an obligation to deliver (sell) the shares at a fixed
price regardless of how high the price of the underlying climbs.

For example, if an investor writes ten XYZ January 50 calls at
$1 per contract with shares near $50 and the stock rallies to $70
before the expiration, the intrinsic value of the calls is suddenly $20,
or a $19 loss per contract, excluding any remaining time value and
transaction costs. On ten contracts, the investor collected $1,000 in
premium but suffered more than $19,000 in losses.

Figure 6-4 is the simple risk graph for the short-call strategy. The
maximum gain is limited to the premium received. The breakeven
equals the strike price plus the credit received for selling the calls.
Losses increase as shares move beyond the breakeven. The potential
losses are theoretically unlimited, because there is no cap to how far
a stock can climb.

Until the short call position is closed, assigned, or exercised, any
gains or losses due to changes in premiums are unrealized. So, if the
position is not closed or exercised, what happens when an investor
is short ITM calls at expiration? You already saw how the buyer can
exercise the right to buy (or call) shares at the strike price. The
call writer, on the other hand, is obligated to sell the stock at the
strike price.

Short Call

Stock Price
at Expiration

Profit or Loss

0

Figure 6-4 Short Call Risk Graph
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Strategy: Sell calls
Direction: Bearish or neutral
Debit or credit: Credit
Risk: Unlimited
Breakeven: Strike price + Credit
Potential profits: Limited to credit received

There is no way to know for certain when assignment will hap-
pen. In addition, assignment might involve all contracts at once, or
it might be one or a few contracts at a time. The Options Clearing
Corporation (OCC) allocates assignment randomly, and as already
noted, the chances of assignment increase as expiration approaches.
It also increases just before an ex-dividend date.

Once assignment happens, it’s too late to close the position, and
a call writer is obligated to deliver one hundred shares per contract at
the strike of the option. If the shares are not held in the account, the
investor must have sufficient funds to meet the margin requirement
for being short the stock.

Using another real-world example, an investor expects Apple Inc.
shares to see limited upside in the next six months and is looking to
sell calls. With the stock around $108 per share, the options chain
shows July 130 calls trading at $1 even. Ten contracts are sold at
$1 each, and a total of $1,000 in premium is collected, less trans-
action costs.

Figure 6-5 shows the risk graph for shorting 10 July 130 calls on
Apple at $1 per contract. The potential profit is limited to the pre-
mium collected, or $1,000. The potential loss is unlimited. The
breakeven equals the strike plus the credit, or at 130, strike plus the
$1 debit, equals $131 per share. At that point, if the calls are assigned,
the investor sells (has the stock called) at $130 per share. The differ-
ence between the market price ($131) and the strike price ($130)
is offset by the $1 premium collected for the calls, and the trade
breaks even.

Losses begin tomount as shares rally and, as you can see from the
graph, can be considerable in the event of amajormove higher in the
underlying. The short call can also be closed before the expiration
through a buy-to-close transaction. If the calls are bought for less than
the sale price, the investor monetizes a gain. If the purchase price at
the time of closing is higher than the sale price, the result is a loss.
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Figure 6-5 Short Apple July 130 Calls Risk Graph

Strategy: Sell 10 Apple July 130 calls at $1
Direction: Bearish or neutral
Debit or credit: $1,000 credit
Risk: Unlimited
Breakeven: $131 (plus transaction costs)
Potential profits: $1,000

The short call strategy offers limited profit potential, and the best
profits happen if shares hold below the strike price through the expi-
ration. At that point, themaximumprofit has been achieved, because
the options expire worthless. The risks are theoretically unlimited
due to the fact that a stock can continue climbing to infinity. There-
fore, this is not a strategy that is appropriate for novice investors.

Later chapters on covered calls, calendar spreads, and vertical
spreads will introduce other strategies that can be initiated when an
investor is bearish or neutral on the underlying stock. The key, and a
theme that you will see over and over again in the strategies section
of this book, is that it’s really all about clearly defining and under-
standing your risks.

Index Call Options

While a single stock option represents control of shares in just one
company, an index option offers exposure to a basket of different
companies. Several indexes were discussed in Chapter 2, “First Days
of Trading,” including the S&P 500 Index. Unlike shares of individual
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companies, an index itself can’t be bought or sold. However, the S&P
500 Index and many others do have listed options.

Like the purchase of a long call on a stock, buying call options
on the S&P 500 Index is typically a strategy used when an investor
is bullish on the stock market and expects it to move higher. In this
case, the underlying reflects roughly 80 percent of theU.S. stockmar-
ket. The investor pays a premium to enter the contract, which has a
fixed strike price and a set expiration date.

Selling or Writing Index Options

Selling index options is a strategy that requires significant capital
and advanced options account approvals. Later, I will show some
examples that involve selling index options as part of spreads. How-
ever, naked (or uncovered) writing of index options is not among
the strategies discussed within this book, because the risks can be
substantial and I am very focused on defining risks.

For example, a self-directed investor is looking to position a por-
tion of her portfolio for a possible turnaround in the U.S. equities
market. After a volatile month of August and September, she wants
exposure for the final few months of the year, because her portfolio
has been underinvested in stocks and she also expects the market
to rebound through year-end. She is also starting a new job with a
retirement plan and higher salary at the beginning of the year.

In order to get exposure to equities, she looks at various oppor-
tunities and thinks S&P 500 Index call options are the best way to
express her bullish view. Her goal in buying S&P 500 Index calls is to
obtain upside exposure to the equity market through the remainder
of this year before proactively making changes to the portfolio at the
beginning of next year when other life changes are taking place.

ITM versus OTM Call Buying

This example is using OTM calls and is to demonstrate the mechan-
ics of call buying on an index. My approach is typically to purchase
ITM calls when looking for upside exposure to long stock or calls.
I like options that have some value already when I purchase them.
This will become clearer as I work through more advanced strategy
examples.
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It’s the end of September, and the S&P 500 Index (SPX) has listed
December quarterly options that expire at the end of the year. With
the index near 1,920, the 1950-strike calls are trading for $50 per
contract. Four contracts at $50 apiece are purchased for the portfo-
lio. She is now long four SPX December quarterly 1950 call options
for $50 each, costing her a total premium of $20,000, plus transac-
tion costs.

Themaximum risk to buying calls is the premium paid, or, in this
case, $20,000. If the S&P 500 stays below 1,950 and the position is left
open through the expiration, the options expire worthless, and the
premium paid is lost. The expiration breakeven is equal to the strike
price plus the debit, or the 2,000 level for the S&P 500. Potential
profits are above the breakeven.

Strategy: Buy four SPX December QTRLY 1950 calls for $50
Direction: Bullish
Debit or credit: $20,000 debit
Risk: $20,000
Breakeven: $2,000
Potential profits: Unlimited

You can see two profit and loss curves on Figure 6-6. One is the
expiration P/L, and one is the potential profit or loss at the time the
calls were purchased. The difference between the two lines reflects
the fact that the expiration risk line shows only the profit and loss
at expiry, when there is no time value remaining in the options. The
other line is an estimate using options pricing models and will factor
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Figure 6-6 Long SPX December 1950 Call Risk Graph
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in the time value that remains in the contract. Notice that the two
lines get closer together as the contract moves either deep ITM or
far OTM. The two lines will also converge at the expiration.

After two months, it’s the end of November, and the equity mar-
ket has performed better than the investor had expected. In fact,
the S&P 500 has risen 130 points, or 6.7 percent, to 2080 during that
time. The December quarterly 1950 calls are 130 points ITM and
trading for $130 per contract. The investor exits the position to mon-
etize the gain by selling-to-close four SPX December quarterly 1950
calls at $130 per contract, for a gain of $80 per contract, or $32,000
on four contracts.

Could the investor have exercised the contract rather than
selling-to-close the position? In the case of S&P 500 Index options,
the answer is no. Because it is a European-style index, the options
can only be exercised at expiration.

At expiration, the settlement of the options involves the transfer
of cash. Say, for example, the S&P 500 settled at 2050 at expiration
(settlement value was $2,050), the 1950-strike calls are 100 points
ITM. If the investor exercises the calls, she gets a cash deposit equal
to the difference between the settlement value and the strike price,
or (2050 – 1950) × 100 multiplier, minus any transaction costs for
handling the exercise.

Now suppose, instead, that the market had turned against
the call buyer in the S&P Index example. For example, if she
bought the same December quarterly 1950 calls for $50 and the
market dropped 5 percent the following week, there would be two
options: sell-to-close the options contract after the market decline
or hold the options and hope for a rebound. If, for instance, she
covered the calls at $25, the loss would be $10,000 on four contracts
($25 × 100 × 4), or 50 percent of the initial investment. On the
other hand, if the options were left open and the S&P 500 remained
below 1950, the calls expire worthless, and the loss is 100 percent of
the initial investment.

In sum, the premium levels and dollar value of the S&P 500 Index
are much larger than most single stock options. The index is also
cash settled, and options can only be exercised at the expiration. In
addition to transaction costs, the risks to buying puts and calls is the
total premium and can result in losing all of one’s investment. Selling
(or writing) index options involves different risks of losing additional
money beyond that. This is a much more advanced strategy.
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Summary

The mechanics of selling calls along with stock positions (or covered
calls) are explored in detail in Chapter 11. Other than that, short
calls are not mentioned again in this book, because it is not a strat-
egy that I personally find interesting from a risk-reward perspective.
However, later chapters explore spread trades that can be considered
over straight call buying, or selling, in some situations.

To recap, long calls on single stocks offer upside exposure to the
underlying with less capital than buying shares outright. The strategy
makes sense when an investor has a bullish view on the underlying
but doesn’t want to buy the shares at the current time. Instead, he
is locking in the right to buy the shares at a specific price at a later
time. The result is leverage that can lead to large percentage gains
and losses.

Index call options can offer upside exposure to the broader
market. Dollar values and premiums on index products are typically
higher than single stock options. There are differences in how the
options settle at expiration as well. These nuances are important to
understand going into the next chapter on put options, protective
puts, and hedging strategies using equity and index options.

Reference
www.optionseducation.org/content/oic/en/tools/faq/general

_information.html

http://www.optionseducation.org/content/oic/en/tools/faq/general_information.html
http://www.optionseducation.org/content/oic/en/tools/faq/general
http://www.optionseducation.org/content/oic/en/tools/faq/general_information.html
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Introduction to Put Options

Insurance is an important part of the world today. I buy auto insur-
ance for my car in case there is an accident. I have life insurance
to protect my family financially. My home is insured against fire or
weather-related damage. I have health insurance to cover medical
expenses.

Yet, given all the insurance that we buy from one year to the next,
it’s surprising to me how many people never consider buying insur-
ance for their stock portfolios. There are tools available to do so, and
one of them is called the put option.

Put options are not exactly like insurance, and some important
differences will be addressed in this chapter. Nevertheless, a put
option is a tool that can be used to hedge (or protect) an individual
stock position from a price drop for a limited period of time. Index
put options are often used to hedge entire stock portfolios.

Put options are also used in other ways. For example, an investor
can sell puts as a way to collect a premium if she is willing to buy the
shares (have the shares put to her) at the strike price of the option
at a later date. Selling puts as part of a cash-secured put strategy is
covered in Chapter 12.

Meanwhile, a long put is sometimes used when an investor is
expecting shares of a stock to decline in price and wants to partic-
ipate in the move lower or as a temporary hedging strategy to help
protect a long position without selling it out. Specific examples of
long puts on single stocks and indexes are presented for readers over
the next few pages.

83
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Like short selling, the long put is a strategy initiated when the
short-term outlook is bearish on the underlying security. However,
long puts along with a stock position is actually a bullish trade and
somewhat similar to the long call. Let’s see how all this works.

Long Puts versus Short Selling

An investor might sell a stock short when the price is expected to fall.
As was duly noted in Chapter 3, the idea is to sell the stock now, wait
for a drop in the price, and then buy back shares (or cover the short)
at a later time. Of course, the stock price could instead rise, exposing
the investor to unlimited risk.

A long put can also offer exposure to a stock when the investor
expects the price to fall. However, instead of selling now and buying
later, the investor is buying the put (or going long) when he expects
the stock price to drop. This is sometimes confusing in the begin-
ning, but with puts, you are actually buying to take a short position
in the underlying stock or index. If the underlying falls as expected,
the puts can typically be sold later at a higher price.

Recall that if you buy the put, you are locking in the right to
sell the underlying security. One equity put option, for example,
represents the right to sell one hundred shares of the underlying
stock. In most cases, the investor is buying the put, anticipating a
move lower in shares, and either selling-to-close the put or exercising
the put. The put can also expire worthless if left open through the
expiration or, if in-the-money (ITM) by a penny or more at the
expiration, subject to auto-exercise (as explained in Chapter 5,
“Options Basics”).

The point to take home for now is that, like short selling, buy-
ing a put is a bearish view on the underlying. Being long the put
(unless used in a protective manner for hedging) reflects expecta-
tions that the stock will move lower. However, while shorting stock
involves selling now and buying later, the opposite is true of long
puts. In addition, long puts can be sold-to-close, exercised, or left
open through the expiration.

Risk and Reward

Like buying call options, buying puts has limited risks. The risk is los-
ing part or all of the premium paid—that is, the debit. If an investor
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expects a move lower in shares, he might buy the put. If he’s wrong,
that option might expire worthless, because if the contract is out of
the money (OTM) or at the money (ATM) at expiration, it has no
intrinsic value. It expires worthless, and 100 percent of the premium
paid to buy the put is lost. That’s the worst-case scenario, and the
good thing is that this risk is something you can define upfront.

Risk of Auto-Exercise

Any options contract that is ITM at expiration is subject to
auto-exercise per Options Clearing Corporation (OCC) rules. This
means a long put holder with an ITM contract would end up with
a short stock position (or selling shares if she already owns them),
and that, in turn, could increase the risk of buying puts beyond
the premium paid. Importantly, if auto-exercise is not desired, the
investor wants to communicate the instructions to his broker.

Figure 7-1 shows the risks and rewards of a long put with a simple
graph. Losses happen below the expiration breakeven (BE) line as
shares move higher. Profits build as the share price moves lower. The
potential gains to owning a put on a single stock option are limited
because an equity cannot fall below zero.

Long Put

Stock Price
at Expiration

Profit or Loss

0

Figure 7-1 Long Put Risk Curve



Trim Size: 6in x 9in Kinahan c07.tex V2 - 08/22/2016 7:04am Page 86�

� �

�

86 Essential Option Strategies

Like the BE for a long call, the BE for a long put is easy to com-
pute. It equals the strike price of the option minus the debit. If an
investor pays $0.50 for a 20-strike put, the trade breaks even if shares
fall to $19.50 (excluding transaction costs). At that point, the puts
have $0.50 of intrinsic value, which equals the debit paid to open the
position. Profits accrue as shares fall below the breakeven.

To recap the long put position:

Strategy: Buy puts
Bias: Bearish
Debit or credit: Debit
Risk: Premium paid
Breakeven: Strike price – Debit
Potential profits: Strike price – premium paid – current price of

the underlying

While the risk to buying puts is limited to the premium paid,
selling (or writing) puts can carry significant risk, especially on a
high-priced stock or index. By selling the put, the writer is taking on
the obligation to purchase shares of the underlying at the strike price
(or deliver cash for index option) regardless of how far the price of
the underlying falls.

In some cases, put writing is an attractive alternative to owning
stock, or as we will see in Chapter 11, a way to position yourself to
purchase stock through the cash covered put. For now, let’s keep the
focus on long puts and then consider the protective put strategy.

Real-World Example

As a reminder, options trading involves risks and is not suitable for
everyone. Examples presented in this book are for educational and
illustrative purposes only. The securities depicted are real but are
specifically not solicitations or recommendations to trade a specific
security or to engage in a particular trading or investing strategy. Mar-
ket conditions do change, and just because a strategy has worked in
the past, there are no guarantees it will work in the future.

Twitter (TWTR) shares had a rough time in the social media com-
pany’s first two years as a publicly traded company. After hitting a
high of almost $75 per share shortly after the initial public offering
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in late 2013, the stock moved lower throughout much of 2014 and
by the end of 2015 fetched less than $25 per share. April 28, 2015,
proved to be a particularly volatile trading day after the stock lost
more than 18.1 percent in one day when the company reported earn-
ings that missed analyst estimates.

With expectations the stock would suffer another setback when
earnings are reported again at the end of July, an investor is looking at
put options on Twitter with the stock near $36. On July 15, a January
37 put on the stock is offered at $5 per contract (Figure 7-2). The
investor buys one contract for $5 for a net outlay of $500 per contract
plus commissions.

The risk to buying a put is clearly defined as the debit paid (or
$500 plus transaction costs) for one January 37 put on Twitter, and
the maximum loss happens if the option expires worthless. The BE
is equal to the strike price minus the debit, or $32 per share. The
potential profits accumulate below the BE and are only limited to the
stock falling to zero. In other words, the potential profits are equal
to the strike price minus the premium minus the stock price.

Strategy: Buy 1 TWTR January 37 put for $5
Bias: Bearish
Debit or credit: $500 debit
Risk: $500
Breakeven: $32
Maximum potential profit: $3,200

The risk graph of the long Twitter January 37 puts (Figure 7-3)
confirms that the position has a bearish bias. It breaks even if shares
are at $32 at the expiration. If shares close at $22 at expiration,

Figure 7-2 Twitter Options Chain (7/15/2015)
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Figure 7-3 Risk Graph for TWTR January 37 Put

for example, the profit is $10, because the contract is $15 ITM
($37 – $22), and that minus the $5 debit is the profit (times the one
hundred multiplier).

Twitter shares slipped on earnings again in late July and fell
toward $27 per share on September 30. At that point, the January
37 puts were trading for almost $11, or $10 in intrinsic value
and $1 in extrinsic value (or time value). To monetize the gain,
the investor would sell-to-close one TWTR January 37 put at $11.
The profit is $6 per contract, or $600. So while Twitter shares lost $9,
or 25 percent, the puts more than doubled in value. There, again, is
an example of leverage.

Because equity options are American-style, the investor could
also exercise the puts at any time. Continuing with the scenario
above, if the investor buys one hundred shares of Twitter at $27
per share, he can then sell (or put it) at the $37 strike price for
a profit of $10 per share on the stock sale minus the $5 paid for
buying the put. In that case, the stock sale produces $1,000 in gains
and $500 profits on the trade after subtracting out the initial $500
paid for the puts. However, a profit of $500 is less than the $6 gain
for selling-to-close the puts. The difference is the $1 in time value,
as there were more than one hundred days remaining until the
January options expired. In this case, exercise is not the optimal way
to monetize the profit.

Obviously, the risk to the long put is that the underlying may
move higher instead of lower. If, for example, the stockmoved higher
than $37 and the position was left open, the entire premium paid is
lost. The position can also be sold-to-close prior to the expiration,
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and the gain or loss will depend on whether the sale price (credit) is
greater or less than the initial $5 purchase price or debit plus trans-
action costs.

Protective Puts

Because puts increase in value when shares of the underlying fall, the
options can be used to hedge (or protect) individual stock positions
for a limited time. For example, one put can be bought against one
hundred shares of stock, and if the share price falls, the investor can
sell (or put) the stock at a fixed strike price upon exercise of the
options contract. Buying puts against a position in the underlying is
known as a protective put.

The risk graph for the protective put (Figure 7-4) shows that
the directional bias of the position is bullish. That is, although she
bought puts, the investor wants shares of the underlying stock to
move higher. If the stock falls instead, the put purchase can help
limit losses. The strike price will determine the degree of protection.

The BE of the protective put is equal to the purchase price of
the stock plus the premium for the options (minus any dividends
received plus transaction costs). The risk is defined by the put option
strike price and, mathematically, equals the cost of the stock plus the

Protective Put

Stock Price
at Expiration

Profit or Loss

0

Figure 7-4 Protective Put Risk Graph
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option premiumminus the strike price—or, simply, the BEminus the
strike price of the put.

Strategy: Long stock + Long puts
Direction: Bullish
Debit or credit: Debit
Risk: Stock price paid + Option premium – Strike price
Breakeven: Stock price + Debit
Potential profits: No limit

You might have noticed that the risk graph of the protective put
and the long call are the same shape. In fact, the protective put is
sometimes referred to as a synthetic call because their risk profiles are
equivalent. In both strategies, the shareholder is looking for share
prices to move higher. While the long call buyer pays a premium,
the investor with the protective put position is long stock and pay-
ing a premium for an option to hedge shares for a period of time.
Therefore, like the long call, the strategy is a bullish play on the
underlying, but the investor is buying put to define the risk.

Married Puts

The term married put is used to describe a strategy when the
investor buys shares and puts simultaneously. It is the same as a
protective put, but the stock shares and options are purchased
at the same time. The term protective put refers to buying puts
against shares that are already in the portfolio.

Returning to the Twitter example, in this case, the investor is long
one hundred shares of Twitter for $36 per share and buys one January
37 put for $5 to help hedge the risks of a potential drop in the price
of the shares. The total cost of the position is now $36 per share plus
the $5 premium for the puts (ignoring transaction costs). The BE of
the position is equal to the total cost and is at $41 per share, as you
can see from Figure 7-5.

The protective put caps the downside risk by locking in the right
to sell (or put) the shares at the $37 strike price. Because $41 was
paid to enter the position, the potential loss is $4, or $400 on one
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Figure 7-5 Twitter January 37 Protective Put

protective put. For example, if the stock is trading for $25 at the expi-
ration, the investor can sell (or put) shares at $37 each. That, in turn,
is better than the loss suffered if shares are sold at $25 in the market
and suffering an $11 loss without the protective put.

Strategy: Long 100 shares for $36 and 1 January 37 put for $5
Direction: Bullish
Debit or credit: Debit
Risk: ($36 + 5 − 37) ×Multiplier = $400
Breakeven: $36 + $5 = $41
Potential profits: No limit (because there’s no limit to how high

the price of the stock can climb)

Of course, the investor can also sell-to-close the puts while
maintaining a position in shares if the stock is expected to rebound.
Or, vice versa, the shares can be sold and the puts left open if
the stock is expected to see additional losses. Transaction costs
and tax consequences associated with selling the shares or options
should not be overlooked when breaking apart or adjusting the
protective put.

The protective put strategy makes sense if the investor wants
to hedge an existing stock position for a period of time, but when
seeking upside exposure in an underlying, it sometimes costs less up
front to buy a long call. The risks and rewards are the same, but the
transaction costs differ. It typically costs less to buy calls compared to
buying long shares and long puts. Of course, the protective put
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position will collect any dividends paid by the underlying stock,
because the investor is a shareholder. The call holder is not entitled
to dividends paid.

Now what if the investor wants to not just hedge one stock but an
entire portfolio?

Index Put Options

An index put option typically increases in value as the underlying
moves lower in price. Therefore, puts on the S&P 500 Index (SPX)
will increase as the stock market falls, because the S&P is a barome-
ter for the performance of the total stock market, representing more
than 80 percent of the total value of equities traded. For that rea-
son, portfolio managers often turn to S&P 500 puts when looking to
hedge their stock portfolios.

Recall from Chapter 6 that SPX options are cash settled and are
European-style. Therefore, the options can only be exercised at the
expiration, and when exercised, the settlement involves the deliv-
ery of cash. However, an investor can typically open and close SPX
options contracts prior to the expiration as well.

Let’s consider an example pulled from the options chain of S&P
500 Index options. The quotes in Figure 7-6 are from the end of
July 2015 and just before the U.S. stock market suffered a nasty spill
throughout the month of August. The example is for illustrative pur-
poses and not a recommendation. Market conditions can and often
do change, and the example here was picked due to the volatility
seen at that time. Simply because a trade worked in the past, there is
no guarantee it will work in the future.

With the S&P 500 near 2100, a self-directed investor is con-
cerned about the potential for an 8 percent to 10 percent market
decline during the next few weeks and wants to purchase downside
protection in case it is significantly more than that. His portfolio
includes large-cap U.S. equities that closely mirror the S&P 500.
Meanwhile, September 2000 puts on the index, expiring in

Figure 7-6 SPX Options Chain (7/31/2015)
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forty-eight days, are currently trading for $12.50 per contract. The
investor takes a position in ten contracts for a cash outlay of $12,500
plus transaction costs.

Strategy: Buy 10 SPX September 2000 puts for $12.50
Direction: Bearish
Debit or credit: $12,500 debit
Risk: $12,500
Breakeven: $1,987.50
Potential profit: $1,987.50

Ignoring the investor’s other positions, the risk to buying the
SPX September 2000 puts is equal to the premium paid, or, in this
case, $12,500. The BE is equal to the strike price minus the debit,
or $1,987.50. At that level, the 2000-strike puts are worth $12.50, and
that, excluding transaction costs, covers the debit. The potential prof-
its on a long put are limited to the underlying falling to zero, or the
strike price minus the debit minus the value of the index.

The S&P 500 had fallen sharply through August and early
September. It settled at 1970.10 at the September expiration. The
investor holding 10 September 2000 puts could exercise the con-
tract and collect a total of $29.90 per contract (2000-strike minus
$1,970.10 settlement value), or $29,900 on ten contracts. That’s
$17,400 in profits, because the initial debit was $12,500.

The $17,400 in profits on the puts, in turn, would likely help off-
set some of the losses suffered in the investor’s stock portfolio, as the
overall market had declined 6.2 percent since that time. The puts
could have been sold-to-close prior to the expiration as well, and the
profit or loss on the options would depend on how much was col-
lected on the sale. For example, selling at $25 would result in a profit
of $12.50 per contract, or $12,500.

The example here included ten contracts, but more or less might
be needed to hedge a different stock portfolio of a different size. In
order to determine how many, one must consider the overall value
of the portfolio and the notional value of the index at the time. The
following formula can offer a rough estimate for the number of con-
tracts to buy:

Portfolio% value to be hedged∕Notional value of the index

If, for instance, the S&P 500 is trading at 2000, the notional value
is $200,000 because of the one hundred multiplier. An investor with
a $600,000 portfolio would buy at least three SPX 2000 strike put
options to adequately hedge ($600,000∕200,000 = 3 contracts).
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The amount of protection offered by S&P 500 Index options will
depend on other factors, including the strike price, the expiration
month, and the nature of the portfolio that is being hedged.
For instance, portfolios heavily concentrated in specific stocks or
industries (such as energy, technology, or biotech) might not be
fully hedged by S&P 500 Index options, which holds five hundred
names across ten broad economic sectors. There might be other
indexes that track the portfolio better than the S&P 500.

Still, SPX options are among the most actively traded index
products, and many institutions rely on them for portfolio hedging
strategies. In the next chapter, I dig deeper into the components of
options prices, and you will see how increasing levels of volatility,
which sometimes occur when the S&P 500 moves lower, can have a
significant impact on the prices of put options as well. This increase
in volatility can give SPX puts an added kick when the market falters
but can also cause premiums to lose value when it rebounds.

Summary

Insurance is around us everywhere, but not every investor has consid-
ered insuring stock portfolios. Yet, for a premium, the purchase of a
put option can help hedge against potential losses in stocks or entire
portfolios for a short period of time. The amount of protection will
vary based on number of contracts purchased, the selection of strike
prices, the expiration term, and the nature of the underlying asset.

Like short selling, puts can also be used to speculate when an
investor expects a downward move in the share price and wants bear-
ish exposure to the underlying. The long put is a relatively simple
strategy, and the risk involved is limited to the premium paid. Spread
trading techniques using puts are explored in later chapters.

Risks are all around us. Puts can help us manage risks, including
the loss of principal. However, options trading is not suitable for
all investors, and certain complex strategies carry additional risks.
In addition, transaction costs (commissions and other fees) are
important factors and should be considered when evaluating any
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trade. Other important factors to consider are how time decay and
changes in volatility affect options prices, which is the focus of the
next chapter.
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Components of Options Prices

An insurance company looks at many things when setting rates
for an auto policy. The insured’s driving record, age, and vehicle are
all factors that are considered. Some companies might give discounts
to students with good grades. Others charge more for convertibles or
sports cars. If you have several speeding tickets, you can expect to pay
more in auto insurance as well.

Similarly, share prices of companies that move very fast typi-
cally have higher options premiums than slow-moving ones. This
is similar to how volatility works. Why? Consider two stocks: XYZ
and ZYX. While XYZ has been trading in a range between $30 and
$40 per share during the past twelve months, ZYX has been in a
range between $20 and $90. If both stocks are currently trading
for $35, which one is more likely to move to $60 during the next
twelve months?

All else being equal, a volatile stock will have higher options pre-
miums because the options have a higher probability of being in
the money (ITM) at expiration. That is, a 60-strike call on ZYX has
a higher probability of being ITM at expiration, because the stock
has been trading between $20 and $90 during the past year, and
XYZ has been in a range between $30 and $40.

In addition to the speed or volatility of the underlying, other de-
terminants of options prices include the price of the stock, the strike
price of the option, the time left until expiration, dividends paid, and
current interest rates. These components are covered in this chapter,
and I will also talk about the important mathematical relationship
between the prices of puts and calls known as put-call parity.

96
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Table 8-1 Stocks Up, Calls Up, Puts Down

If Underlying Price Call Prices Put Prices

Increases Increase Decrease
Decreases Decrease Increase

Delta and Other Greeks

Most people understand that the value of a put or call option is driven
by changes in the price of the underlying asset. If XYZ moves higher,
we expect call options on XYZ to increase, and if XYZ falls, we expect
to see the value of its put options to move higher. Indeed, while
there are five other determinants of an option’s price, the price of
the underlying security is hands down the most important. Table 8-1
summarizes how calls and puts typically react to changes in the under-
lying security.

Sometimes, however, call options or put options don’t increase
or decrease as much as expected. As we will see as we go through
this chapter, premiums might not move at all or even move opposite
to what we expected because changes in other determinants, such
as time and volatility, offset the changes in premiums that resulted
from the move in the underlying. For now, our focus is on the
changes in the price of the underlying and how it drives premiums
in the options market.

Delta, one of the Greeks I mentioned in the introduction, can
help us determine how much changes in the price of the underlying
could affect an option’s premium. Computed using an options pric-
ing model, delta measures the expected price change in a contract
for every point move in the underlying. Therefore, calls have posi-
tive deltas ranging from 0 to 1, and puts have negative deltas ranging
from 0 to −1. In addition, short calls have negative deltas, and short
puts have positive ones.

The Greeks

In the world of options, delta, gamma, vega, theta, and rho are
known as the Greeks (even though vega is not actually a Greek let-
ter). Each measure helps us better understand and anticipate how
changes in variables such as time and volatility might affect our
options positions. While I mention the Greeks briefly in this chapter,
readers can find a more in-depth discussion in Appendix A.
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A call option with a delta of 0.75, for instance, can be expected
to increase in value by $0.75 for every $1 move higher in the
underlying. Delta is constantly changing as prices move higher or
lower, and the change in delta for every move in the underlying is
measured by another Greek, called gamma. (See more on gamma in
Appendix A.)

Call options with deltas of 1 and put options with deltas of –1 will
move one for one with the changes in the underlying share price.
However, options with deltas approaching 0 are going to see smaller
changes for each $1 move in the underlying. The amount of delta of
each options contract is very dependent on where the strike price is
relative to the underlying price.

Delta can also be used to estimate the probability of an option
expiring ITM at expiration. For instance, an at-the-money (ATM)
option, where the strike price equals the price of the underlying,
typically has a delta of 0.50. That ATM option also has a 50 percent
probability of expiring ITM, because there is an equal chance of it
moving higher or moving lower.

Keep in mind that if a stock is trading at $20, we do not know
whether the next tick will be up or down. It is reasonable to assume
that if it ticks up, the delta of $20 call might tick up to 0.51 and the
put delta to 0.49. On the other hand, if it ticks down, the put becomes
0.51 and call 0.49.

The relationship between delta and probabilities is explored in
more detail in Chapter 9. The point here is that the price of an
underlying asset is one of the components of an option’s price, and
delta helps us see howmuch the options price might change for each
one-point move in the underlying.

Strike Price

As we saw in Chapter 5, the value of an option can be described by the
relationship between its strike price and the underlying asset price.
Whether it is a put or call, the contract is in-the-money, at-the-money,
or out-of-the-money. To recap:

• In-the-money (ITM): A call option with a strike price below the
current stock price or a put option with a strike price above the
current stock price. An ITM option always has intrinsic value
and can have extrinsic value (or time value) as well.
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• At-the-money (ATM):Aput or call where the strike price equals
or is near the stock price. It has little or no intrinsic value, only
extrinsic (or time) value.

• Out-of-the-money (OTM): A call option with a strike price
above the stock price or a put with a strike below the stock
price. There is no intrinsic value in OTM options, only
extrinsic (or time) value.

Delta and value of the option are related. Deep ITM call options
are more likely to have deltas approaching 1, and deep ITM puts will
have deltas approaching−1. On the other hand, deepOTM calls and
puts have very low deltas. ATM options typically have deltas of 0.50.

Figure 8-1 shows an options chain for Apple call options with
strikes ranging from 100 to 115. The stock was near $109 per share at
the time. Notice that the ATMoptions have a delta approaching 0.50.
Lower strike ITM call options are on the top half of the chain and
have deltas that decrease as the strike prices increase. The highest
strike 115 calls have the lowest delta of 0.05. The same pattern holds

Figure 8-1 Options Chain with Delta, Gamma, Theta, and Vega
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for puts, but flipped upside down, as (negative) deltas increase, mov-
ing up to higher strikes. In this case, if AAPL moves up $1, we should
expect the 109 call shouldmove up by $0.47 (0.47 delta), but if AAPL
moves down $1, the option should move down by $0.47.

Theta and Time Decay

“Time Is on My Side” was a popular song in the 1960s, and it some-
times rings true in options trading, especially if you are short options.
Recall that puts and calls are often called wasting assets due to the fact
that, all else being equal, the contracts lose value over time. This time
decay is beneficial for holders of short options positions but typically
works against long-only options strategies.

Three Things

Options traders sometimes joke that there are only three certain-
ties in life: death, taxes, and time decay. The amount of premium
lost with each passing day can be estimated with the Greek theta.
Whether looking at puts or calls, all options have negative thetas.
Referring back to the options chain in Figure 8-1, Apple options
had thetas ranging from −.06 to −.02, and the highest ones were in
the ATM or nearly at-the-money (near-the-money) contracts. That’s
where the most time value is lost each day.

Time decay is also nonlinear, because short-term options
lose value at a faster rate compared to longer-term ones. This
means that the rate of premium loss picks up as the expiration
approaches, especially in the final days and hours. Strategies, like
calendar spreads, that seek to benefit from the nonlinear nature of
time decay are discussed in Part III of this book.

Vega and Implied Volatility

Have you ever bought a call option and seen it lose value despite
a move higher in the price of the underlying? Implied volatility is
probably the reason. In fact, one of themost important determinants
of an options price is volatility, and it can have a dramatic impact on
premiums in the options market.

Each underlying instrument trades differently. Some asset
classes, such as bonds or currencies, can typically see very small
percentage moves from one day to the next. However, shares of
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individual companies can often see quite dramatic moves in short
periods of time.

Options premiums will reflect expectations about the future
volatility of the underlying instrument, and the estimate is captured
in an options pricing component called implied volatility (IV). Each
options contract will have a unique level of IV that can be constantly
changing.

Finding Implied Volatility

Expressed as a percentage, IV can range from low values in the
single digits for low volatility instruments to the triple digits for
some securities that are seeing fast price moves. While options cal-
culators can be used to compute IV, many trading platforms and
options-related websites offer the information today. Appendix C,
“Charts and Volatility Studies,” offers a few resources for finding IV
information.

CBOE Volatility Index (VIX) is the most widely watched implied
volatility indicator. Computed and disseminated throughout the
trading day by the Chicago Board Options Exchange, VIX offers a
look at the IV currently priced into a strip of short-term S&P 500
Index ($SPX) options. When VIX moves higher, it indicates that the
expected volatility of the S&P 500, and its options premiums, are
becoming more expensive. Falling VIX is a sign that IV is easing,
and short-term SPX options are getting cheaper (see Figure 8-2).

Just as VIX tracks the IV of S&P 500 Index options, each
underlying asset has an average level of implied volatility that can be
computed from one minute to the next. Importantly, the average
volatility is not necessarily an indicator of the implied volatility in
an individual contract, because each option has its own implied
volatility that can be computed using an options pricing model.

In fact, two options on the same underlying security can have very
different levels of implied volatility. When this happens, it is known
as an implied volatility skew, and there are two types:

• Time skew: When two options in different expiration terms
have different levels of IV.

• Price skew: When options with different strike prices have dif-
ferent IV levels.
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Figure 8-2 VIX as of 12/24/15

Later chapters will explore spread strategies that attempt to take
advantage of skews, because when two options on the same under-
lying have different levels of implied volatility, it can prove to be an
opportunity to buy the lower IV cheaper contract and sell the higher
IV contract.

Many options trading platforms available today integrate implied
volatility information for users. For example, I use the thinkorswim
trading platform to see how implied volatility has changed over time.
Specifically, the implied volatility percentile tool allowsme to see how
current levels compare to the past. It is found at the bottom of an
options chain where it says Today’s Options Statistics.

In Figure 8-3, we can see that the current implied volatility for
the stock is 30.7 percent. That, in turn, compares to a one-year range
of 15.1 percent and 34.4 percent, which places it in the eighty-first
percentile of the range. Anything greater than 75 percent is consid-
ered high IV for the name and anything below 25 percent would be
viewed as the lower end of the range.

There are sometimes important reasons why implied volatility
might be higher in one expiration term or strike price relative to oth-
ers, and those reasons are worth noting. In the equity optionsmarket,
for example, one of the more common time skews arises before a
company reports earnings.
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Today’s Options Statistics

       52 week IV High:
        52 week IV Low:
Current IV Percentile:
     52 week HV High:
     52 week HV Low:

Current HV Percentile:
Implied Volatility:

VWAP:

0.344
0.151
81%
0.332
0.092
28%
30.69%
116.593

Figure 8-3 Volatility Percentiles

Because earnings reports sometimes send shares moving sharply
higher or lower, the short-term premiums typically see an increase
in implied volatility ahead of the numbers. Short-term options see
the biggest increase in IV, and the result is a time skew that typically
doesn’t last very long because IV will fall, or revert back to normal lev-
els, after the earnings are out and the stock has reacted to the results.

Not Your Average Crush

When the implied volatility falls sharply in the wake of earnings or
other one-time events, traders refer to the drop as volatility crush.

Vega is the Greek of the options world that offers estimates
about the potential changes in options prices for each one-point
move in the volatility of the underlying asset. The number, which
is expressed in volatility, is always a positive number regardless of
whether the option is a put or call. Vega is typically higher for ATM
or near-the-money options and declining in the ITM and OTM
strikes. Longer-dated options can often have substantially higher
levels compared to short-term ones as well. Some of the strategies
outlined in Part III will discuss options strategies that seek to take
advantage of implied volatility skews.

Dividends

An important difference between a stock and a call option is that,
while shareholders have the right to dividends, the owner of a call
option contract does not. Therefore, when comparing the benefits of
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owning shares versus options prices, any dividends paid by the com-
pany are worth noting. In addition, options premiums will sometimes
see a small but measurable change due to increasing and decreasing
dividends.

Special Dividends

In addition to quarterly dividends, companies occasionally pay out
one-time cash distributions to shareholders. Depending on the
size of the dividend, the result is sometimes an adjustment to the
options contract. The same is true of stock splits and spin-offs.
When it happens, the options contracts will be adjusted to reflect
the change in the underlying security.

In most cases, dividends cause call options to decrease in value
and the puts to increase in value around the ex-dividend date as the
dividend amount is commonly taken out of the stock price. But the
puts don’t suddenly leap in value if the company pays a dividend.
While the stock price normally corrects on the ex-dividend date, the
options can swing in the weeks or even months before the dividend
payout. When the dividend is the same from one quarter to the next,
those payouts are likely priced into the options already. This also
explains why some longer-dated options on higher-dividend-paying
stocks might have seemingly very rich put premiums compared to
calls at similar strikes.

Rho and Interest Rates

The true impact of interest rates on options has been the subject
of some academic debate, but it does seem to exist. Rho is the
Greek that estimates the changes in an options price for each point
increase in interest rates. The rho for a call is positive, and the
contract price should increase as rates rise. That’s because some
investors use deep in-the-money calls as stock substitutes. So, when
rates are higher, there is more theoretical demand for call options
and, all else being equal, higher premiums. Puts have negative rho.

An options-pricing calculator is the best way to see how the
changes in rates, and the other variables for that matter, can affect
premiums of puts and calls. Rho is considered to have the least
impact on options of the Greeks and is less critical to options traders
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than delta, vega, gamma, and theta. A more detailed discussion of
the Greeks, along with an example of an options-pricing calculator,
is provided in Appendix A.

Put-Call Parity

You were introduced to the concept of synthetics in Chapter 7 when
the protective put strategy was discussed. It was noted then that the
protective put is sometimes called a synthetic call due to the fact that
the payoffs from being long calls and protective puts (long stock plus
long puts) are similar. Synthetics are particularly important tomarket
makers and professional traders who need to continually price and
hedge options positions.

For example, the synthetic equivalent of being short a stock is to
sell calls and buy puts at the same strike price with the same expira-
tion date. Intuitively, this should make sense, because puts increase
in value and calls lose value as the underlying stock falls, and vice
versa. Buying puts and selling calls at the same strike at same expira-
tion month is sometimes called a combo. Selling puts and buying calls
is another combo.

Let’s put some numbers to it. If you sell an ATM call, you become
short fifty deltas; if you buy an ATM put, you are short fifty deltas.
Together, the combo is short one hundred deltas and the equivalent
of short one hundred shares of stock, because one hundred shares is
the underlying in a standard stock option.

If an investor buys stock and a bearish combo, the net position is
not likely to yield profits or losses, because the long stock position is
the exact opposite of the synthetic short position. On the other hand,
a bullish options combo can be created to replicate being long stock.
A bullish combo and short stock is a neutral position as well.

Let’s consider a hypothetical example to better understand some
important relationships between puts and calls. XYZ stock is now
trading for $49 per share; a 50-strike put trades at $2, and a 50-strike
call trades at $1. The investor creates a synthetic long stock position
by selling a put at $2 and buying a call for $1. The synthetic long stock
is opened at a $1 credit ($2 for the put minus $1 for the call), and
one combo controls one hundred shares.

If the stock remains below $50 and the investor is assigned on the
put, one hundred shares are bought (put to them) for $50 per share,
or $5,000. Because the call expires worthless, that’s $1 per share
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more than the $49 per share at the time the options combo was
initiated. However, the investor sold the put at $2 ($1 more than the
call). Therefore, he collected $100 on the combo, and the net cost
is $4,900 for the shares, or the same as the market price at the time
the synthetic position was opened.

Anticipating Assignment

Keep in mind, if you are short an ITM American-style option, assign-
ment can happen at any time prior to the expiration. Therefore, if an
ITM put is sold, as in the example, it could potentially be assigned
as early as the next day. If so, one hundred shares of stock are put
at the strike price of the options contract.

On the other hand, if the stock moves higher, the shares can be
called for $50. Again, the shares are purchased for $50 each, and
minus the $1 credit for the options combo, the purchase price is
$49 per share. Because the puts expire worthless, the price is the
same as the market price when the synthetic was opened. The payoff
from going long on the stock for $49 per share or selling the 50-strike
combo at $1 were equivalent. The put-call parity relationship in this
example can be expressed as follows:

XYZ = $49 per share

XYZ 50-strike put = $2

XYZ 50-strike call = $1

And:
Call – Put = Stock price – Strike price

Or:
$1 – $2 = $49 – $50

Understanding put-call parity and the concept of synthetics can
help in a few ways. First, synthetics help us better see how options
can be used to replicate or replace stock positions. Table 8-2 shows
that long calls and short puts are synthetic equivalents to being long
stock. The table summarizes other important relationships as well.
Second, there are times when two strategies (like protective puts
versus long calls) are synthetically equivalent, but one strategy might
have an advantage of lower transaction costs. Third, synthetics can
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Table 8-2 Synthetic Equivalents of
Long and Short Stock, Calls, and Puts

Strategy = Synthetic Equivalent

Long stock = Long call + Short put
Short stock = Short call + Long put
Long call = Long stock + Long put
Short call = Short stock + Short put
Long put = Short stock + Long call
Short put = Long stock + Short call

Figure 8-4 Near-the-Money Options on a $30 Stock

be a great topic of conversation at family dinner. (Okay, not really,
but it’s nice to have three reasons for everything.)

Bid-ask spreads and transaction costs will impact the put-call par-
ity relationship and sometimes make it seem as if options are mis-
priced. For example, Figure 8-4 shows an options chain for a handful
of short-term, near-the-money options for a stock trading for $30 per
share. Notice that the bid-asks for the puts and calls are equivalent
because the market in both is $0.76 to $0.84.

Using put-call parity, the synthetic equivalent of buying one hun-
dred shares of the stock for $30 is to sell puts and buy calls. Using
the info in Figure 8-4, we buy one January 30 call at the offer of $0.84
and sell one January 30 put at the bid of $0.76. At market prices,
the investor is paying $0.84 for the call and collecting $0.76 for put.
The combo appears to be $0.08 more expensive than the underlying
(or $30 + $0.84 – $0.76).

If a synthetic long or stock position seemsmispriced, it might cre-
ate an arbitrage opportunity. For example, if the combo is expensive,
an investor can buy the stock and sell the synthetic (short calls and
long puts). This is a strategy known as a conversion.On the other hand,
when the synthetic portion is cheaper, an investor can sell the under-
lying and buy the synthetic equivalent, which is known as a reversal
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conversion. Due to costs and complexity, these are professional strate-
gies, but it is good to be familiar with them.

In this example, however, the difference in the price paid for
the call and the price received for the put is really due to the bid-ask
spread. Using the same formula but using midmarket prices shows
that put-call parity holds. That is, because midmarket (midway
between the bid and ask) is $0.80 in both the puts and calls, while
the stock is at $30, the synthetic long call and short put is equivalent
to taking a position in shares (or short puts, long calls is same as
selling the stock short). The put-call parity relationship holds using
midmarket prices but not if we sell on the bid and buy on the offer.

In rare events where the synthetic is cheap or expensive relative to
the underlying, an arbitrage opportunity might exist. Indeed, there
are some options trading firms that specialize in conversions and
reversal conversions. These firms typically have advanced tools for
identifying opportunities and, most importantly, sufficient pools of
capital to buy and sell large blocks of stocks and options.

In addition, theremight be other reasons why the puts are expen-
sive relative to calls or vice versa. Maybe the name is due to pay a
dividend, or perhaps it is hard to borrow for the purpose of short
selling. When rare arbitrage opportunities do arise, the costs of exe-
cuting the trades in commissions and other fees (like assignment or
exercise) need to be factored in as well, as they can be substantial.

In conclusion, there is an important relationship between puts
and calls on the same underlying, which is known as put-call par-
ity. It guides us in understanding synthetics and at times can help
us determine if certain options strategies might offer an advantage
over long or short stock positions. It also helps us to understand how
two strategies—like short puts and covered calls—can have similar
payoff charts.

Summary

Understanding put-call parity is essential to understanding synthetics
and how some options strategies can replicate stock positions. It also
helps to explain why two options strategies—like covered calls and
short puts—have similar payoff charts.

Meanwhile, there are several components that help determine
the prices of both puts and calls. The relationship between the strike
price and the underlying asset price is one of them. The changes in
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the price of the underlying and its volatility are two others. Options
are also wasting assets and lose value over time. Finally, dividends and
interest rates can affect the price of an options contract as well.

Armed with this knowledge, the reader is now better prepared to
understand some of the more advanced strategies like cash-secured
puts and calendar spreads that are discussed in later chapters. Before
resuming the discussion of strategies, one more thing needs to be
addressed. The last chapter in Part II dives into the topic of proba-
bilities to better help you find trading opportunities in the options
market that have the best chances of success.
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Probabilities

Option strategies can vary from simple trades that involve just
one contract to complex positions with multiple expiration and
strike prices. The simple strategies of long calls and long puts were
already covered in Chapters 5 through 7. Chapters 10 through 16
will cover more advanced strategies such as vertical spreads, condors,
and butterflies.

You will hear a recurring theme throughout the strategy dis-
cussions. Namely, all of the strategies in Part III of this book have
potential risks and rewards that can be clearly defined beforehand.
In addition, every options strategy has a probability of success as
well. In fact, the point that I try to drive home when I teach is that
options are nothing more than giant probabilities. I determine
what the probabilities are, and that helps me determine the optimal
prices for buying and selling positions as well as, and perhaps more
importantly, the risk I am willing to take.

But what exactly do I mean by probabilities? I discuss three
distinctly different ones: the probability of expiring in the money
(ITM), the probability of profit, and the probability of touching.
The probability of expiring ITM is the more widely used measure,
as it is the basis for most options pricing models, but you will see
that the other two offer unique insights as well. Lastly, this chapter
explains how to use delta as a thumbnail for computing probabilities
of expiring ITM.

Probabilities are relatively straightforward when dealing with
simple strategies like long calls, but the same principles can also be
applied to more advanced options plays. You will note that some
positions, such as ITM long calls, can have significantly higher

110
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probabilities, and others, such as far out-of-the-money (OTM) long
puts, have lower ones.

My approach is focused on selling options that are OTM while
buying ITM options. My motto is “buy value, sell junk.” We will see
how probabilities can help support this approach. I also define vari-
ous probabilities and show how they are used to evaluate strategies. I
will answer questions such as: What is the probability of the contract
or position expiring ITM? How can delta be used as a thumbnail to
calculate this probability? What is the difference between the proba-
bility of profit and the probability of touching? So let’s get started.

Probabilities 101

Probably, there is a good chance, and it is likely are all phrases we hear
frequently in everyday conversation when people talk about certain
outcomes. There is a good chance it is going to rain this weekend; it
is likely that my flight will be delayed tomorrow; or I should probably
empty the dishwasher before my spouse gets home.

In a coin toss, the probability of a coin landing on heads is
50 percent, and the probability that same coin will land on tails is
50 percent. Now, just because heads wins over tails twenty consecu-
tive times, the odds don’t change. The odds are still 50 percent that
it will land on heads, and 50 percent that it will land on tails on the
next toss. Over time, the probabilities play out.

Similarly, the probability of an at-the-money (ATM) option being
ITM or OTM is equally 50 percent. The current stock price is equal
to strike price, and the next move might be higher or lower. This is
especially true in the finalminutes before the option expires, because
the very next move could determine if the contract is ITM or OTM.

Pinning

While there is roughly a fifty-fifty chance that an ATM expires ITM
or OTM, it might also expire ATM. In rare instances, the stock is
exactly equal to the strike price heading into the final moments of
expiration. Traders call this pinning. The stock is being pinned to the
strike, and the outcome can have important implications for both
long and short options holders at that strike price, because there is
increased uncertainty about whether exercise/assignment will come
into play.
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Like with a coin toss, probability analysis assumes that going
forward, there is a 50 percent chance a stock moves higher and
a 50 percent chance it moves lower. The math is based on basic
statistics and concepts like normal distributions, means, and stan-
dard deviations that are outside the scope of this particular book.
My focus is on option strategies with defined risks and higher
probabilities of success.

The probability of an option expiring ITM is also related to its
volatility. By ITM, I mean that the option has more than $0.01 of
intrinsic value at the expiration. For example, if a stock has been
trading in a $35 to $40 range during the past six months, the proba-
bility of the stock reaching $45.01 at next month’s expiration might
be rather low. The 45-strike calls have a low probability of expiring
ITM. By way of comparison, a stock that has been trading in a $30
to $50 range in the past six months will have a greater probability
of moving to $45.01 in the next month, and therefore, the 45-strike
calls will likely have a higher probability of expiring ITM.

If options on higher volatility instruments that are OTM have
higher probabilities of expiring ITM (compared to OTM options on
lower volatility instruments), it stands to reason that lower volatility
securities have lower probabilities. Obviously, these factors also relate
to the risk of the underlying security (high volatility versus low volatil-
ity) and price (expensive premiums versus low premiums).

Time has an important relationship with the probability of
expiring ITM as well. There is a wider dispersion of possible prices
for an underlying and a wider spectrum of possible prices over
longer stretches of time. For instance, all else being equal, there
is a higher probability that an OTM option will expire ITM in six
months rather than six days. As you go further out in time, there
are more unknowns. In conclusion, there are higher probabilities
further out in time, and that, in turn, has important implications for
probabilities, options prices, and strategy selection.

Probability of Profit

The probability of profit is the chance that an options positionmakes
at least $0.01 of profit at expiration (transaction costs excluded). For
instance, if I buy a 100-strike call on XYZ for $10, what is the chance
that XYZ is trading at $110.01 at the expiration? Or, what is the
probability that the stock will be $0.01 or more above the breakeven
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at the expiration? On the other hand, on a short XYZ 100-call sold at
$10 per contract, the probability of profit is set at $109.99 per share,
or $0.01 below the $110 breakeven.

POP, Not POT

The probability of profit and the probability of touching are dis-
cussed here, but the probability of expiring ITM is more widely used
throughout the industry. My methodology uses all three, however,
and my colleagues and I sometimes refer to the probability of profit
as the POP. To avoid confusion, I don’t use the acronym POT for the
probability of touching.

Probability of Touching

The probability of touching is closely related to the probability of
expiring ITM. It reflects the chances that the underlying will move to
a certain price at any time prior to the expiration, regardless of how
it ends up at the expiration. The probability of touching is computed
using a different, but related, model and typically has a value higher
than the probability of expiring ITM.

Some traders prefer the probability of touching, particularly for
American-style options. European-style options can only be exercised
at expiration; therefore, the probability of expiring ITM is the more
relevant probability measure. However, American-style options can
be exercised any time prior to expiration, so it also makes sense to
look at the probabilities of the underlying security reaching certain
levels during the entire life of the options contract. The probability
of touching can be used for that purpose.

The probability of touching can be used to identify potential
extreme prices for the underlying security and to determine if it
may be too volatile for an investor’s personal risk tolerance. Are you
comfortable with the stock if it moves through a certain level? Is the
spectrum of possible prices within a range that you can stomach?

The probability of touching is a useful tool, even if you are not
yet trading options, because it can help determine possible entry and
exit points for stock positions as well. For example, the probability
of touching a certain price can be used to identify prices where an
investor might want to sell or liquidate stock position. Or, it can be
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used as amethod to exit a position if the stockmoves beyond a certain
range. In Chapter 17, I will take a closer look at how options can be
used instead of stop and limit orders in some situations.

Example

The best way to understand how to use probabilities is with another
example. We want to keep our focus on liquid products with suf-
ficient trading activity and where the spreads (difference between
bids and offers) are not too wide. This can give us a greater sense of
confidence when using probability calculations. Transaction costs are
important to consider as well but are not factored into the examples.

Liquid Assets

Liquidity will vary by underlying and can change from one period to
the next. Tools for measuring liquidity, such as volume and open
interest, were discussed in Chapter 4, “Avoiding Mistakes,” and
again in Chapter 5, “Options Basics.”

Next, we want to find ideas that have probabilities of success of
50 percent or greater. For example, if I am looking at a long call
on a stock, my preference is ITM options where the probability of
expiring ITM is higher than 50 percent. When I buy options, I tend
to focus on shorter-term options, as I am often playing for a quick
move and do not want theta (time decay) to affect my premiums as
much.However, when I sell options, I typically use options that expire
between twenty-one and seventy days, because I find that between
roughly three and ten weeks until expiration is optimal for most of
the selling strategies I use.

Looking at Figure 9-1,March 115 calls onMcDonald’s are trading
for $9.60 bid and $10.30 ask. With shares of the stock at $124.20,
let’s say that an investor places an order roughly midmarket and buys
one contract for $10, or a $1,000 cash outlay when the multiplier is
factored in. At that price, the breakeven of the long call is at $125,
which is less than 1 percent above current levels.

The probability of profit is computed based on amove to $125.01
(or better), because at that point, the position is $0.01 above the
breakeven and is profitable. (Note that the calls would be subject
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Figure 9-1 McDonald’s Options Chain

to auto-exercise if left open through the expiration, and that would
have implications for the profit or loss of the position. But for the
purposes of POP, the trade is considered to be profitable if the under-
lying is $0.01 above the breakeven.)

Standard Deviations

I made an effort throughout this book to keep the math simple
and avoid digging too deep into statistics. Plenty has already been
written in other texts about how options are priced, normal distri-
butions, and bell curves. One statistic worth a few words, however,
is the standard deviation (SD), because it is important in assessing
probabilities. In this context, SD simply refers to the range of stock
prices around the average price or mean. The theory says that a
stock will close within one standard deviation roughly 68.2 percent
of the time, within two SDs 95.4 percent of the time, and within
three SDs 99.7 percent of the time. These numbers are important
to keep in mind when looking at probabilities.

Figure 9-2 shows the probability analysis for McDonald’s with the
stock trading for $124.20 per share. The chart setting is the default
at a one standard deviation range (or 68.27 percent), and the level
of volatility is 20.6 percent. In this example, the curve is based on
probabilities and includes stock price targets of $115.04, $125.01,
and $136.91. The stock price is plotted on the vertical y-axis and the
days until expiration on the horizontal x-axis.

The curve on the probability analysis chart represents the proba-
bility of the stock trading within a certain range. Notice that the curve
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Figure 9-2 Probability of Expiring ITM
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starts at the left (y-axis) along the stock price line at the current share
price of $124.20 and becomes wider as time passes.

For example, at the first February expiration, the stock prices of
$121.39 and $126.73 represent the one standard deviation range of
stock prices for that time period. Therefore, there is a 31.7 percent
probability (or one minus the 0.683 standard deviation) of falling
outside that range. Anything inside or in the middle of the curve is
within the probability range. Anything outside is outside of one stan-
dard deviation. For example, the current price of $124.20 is within
the range, but $100 and $140 per share are clearly not.

Looking to the March expiration in forty-six days (Figure 9-2),
the expected range for the stock is between $114.71 and $132.73
based on one standard deviation around the current share price.
Additional details are provided in the table below the chart. For
instance, the probability of expiring between $125.01 and $136.91 is
35.2 percent, and the probability of trading above $136.91 is 7.7 per-
cent. Therefore, the POP is 42.9 percent. If you add up the proba-
bilities within an expiration term, the numbers equal 100 percent,
because, together, the numbers capture all of the possible outcomes.

The probabilities of expiring ITM for the short-dated options are
higher than for the longer-dated ones. In Figure 9-2, the probabili-
ties of expiring above $136.91 steadily decrease as the curve widens
out, because as more time passes, the range of possible outcomes or
stock prices become more scattered. Notice that at the first expira-
tion, there was only a 0.02 percent probability of the stock falling to
$115.04 or below, but by theMarch expiration, it is almost 17 percent.

Figure 9-3 shows the probability of touching using the same 68.3
percent, or one standard deviation probability range, and the same
$115.04, $125.01, and $136.91 price targets. The y-axis, x-axis, and
shape of the curve are all the same as Figure 9-2. However, themodels
to compute the probability of expiring ITM and the probability of
touching are different. As a result, the range of stock prices and the
probabilities are very different as well.

Intuitively, the higher stock values and probabilities in Figure 9-3
(compared to Figure 9-2) should make sense because there is a
higher probability of a stock touching a certain level rather than
closing above or below a certain strike price at expiration.

Using the same March expiration, the one standard deviation
range for the stock is $111.53 and $137 for the probability of touch-
ing analysis, and that is greater than the $114.71 to $132.73 range for
the probability of expiring ITM analysis. Meanwhile, the probability
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Figure 9-3 Probability of Touching
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of touching $125.01 per share or better is 90 percent and more than
double the POP in Figure 9-2.

As a last note, the probabilities of touching don’t add up to 100
percent. That’s because while the stock will close at just one price
at the expiration, it can touch many different prices along the way.
When looking at long stock trades, I prefer ideas with the probabili-
ties of expiring ITM or probabilities of profit greater than 50 percent
and probabilities of touching of more than 80 percent.

Additional examples and probability charts will be provided with
strategy examples throughout the remainder of this book. While the
probability of expiring ITM is widely used in the industry, we also look
at the probability of profit and the probability of touching. The goal
in all of this is to find potential trading opportunities with clearly
defined risks and appealing probabilities of success. Sophisticated
trading platforms available in the brokerage marketplace can help
make all of this much simpler to do.

Delta to Measure Probabilities

Delta is one of the Greeks that help us make sense of how and why
options premiums change in value from one day to the next. (A com-
plete discussion of all the Greeks is provided in Appendix A.) Delta is
perhaps the most widely watched, because it measures howmuch the
value of an options contract may change for each one-point move in
the underlying.

ATM single stock call options typically have deltas of 0.5, espe-
cially as the contract is approaching expiration. If so, the contract is
expected to increase in value by $0.50 if the underlying stock moves
higher by a point and decrease in value by $0.50 if the stock moves
lower by a point. On the other hand, an ATM put will have a delta
of roughly -0.50 and will increase in value by $0.50 if the underly-
ing security moves lower by a point and decrease in value for each
one-point move higher in the underlying.

Delta Talk

When traders refer to the delta of an option, they often drop the
decimal point. A 0.45 delta call is simply 45 delta calls and the -0.65
put is 65 delta puts.
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It was noted earlier that when an ATM option is near the expi-
ration, the probability it will expire ITM or OTM is roughly equal.
There is a 50 percent probability that it will expire ITM and a 50 per-
cent probability that it will expire OTM. Note that the 50 percent
probability is the same as the 0.50 delta.

As a rule of thumb, an option’s delta is also a ballpark estimate
of this probability of expiring ITM. A call option with a delta of 0.30
has roughly a 30 percent chance of expiring ITM, and a put option
with a delta of 0.70 has roughly a 70 percent probability.

In fact, the deltas of a put and a call with the same strike in
the same expiration term will approximately equal 1.00 when added
together, because one of them will expire ITM (unless both expire
exactly ATM). In other words, the sumof the probabilities of expiring
ITM of a put and call at the same strike price is 100 percent.

Figure 9-4 offers an example using options on Pfizer (PFE) with
the stock trading for $31 per share and five days left until the expi-
ration. First notice that the deltas of the ATM 31-strike puts and calls
are −0.50 and 0.50, respectively. Meanwhile, the 30.5-strike calls have
deltas of 0.67, and the 30.5 strike puts have deltas of−0.32. It suggests
that the 30.5-strike calls have a 67 percent chance of expiring ITM,
and the probability of expiring ITM for the 30.5-strike puts is 32 per-
cent. The two deltas sum up to 0.99 and not exactly 1.00, because
delta is not a perfect measure of probabilities, especially in further
OTM options.

Naturally, options that are far OTM have lower deltas and have
a lower probability of expiring ITM. Meanwhile, deep ITM puts and
calls have higher deltas, because there is a greater chance of the con-
tracts remaining ITM through the expiration. As we can see from
Figure 9-4, the deltas of the calls increase as the strikes decrease, and
the put deltas are higher at the higher strikes.

Delta is a useful tool for gauging probabilities, but it is only
an indication or an estimate. It assumes, like with a coin flip, that

Figure 9-4 Pfizer Options Chain with Delta



Trim Size: 6in x 9in Kinahan c09.tex V2 - 08/22/2016 7:05am Page 121�

� �

�

Probabilities 121

market movements are random and options are priced rationally
—conditions that are not always met in practice. Notice, for example,
that combined deltas of the 30-strike puts and calls in Figure 9-4
add up to only 96. Again, this is due to the fact that delta is not as
accurate for gauging probabilities for further OTM options.

In addition, it would be a mistake to assume that a put option
with a delta of −1.0 has a 100 percent chance of expiring ITM. It has
a very high likelihood because it is already deep ITM, but it is not
certain to expire ITM. Crazy things can happen, and the underlying
could suddenly mover higher instead.

Nevertheless, although not always a precise measure, delta does
offer a thumbnail for probabilities in an objective way, and that, in
turn, helps to better define risks before placing an options trade. The
probability of expiring ITM is a more accurate measure compared
to delta. POP and the probability of touching should be considered
when looking at potential moves in the underlying as well.

Summary

Probabilities are around us everywhere. There is a chance that it
might rain tomorrow, and there is a probability that an airline flight
will be on time. In options trading, probabilities can be measured
and help you identify optimal trading opportunities. Delta is a quick
thumbnail for the probability of expiring ITM.

This chapter also explored the probability of profit and the prob-
ability of touching. While delta is available on many options chains
and using options-pricing calculators, POP and the probability of
touching are best viewed using charting software.

Finally, in order to better understand a strategy’s potential
using probabilities, you should focus on actively traded and liquid
products. Purchases tend to favor ITM contracts, and selling options
tend to favor OTM contracts. Time frames are typically twenty-one
to seventy days. The probabilities of expiring should be greater than
50 percent and the probability of touching more than 80 percent.
A series of examples is provided in Part III of this book, beginning
in the next chapter with covered calls.
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Covered Calls

The basics of investing were covered in Part I, and the reader
should now understand where stocks trade, what indicators to watch,
and how to place orders. Options basics, including simple strategies
of long puts and long calls, were covered in Part II. Part III focuses
on a number of other options positions and strategies that I use and
that I have taught to investors over the years.

One of the more basic ones—the covered call—is explained in
this chapter. Like the protective put, covered in Chapter 7, it is viewed
as an entry-level strategy that is a natural extension of stock investing
that many investors are already familiar with. There are important
differences between long stock and covered calls, however, such as
the possibility of being assigned on the call options, the potential
profits, and how the breakeven is calculated.

Although it is likely review for many options traders, the covered
call is a good starting point for our discussion of various option strate-
gies. Just as an experienced ski instructor doesn’t send a student on
a black diamond run on day one, an investor with no options trading
experience should consider starting with the simplest of strategies
first and then moving on to more complex ideas like butterflies,
calendar spreads, and others discussed in the last few chapters of
this book.

The Covered Call

An investor can learn a lot about options by understanding the
covered call, because many important concepts, such as implied
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volatility (IV), assignment, and dividends, can affect a position dur-
ing the life of the options. The strategy also builds on buy-and-hold
investing in equities, which is already widely understood by most
investors. (If not, Chapter 3, “Know the Underlying,” offers a
primer.) As we will also see, however, the covered call has different
risk and reward potential compared to buying stock alone.

Buy-Write

The covered call is also called a buy-write because the investor is
buying shares and writing call options against those shares.

The covered call gets its name from the fact that the investor is
short calls, which are “covered” by a corresponding long position in
the underlying stock. Recall from Chapter 6 that a short call strat-
egy is typically initiated when the investor expects the price of the
underlying security to hold below the strike price of the call and is an
unlimited risk play because potential losses accumulate as the under-
lying moves higher, and there’s no limit to how high the price of a
stock can climb. The short call is considered naked (or uncovered)
if the investor has no long position in the underlying (or if the short
call is not part of a spread).

The covered call, on the other hand, is short the options but long
the underlying security. An example from the equities market is to
sell one call option for every one hundred shares of the underlying
already held in a portfolio. Or, an investor might buy shares and sell
calls at the same time (a buy-write). Indeed, many brokerage plat-
forms today allow the covered call to be initiated as one trade at
one price.

In a typical covered call, the investor is neutral or optimistic
on the prospects for the underlying security but is not aggressively
bullish. After all, writing the call is stating that he is willing to sell
the underlying security (or have it “called away”) through the life of
the options and at the strike price of the contract.

The investor should feel comfortable selling the stock at the
strike price of the option through the expiration date. Because the
short call obligates the investor to sell the underlying, assignment
results in the sale at the strike price. In the equities market, as we
get closer to expiration, shares are more likely to be sold if the price
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of the underlying climbs up beyond the strike price of the option.
So before writing the calls, similar to putting in a stock sell order, it’s
important to ask, “Am I willing to sell the stock at the strike price?”
If the answer is not yes, then the covered call is probably not the best
strategy for you.

Income is received from the sale of the short calls, and the
investor collects any dividends along the way as well. Therefore, the
covered call is sometimes used as an income-generating strategy
when shares are expected to hold in a range. In addition, selling calls
reduces the cost of the stock purchase. In stock market parlance,
the call writing reduces the cost of purchasing shares. The net cost
is equal to purchase price of the shares minus the premium received
for the call options.

Just like with owning stock alone, the breakeven of a covered call
is the net cost of the shares. The math is simply the stock price minus
the credit received for writing calls. The risk to the strategy is a move
below the breakeven (ignoring any dividends paid and transaction
costs). If the price of the stockmoves above the strike price of the call
options, the options are in the money (ITM) and likely to be exer-
cised/assigned. The result is assignment to the holder of the short
calls, and the stock is sold at the strike price.

Because equity options are American-style, assignment can hap-
pen at any time prior to the expiration. If it is ITM at expiration, the
contract will likely be auto-exercised, and assignment is almost guar-
anteed. At that point, the profit is equal to the strike price of the calls
minus the cost of the stock. The shareholder collects any dividends
paid as well.

Covered Call Cheat Sheet

Strategy: Buy stock, sell calls
Direction: Bullish or neutral
Debit or Credit: Stock bought, calls sold at credit
Risk: Stock price – Credit
Breakeven: Stock price – Credit
Potential Profits: Strike price – Stock price + Premium received

Figure 10-1 shows a simple risk graph for the covered call. The
position generates profits if shares hold above the breakeven and
move higher. The gains are limited by the short calls. Losses increase
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Stock Price
at Expiration
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–

Figure 10-1 Covered Call Risk Graph

as shares move below the breakeven, and like owning shares, the risks
are related to the performance of the underlying. If shares fall, sig-
nificant losses are possible, but the risks are never greater than the
stock price minus the credit. In addition, the risks of the covered call
are less than owning stock alone, because the investor has collected
premium for writing the calls, and that, in turn, helps offset a portion
of the purchase price.

The strike price selection of the covered call is important and
will depend on the investor’s objective. If the goal is to generate
income, the ideal situation is for shares to hold just below the
strike through the expiration and the options to expire worthless.
Then the investor can sell the shares, write additional calls, or simply
hold the stock position.

A covered call can also be used as a tool to exit a stock position.
For instance, an investor might have accumulated gains in shares
and wants to sell (or liquidate) his holdings. Rather than selling the
shares outright, calls are sold to collect a premium, and the investor
is looking for the stock to move above the strike price by expiration.
If assigned on the calls, the investor delivers the shares and exits the
position. In this way, writing calls against a stock position can also be
used instead of a limit order, but the investor is actually getting paid
(collecting a premium) when he is ready to get out of the stock at a
specific price. Of course, assignment is not guaranteed, because the



Trim Size: 6in x 9in Kinahan c10.tex V2 - 08/22/2016 7:05am Page 129�

� �

�

Covered Calls 129

stock price may never reach or go beyond the strike price while you
are holding the short call.

Opportunity Risk

While the risk of a covered call position is similar to owning shares,
there is another risk to consider. Namely, if the stock moves sub-
stantially higher and the calls are assigned at the strike, the investor
will miss out on gains above the strike price if the stock continues to
move higher. The opportunity risk is certainly an important trade-off
to consider when investors collect premiums for writing calls against
their stock positions. In general this is a minor risk as most people’s
biggest problem is not that the stocks they purchase are going up
too fast.

After opening the covered call, the ideal situation is for the stock
to move toward the strike price of the short call through the expira-
tion but not shoot higher too fast. The goal is to let time decay take
a toll on the options. Any decrease in implied volatility before the
expiration can help the (short call) position as well.

Writing out-of-the-money (OTM) calls also leaves room to partic-
ipate on the upside. On the other hand, selling ITM calls certainly
limits the upside and will also increase the possibility of early exercise
due to dividends paid. That is, if a dividend is expected, a holder of an
ITM call is likely to exercise the contract to take delivery of the shares
and collect the dividend. Therefore, the possibility of being assigned
and taken out of the covered call increases if the options are ITM and
an ex-dividend is approaching. There is less early-assignment risk due
to exercise when writing OTM calls.

A covered call can typically be closed at any time prior to
the expiration. To exit, the investor sells shares and buys-to-close the
calls. Or, the investor can close the calls and simply hold the shares.
Selling the shares alone, while leaving the short calls open, changes
the position to an unlimited risk position known as the naked call.
This is not something I would do because it defies the logic of the
trade. Finally, if assigned on the short calls, it is too late to close
the position. The investor will sell the shares per the terms of the
contract. I do not look at assignment as a negative, especially when
I am writing OTM calls. I participated for some upside and I can
always get back in if I want.
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My preference is to continually sell calls against shares. Think of
the position as one package of long stock and short calls. When the
calls expire, write additional calls against the stock.

Example

Let’s say MGM Resorts shares are trading near $20 in mid-January
and an investor wants to begin an income strategy using covered
calls on the casino company. Keep in mind that the examples, real
or hypothetical, are for illustration purposes only. This is not a state-
ment about the company or its outlook, and simply because a strategy
worked in the past, that doesn’t mean it will work in the future. Mar-
ket conditions do change. The stock here was selected due to the fact
that the stock prices and options prices include some round numbers
like $20 per share and $1 per contract. That helps to keep the math
simple for the purposes of this example.

Our investor wants to take a position in MGM shares and also
write calls. His expectation is that shares might see a modest move
higher in the weeks ahead, and while the stock has not been paying a
dividend, selling calls against stock can generate a bit of income dur-
ing this time. Figure 10-2 shows an options chain for various March
options on MGM that expire in sixty-five days.

With MGM at $20, the 21-strike calls are $1, or 5 percent OTM.
The market was $1.01 to $1.05 at the time. It’s reasonable to assume,
given the prices, the investor can sell the March 21 calls for $1
against shares at $20. If so, the premium totals 5 percent of the
share price ($1/$20). The delta (not shown) is 0.35, and there is an
estimated 65 percent probability that the options will expire OTM.
(Note: For a refresher on delta and the other Greeks, please turn
to Appendix A.)

Figure 10-2 MGM Options Chain (1/13/2016)
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The net cost of the MGM March 21 covered call position is $19
per share, or $20 minus the $1 credit. The investor is not collecting
any dividends as MGM does not pay them, but on a dividend-paying
name, any dividends collected while the position is open reduces the
cost of the covered call as well. In this example, the net cost is $19
(excluding any transaction costs, of course).

Figure 10-3 shows the risk graph of the MGM March 21 covered
call for $19. The risk is from a move lower in the shares and is only
limited due to the fact that a stock can’t fall below zero. So the risk
is $19, or $1,900 on one hundred shares (one covered call). While
a move below $19 results in losses, the potential profits are to the
upside, but the calls will also increase in value as the underlying
movers higher. The gains are, therefore, limited.

Moreover, no matter how high the stock climbs, the investor is
obligated to sell (or have the shares called) at the strike. With the
stock trading $20.02 when you open the covered call, the question to
ask yourself is this: Am I comfortable selling the stock at $21 with an
effective sale price of $22 in the next sixty-five calendar days?

Upon assignment, the profit is equal to the proceeds from the
sale of the shares, which is the strike price of the calls plus the credit
minus the purchase price of the stock. In other words, the potential
profits equal the strike price minus the net cost. In this example, the
investor could potentially make $200 on the MGMMarch 21 covered
call if assigned on the calls, or [$21 − ($20 − $1)] × 100.
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Figure 10-3 MGM March 20 Covered Call Profit/Loss Graph
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MGM March 21 Covered Call

Strategy: Buy 100 shares for $20, sell 1 March 21 call at $1
Direction: Bullish or neutral
Debit or Credit: $2,000 for shares – $100 credit
Risk: $20 – $1 = $19
Expiration Breakeven: $19
Potential Profits: $21 – $20 + $1 (premium) or $2

Looking at the probability analysis in Figure 10-4, the one stan-
dard deviation range for MGM shares through the March expiration
(now in fifty-one days and the stock is at $19.50) is $16.05 to $23.25.
There is a 32.6 percent probability that shares will be above $21 and
the calls will be ITM. The probability of holding above the $19 per
share breakeven and below $21 is 21 percent. Therefore, there is a
53.6 percent probability of success on the trade.

What happens if the stock never reaches $21 through the expira-
tion and the calls are not assigned? There is a 44.7 percent probability
that the stock will be below $19 at theMarch expiration, or 13 percent
in the $18 to $19 range and 31.7 percent of closing below $18.

If, for instance, the stock has had a rough go and closes at $18 at
expiration, then the calls will expire worthless. The cost of the stock
is $19; therefore, the investor is sitting on an unrealized loss of $1, or
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$100 on one covered call with the stock at $18 at the expiration. At
that point, the investor can then (1) continue along the same theme
by writing additional calls, (2) sell the shares to close the position
and book the $100 loss, or (3) do nothing and hold the shares with-
out writing any more calls. Importantly, there is no guarantee that
the market will be $18 after trading resumes Monday following the
expiration. It might be higher or lower.

On the other hand, if the stock closes at $20.75 and the calls
expire without assignment, the investor can sell the shares and
monetize the gain, assuming that the stock is still trading for $20.75
on Monday. It might be higher or lower when trading resumes after
the expiration. The profit at that level is $1.75, or $175 on one call,
as it equals the sale price of the shares minus the net cost, or [$20.75–
($20–$1)] × 100. The investor can also write another call option or
simply hold the shares.

Collar Me

When looking at the MGM options chain, did you think to yourself,
What if I sell calls to buy puts? It’s not a crazy idea. In fact, the collar is
another limited-risk options strategy that involves the sale of OTM
calls to buy OTM puts. You can think of it as a combination of a
protective put and a covered call, and it is sometimes used as a
protective strategy to “collar” a position in the underlying. There is
more information on this strategy and others in Appendix B.

Lastly, the position can also be closed out prior to the expiration
by selling shares and buying back the calls. The profit or loss will
depend on the sale prices of the shares, the price paid for the calls,
and the transaction costs charged by your broker. That, in turn, will
depend on not just the movement in the underlying but also how
time decay and implied volatility have affected the options. Time
decay is working with the covered call writer. Falling implied volatility
can have a beneficial impact as well.

Summary

The covered call is the first options strategy that many new options
traders learn because it is simply a combination of being long the



Trim Size: 6in x 9in Kinahan c10.tex V2 - 08/22/2016 7:05am Page 134�

� �

�

134 Essential Option Strategies

underlying and short call options. In the equities market, one call is
sold for every one hundred shares. The strategy can be used to gen-
erate income beyond any dividends paid. Some investors sell calls on
stocks that have rallied and that they are now ready to sell. There-
fore, calls are sold as a way to exit a stock position, and whether the
stock is sold will depend on where the stock price is relative to the
strike at expiration. ITM calls will likely be assigned, per the OCC’s
auto-exercise rules.

The maximum gains from the covered call are limited due to the
strike price and that creates an opportunity risk if shares really rally.
The investor is collecting a premium, however, and that lowers the
cost of simply owning shares. The covered call can also be closed at
any time prior to the expiration.

My preference is selling OTM calls with twenty-one to seventy
days of life remaining. I want time decay working in my favor. Sell-
ing options with high implied volatility can also benefit the covered
call writer if volatility moves lower. However, beware of situations
when IV is elevated, as there might be some negative headlines sur-
rounding the name that is affecting the price of the shares and the
options. Remember the old adage: If something seems too good to
be true, it probably is. That’s true of covered calls and the remaining
options strategies covered in this book as well. Now let’s talk about
cash-secured puts.
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Cash-Secured Puts

Long puts and protective puts were discussed in Chapter 7.
Remember that a put option increases in value as the price of the
underlying moves lower. Therefore, being long a put is typically a
bearish strategy that is initiated when the investor expects the price
of the underlying security to move lower. The protective put is a
combination of being long the underlying security and long puts.
It is a strategy that is often used to protect (or hedge) an existing
position in the underlying, because the long puts will increase
in value and offset potential losses if the underlying instrument
decreases in value.

This chapter revisits put options but focuses on selling (or writ-
ing) rather than buying. If a put buyer is bearish on the underlying,
it stands to reason that a put seller might have a bullish view. In fact,
the cash-secured put is a strategy that an options trader typically
initiates on an underlying security that she already wants to own.
Ultimately, the put writer is expressing a willingness to buy (or have
put to her) the underlying security at a set strike price through a
fixed expiration period.

The term cash-secured refers to the fact that the funds to buy the
stock stand ready in the investor’s brokerage account if the puts are
assigned. In the equities market, the investor buys one hundred
shares of the stock for every put option that is assigned. The cash
needed in the account will therefore depend on the strike price of
the option and the number of contracts that are sold.

In some situations, a short put can be used as an alternative to a
buy limit order when the investor is a willing buyer at a specific price.

135
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We explore that in more detail in Chapter 17 as well. The advantage
is that the investor is getting paid (collecting a credit or premium)
for placing the order. If the puts are never assigned and shares stay
above the strike, there is nothing to do. The options expire worthless.

If assigned, the strategy is no longer short puts, but long stock.
It is a bullish strategy and makes sense if the investor is comfortable
buying the underlying at the strike price of the put that was sold. The
strategy can also pay off if the investor is writing out-of-the-money
(OTM) puts and shares fall, so long as the move lower is not below
the strike price of the put.

Short Puts

Selling a put obligates the investor to buy (or have the stock put to
him) at the strike price of the option through the option’s expira-
tion. In most cases, the investor is selling puts with the intention of
taking delivery, such as shares of stock, if required to do so. Having
cash in the account to cover the assignment makes the short put a
cash-secured put strategy. If not, the put write is considered a short
put (or naked put) and will require additional margin.

Naked Put

Have you ever sold puts naked? It has nothing to do with how much
clothing you’re wearing but refers to selling put options uncovered
(with no position in the security) and not as part of a spread. To
change a naked put to a cash-secured put, you need to have enough
money in the account to cover assignment.

The potential gains from put writing are equal to the credit
received. In many cases, the investor is writing OTM puts (where
the strike price is below the current market price) and anticipating
steady action, or maybe a rally, in the underlying. If the options
remain OTM through the expiration and the investor does nothing,
the puts will likely expire worthless.

Short Put Cheat Sheet

Strategy: Sell puts
Direction: Bullish or neutral
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Debit or Credit: Credit
Risk: Strike price – Credit – 0
Breakeven: Strike price – Credit
Potential Profits: Credit

On the other hand, if the investor wants to take delivery and have
the shares put to him, the best-case scenario is for the price of the
underlying to be just below the strike price of the options at expira-
tion and for the puts to be assigned at the strike price. At that point,
the cost of the shares is the strike priceminus the credit. The position
then becomes long stock.

Figure 11-1 shows the simple risk graph of the short put. Notice
that it is the same shape as Figure 10-1. Like the covered call, the
risk to the short put or cash-secured put is from a move lower in the
underlying. The worst-case scenario would be getting assigned, buy-
ing the stock at the strike price, and then seeing it continue falling
to zero. If assigned on the puts, the cost of the stock (which is the
strike price) is offset by the premium collected for writing the puts.
Therefore, the breakeven equals the strike price minus the credit.

If the puts are in the money (ITM) at expiration, the investor
is assigned and will be put the shares. Short puts can also be
closed (or covered) prior to the expiration (or before assignment)
through an offsetting buy-to-close transaction. Importantly, if ITM,

Short Put

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 11-1 Short Put Risk Graph
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American-style options might be assigned prior to the expiration as
well. If so, it is too late to close the position, and the put writer must
take delivery of the underlying. Therefore, it is very important to
be comfortable with the idea of taking delivery of the stock at the
specified strike before writing the puts.

I like the cash-secured put strategy for stocks that I want to own.
The logic is similar to what you have seen earlier in this book, sell-
ing puts that are slightly OTM and that have twenty-one to seventy
days of life remaining, which can sometimes see a relatively rapid
rate of time decay. The puts I write are on names that I feel have
strong fundamentals, and by writing the puts, I am stating that I am
a willing buyer at that price. Implied volatility (IV) is an important
consideration as well, because the short puts not only benefit from
time decay, but falling IV during the life of the option can help the
position as well.

In most cases, however, I am not looking to cover the puts before
expiration, but instead either (1) take delivery of the shares or (2) let
the puts expire worthless. The advantage of allowing short OTM puts
to expire rather than closing them through an offsetting purchase is
that there are no additional transaction costs. Once the puts expire,
I can write additional puts in later expirations or simply move on
to something else. Lastly, keep one thing in mind: If the goal is to
buy the stock due to assignment and you do not achieve your goal
because the puts never went ITM, you still make money by getting to
keep the premium you received when you sold the put. That is not
the case for most strategies.

Example

When the underlying security is a stock, one put write obligates the
investor to buy one hundred shares at the strike price through the
expiration. For instance, let’s say MGM is trading for $20 per share
in January, and an investor wants to initiate a short put strategy using
March options that expire in sixty-five days. The investor is a willing
buyer of one hundred shares of the underlying for $19 per share and,
looking at the options chains (Figure 11-2), sees that the March 19
puts are bid at $1 per contract. Let’s keep the math simple here and
say that with the stock at $20, one contract is sold for a total premium
of $100. In other words, the investor will be put the stock at $19 with
a breakeven at $18, giving an almost 12 percent downside cushion if
shares move lower instead of higher.
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Figure 11-2 MGM Options Chain
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Figure 11-3 MGM Short Put

The risk graph of the MGM short put in Figure 11-3 is the
same shape as the MGM March 21 covered call from Chapter 10
(Figure 10-3). While the gains are limited, the risks are to the down-
side. The breakeven is equal to the strike price minus the credit
received. In this example, the position shows a loss at expiration if
shares are trading below $18 (19 strike minus $1 credit).

Because puts increase in value as shares fall, the risk to a short
put is on a move to the downside. If, for instance, the stock loses
25 percent to $15, the puts are $4 ITM at expiration. The loss is $300,
or $400 minus the $100 credit collected. Figure 11-3 shows the loss
at $13 per share of $500, or $600 minus $100. Potential losses are
limited to $18, or $1,800 on one put write, because MGM can’t fall
below zero.
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MGM March 21 Short Put

Strategy: Sell MGM March 19 put at $1
Direction: Bullish or neutral
Debit or Credit: $1 credit
Risk: ($19 – $1) × 100 = $1,800
Breakeven: $19 – $1 = $18 per share
Potential Profits: $100

The potential profits from the short put are limited to the pre-
mium collected or, in this case, $100 on one put write. If the options
are OTM at expiration, the investor does nothing, and the puts can
be left to expire worthless. (Note: In rare instances, a slightly OTM or
at-the-money [ATM] put might be exercised, and therefore, assign-
ment is a possibility, which is true of any American-style contract
that is near-the-money and has little time value heading into expi-
ration.) So if MGM doesn’t fall more than 5 percent and holds above
$19 through the third Friday in March, the options expire, and the
investor gets to keep the $100 collected in his account for writing
the puts.

Figure 11-4 shows the probability analysis chart for MGM at the
time. While the covered call example in Chapter 10 (Figure 10.4)
looked at the probability of expiring ITM, the one in this chapter
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is the probability of touching. It assumes a one standard deviation
range of stock prices, with MGM at $19.50 and now fifty-one days
remaining until the expiration.

The probability of touching $19 is now 90 percent and of falling
to $17 is 50 percent. Therefore, there is a 50 percent chance that
the stock will fall $1 below the breakeven. However, there is also a
65 percent chance of it touching more than $21 per share. If I am
looking to get long the stock, I can live with these probabilities.
There is a good chance that I will get assigned at $19 per share,
but my real cost of buying the stock is $18. There is also a relatively
high probability that the stock will be in the low twenties in the
weeks ahead. As most of the assignments happen in the last week
of expiration, I prefer to look at probability of expiring ITM when
analyzing cash-secured puts.

If the stock drops below the 19-strike but remains above $18, the
short putmight not profit, depending on the nextmove in the under-
lying. If, for instance, the stock is at $18.25 at the expiration, the puts
are assigned at $19, and the investor is long stock at $19 minus the
$1 credit. The cost is $18, and the stock at $18.25. The next move in
shares, higher or lower, will dictate whether the position shows addi-
tional profits or if it begins to show losses, but you are starting with
a $0.25 edge. Transaction costs (commissions, contract, and assign-
ment fees) need to be factored in as well.

What if the stock really tanks? For instance, the stock closes at
$16 at the expiration, the puts are assigned at $19, and the investor
buys (has put) one hundred shares for a total of $1,900. He collected
$100 on the put write, and therefore, the cost is $1,800, or $18 per
share. The stock is closed at $16, and he is long stock at $18 per share.
Therefore, the unrealized loss is $2 per share, or $200 on one hun-
dred shares. The investor can then liquidate the shares and book the
loss or simply hold the stock in anticipation of a rebound. Remember,
an investor would sell the puts anticipating a higher stock move.

Because the investor sold puts with the idea of taking delivery, the
more likely strategy is maintaining a long stock position. Importantly,
even though the stock may have closed at $16 on expiration Friday,
there’s no guarantee that the stock will open at $16 on Monday. It
could open higher or lower, and there is no guarantee of being able
to liquidate at $16.

Selling cash-secured puts rather than naked puts can help avoid
the mistake of taking on too much risk or becoming overleveraged.
Position size is important in this respect. If an investor typically
buys and sells five hundred shares of stock at a time, the equivalent
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number of puts is five contracts. Obviously, the size of the trade
will also vary based on whether it is a high- or low-priced stock.
Additional tips on risk management and position sizing are covered
in Chapter 17, “The Close.”

Summary

Like any investment strategy, the short put and cash-secured put
strategies are not suitable for every investor. The risks are sometimes
hard to define, and if the underlying experiences a dramatic move
lower, the losses can be significant, especially for higher-priced
stocks or indexes. However, the risk is never greater than the
underlying falling to zero.

I personally like the strategy, because it is a tool to enter positions
for stocks that I want to own. In the cash-secured put, the investor
stands ready to buy the shares at the strike price of the underlying
through the expiration. The cash is available in the account to cover
assignment. An important point to keep in mind is that there will be
margin requirements, and the investor has to be prepared to pay for
the stock if assignment occurs.

As we have seen, the risk graph of the cash-secured put is similar
to the covered call. Transaction costs can have a significant impact
on any potential gains or losses and should be considered when com-
paring the strategies, as the short put includes only options, and the
covered call is a combination of long stock and short calls. In both
cases, the investor is optimistic (or bullish) on the outlook for the
underlying.

My preference for writing puts is to use shorter-term time frames
of between twenty-one and seventy days, because these will typically
benefit themost from time decay. Time decay is nonlinear and affects
shorter-term options at a faster rate than longer-term contracts. I
look for situations when implied volatility is elevated, as the position
will benefit from falling IV. Lastly, most of my put writes are options
that are between 2 percent and 10 percent OTM.

Lastly, I only sell puts on stocks that I want to own, and the cash
is on hand in my account to cover assignment if the options go ITM.
In other words, the cash-secured put strategy is a tool to enter stock
positions in names that I want to hold for the long-term. Remember
that if you don’t achieve your goal of purchasing the stock, you still
keep the premiumreceived. Chapter 17will go intomore detail about
using short puts instead of a buy-limit order to enter a stock position.
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Long Vertical Spreads

The strategies covered to this point are simple strategies that
include just one options contract. The covered call, for example,
is the purchase of underlying security along with the sale of call
options. Meanwhile, a cash-secured put strategy and the short put
strategy involve selling a specific put option. Buying long calls and
long puts was covered earlier as well.

The remaining strategies are spread trades that involve more
than one contract. One thing to keep in mind with spread trades
is that they achieve maximum value if the underlying closes on
expiration day at or near the short strike. This chapter explores long
vertical spreads. The strategy involves buying one option and selling
another option within the same expiration term but with different
strike prices. The term vertical is due to the fact that the options
appear vertically on the options chain. Like a long call or a long
put, a long vertical spread is a directional strategy that is typically
initiated when an investor is expecting the underlying to make a
significant move higher or lower.

First I will consider the long vertical spread with call options. Also
known as a bull call spread, the position is simply buying a call at
one strike and selling another call at a higher strike. The strategy
makes sense when the investor is expecting the underlying to move
higher. The bear put spread, on the other hand, is the purchase of
a put and the sale of another put at a lower strike. It has a bearish
directional bias and is typically initiated when the investor expects
the underlying security to fall in price.

143
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Long vertical spreads, whether with puts or calls, have clearly
defined risks and also limited rewards. The risks include the loss of
principal or the premium paid to enter the spread. The rewards vary
based on the strike prices used to create the spread. As we will see,
there are times when these long vertical spread strategies offer cer-
tain advantages over long calls and long puts alone.

Like when buying long calls or long puts, probabilities help
me determine if the price of a vertical spread is worth paying. It is
easy to get tempted to purchase out-of-the-money (OTM) spreads
that could provide payoffs of two or three times the debit. However,
be careful with the leverage. The higher the risk-reward ratio, the
lower the probability of success. A couple of examples are provided
to illustrate.

Bull Call Spread

Readers were introduced to the long call strategy in Chapter 6.
To open the position, an investor pays a premium and enters
into a contract that gives him the right, but not the obligation, to
buy the underlying security at a fixed (strike) price through an
expiration period. The long call is initiated when the investor wants
upside exposure to the underlying because he expects the price to
move higher.

In addition to the price of the underlying security, changes in
implied volatility (IV) and time decay can affect the value of the
options contract as well. While the long call loses value over time, an
increase in implied volatility will result in an increase in the options
premium. Falling IV has a negative impact on the premium.

The long call spread is a long call and the sale of a call at a higher
strike price within the same expiration term. The purchase of one
call gives the owner the right to buy the underlying security at the
strike price, and as has been duly noted in earlier chapters, writing
a call obligates the seller to sell the underlying security at the strike
price if the call is assigned. The sale of the higher price call offsets
some of the premium paid for a long call. Therefore, the investor is
paying a smaller debit. The sale of the higher strike call also limits
the potential rewards to the upside.

Figure 12-1 shows a simple risk graph of a long call spread. The
position generates profits if the price of the underlying security
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Figure 12-1 Bull Call Spread

moves higher and loses money if it trades lower. The risk of a long
vertical spread is the premium paid, and the maximum loss happens
if both options expire worthless. Excluding transaction costs, the
breakeven equals the lower strike price plus the debit. At that point,
the higher strike calls expire worthless, and the intrinsic value of the
long call is equal to the debit paid.

The potential gains of a long vertical spread are limited and
equal to the difference between the strike prices minus the debit.
The maximum profit happens if the price of the underlying is at or
above the higher strike of the spread. For instance, say an investor
holds a long call spread on XYZ, and the share price closes above
the higher strike at expiration. The higher strike calls are assigned,
and the lower strike calls are exercised to cover the assignment. The
profit is equal to the sale price of shares (higher call strike) minus
the purchase price of shares (lower strike) minus the debit paid to
enter the position.

A vertical spread can typically be closed at any time prior to the
expiration by selling-to-close the same spread. If the credit received
for selling the spread is greater than the debit paid, the result is a
profit on the trade. If the credit is less than the initial premium, the
result is a loss. If both strikes are OTM at expiration and the position
is left open, the result is the loss of the premium paid. If only the
long call is in-the-money (ITM), the investor will face exercise on the
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contract if it has not been covered before the expiration and will be
buying shares of the underlying stock at the strike price.

Some investors establish long call spreads by selecting a strike
to buy and then picking a higher strike that corresponds with their
expected price target for the underlying. Like the covered call, sell-
ing a higher strike call creates an opportunity risk if shares see a
substantial move beyond their target, because the investor is obli-
gated to sell the shares at the higher strike price, regardless of how
far the underlying security might rally. The long call, on the other
hand, has theoretically unlimited profit potential. Yet, the investor is
paying a smaller debit for the call spread, and the sale of a higher
strike call also hedges some of the time decay risk, because while the
long call is suffering losses due to time decay, the short one is also.

Long Call Spread Cheat Sheet

Strategy: Buy call, sell higher strike call
Direction: Bullish
Debit or Credit: Debit
Risk: Debit
Breakeven: Lower strike + Debit
Potential Profits: High strike – Low strike – Debit

When searching for long call spreads, I always look for under-
lying stocks that see active trading with significant trading volume
(liquidity) and have many listed strike prices to choose from. The
thing to focus on with vertical spreads is that they are really all about
the option you are buying; the reason you are selling the higher strike
call is to lower your net cost.

There are two areas of focus—shorter term or weekly options—
where you may be playing for a quick impetus such as earnings. Or
the longer-term play that is three to ten weeks in which you believe a
more gradual up move will help, but you do not want to commit the
capital you would if you purchased the stock itself. I prefer to buy a
contract that is ITM and sell a higher strike call that is OTM. That is,
the ITM call will have some intrinsic value, while the OTM call is all
extrinsic. In other words, like the television character Fred Sanford,
I want to buy value and sell junk.
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Legging

Many brokerage firms allow investors to initiate spread trades as
one order, but an investor can also do the spread one leg at a time.
For example, you might buy a long call and then later sell a short
call at a higher strike. This is referred to as legging into a trade.
However, you can often save on transaction costs by executing the
trade as one spread rather than legging in one side at a time.

If you are new to spread trading, then consider doing spreads
as one trade rather than buying the calls first and then selling the
higher strike calls. That is, don’t leg into the spread because you
know what price you want to pay for the spread. If you leg into it
instead and the market moves against you, you won’t collect as much
on the sale of the upside call. That, in turn, would result in a lower
price for the short call and a higher price of the spread. Therefore,
after you decided how much you want to pay for the spread (and this
holds true of all the strategies outlined in this book), send the order
to be executed as one transaction. Also, as I will show later (detailed
in Chapter 17), you may want to place the orders between the bids
and asks. More on this later.

Example

Let’s say an investor has a bullish longer-term view on Apple and
wants upside exposure in the name for the weeks ahead, because
a move to $100 from $97.34 is expected. Rather than buying shares
outright, she is considering opening a limited-risk call spread and, in
mid-January, is looking at various strike prices in the March term.

Figure 12-2 shows the nearest strikes with the stock trading for
$97.34. TheMarch 90–100 call spread is currently trading for roughly
$6, as the market to buy the March 90s is $8.10 and to sell the March
100s is $2.13. She decides to purchase 1 March 90–100 call spread on
the stock for $6, or a total debit of $600.

The March 90–100 call spread for $6 has limited risks and
rewards. The potential loss is $600 if shares drop back below $90
and the options expire worthless. Excluding transaction costs, the
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Figure 12-2 Apple Options Chain

breakeven is equal to the lower strike plus the debit, or at $96. In
this case, the breakeven is below the stock price.

If the stock does nothing, the trade profits, because shares cur-
rently trade for $97.34. The intrinsic value at that price is $7.34 and
greater than the $6 debit paid for the spread. This is much differ-
ent than buying the stock outright, because, in that case, the profit
depends on the stock moving higher. In this example, the investor
makes a profit even though shares did not move as anticipated.

Apple March 90–100 Call Spread Breakdown

Strategy: Buy March 90 call for $8.10 and sell March 100 call at
$2.10

Direction: Bullish
Debit or Credit: $600 debit
Risk: $600
Breakeven: $90 + $6
Potential Profits: $100 – $90 – $6

Figure 12-3 shows the risk-reward of the AAPLMarch 90–100 call
spread for $6, and the same information appears in the details above.
The potential profits are to the upside and equal the higher strike
minus the lower strike (or the spread) minus the debit paid, or $4
per spread.

If both legs of the spread are ITM at expiration, the investor can
exit the position by simply letting the exercise and assignment take
place, which is likely but never guaranteed. If so, the stock is called at
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Figure 12-3 Apple March 90–100 Long Call Spread Risk Graph

$90 and sold at $100. In that case, the profit is $100 minus $90 minus
the $6 debit, or $400 per spread. (Remember, the multiplier for an
equity option is one hundred.)

Using Position Delta

Recall from Chapter 8 that delta expresses the expected change in
the value of an option for each one-point price move in the under-
lying asset. A position delta can be used to measure the expected
change in the value of a spread. In this example, the delta of
the March 90 calls is 0.80 and the March 100 calls is 0.20. Because
the long calls have positive deltas and short calls have negative
deltas, the position delta of the spread is 0.60 and is estimated to
see a $0.60 increase for a one-point move higher in Apple shares.

The long call spread could be closed prior to the expiration by
selling one March 90 call and buying a March 100 call to close. The
profit or loss will depend on the premium collected from selling the
spread. If, for example, it’s a week before expiration and the stock is
trading at $97.50, the March 90s can be sold for $8 and the March
100s can be bought for $1. The investor can exit the position for $7,
resulting in a $1 profit on the trade. But if the price of the underlying
stock drifts lower and the spread is only worth $3, the position can
be covered for a $3 loss.
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Or, the investor can close out just one leg of the spread at any
time. Closing out only the higher strike through a buy-to-close trans-
action would leave the investor long the lower strike calls and in a
bullish play. On the other hand, selling-to-close only the lower strike
leaves the short call naked, which typically has highermargin require-
ments and exposes the investor to a position with unlimited risk.
Personally, I feel it makes more sense to get in as a spread and out of
a spread, especially when new to options trading.

The long call can be exercised as well. If, for instance, expira-
tion approaches and the short call is OTM but the long call is ITM,
the investor might choose to exercise the contract to buy one hun-
dred shares of Apple for $90 per share. If she holds the short call,
then the position becomes a March 100 covered call. However, it typ-
ically doesn’t make sense to exercise a contract that has time value
remaining, because that value is lost upon exercise.

Figure 12-4 offers a look at various probabilities of price ranges
for Apple over the life of theMarch options, or forty-eight days.While
the goal is for the stock to move above $100, the $96 breakeven level
is also a point of interest. There is a 36.6 percent chance that the
stock will rise to $100 (the maximum profit of the spread) and a 16.1
percent chance that it will be between $96 and $100. Therefore, there
is a 52.7 percent probability that the stock will be trading above the
breakeven at expiration and that the trade will show a profit.

Probability analysis chart
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Figure 12-5 Apple Probability of Touching Analysis

Looking at the probability of touching in Figure 12-5 offers addi-
tional insight. There is a 77.1 percent chance that the stock will touch
$100 through the life of the options. Because $100 is the short-term
target of the spread, the investor might choose to exit the position
any time the stock hits that level while the position is open, even if
it is not yet near the expiration. In other words, the probability of
touching can be useful when looking at potential price targets for
the short leg of the long call spread.

As a rule of thumb, the higher the potential profit of the trade,
the lower the probability of success. In this case, the investor is risk-
ing $6 to make $4. On the other hand, a March 100–110 call spread
in Figure 12-2 trades for less than $2. It offers a potential of more
than $8 profit. However, the probability of the stock reaching $110
is obviously much less than it reaching $100.

Be extremely careful with the leverage and don’t go overboard
when buying vertical spreads. The examples presented in this
book are for educational and illustrative purposes only and not a
recommendation to trade a particular strategy or security. Take some
time to find approaches that match your risk tolerance, fit with your
trading plan, and also have reasonably high probabilities of success.
Practice them on paper or in a virtual trading platform before
you go live.
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Figure 12-6 Bear Put Spread Risk Graph

Bear Put Spread

The setup for the long put spread is similar to the long call spread,
but the directional bias is bearish rather than bullish. The strategy
involves buying a put and selling another put at a lower strike price
within the same expiration term. The long put gives the investor the
right to sell (or put) the underlying stock to someone at a specific
strike price, and the short put represents the obligation to buy it at
the lower strike price.

Figure 12-6 is the simple risk graph of a long put spread, which
is basically the inverse of the risk graph of the long call spread in
Figure 12-1. Like the long put, the position loses money as the price
of the underlying security moves higher and generates profits if the
price falls. The losses associated with buying a put spread are limited
to the debit paid, and maximum loss occurs if both legs of the spread
expire worthless.

The breakeven of the long put spread equals the higher strike
minus the debit. If the stock is at that level at the expiration, the
lower strike puts will likely expire worthless, and the intrinsic value
of the long put is equal to the debit paid. Excluding transaction costs,
there is no loss or gain on the position, and it breaks even.

Long Put Spread Cheat Sheet

Strategy: Buy put, sell lower strike put
Direction: Bearish
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Debit or Credit: Debit
Risk: Debit
Breakeven: High strike – Debit
Potential Profits: High strike – Low strike – Debit

Like the long call spread, the maximum potential profit of a long
put spread is the difference between the two strikes minus the debit.
If, for example, the position is exited through exercise and assign-
ment, the investor is buying (having put) the stock at the lower strike
and selling (putting) it to another investor at the higher strike. Also,
just like with the long call spread, the position is about the option
that you buy. Selling the lower strike put is intended to help lower
the net cost.

Like with any options strategy, the long put spread can typically
be covered prior to expiration. In this case, the investor sells-to-close
the same spread. The gain or loss will depend on howmuch premium
is collected to exit the spread. If the investor collects more of a credit
than was paid to open the spread, the result is a profit. On the other
hand, the investor suffers a loss if the spread is sold for less than the
debit paid to enter the position.

Example

Let’s say an investor is concerned about the potential for a substantial
market decline in the next few weeks and is looking for downside
exposure in the event a sell-off does indeed happen. Looking at an
options chain onGoldman Sachs (GS) with shares trading at $161.50,
the March 150–170 put spread is trading for roughly $9. That is, the
March 170 puts can be bought for $11.65 and March 150 puts sold
at $2.65.

Between the Spread

Spreads are often executed as one order rather than buying one
side of the position and then selling the other. In addition, just as
an investor can place an order to buy a stock between the bid-
ask spread, it is also possible to place the order between the bid-ask
for the spread. For instance, if the market for a March 150–170 put
spread, as in Figure 12-7, is bid at $8.80 and offered at $9.04, an
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investor might place a limit order to buy the spread for $8.95.There
is no guarantee that the trade will be executed at that price, but as
the market changes, it is possible that it eventually will. In addition,
as we will see in later chapters, there is nothing wrong with trad-
ing between the bid and offer. In fact, there may be advantages in
doing so.

Figure 12-7 Goldman Sachs Options Chain

The investor buys one March 150–170 put spread for $9 per
spread or a cash outlay of $900 plus transaction costs. (Note: I am
using $9 rather than $8.95 in order to work with round numbers in
this example.) The risk is the premium paid. If shares rally to more
than $170 and the position is left open through the expiration, the
options will likely expire worthless, and the premium paid would
be lost.

From Figure 12-8, we can also see that the breakeven of the
spread is at $161 per share, and that equals the higher-strike 170
put minus the $9 debit. At $161 per share, the 170-strike puts are
worth $9, and that equals the debit paid. Profits increase below the
breakeven and are limited as shares fall below the lower strike, or
$150 per share.

Like with any long vertical spread, the potential gain from the
March 150–170 put spread is the difference between the two strikes
minus the debit paid. In this case, if the options are ITM at expiration
and the position is closed through exercise/assignment, the investor
is put the stock at $150 and can sell it in the higher strike of $170.
Subtract the $9 debit from the $20 profit from the purchase and sale
of the shares. The net profit is $11, or $1,100 on one spread.
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Figure 12-8 Goldman Sachs March 150–170 Put Spread

Goldman Sachs March 150–170 Put Spread Breakdown
Strategy: Buy March 170 put for $11.65 and sell March 150 put

at $2.65
Direction: Bearish
Debit or Credit: $9 debit
Risk: $9
Breakeven: $170 – $9
Potential Profits: $170 – $150 – $9

The gain or loss if the position is sold-to-close prior to the expira-
tion, depends on how the shares performed and the credit received
from selling the spread. If, for example, the stock rallies to $170 and
the spread is sold at only $2 bymid-February, the position would show
a loss of $7 on the spread. Obviously, the investor wants the stock to
move lower, not higher.

The probability of expiring ITM analysis in Figure 12-9 shows
that the probability of the stock closing between $161 (breakeven)
and $150 (maximum profit) at the expiration is 24.1 percent, and
the probability of a move below $150 is 27.4 percent. Therefore, the
probability of the stock moving below the breakeven is 51.5 percent.
The probability of a move above $170 (worst-case scenario) is much
less at 30 percent.

In this example, the investor is risking $9 to make $11 over the
course of seven weeks. If, for example, the March 150-160 call spread
was bought for $3.30 instead, the risk-reward ratio would be much
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Figure 12-10 Goldman Sachs Probability of Touching

higher on a move to $150. In that scenario, the investor is risking
$3.30 to make $6.70. However, the breakeven of the March 150–160
put spread for $3.30 is $156.70 instead of $161. As we can see from
the probability of touching analysis in Figure 12-10, there is a substan-
tially higher probability of touching $161 (98 percent) rather than
$156.70 (80 percent).
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Trading an underlying that has options with many strikes has a
number of advantages, and the ability to create a variety of different
vertical spreads is one of them. There literally are a lot more options!
However, be careful with buying put spreads that are too far OTM.
While the risk-reward ratio can be quite high, the probabilities of
success are often much lower. As the old adage goes, you get what
you pay for. Buy value, not junk.

Summary

Long vertical spreads can be created with puts or calls. The long
call spread is sometimes referred to as a bull call spread, because
the investor initiates the position when he expects a move higher in
the underlying security. The bear put spread makes sense when the
investor wants downside exposure in a specific name or market.

When looking for potential trading opportunities, I look at expi-
rations no more than ten weeks out. My focus is call spreads for
upside in the short-term, for quick hits with an impetus, or in names
that I like for the longer-term. The call spread is merely a vehicle for
participating when I am expecting shares tomove higher. I only open
put spreads on an underlying security that has poor fundamentals or
as a short-term hedge against a stock position.

Probability analysis helpsme determine whether the price for the
spread is worth paying. As a rule of thumb, I am looking for a better
than 50 percent probability of the position at least breaking even and
an 80 percent or better probability of it touching the higher strike
through the expiration.

It might be tempting, for instance, to open a 50–55 strike call
spread for $1 with the stock at $45, because the risk–reward ratio
seems relatively interesting. The investor is risking $1 to make $4.
Odds are, however, that the probability that the stock moves to the
higher strike is not extremely high. There are important trade-offs
to consider, and you don’t want to overdo it with the leverage. It’s
better to hit singles and doubles rather than swing for the fences
every time.
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Short Vertical Spreads

Short vertical spreads are the exact opposite of the strategies
covered in the previous chapter. I noted in Chapter 12 that a long
vertical call spread involves buying a call with one strike and selling
another at a higher strike. The investor pays a debit for the long
vertical call spread, and the risk is limited to the debit paid. The
position offers a maximum payout if the underlying security rises
in price and stays above the higher strike of the spread through
the expiration. Therefore, the long vertical call spread is typically
initiated when the investor has a bullish outlook and expects the
price of the underlying security to move higher.

The short vertical call spread is the reverse of the long vertical call
spread. The investor is selling a call and buying a call with a higher
strike. The trade is initiated at a credit, and the premium collected is
the maximum potential profit from the strategy. The risk is also lim-
ited, because the call with the higher strike is hedging the risk of the
short call with the lower strike. The strategy is typically a bearish play
on the underlying security. However, the short vertical call spread,
often using out-of-the-money (OTM) calls to take advantage of time
decay, can be initiated if the investor expects stock price to hold in a
range as well. The ideal scenario is for the underlying to finish below
the lower strike of the call spread at expiration and for the options
to expire with no intrinsic value.

We will also see that the short vertical put spread is basically the
opposite of a long vertical put spread. The strategy is sometimes used
instead of a cash-secured or naked put when the investor wants sell

158
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puts but also seeks protection from a move lower in the underlying
with the purchase of a put at a lower strike. The lower strike put
hedges the short put.

So while the long vertical put spread is a bearish play, the short
vertical put spread is primarily a bullish or neutral strategy thatmakes
sense when the investor expects the price of the underlying to be
above the option’s strike price at expiration. It’s really all about the
option that you are selling. The other option is purchased to hedge
or define the risk. In addition, time decay is your friend when initi-
ating the short vertical spread because you start with OTM options.
This chapter explores the ins and outs of the short vertical spreads
in more detail along with a couple of examples to help illustrate.

Short (Bull) Put Spread

A short vertical put spread is a premium selling strategy that involves
selling a put at one strike and buying a put at a lower strike within the
same expiration month. Like the cash-secured put from Chapter 10,
the idea is to generate income into a portfolio by writing puts on an
underlying that an investor is willing to buy (or have put to them) at
the strike price. The primary idea is to generate income into a portfo-
lio by writing puts and collecting premium. The primary risk for the
investor is having the stock put to them at the higher strike price.
The main difference here is that you are trading a spread, so you can
manage the spread and avoid being assigned the stock as much as
possible. This is a directional play that employs premium selling.

The short vertical put spread includes the purchase of a put with
a strike price below the strike of the short put. That limits potential
risks if the underlying falls, because the investor has bought the right
to sell (or put the underlying) at that strike price. The trade-off is
that, compared to simply writing a put, the investor is collecting less
of a net credit, because he’s also paying a debit to buy the lower strike
put. One of the themes that I want to continue is that of limiting
reward to limit risk.

Figure 13-1 depicts a simple risk graph for the short vertical put
spread. The risks and rewards are limited on both the upside and
downside. The maximum potential profit is the credit collected and
happens if shares hold above the strike price of the higher strike
put through the expiration. At that point, there is nothing to do.
The options expire worthless, and the investor keeps any premium
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Short Put Spread

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 13-1 Bull Put Spread Risk Graph

fromwriting the spread, which has the added benefit of no additional
transaction costs to exit the position.

The breakeven of the spread is equal to the higher strike minus
the credit. If the stock is at that level at expiration, the lower strike
puts expire worthless, and the higher strikes have intrinsic value
equal to the credit received. Because the investor is short the higher
strike puts, the loss there is equal to the credit, and the trade breaks
even.

Short Vertical Put Spread Cheat Sheet

Strategy: Sell put, buy lower strike put
Direction: Bullish or neutral
Debit or Credit: Credit
Risk: High strike – Low strike – Credit
Breakeven: High strike – Credit
Potential Profits: Credit received

The amount of risk associated with a short vertical put spread
depends on strike price selection. The maximum potential loss is
equal to the difference between the two strikes minus the credit col-
lected. If the price of the underlying falls below the lower strike of
the spread and assignment at the higher strike occurs, the underly-
ing is bought at the strike price of the short put, and then the long
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put can be exercised to cover the assignment. In that case, the loss is
equal the price paid (higher strike) minus the price received (lower
strike) minus the credit.

A short vertical put spread can typically be closed prior to the
expiration by buying-to-close, and the profit or loss will depend
on the exit price. In most cases, the spread can be, and probably
should be, exited as one trade. If the price paid to close the position
is more than the initial credit, the trade is a loser. If the spread is
bought-to-close for less than the initial credit, then winner, winner,
chicken dinner.

What if the underlying closes between the two strikes at expira-
tion? In that case, the short puts are likely to be assigned, but the
long put is still OTM and therefore not subject to auto-exercise. In
that case, the investor is put the underlying and takes delivery, as
with a naked put. From that point forward, the position can be held
or closed after the expiration on the followingMonday (or Tuesday if
Monday is a holiday), and the gain or loss on the position will depend
on the price at the time the underlying is sold. This is one of the
reasons I like to manage my risk by closing spreads four to ten days
before expiration. That is, enter as a spread and exit as a spread.

Closing out only the long put changes the position to a naked put
and is still a bullish position on the underlying. On the other hand, if
the investor covers the short leg of the spread, the remaining position
is a long put and expressing a bearish view on the underlying. This
also ruins a bit of the logic of doing a spread to start with, because
the nature of the trade has been changed.

In a third, less likely scenario, the investor is assigned on the
short put and holds the long put. The new position is long stock and
long put (which is the “synthetic” equivalent of a long call position,
as discussed in Chapter 7). Reminder: an American-style short put
can be assigned at any time prior to the expiration regardless of the
in-the-money (ITM) amount. A European-style option can only be
assigned at the expiration.

My focus when screening for short vertical put spreads is options
that expire in three to ten weeks. Time decay is typically affecting the
higher strike puts at a more significant rate compared to the lower
strikes. Therefore, even if the underlyingmoves sideways, the strategy
can begin showing profits.

I’m also selling OTM puts that have a relatively low probability of
expiring ITM. The underlying might even see a bit of weakness, and
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the strategy might still pay off, so long as the price of the underlying
doesn’t fall below the short put strike through the expiration. Unlike
the cash-secured put, I am not looking to buy (or have put) the stock,
but if I do get assigned, it is not devastating. Because I wrote puts, I’m
ready to be assigned and take delivery of the underlying at the strike
price through expiration if required to do so.

The key here is time decay. It is a directional play that takes advan-
tage of time working in my favor. I want the options to lose value over
time so that I am out of the position at expiration. If so, there are no
additional transaction costs to consider, as the options simply expire
worthless. Again, this strategy is really focused on the contract that is
being sold. The other part of the spread is there to define risk.

Example

A vertical spread is primarily a directional trade that is risk-defined.
In the next example, let’s say that an investor believes that Apple
shares are going higher and wants to put herself, if she is wrong, in a
risk-defined situation with a high probability of making money even
if nothing happens or she is slightly wrong. To illustrate, let’s say
Apple is trading for $94.69. Figure 13-2 shows some of the various
strikes available for potential vertical spreads in the March options
that expire in twenty-four days. (Note that, in this example, the
bid-ask for shares is below the last price. The reason for this is that
the snapshot was taken afterhours when the bid-asks are still being
updated, but the last price is not.)

The March 93 puts, for example, are trading for $1.76 (bid) and
$1.79 (ask). The contract is $1.69, or 1.8 percent OTM. The investor

Figure 13-2 Apple Options Chain
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Figure 13-3 Apple March 91–93 Put Spread

is considering selling those puts, because she is expecting the stock
to move higher and wants to define the risk with the purchase of a
lower strike put. The March 91 puts are trading for $1.17 to $1.19.
Therefore, the market to sell the March 91–93 put spread is $0.57,
or $1.76 sell the 93 strike puts and $1.19 to buy the 91 puts. Let’s say
that one spread is sold at $0.60 even.

The risk graph of the short vertical put spread in Figure 13-3
confirms that the potential profits are limited to the credit col-
lected, or $60 on one spread. The breakeven is $92.40 per share at
expiration and equal to the higher strike minus the credit. If Apple
closes at $92.40 at expiration, the 91-strike puts are worthless, and
the (short) 93s have $0.60 of intrinsic value, which is equal to the
credit collected.

Here’s another way to look at it: If the 91-strike puts are OTM and
the investor is assigned on the puts at $93, the total cost of buying the
stock, excluding transaction costs, is $93 minus the $0.60 credit, or
$92.40 per share. That, in turn, is also the breakeven. Remember, the
investor has to be prepared to buy (or get long) the stock at $93 if the
price falls. Selling the put spread is actually a play on (1) the stock
moving higher and (2) buying the stock for less than current prices,
or, in this example, $92.40.

The potential profit from the short vertical put spread is lim-
ited to the credit received. If the stock holds above $93 and both
options expire worthless, the investor does nothing and canmove on
to the next trade. Therefore, even if shares fall but hold above $93,
the trade is successful. That’s an important point to keep in mind.
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Namely, even if the investor is wrong on direction when writing the
OTMput spread and the stock heads lower (but not below the higher
strike of the spread), the trade can be profitable. There are also no
transaction costs to exit if the options are left open through the expi-
ration, which is an advantage to letting the options expire as well.

Probability of Being Profitable for Short Vertical Spreads

A formula that many options traders use to estimate the probability
of a short vertical spread being profitable by a penny or more at
expiration can be computed by dividing the real risk of the position
by the spread itself. That is, it is the real risk (width of the spread
minus the premium received) divided by the total risk (width of the
spread). In this example, the spread is $2, and the investor is col-
lecting $0.60. The real risk is the difference between the two strikes
minus the credit, or $1.40. The probability of the spread being prof-
itable by a penny or more, excluding transaction costs, is therefore
$1.40/2, or 70 percent. Note that the probability results from using
this formula are theoretical in nature, not guaranteed, and do not
reflect any degree of certainty of a particular trade or strategy being
successful.

Like with any short vertical spreads, the risks to the position
equal the difference between the two strikes minus the credit. In
the worst-case scenario, the stock falls sharply and the investor faces
assignment on the puts that were sold, requiring him to buy the
stock for $93. However, the 91-strike puts represent the right to
sell (or put) the stock at $91. The maximum potential loss in that
scenario is the price paid ($93) minus the price sold ($91) minus
the initial credit received. In this case, the investor is collecting $0.60
and risking $1.40. The theoretical probability of the spread being
profitable by a penny or more, as outlined in the formula above, is
70 percent.

Apple March 91–93 Short Put Spread Breakdown

Strategy: Sell March 93 put at $1.79 and buy March 91 put for
$1.19

Direction: Bullish or neutral
Debit or Credit: $60 credit
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Risk: $93 – $91 – $0.60
Breakeven: $93 – $0.60
Potential Profits: $60

If the price of the stock falls below $93 but stays above $91 and
the short puts are assigned prior to the expiration, the investor will
be holding a long Apple March 91 put and a long stock position.
If the March 91 puts expire worthless (unless also ITM and exer-
cised), the investor is long stock at $92.40.

If the investor has a change of heart and doesn’t want to be
obligated to buy the stock for $93, the short puts can be bought-to-
close. In that case, it typically makes sense to close the spread
altogether by also buying-to-close the March 91–93 put spread on
Apple. One thing to keep in mind, is that the stock may go slightly
below 93, but the exercise risk is usually not great until the last week
or so of expiration. The closer to expiration, the greater the risk of
exercise/assignment.

My preference is to enter the spread as one trade and close it
as one spread. In the event that the options are deep OTM, there is
no guarantee that it can be closed out if there is no market to sell
the long puts, but in most cases, the spread is sold-to-open and later
bought-to-close.

Figure 13-4 shows the probability analysis for Apple through
the March expiration and confirms that a drop to $91 or below
has a lower (32.4 percent) probability than of it staying above
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Figure 13-5 Apple Probability of Touching Analysis

$93 (56.3 percent). The probability of it remaining above the $92.40
breakeven equals the probability of staying above $93 and of staying
between $92.40 and $93 (3.5 percent). In other words, there is a 59.8
percent probability of shares being above the breakeven through
the March expiration.

The probability of touching analysis tells a similar tale. In
Figure 13-5, there is an 84 percent probability that Apple will touch
$93 through the March expiration in twenty-four days. The proba-
bility of it hitting $91 (worst-case scenario) is 62.4 percent. Because
there are twenty-four days left until expiration, the probabilities will
change as time passes and shares move higher or lower. It doesn’t
hurt to have an exit strategy in place if the numbers begin to change
significantly. Ideally, the stock moves higher, and time decay works
in the favor of the position. If not, that’s okay too, because the
investor is a willing buyer at the 93 strike and keeps the credit for
writing the spread as well.

Investors want to be compensated for taking risks. In this
example, the risk is $1.40, and the investor is collecting only $0.60.
The further you go down in strike prices, the probability of profit
typically increases, but the premium collected is less. Again, the
focus here is on selling options that are likely to expire worth-
less, because the investor expects the stock to move higher. The
purchase of the long put is a tool to define risk associated with
selling puts. In liquid names, there are many strike prices to choose
from and numerous ways to create the spreads. Take a look at
Appendix B for additional tips when searching for short vertical
put spreads.
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Short (Bear) Call Spread

Sometimes called a bear call spread, the short vertical call spread
is a short call along with the purchase of a higher strike call in the
same expiration month. The maximum potential gain from a short
vertical spread is limited to the credit received for selling the spread.
In this case, the credit equals the premium received for the short call
minus the premium paid for the higher strike long call. If the options
expire worthless, the position attains its full potential, and as can be
seen from Figure 13-6, the risks are to the upside.

The maximum risk to the short vertical call spread is the differ-
ence between the two strikes minus the credit. Like with the short
vertical put spread, when both legs of the spread are ITM at expira-
tion, the long calls can be exercised to cover the assignment of the
short calls. In that case, the investor is selling shares at a lower strike
and buying at a higher one. The loss is, therefore, based on the size
of the spread minus the credit that was received.

Short Vertical Call Spread Cheat Sheet
Strategy: Sell call, buy higher strike call
Direction: Bearish or neutral
Debit or Credit: Credit
Risk: High strike – Low strike – Credit
Breakeven: Low strike + Credit
Potential Profits: Credit

Short Call Spread

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 13-6 Short Vertical Call Spread Risk Graph
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The breakeven of the short vertical call spread is equal to the
lower strike plus the credit. If the underlying is at that price at expi-
ration, the short calls have intrinsic value equal to the premium col-
lected for writing the spread, and the spread breaks even.

Compared to writing naked calls, short vertical call spreads are
less risky, because the purchase of a higher strike call hedges the
short option. The trade-off is that buying the higher strike calls also
reduces the net credit received from selling the lower strike call. Nev-
ertheless, in both strategies, the ideal situation is for the options to
expire worthless. As noted earlier, this also has a nice perk, because
there are no additional transaction costs to exit the trade. The short
vertical call spread can also typically be closed prior to the expiration
by buying-to-close for a debit.

My preference is to sell spreads with twenty-one to seventy days
of life remaining. I am selling OTM calls with a relatively high
probability of expiring worthless while also buying a higher strike
call to define the risk. It’s also a play on time decay, because short
calls will likely have more time value to lose compared to the deeper
OTM calls.

Example

Netflix is trading at $89.56 in early February, and an investor expects
shares to see limited upside over the next few weeks and months.
The options chain (Figure 13-7) shows that OTM90-strike calls in the
March term, which expires in thirty-seven days, can be sold at $6.40.
Because the investor expects the price of the shares to hold below
that level over the next few weeks, he decides that those options are
worthy of selling.

Figure 13-7 Netflix March Options Chain
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However, rather than simply selling the March 90 calls naked,
a spread is created by purchasing March 95 calls and opening a
March 90-95 call spread instead. The March 95s can be bought for
$4.35 (Figure 13-7), and for this example, let’s say that the investor
sells the spread at $2 even.

The risk graph in Figure 13-8 confirms that the potential profits
from the short vertical call spread is limited. In this example, the
gains max out at $2 per spread, or $200 if the share price holds below
$90 and the calls expire worthless. Therefore, as long as share price
doesn’t move higher and both legs of the spread are OTM through
expiration, the investor books the $2 profit.

The breakeven is simply the lower strike plus the credit, or $92.
With that price at expiration, the 95 calls expire worthless, but the
short 90 calls are worth $2. The loss on the short calls is equal to the
premium collected, and the trade breaks even.

If the stock closes anywhere above $92 per share, the spread is
losing money. The maximum loss happens if the investor pays the
entire spread to cover the position, which would be the case if the
position is exited through exercise and assignment. In that case, the
loss is $3, or the $5 spread minus the $2 credit. Using the probability
of profit formula mentioned in the short put spread example, the
theoretical chances of the spread making at least a penny of profit is
equal to the real risk divided by the total risk, or $3/5-point spread,
or 60 percent.
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Netflix March 90–95 Call Spread Breakdown

Strategy: Sell March 90 calls at $6.40 and buy March 95 calls for
$4.40

Direction: Bearish or neutral
Debit or Credit: $200 credit
Risk: $95 – $90 – $2
Breakeven: $90 + $2
Potential Profits: $200

The probability of expiring ITM analysis for Netflix in Figure 13-9
shows that chances of a spike to $95 (worst-case scenario) or higher
through the March expiration is 35.1 percent. There is a 6.1 percent
chance that stock will be between $92 (breakeven) and $95 at expi-
ration. Therefore, there is a 41.2 percent probability that the spread
loses money and a 58.8 percent estimated probability of the spread
generating a profit.

Lastly, the probability of touching in Figure 13-10 shows that the
probability of the stock touching $95 (worst-case scenario) steadily
increases over time and reaches 77 percent by the March expiration.
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This confirms that the short vertical call spread makes sense when
the investor expects the stock to trade in a range or drift lower in
the near term. Rather than selling naked calls, the purchase of the
higher strike calls creates a spread that limits the potential profits but
also limits the potential risks if there is a major spike in underlying.

In the examples in this chapter, strike prices of the short options
are near the underlying and slightly OTM. Selling deeper OTM
strikes will increase the probabilities of profit but will obviously
reduce the amount of premium collected as well. That’s the
trade-off. My rule of thumb is to use the probability of profit formula
(dividing the real risk by total risk) outlined in this chapter and look
for opportunities in the 50 percent to 70 percent range.

Summary

Short vertical spreads can be created with puts or calls. In the bull
put spread, the investor is short puts and hedging that position with
the purchase of lower strike puts. The bear call spread is a short call
with a long call at a higher strike. The potential profit from either
spread is limited to the credit collected, and the risks are defined by
the difference between the two strikes minus the credit.
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Selling OTM options will result in higher probabilities of
profitability compared to at-the-money (ATM) or ITM options. The
trade-off is that the credit received decreases as you move deeper
OTM. The important things to consider are (1) sell premium to
take advantage of time decay; (2) remember that it’s all about the
short option, and the reason to buy the long option is to define the
risk associated with selling the premium; and (3) use the probability
of profit formula (real risk divided by total risk) and look for
opportunities in the 50 percent to 70 percent range. This is a good
place to start, as you have a nice combination of premium received
and probability of success.
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Calendar Spreads

The calendar spread is a strategy that involves buying an option
and selling another with the same strike price but in a different
expiration month. Also known as a time spread or horizontal spread,
the strategy is sometimes initiated when an investor expects the
underlying to move in a range around the strike price over the life
of short-term contract and then possibly make a directional move
thereafter.

The call calendar spread is the sale of a call option and the pur-
chase of another call at the same strike price with a more distant
expiration. You can think of it as a combination of a long call and a
short call and is a debit transaction because the cost (or premium)
of the long option is greater than the premium collected for writing
the short call. Calendar spreads are designed to take advantage of
time decay as the front month will decay faster than the next month.
They also seek to take advantage of increasing levels of volatility.

A put calendar spread is the purchase of a put and the sale of
a put at the same strike but a closer expiration month. Both put
and call calendar spreads seek to benefit from the nonlinear nature
of time decay and the fact that there is a tendency for shorter-
term options to lose value due to time decay at a faster rate than
longer-term contracts.

If the short option of the put or call calendar spread expires
worthless, the strategy has the same risks and rewards as being long a
put or long a call option. The investor can choose from several other
follow-up actions, such as writing additional short-term options,

173
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selling to close their long option position, or exercising it. I will
explore the range of possibilities in the examples in this chapter.
But keep in mind that, as is the case with all of the strategies covered
in this book, I am typically looking to open the spread and then take
it off (or cover it as a spread) before the first expiration.

As we will see in this chapter, the risk to the calendar spread is
from a sudden move higher or lower in the underlying while both
legs of the spread are still open. Therefore, the calendar spread isn’t
an ideal strategy in very volatile markets that are seeing a lot of verti-
cal movement. Instead, it is more appropriate when the underlying
security is expected to move sideways and in a range and can also
benefit from an increase in implied volatility. However, as the max-
imum benefit is at the strike price at expiration, this strategy does
have a directional bias.

My focus when looking for opportunities with calendar spreads
is typically on long options with fifty to ninety days until expiration,
while selling shorter-term contracts with twenty to forty days of life
remaining. A couple of examples are provided below to illustrate.

Call Calendar Spread

The call calendar spread is the purchase of a call and the sale of a
call at the same strike but a different expiration. The long call has a
later expiration date than the short call. The investor pays a debit to
enter a call calendar spread, because the premiumof the longer-term
option is greater than the shorter-term one.

Typically, I will choose a strike price that is just above the current
price of the underlying. That is, the calls are slightly out of themoney
(OTM), and I am expecting the price to stay near that level through
the first expiration. The ultimate scenario is for the underlying price
to go to the strike price, so the near-term short option likely expires
worthless, and the back month, which is now at the money (ATM),
has the most time premium.

Figure 14-1 shows the risk graph for a call calendar spread at the
first expiration. It isn’t as straightforward as other profit–loss lines
seen in previous chapters, and that’s because the long-term option is
still open when the short-term option expires. This makes computing
the breakeven a bit problematic. Due to possible changes in implied
volatility (IV), it is impossible to predict the value of the long call at
the time the short call expires, but the volatilities of the two should be
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Call Calendar Spread

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 14-1 Call Calendar Spread Risk Graph

related because they are options on the same underlying instrument.
Using software like the tools available onmany trading platforms can
help you estimate the breakeven.

Long Call Calendar Spread Cheat Sheet
Strategy: Buy a call, sell a short-term call at the same strike price
Direction: Bullish or neutral
Debit or Credit: Debit
Risk: If the short call expires worthless, the risk is limited to the

debit paid. There are additional risks to consider due to the
possibility of assignment on short calls.

Breakeven: Varies; use trading software to help determine.
Potential Profits: No limit if short call expires worthless. If closed

before the expiration, it’s the credit received for closing the
long call minus the premium paid for closing the short call
minus initial debit paid.

Ideally, the underlying is at the strike price of the call calendar
near expiration. The investor can cover the position by purchasing
the short call to close and selling the long call to close. When closing
a calendar spread, the profit or loss is equal to the credit received for
the long call minus the premium paid to cover the short call minus
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the initial debit—in other words, the difference between what you
paid for the spread and what you sold it for. After the first expira-
tion, the profit/loss graph is similar to the long call from Chapter 6,
with theoretically unlimited upside profit potential and a breakeven
equal to the strike price plus the debit paid to enter the position.

Vega

Note that volatility can have an important effect on time spreads.
Because implied volatility typically has a greater impact on
longer-term options compared to shorter-term ones, increasing IV
typically helps the long calendar spread, while falling IV will work
against it. Vega is the Greek that is used to estimate how changes
in IV might affect an option’s premium. It, along with the other
Greeks, is covered in more detail in Appendix A.

There is more than one risk associated with a call calendar
spread. If the underlying falls in price, the short option likely expires
worthless. That’s not such a bad thing. However, if the investor holds
the remaining long call and the option is OTM at expiration, it
too will expire worthless. So one risk is that both options expire
worthless, and the entire debit paid to enter the spread is lost.

Another problem can arise if an American-style short call is in the
money (ITM) near expiration and is assigned. The investor is hedged
with the long call, but there is likely to be time value remaining in the
longer-dated option; therefore, exercise may not the optimal way to
cover the assignment. The time value is lost if the option is exercised,
and the debit paid to enter the spread is also lost.

If the short call is assigned and the underlying is sold (called)
per the terms of the contract, the investor can then liquidate the
remaining long call, sell additional short-term calls, or exercise
the long call. However, investors might prefer to exit the position
entirely at this point, because the nature of it has changed. In each
case, early assignment of the shorter-term option forces the investor
out of the calendar spread, and the position is not playing out as
planned.

Therefore, if expiration is at hand and the price of the under-
lying is above the strike price of the spread (or there is a dividend
approaching on an ITM call option), an investor is at risk of being
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forced out of the call calendar spread due to assignment. This is not
a high probability event, but it’s something to be aware of because
it can occur. Once the short calls are assigned, it is too late to close
the short position, and the underlying is called away. Of course, early
assignment is not a factor with European-style options, but it’s cer-
tainly an important consideration when initiating long call calen-
dar spreads with equity options and other instruments that settle
American-style. This also is why earlier I discussed closing positions
four to ten days before expiration. It can help to keep you out of
this situation. If the stock price rises significantly above your strike,
it might be time to close the position.

Example

Let’s say an investor has an upbeat longer-term view on Face-
book (FB) shares, but after a strong run, she expects the stock to
see limited upside in the weeks ahead. She is considering a call
calendar spread to express this view and, looking at the options
chain (Figure 14-2), notices that March 110 calls, which expire in
twenty-five days, are trading at $1.79 to $1.81. The stock is trading
for $106.21, and these calls are currently 3.6 percent OTM.

Looking further down the options chain (Figure 14-3), the 110
strike calls in the May term, which expire in eighty-eight days, are
trading for $5.75 (bid) and $5.80 (offer). Therefore, at current
prices, the March-May 110 call spread is trading for approximately
$4, or $5.80 to buy the May 110 calls and $1.80 to sell the March 110

Figure 14-2 Facebook March Options Chain

Figure 14-3 Facebook May Options Chain
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Figure 14-4 Call Calendar Spread Risk Graph

calls. The multiplier on an equity option is one hundred, and an
investor takes a position in one spread for a cash outlay of $400.

Figure 14-4 shows the risk graph for one Facebook March-May
110 call calendar spread for $1 through the first expiration. Notice
that the max payout happens at exactly $110 per share where the
short option is ATM and set to expire worthless.

What about the long call? Howmuch premium is left? It is impos-
sible to know howmuch it will be worth, but the value can be roughly
estimated. In this example, the profit on the spread is expected to
be around $225 if the stock is at $110 at the first expiration. Because
a $4 debit was paid for the spread, the long call is expected to be
worth roughly $6.25 if the stock climbs to $110 into the first expi-
ration. That is, the profit is $2.25 per spread, because the long calls
are worth $6.25 and a $4 debit was paid to enter the position. Again,
these are only estimates.

Figure 14-4 also shows that the breakevens of the call cal-
endar spread are near $105 and $116. For instance, at $105, the
shorter-dated 110 calls are expiring worthless, and theMay 110-strike
calls have an estimated value of $4, which is equal to the debit paid
to open the spread. If the stock continues falling, however, the
longer-dated calls will lose additional value, and the spread begins
losing money. In the worst-case scenario, the stock falls far enough
that there is no market to sell the longer-dated call, and it expires
worthless. The debit paid is lost.

On the other hand, on a move toward $106, both contracts
have no intrinsic value at the first expiration, but the May calls have
sixty-three days of life remaining. That extra time value is expected
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to be roughly $4 when the first options expire. The trade breaks
even at that price. However, as the stock continues climbing, the
time value diminishes, because, as you will recall from Chapter 8 on
components of options prices, deeper ITM calls have less time value
compared to ATM options.

At an unfortunate extreme, both contracts are deep ITM, and
the short calls are assigned. The long calls are exercised to cover the
assignment. The investor buys and sells one hundred shares of stock
for $110. The transaction is a wash, and the $4 debit paid to enter
the calendar spread is lost. Therefore, when both contracts are deep
ITM, you may want to consider exiting the position.

Facebook March-May 110 Call Calendar Spread Breakdown
Strategy: Buy May 110 calls for $5.80 and sell March 110 calls at

$1.80
Direction: Bullish or neutral
Debit or Credit: $400 debit
Risk: If the short call expires worthless, the risk is limited to the

debit paid. There are additional risks to consider due to the
possibility of assignment on American-style short calls.

Breakeven: Varies; use trading software to help determine.
Potential Profits: No limit if short call expires worthless. If closed

before the expiration, it’s the credit received for closing the
long call minus the premium paid for closing the short call
minus initial debit paid.

Probability of expiring ITM analysis (Figure 14-5) shows that
through the life of the near-term option in twenty-five days, the odds
of a move to between $110 and $115.80 is 19.1 percent and a move
beyond $115.80 is 16 percent. Therefore, the probability of the
short option expiring ITM is just 35.1 percent, and the probability
of it remaining below $110 (OTM) is almost 65 percent.

Meanwhile, the May 110 call has a 40 percent probability of
expiring ITM. If the March option expires, the investor may want to
revisit the curve based on the current stock values, because the only
position now is the long call. At that point, it might make sense to
write another short-term call against the long call, exit the position
entirely, or simply hold the long call. Exercising the call is not likely
the best strategy at this juncture, because any time value remaining
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Figure 14-6 Facebook Probability of Touching

in the long call would be lost once it is exercised. (If you are not sure
what to do, you can always contact your broker and ask for help.)

While probability of expiring ITM indicates that there is a 65 per-
cent chance that the short option will expire OTM, probability of
touching (Figure 14-6) confirms that there is a greater chance that
stock will move higher through the May expiration compared to
the shorter-term March expiration. For example, the probability
of touching $115.8 through the March expiration is 32.4 percent,
compared to 58.6 percent through the May term.

In the end, buying a slightly OTM call calendar spread, as in the
Facebook example, is a directional play. The ideal situation is for the
stock to edge toward the strike price of the spread in the near term
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but not rise above it. Time decay will do a lot of the work to help the
position, but certainly favorable action in the underlying is desired
as well. The higher the strike prices selected, the more aggressive the
trade, as the risk to losing the debit paid to enter the spread is higher.

I prefer to sell short-dated, slightly OTM options with twenty to
forty days of life remaining that have a high probability of expir-
ing worthless while buying longer-term call options that have fifty to
ninety days until expiration. I buy calendar spreads on stocks where
I expect a volatility increase and, in this case, an upside impetus.
As I mentioned earlier, since this is a spread, I will enter it and exit
the trade as such. One mistake I see new investors make is just sit-
ting with the long call after the first expiration. This ruins some of
the logic of the trade. They are using the time decay in the front
month to finance the longer term option. So if they keep the long
call after the first month expires, they go from a positive theta (time
decay) position to a negative theta. Therefore, defeating the purpose
of this trade.

Put Calendar Spread

The put calendar spread is the same strategy as a call calendar spread,
with an obvious difference. To create the spread, the investor sells
a put and also buys a longer-dated put at the same strike but with a
different expiration month. A typical example is to sell a put option
that expires in one or two weeks and buy one with an expiration that
is two or three months out. Ideally, the underlying stays in a range
around the strike, but not falling below it, and time decay eats away
at the short-term option at a faster rate compared to the longer-
term contract. Remember that these positions also benefit from
volatility increase.

Figure 14-7 shows that the risk graph of the put calendar spread
is the same as the call calendar (Figure 14-1). The investor pays a
debit to enter the spread, and that debit is at risk if the position is left
open and both options expire OTM. At that point, the entire debit
is lost.

The debit can also be lost if the short put is assigned and the
long put is exercised to cover assignment. In that scenario, the
investor is buying (having put) the underlying and selling (putting)
it at the same price. Excluding transaction costs, there is no gain or
loss on the purchase and sale of the underlying, but the initial debit
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Put Calendar Spread

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 14-7 Put Calendar Risk Graph

paid is lost. Therefore, the worst-case scenario for the put (or call)
calendar spread can arise from a substantial move higher or lower
in the underlying.

Long Put Calendar Spread Cheat Sheet
Strategy: Buy a put, sell a short-term put at the same strike price
Direction: Bearish or neutral
Debit or Credit: Debit
Risk: Debit
Breakeven: Varies; use trading software to help determine.
Potential Profits: If closed before the expiration, the credit

received for closing the long put minus the premium paid
for closing the short put minus the initial debit paid. After
the expiration, the risk is only limited to the price of the
underlying falling to zero.

Ideally, the underlying instrument stays in a range around the
strike price, and the investor can cover the position near the expi-
ration of the short option by selling-to-close one leg of the spread
and buying-to-close the other. At that point, any profit is equal to the
credit received for one put minus the debit paid for the other minus
the initial debit. If, on the other hand, the short-term put expires
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worthless, the investor is now holding a long put and to stay with the
logic, should close that put also.

The maximum potential profit through the first expiration hap-
pens if the stock price is equal to the strike price of the spread and the
short-term option expires worthless. At that point, the longer-term
contract has remaining time value, and the potential profit is equal to
the value of the long put at that timeminus the debit paid to enter the
spread. The amount of value will vary based on changes in implied
volatility and can only be estimated using special software. Similarly,
because there are two expirations in the spread, breakeven levels can
only be estimated as well.

My same rules of thumb apply to put calendar spreads, but my
outlook on the underlying is typically cautious or bearish rather than
bullish. I want to sell short-term options that are slightly OTM and
likely to see time decay at a faster rate compared to the longer-term
contract.

The put options will increase in value as the underlying moves
lower, but a move below the strike price close to the first expiration
(ten days or less) is likely to force me out the spread. Instead, I want
range-bound action in the underlying or a gradual move through
the first expiration. At that point, I revisit the profit–loss potential to
decide the best follow-up course of action.

Example

Another example can help illustrate how the put calendar spread
can potentially generate profits through a combination of time
decay and a favorable directional move in the underlying. Let’s say
it’s mid-February and an investor is anticipating weakness in The
Home Depot shares, but only after the company reports earnings
in early April. Steady trading in the stock is expected between now
and then. A put calendar spread seems like an interesting idea to
express this view.

The March 115-strike puts on the stock are 7 percent below the
current stock price of $123.71. The investor notices on the options
chain (Figure 14-8) that the recent quote for the puts is $1.29 to
$1.34. Scrolling through the later expiration months (Figure 14-9),
the May 115 puts on the home improvement retailer are trading
for $3.30 to $3.45. Therefore, at current prices, it is possible to buy
the March-May 115 put spread on the stock for roughly $2 or buy the
May 115 puts for $3.30 and sell March 115s at $1.30.
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Figure 14-8 The Home Depot March Options Chain

Figure 14-9 The Home Depot May Options Chain

The profit/loss line on the risk graph in Figure 14-10 of The
Home Depot 115 put calendar spread for $2 shows that the max-
imum gain happens if the stock closes at $115 per share at its
expiration. At that point, the short-term put expires worthless, and
the long put has remaining time value. Looking at the line (the
upside-down, V-shaped one) shows that the profit is expected to be
roughly $350 for one spread if the stock is at the 115-strike at the
expiration. Because $2 was paid for the spread, it is estimated that
the May 115 put will be worth $1.50 if shares drift down to $115 over
the next twenty-five days, because $1.50 plus the debit paid equals
$3.50. Again, these are estimates and not precise calculations.
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The breakevens are expected to be around $105.55 and $125.50.
If the stock price sees a move higher above the upper breakeven
through the first expiration, the value of the long put should
decrease and is estimated to be worth less than the $2 paid for the
spread. The position is losing money, and the maximum risk is that
the long put is left open, it expires worthless, and the entire debit
paid for the spread is lost. In addition, depending on the magnitude
of the move in shares, if the long put becomes deep OTM, there is
no guarantee that there will be a market (bid), and it may not be
possible to sell the contract to close.

On the other hand, a dramatic move lower can create problems,
because as both contracts become deeper ITM, time value is no
longer helping the position. The contracts are trading more at
intrinsic rather than extrinsic value so this is a time to consider
closing the spread, taking the loss and moving on. Remember, the
calendar spread trader wants time to work in his favor, and this works
best if the contracts are near the money and not deep ITM. The
risk of assignment also increases, because this is an American-style
option and can be exercised any time prior to the expiration.

The Home Depot March-May 115 Put Spread Breakdown
Strategy: Buy May 115 put for $3.30 and sell March 115 put at

$1.30
Direction: Bearish or neutral
Debit or Credit: $200 debit
Risk: $200 debit
Breakeven: Varies; use trading software to help determine.
Potential Profits: If closed before the expiration, it’s the credit

received for closing the long put minus the premium paid for
the long putminus the initial debit paid. After the expiration,
the risk is only limited to the price of the underlying falling
to zero.

If assigned on the short put, it’s too late to close the position.
The investor is obligated to purchase the shares per the terms of the
contract. At that point, he can sell the shares and the long put on the
open market or exercise the put to sell the shares. Again, your goal
is to close the spread before it comes to this point.

The probability of expiring ITM analysis in Figure 14-11 con-
firms that it is statistically more likely that the stock falls below
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Figure 14-11 The Home Depot Probability Analysis

$115 through the May expiration rather than at the March weekly
expiration. Specifically, there is 20.2 percent probability that it drops
below $115 over the next twenty-five days and a 35.5 percent chance
through the May expiration. Again, once the short-term contract
expires, it makes sense to exit the position entirely.

Probability of touching also indicates that a move to $115 or
below over the life of the longer-term option is more likely than
in the short-term option. Figure 14-12 shows that through the
short-term expiration, the probability of touching $115 is less than
40 percent, and by the May expiration, it is 66.7 percent.

It should not come as a surprise that, in this example, it is more
likely that The Home Depot will fall below $115 during the next
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eighty-eight days rather than the next twenty-five days. There is a
wider spectrum of possible stock prices over longer periods of time.
The calendar spread is not just a play relative to the probabilities of
movement in the underlying, but also attempts to benefit from the
fact that time decay will affect the short option more than the long
one. All else being equal, time is your friend when you buy a put or
call calendar spread so long as the underlying doesn’t see a dramatic
move higher or lower.

Summary

Calendar spreads can be created in different ways. For example, if
the investor is mildly bullish on the underlying, he might sell calls
that are slightly OTM and buy longer term calls at the same position.
Remember when you are starting out that staying disciplined and
entering and exiting these as spreads can help you in the long term.

Ultimately, the success of a calendar spread hinges on the
underlying moving to the strike price selected, although keep in
mind that theta (time decay) and increasing volatility (vega) can
help. Because the strategy includes buying and selling two expiration
months, the strategy is sometimes called a time spread or horizontal
spread. That’s in contrast to the vertical spreads covered in the
previous two chapters. Next, my focus turns to strategies with three
and four legs—butterfly spreads (Chapter 15) and condor spreads
(Chapter 16).
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Butterfly Spreads

The term butterfly might sound a bit unusual to describe an
options play, but the strategies are relatively straightforward and
are basically combinations of the vertical spread trades that were
discussed in Chapters 12 and 13. For example, a butterfly, sometimes
just called a fly, can be viewed as a short call spread and a long call
spread. Or, a spread can be created by combining a short call spread
and a short put spread. That’s the case with an iron butterfly.

The long call butterfly and long put butterfly are debit trans-
actions with limited risks and rewards. Iron butterflies are credit
spreads that also have defined risks and profit potential. Still, these
are more advanced plays that are best suited for sophisticated
investors with previous options trading experience.

While many options strategists use the butterflies when they
expect the underlying to trade in a range around current levels, the
spreads can also be structured to profit from a move higher or lower
in the underlying. These spreads are designed to benefit primarily
from a move of the underlying to the middle strike.

A few examples are provided to illustrate but are for educational
purposes and not a recommendation to trade a specific name or
strategy. Market conditions can and do change. Also, please keep in
mind that these strategies, which include three and four legs within
the spreads, can entail significant transaction costs, including multi-
ple commissions, which will impact any potential returns. The actual
amount charged will vary by brokerage firm.

188
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Butterfly Spread

The long call butterfly spread is a strategy that includes the purchase
of a call, the sale of two calls at a higher strike, and the purchase
of another call at yet a higher strike. All of the options are within
the same expiration term, and the strategy is combination of a long
call spread and a short call spread, where the higher strike of the long
spread is the same as the strike of the short spread. All three strike
prices are equidistant apart. (Note that there are other variations of
this strategy with strikes that are not equidistant apart, but that is for
a later time.) Keep in mind that although these often trade at a low
price, they also have low probability of profit.

Figure 15-1 shows a simple risk graph for a butterfly spread. It is
a debit transaction. This should make sense because the investor is
buying a long call spread and selling a short call spread at a higher
strike. The best-case scenario is that the price of the underlying is at
the middle strike (or the body) of the fly at the expiration. At that
point, the middle strikes and the higher strike expire worthless. The
remaining lower strike call is in the money (ITM), and the profit is
equal to the middle strike (which is the same as current underlying
price) minus the lower strikeminus the debit paid. Or stated another
way, the profit is the full value of the difference between those strikes
or the full value of that vertical spread. As I mentioned earlier, going
to the short strike is the best case scenario.

Long Call Butterfly

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 15-1 Long Butterfly Spread Risk Graph



Trim Size: 6in x 9in Kinahan c15.tex V2 - 08/22/2016 7:05am Page 190�

� �

�

190 Essential Option Strategies

The risk to the long call fly is the debit paid and can be lost in
two ways. On the one hand, if the price of the underlying is below the
lower strike and the position is left open through the expiration, the
options are out-of-the-money (OTM) and the calls have no remain-
ing value. The options expire worthless and the entire debit paid to
enter the spread is lost.

Long Call Butterfly Spread Cheat Sheet
Strategy: Buy call, sell two higher strike calls, buy an even higher

strike call
Direction: Depends on strike price selection
Debit or Credit: Debit
Risk: Debit
Breakeven: (1) Low strike + Debit; (2) High strike – Debit
Potential Profits: Middle strike – Low strike – Debit

If the position is closed prior to the expiration, the gain or loss
will depend on whether the credit received from selling the butterfly
is greater or less than the debit paid for the position. Time decay
is generally working in favor of the position, because the investor
wants all but the lower strike calls to expire worthless. If the middle
strikes (body) are losing value faster than the other two legs (wings),
that’s a good thing.

On the other hand, if the price of the underlying is above the
higher strike of the spread and the position is open at expiration, the
middle strike (short) options will be assigned. If so, the investor can
exercise the higher and lower strikes to fulfill the assignment. The
stock is bought (called) at the higher and lower strike prices and sold
at the middle strike. Because the strikes are equidistant apart and the
average of the higher and lower strikes equals the middle strike, the
purchase and sale of the stock yields no profit or loss (except trans-
action costs), and the debit paid for the spread is lost. Therefore, as
the goal was not to have a stock position to start, it makes sense to
just close out of the whole position.

Early-Assignment Risk on American-Style Options

When trading butterfly spreads using single stock options or other
products with American-style settlement, assignment on the short
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options is possible before the expiration. If the calls are ITM and
have little or no time value remaining, the possibility of being
assigned on short options increases. In addition, if an ex-dividend
date is approaching, an investor might exercise a call option to
buy the stock and collect the dividends and the potential for
early-assignment increases as well. If assigned, it is too late to close
the position, and in a butterfly, the investor would be forced out of
the position.

There are two breakevens to consider with any butterfly spread.
In a long call fly, the breakevens are: (1) the lower strike plus the
debit and (2) the higher strike minus the debit. At the first break-
even, the underlying is trading above the lower leg of the spread
but below the other two strikes at expiration. The middle and
higher strikes are OTM and expire worthless. Meanwhile, the lower
strike has (intrinsic) value that is equal to the debit, and the spread
breaks even.

If the price of the underlying is equal to the higher strike minus
the debit at expiration, the position breaks even as well. At that point,
the lower and middle strikes are ITM. There is a profit on the long
call spread portion of the butterfly that can be monetized through
exercise and assignment. That leaves the short call spread where the
higher wing is expiring worthless, but the other leg is ITM. The loss
on the short call is equal to the debit paid for the spread, and the
trade breaks even. If this is confusing, don’t worry; the following
example should help make it clear.

Example

Let’s say Facebook is trading for $107.20 in late February, and the
investor expects the stock to trend higher in the weeks ahead. A long
call butterfly spread seems like an interesting idea to express this
view. Looking at the March options that expire in twenty-four days
(Figure 15-2), there are many strikes to choose from, and all are
actively traded with significant open interest.

One play being considered is a March 106-110-114 call butterfly
on Facebook. The spread can be initiated at the time by purchasing
one March 106 call for $4.25, selling two March 110 calls at $2.13,
and buying one March 114 call for $0.91. The net debit is equal to
$4.25 minus $2.13 minus $2.13 plus $0.91, or $0.90 for the spread.
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Figure 15-2 Facebook March Options Chain

For the sake of keeping themath relatively simple, we will say that one
butterfly spread is bought for $1 even. (Remember, however, it often
makes sense to place the order below the current asking price or
midmarket.)

How many options to buy?

The examples here use just one contract, but the same ratios apply
when trading more than one contract. For example, if the investor
buys three contracts for each of the wings, then six contracts
would be sold for the body. The ratio of wings to body on the fly is
always 1:2:1.

The risk graph of the Facebook March (Figure 15-3) 106-110-114
call butterfly shows the potential profits and losses. The risk is the
$1 debit paid (or $100 on one spread, because the multiplier is one
hundred). If the options are left open through the expiration and
the stock is trading for less than $106, all legs of the butterfly spread
should expire worthless, and the debit paid is lost.

On the other hand, if the stock is trading north of $114 and the
long calls are exercised to cover assignment of the short calls, the
investor buys (calls) two hundred shares for an average of $110 and
sells two hundred shares at the middle $110 strike (due to assign-
ment). The stock transactions are a wash, excluding transaction costs,
and the debit paid to enter the spread is lost. Therefore, the risk is
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Figure 15-3 Facebook March 106-110-114 Call Butterfly Risk Graph

the debit if shares make a move below $106 or above $114 through
the expiration in two weeks.

The first breakeven of the Facebook March 106-110-114 call but-
terfly is computed the same as a long call or long vertical call spread.
It simply equals the lower strike plus the debit, or $107 per share. At
that point, the middle and higher strikes are expiring OTM, and the
lower strike has $1 of intrinsic value, which is equal to the debit paid
for the spread.

The second breakeven equals the higher strike minus the debit.
If the stock is trading for $113 at the expiration, the March 106-110
call spread is worth $4. That leaves one short March 110 call and one
long March 114 call. The 114 strike call is OTM and has no value.
However, the 110 call is $3 ITM if shares are at $113. Because the
110-strike calls were sold, the investor has a $3 loss on those calls.
Subtract that amount from the $4 profit on the 106-110 long call
spread, and the spread is worth $1 at expiration, which is equal to
the debit paid. The position breaks even.

Facebook March 106-110-114 Call Butterfly Breakdown
Strategy: Buy one March 106 call, sell two March 110 calls, buy

one March 114 call
Direction: Bullish
Debit or Credit: $100 debit
Risk: $100
Breakeven: $107 and $113 per share
Potential Profits: $300
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Now the good part: The potential profit of theMarch 106-110-114
call butterfly on Facebook for $1 is $3 and happens if the price of the
underlying is at the middle strike of the spread at expiration. If the
stock is trading for $110 at the expiration, the 110 strike and 114 calls
have no intrinsic value, and the 106 calls are worth $4. Therefore, the
profit is $4 minus the debit paid.

You can also exit the position prior to expiration and that is typ-
ically my preference. If, for instance, the stock suddenly fell below
the $106 lower strike price after a week, the investor might opt to
sell-to-close the position rather than run the risk of the stock falling
further and losing the debit if the options expire OTM. If the spread
is sold at $0.50, for example, the loss is $50, because the debit paid
was $1 and the multiplier on a single stock option is one hundred.

Similarly, if the stock is trading for $110 or $114 after a week, the
investor might choose to close the position as well. The gain or loss
will depend on whether the spread is sold at a price (credit) greater
than the premium paid (debit) to enter the position.

Probability of expiring ITM analysis helps to see the potential
ranges for the stock through the expiration. Figure 15-4 shows that
the probability of the stock holding between $107 (breakeven) and
$113 (breakeven) through the expiration in twenty-four days is rela-
tively low at less than 25 percent. This is not unusual for a butterfly
spread where the middle strikes (or body) are OTM.

In other words, selling OTM strikes for the body creates a
strategy with a directional bias. In this case, the success depends
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Figure 15-5 Facebook Probability of Touching Analysis

on the underlying moving higher and reaching $110. The trade-off
is the large potential gains if the shares move as anticipated.
Recall that the investor is paying $1 for the potential to make $3,
or a 200 percent gain in just twenty-four days. There, again, is
the leverage.

Figure 15-5 shows the stock’s probability of touching various
prices over several expirations. Notice that the probability of touch-
ing the $110 sweet spot of the spread through the March expiration
in twenty-four days is relatively high, at more than 70 percent.
Because the 110 is the price target for the spread, some strategists
might choose to exit the butterfly as one spread once this price is
reached, even if it is well before the expiration.

A long butterfly can be created with puts as well. For instance, if
an investor is expecting the price of Apple shares to fall to $95 from
$100 through the February expiration, he might sell two February 95
puts, buy one February 100 put, and buy one February 90 put. The
payoff is equal to the difference between strikes minus the debit, and
the risk is the debit paid. When the underlying has American-style
options, the advantage of using puts rather than calls is there isn’t
the same type of early-assignment risk due to dividends if the short
options are ITM on the ex-dividend date. But American-style short
options can still be assigned at any time prior to expiration, regard-
less of the ITM amount. (Take a look at Appendix B for additional
suggestions for put butterfly spreads.)

While the examples so far are butterfly spreads with a directional
bias, the strategy is sometimes used if an investor expects the stock
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to hold in a range through the expiration as well. In the Facebook
example, with shares trading near $107, a March 105-107-109 call
(or put) fly could be created to express the view that shares will hold
around $107. The cost of the spread at the time was $0.35 with the
potential to make $1.65 (or the difference between the highest and
middle strike minus $0.35 debit). The risk-ratio in that case is nearly
5:1 if shares simply hold at current levels.

While the percentage gains can be substantial, be careful with
the leverage when opening butterfly (or condor) spreads. The debits
might seem quite small relative to the potential profits, but the prob-
abilities of reaching the breakevens or the sweet spots of the position
can be low as well. Set reasonable targets and use the middle strike of
the spread as a guide for entering and exiting the position. In many
cases, it makes sense to close the position before the expiration.

Lastly, don’t overlook the impact of volatility on the butterfly
spread. In a typical spread, the higher the implied volatility (IV) of
the options, the lower the butterfly price (because the body of the
fly will be richer) and vice versa. Therefore, all else being equal, the
lower the IV, the more the spread will cost. Higher IV in the options
will typically result in a smaller net debit. Therefore, once the posi-
tion is entered, it will benefit from a decrease in volatility, as the body
loses value at a faster rate compared to the wings.

Vega Revisited

While falling volatility can work in the favor of the long butterfly,
this can change if the underlying is approaching the high or lower
strikes of the spread. Then, the investor might want the wings (the
ones you own) to see an increase in volatility, especially as expira-
tion approaches, because higher IV will affect the near-the-money
strikes more than the body or middle strikes. If you are not sure how
volatility will affect the position, look at the vega of the options,
which is covered in more detail in Appendix A.

Iron Butterfly Spread

This is a much more advanced strategy, but one you should be aware
of, which can be used to take advantage of high volatility. The call
butterfly spread can be thought of as a long call spread and a short
call spread. Similarly, a put butterfly spread is a short put spread and



Trim Size: 6in x 9in Kinahan c15.tex V2 - 08/22/2016 7:05am Page 197�

� �

�

Butterfly Spreads 197

a long put spread. The iron butterfly is a combination of a short call
spread and a short put spread. All of the options are within the same
expiration month.

To create the iron butterfly, the investor is selling puts and calls at
the same strike and the same expiration (a position that is also known
as a short straddle). The purchase of a lower strike put and a higher
strike call (or a long strangle) serves to hedge the short options. The
short options are the body of the fly, and the two long options are
the wings. The overall position is designed to be a credit transaction.

Ideally, the underlying trades at or very near the middle strike
(or the body of the fly) through the expiration. If the middle strike
options are at the money (ATM) at expiration, all of the options
expire worthless, and the maximum profit potential is attained,
which is equal to the credit minus any transaction costs. Therefore,
the middle strike of the spread is the target price for the underlying
through the expiration.

As the profit-loss line in Figure 15-6 shows, the risk to the iron
butterfly is from a substantial move higher or lower in the underly-
ing. In one worst-case scenario, the calls are in the money, and the
position is exited through assignment/exercise at expiration. At that
point, the loss is equal to the spread (higher strike minus middle
strike) minus the credit received. The opposite is true if the price of
the underlying falls and the put spread is ITM. The loss is also equal
to the difference between the two strikes minus the credit.

Iron Butterfly

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 15-6 Apple Iron Butterfly
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The first breakeven of the iron butterfly is equal to the middle
strike plus the credit. If, at expiration, the underlying is trading at
that level, the puts and the higher strike call expire worthless. Mean-
while, the loss on the remaining (short) call is equal to the credit
received for the iron butterfly spread. For the same reasons, the sec-
ond breakeven is equal to the middle strike minus the initial credit.

Iron Call Butterfly Spread Cheat Sheet
Strategy: Buy put, sell higher strike put, sell call at same strike as

higher strike put, buy higher strike call
Direction: Depends on strike price selection
Debit or Credit: Credit
Risk: High strike – Middle strike – Credit
Breakeven: (1) Middle strike + Credit; (2) Middle strike – Credit
Potential Profits: Credit

The iron fly is designed to benefit from time decay, especially
when the middle strikes are ATM and the middle strike of the fly
is near the underlying price. After all, the investor wants all of the
options to expire worthless and therefore wants the position to lose
value over time. The spread can also be closed at any time through
the expiration (unless assigned first) with a closing purchase. (How-
ever, note again that if the underlying has made a substantial move
and the options are deep OTM, there is no guarantee that there will
be a market to close the position.) If the debit paid to cover the
spread is less than the credit received, the result is a profit on the
position. However, if the debit is more the credit, then the result is a
loss plus transaction costs.

Example

An investor notices that shares of Goldman Sachs (GS) have been
trading around the $150 level for several days and expects the trend
to continue in the days ahead. Looking at the options chain of
short-term puts and calls that expire in two days (Figure 15-7), the
February 145-150-155 iron butterfly seems like a reasonable strategy
in anticipation of quiet trading in the short term.

In this example, the investor can sell the February 150 puts and
calls (or the straddle) for a combined $4.30.Meanwhile, the February
145 puts and 155 calls (strangle) can be bought for $1.25. At those
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Figure 15-7 Goldman Sachs February Options Chain

prices, the spread fetches a $3.05 credit. The decision is made to sell
the February 145-150-155 iron fly of Goldman Sachs at $3 even, or
$300 for one spread when one factors in the multiplier.

Goldman Sachs Iron Butterfly Breakdown
Strategy: Buy February 145 put, sell February 150 put, sell Febru-

ary 150 call, buy February 155 call
Direction: Neutral
Debit or Credit: $300 credit
Risk: $200
Breakeven: $147 and $153
Potential Profits: $300

The profit/loss line in Figure 15-8 is the shape of the butterfly
spread. The maximum profit potential is the $3 credit and happens
if shares are trading at $150 at the expiration. The breakevens equal
$150 plus or minus $3, or $147 and $153. The potential loss is equal
to the difference between strikes minus the credit. In this case, the
risk is $2, or $200 on one spread, if the stock moves substantially
higher or lower and the position is covered. The spread can likely be
closed at any time prior to the expiration, and as we get close (four
to ten days from expiration), probably should be to avoid assign-
ment/exercise risk.

Probability of expiring ITM analysis (Figure 15-9) shows that
there is a greater than 50 percent probability that the stock will be
between the two breakevens at the expiration (26.3 percent that it
will be between $150 and $153 and 25.3 percent that it falls between



Trim Size: 6in x 9in Kinahan c15.tex V2 - 08/22/2016 7:05am Page 200�

� �

�

200 Essential Option Strategies

2/2/16 -98.22
2/6/16 -200.00

+300

+200

+100

–100

–200

14
7.

00

15
0.

00

15
3.

00

140 141 142 143 144

–98.22

145 146 147 148 149 150 154 152 153 154 155 156 157 158

0

143.33

Figure 15-8 Goldman Sachs February 145-150-155 Iron Butterfly

37.51%

12.84%

13.05%

26.86%

26.20%

25.31%

above 153.00

150.00–153.00

39.77%

9.67%

9.90%

40.77%

8.08%

8.29%

41.31%

7.08%

7.27%

41.64%

6.37%

6.55%

41.84%

5.84%

6.01%147.00–150.00

42.08% 4

5

4.56%

4.70%

36.60%21.64% 40.66% 42.86% 44.34% 45.43% 46.30%below 147.00 48.65%

FEB1 16 (2) FEB2 16 (9) FEB 16 (16) FEB4 16 (23) MAR1 16 (30) MAR2 16 (37) MAR 16 (44) APR 16 (72) JUN 1

F
E

B
1 

16

F
E

B
2 

16

F
E

B
 1

6

F
E

B
4 

16

M
A

R
1 

16

M
A

R
2 

16

M
A

R
 1

6

A
P

R
 1

6

130

140

150

160

170

180

190

120

110
0 10 20 30 40 50 60 70 80 90 100 110 120 130

153.00
150.00
147.00

164.78
162.43

159.45
154.68

146.10
141.26

138.21
135.78

133.71 131.86 130.19

124.58

166.79
168.56 170.16

175.47

Probability analysis chart

Volatility 38.57%

Figure 15-9 Goldman Sachs Probability Expiring ITM Analysis

$147 and $150). The probabilities of staying in that range diminish
rapidly as time passes. For example, the probability of the stock
being between $147 and $153 at the last expiration in March is less
than 12 percent. This is another way of stating the obvious—in other
words, the probabilities of staying within the breakevens of the fly
are greater in the short term rather than the long term.

Probability of touching analysis (Figure 15-10) also shows that the
probabilities of the stock touching the upper and lower breakevens
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Figure 15-10 Goldman Sachs Probability of Touching Analysis

are much less than the probability of touching $150, which is the
sweet spot of the spread. Those probabilities change considerably
as time passes as well. By April, there is a greater than 90 percent
probability of the stock touching $147 and $153.

Because the iron butterfly is intended to target a certain price
around the current price of the underlying, shorter-term time
frames are typically preferable over longer-term ones. However, the
amount of premium collected on the spread might be less when
dealing with shorter-term options as well. There is another trade-off.
My preference is on shorter-term time frames of three weeks or less
for this play. That’s when the options will experience the fastest rate
of time decay.

Summary

Butterfly spreads are advanced strategies best suited for seasoned
options traders. The positions can be viewed as combinations of
other strategies covered in this book. The iron butterfly, for instance,
is a credit strategy that combines a short call spread and a short put
spread. It makes sense when the investor expects the underlying to
move toward the middle strikes of the spread.

Meanwhile, long butterflies can be created with either puts or
calls. A call fly for example, is simply a long call spread and a short
call spread. The strategies are debit transaction with limited risks and
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rewards. The debit is at risk if the underlying moves outside of the
higher and lower strikes (the wings). The best-case scenario is that
the underlying is trading at the middle strike (the body of the fly)
at the expiration. The further the middle strike is from the current
price of the underlying, the more aggressive the directional bias.

Practice these strategies using virtual trading platforms before
implementing them (and risking real money) so you can better
understand how to enter the trades and manage them. Set a price
target for the underlying and sell the body that corresponds with
that target. Consider entering the spread as one transaction and
exiting as one spread once the price target is reached, even if that
happens to be before the expiration.
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Condor Spreads

If the butterfly spread from Chapter 15 made sense to you, the
strategies in this chapter will, build upon those. Indeed, condor
spreads are similar to butterflies with one important difference. In a
typical fly, the investor is purchasing an option, selling two options
at a different strike, and buying yet another option at a third strike,
all within the same expiration term. The middle two options are the
body of the butterfly, and the other two strikes are the wings.

By contrast, the condor is a four-legged options spread that
involves the purchase of an option, the sale of another option at
a different strike, the sale of a third option at a further strike, and
finally, the purchase of another option at yet a different strike, all in
the same expiration month. The middle two strikes are the body of
the condor. The highest and lowest strikes are the wings.

Like the butterfly, the condor is an advanced play that can be con-
sidered a combination of vertical spreads covered in Chapters 12 and
13. For instance, a long call condor is a long call spread along with a
short call spread at a higher strike. The last strategy in this text, the
iron condor, is the combination of a short put spread and a short call
spread. If this seems murky, don’t fret. A couple of examples follow
to illustrate.

Because four option legs are employed to implement these strate-
gies, they can entail significant transaction costs, including multiple
commissions, which will impact any potential returns. Of course, the
actual amount charged will vary by brokerage firm.

203



Trim Size: 6in x 9in Kinahan c16.tex V2 - 08/22/2016 7:05am Page 204�

� �

�

204 Essential Option Strategies

Condor Spread

The long call condor is a four-legged spread that is designed for use
in anticipation of a horizontal or vertical move in the underlying.
The investor pays a debit to enter the position because he is buying
a long call spread and simultaneously selling a short call spread at a
higher strike. For example, a condor can be created by purchasing a
50-strike call, selling a 55-strike call, selling a 60-strike call, and buying
a 65-strike call, all within the same expiration month. The outer 50s
and 65s are the wings. The middle 50 and 55 strikes are the body.

Figure 16-1 shows the simple risk graph of a condor spread.
The best-case scenario is that the price of the underlying is between
the two middle strikes (or the body) of the spread at the expiration.
At that point, the long call spread has reached its maximum profit
potential, and the short call spread expires worthless. Therefore, the
best potential profit is equal to the difference between two strikes
(the long call spread) minus debit paid.

The potential risk of the long call condor strategy is the debit
paid and that debit can be lost if the price of the underlying is
above or below the wings of the spread at expiration. On the one
hand, if the underlying is below the lower strike and the position
is left open through the expiration, the options all expire out-of-
the-money (OTM). They have no remaining value, and the entire
debit paid is lost.

Long Call Condor

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 16-1 Long Condor Spread Profit-Loss Line
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Long Call Condor Spread Cheat Sheet
Strategy: Buy call, sell higher strike call, sell even higher strike

call, buy even higher strike call
Direction: Depends on strike price selection
Debit or Credit: Debit
Risk: Debit
Breakeven: (1) Low strike + Debit; (2) High strike – Debit
Potential Profits: Middle strike – Low strike – Debit

On the other hand, if the price of the underlying is above the
higher strike of the spread and the position is open at expiration, all
the options are in-the-money (ITM). As we saw with the long call but-
terfly, the gains from the long call spread are offset by losses in the
short spread. If the position is closed through exercise and assign-
ment, it’s a wash, and the debit paid to enter the spread is lost.

The position can be closed prior to the expiration as well, and the
gain or loss will depend on whether the credit received from selling
the spread is greater or less than the initial debit. (As noted in previ-
ous chapters, there is no guarantee that the position can be closed if
the underlying makes a dramatic move, because there might not be
a bid for deep OTM options.)

The two breakevens of the long call condor are computed in the
same fashion as the butterfly. The trade breaks even at expiration if
the underlying price is equal to the lower strike plus the debit. At that
point, the long calls (with the lower strike) have intrinsic value that
is equal to the debit paid. The second breakeven is the higher strike
minus the debit. If the underlying is at that price at expiration, the
long call spread has attained its full potential. The highest strike call
is expiring worthless, but the losses on the remaining (ITM) short call
plus the debit offset any gains from the long call spread. The trade
breaks even.

Example

Let’s say Facebook (FB) is trading near $106 per share in late
February, and an investor expects the stock to make a climb to the
$106 or $108 range through the next few weeks. A long call condor
spread is being considered as a relatively inexpensive way to play
the move, and looking at the March options chains (Figure 16-2),
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Figure 16-2 Facebook March Options Chain
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Figure 16-3 Facebook March 104-106-108-110 Call Condor

the 104-106-108-110 call condor is trading for $0.47, or $4.80 minus
$3.55 minus $2.58 plus $1.80. For this example, let’s say that one
spread is bought for $0.50 (or $50 because the multiplier for an
equity option is one hundred).

The profit/loss line for the March 104-106-108-110 call condor
appears in Figure 16-3. The risk is the $0.50 debit paid and happens
if the position is open at the expiration and the underlying is above
or below the wings of the spread. If, for instance, it falls below the
lower strike through the expiration and the position is left open, all
of the options expire, and the debit paid is lost.

On the other hand, if all of the legs are ITM and the position is
closed through exercise and assignment, the debit is also lost because
the resulting purchase and sale of stock result in no gains or losses.
In other words, the long call spread loses the same amount as the
short call spread if all the contracts are ITM at the expiration.
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Excluding transaction costs, the breakevens of the Facebook
March 104-106-108-110 call condor for $0.50 are equal to $104.50
and $109.50. At the lower breakeven, the 104-strike call is the only
contract that is ITM. It has $0.50 of intrinsic value, which equals the
debit paid. The trade breaks even.

If shares are trading for $109.50, the 104-106 call spread is ITM
and worth $2. The 110 calls are expiring worthless. The short 108 call
is $1.50 ITM. Therefore, the profit is $2 on the 104-106 call spread
minus the $1.50 of intrinsic value in the 108 calls. The net gain is
$0.50 on the spread, which equals the debit paid to open the position.
It breaks even.

Facebook March 104-106-108-110 Call Condor Breakdown
Strategy: Buy March 104 call, sell March 106 call, sell March 108

call, buy March 110 call
Direction: Neutral
Debit or Credit: Debit
Risk: $50 Debit
Breakeven: $104.50 and $109.50
Potential Profits: $150

Meanwhile, the best potential profits from the spread happen if
shares settle between $106 and $108 at the expiration. At that point,
the 104-106 call spread that was bought is worth $2, and the 108-110
call spread, which is short, expires worthless. The profit is $2 minus
the $0.50 debit, or $150 on one spread.

Probability of expiring ITM analysis in Figure 16-4 shows that
the likelihood of the stock closing between the $104.50 and $109.50
breakevens through the first expiration is relatively high at 52.8 per-
cent and steadily decreases over later expiration terms. This is basic
statistics because there is a greater likelihood that the stock will move
outside of a trading range over time.

However, probability of touching (Figure 16-5) shows that there
is a strong likelihood of touching $107 at the middle of the con-
dor through the March expiration. The probability is more than 91
percent. Like with the butterfly spread in the previous chapter, the
spread can be covered prior to the expiration once the sweet spot of
the condor has been touched.

The long call condor is a strategy that is typically used when the
investor wants to target a range of strike prices for the underlying in
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Figure 16-5 Facebook Probability of Touching Analysis

the short term. It is not as well-suited for volatile markets where the
underlying is moving higher and lower in dramatic fashion. While
time is working in favor of the spread, vertical movements can result
in losses if the underlyingmoves too far in one direction or the other.

The probabilities of moving outside of the higher or lower strikes
(wings) will increase as time passes. That’s why I focus on options
that expire in a few weeks or less when initiating this play. The same
is true of long put condor spreads, which have the same payoff charts
as when using calls. Appendix B has further details on put condors.
For now, our attention turns to the iron condor.
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Iron Condor Spread

If you understand the iron butterfly described earlier, and particu-
larly how vertical spreads work, the next and final strategy of this
book will be straightforward. The difference between the iron but-
terfly and the iron condor is that the condor is a higher probability
trade which, similar to short vertical spreads, takes advantage of time
decay. To initiate the play, the investor buys one put, sells a higher
strike put, sells an even higher strike call, and buys an even higher
strike call. A good starting point is to have all of the strikes equidistant
from the stock, and use options that are within the same expiration
cycle. This so-called iron condor is simply a combination of a short
put spread and a short call spread. Therefore, it is a credit strategy.

Iron Call Condor Spread Cheat Sheet
Strategy: Buy put, sell higher strike put, sell even higher strike

call, buy even higher strike call
Direction: Depends on strike price selection
Debit or Credit: Credit
Risk: High strike – Middle strike – Credit
Breakeven: (1) Middle strike put – Credit; (2) Low strike

call – Credit
Potential Profits: Credit

Figure 16-6 shows the basic profit and loss line for an iron
condor. The best profits from the spread happen if the underlying
is between the two middle strikes at expiration. At that point, the
options expire worthless, and the profit is equal to the credit minus
transaction costs.

Just as with the iron fly, the risks with the iron condor are from
a significant move higher or lower. Because the investor is short put
and short call spreads, if the underlying moves above or below the
highest and lowest strikes through the expiration, one of the spreads
will be ITM. The result is a loss equal to the difference between the
two strikes minus the credit.

The breakevens of the iron condor equal the strike price of
the short put minus the credit and the strike price of the short call
plus the credit. At that point, the intrinsic value on one of the short
options (either the put or the call) is equal to the credit received to
open the spread, and the position breaks even. If an iron condor is
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Iron Condor

Stock Price
at Expiration

Profit or Loss

0

+

–

Figure 16-6 Iron Condor Risk Graph

closed before the expiration, the profit or loss will depend on the
prices at the time of exit. If the debit paid to close the position is
more than the credit received, the result is a loss. If the debit is less
than the initial credit, the spread has generated a profit.

Fly or Condor

The payoff charts for butterflies and condors are similar, but the
spreads are different, and one is not necessarily better than the
other. The butterfly probably makes more sense when the investor
wants to target a very specific price for the underlying at expiration.
The condor can be used to target a range of prices between the
two middle strikes. Another factor to consider is transaction costs,
as condors (and iron butterflies) have four legs, and long butterflies
have only three. Depending on the broker, one strategy might have
lower commissions than the other. Lastly, while the put and call but-
terflies and condors are typically lower probability trades with larger
payoffs, the iron butterflies and condors are higher probability with
lower payoff potential.

Example

An investor expects shares of Coach (COH) to trade in a range in the
coming months and is seeking to bag some profits based on those
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Figure 16-7 Coach Options Chain

expectations using an iron condor. Shares of the fashion products
company are trading for $36.95, and Figure 16-7 shows the numerous
strikes listed on the stock in the April monthly options that expire in
fifty-two days.

One idea is to initiate an iron condor by selling the April 32-34
put spread and selling the April 40-42 call spread. The latest prices
indicate that, using midmarket prices, the put spread is trading at
$0.35 and the call spread at $0.30. The investor sells one Coach April
32-34-40-42 iron condor at $0.65. That equals a net credit of $65 on
one condor, because the multiplier for a standard equity option is
one hundred.

The potential profit from the COH April 32-34-40-42 iron con-
dor is limited to the $0.65 credit, or $65 on one spread. As we can
see from Figure 16-8, the best profits happen if shares are trading
between $34 and $40 (or the body of the condor). At that point, all
of the options expire worthless, and there is nothing left to do except
to move on to another trade.

Because the strikes of the call spreads and the put spreads are two
points apart, the risk (excluding any potential risk due to early assign-
ment mentioned earlier) to one spread is $1.35, because the maxi-
mum loss is the difference between the two strikes minus the credit.
The max loss can be suffered if either the put spread or the call
spread is ITM at expiration, but obviously not both.

For instance, if Coach is trading above $42 at expiration, the short
call spread is ITM and is worth $2. On the other hand, the short put
spread has widened to $2 if shares fall below $32. Because $0.65 was
collected, the risk is $1.35 (or $135). Figure 16-8 shows it graphically:
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Figure 16-8 COH April 32-34-40-42 Iron Condor

The investor is collecting $65 and risking $135. Table 16-4 shows the
same data.

Coach April 32-34-40-42 iron condor breakdown
Strategy: Sell April 34 puts, buy April 32 puts, sell April 40 calls,

buy April 42 calls
Direction: Neutral
Debit or Credit: $65 credit
Risk: $135
Breakeven: $33.35 and $40.65
Potential Profits: $65

The breakevens of the COH April 32-34-40-42 iron condor at
$0.65 each are equal to $33.35 and $40.65. This is the same math
as the breakevens for short vertical spreads covered in Chapter 13. If
the stock is at $33.35 at expiration, the short 34-strike puts are $0.65
ITM (all other options expire worthless), and that is equal to the ini-
tial credit. On the other hand, the short 40 calls are $0.65 ITM if the
stock is trading for $40.65 at the expiration. Therefore, the position
breaks even at that level as well.

Short Vertical Spread Probabilities Revisited

Recall from Chapter 13 that a useful tool for computing the proba-
bility of a short spread making at least a penny profit is to divide the
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real risk of the spread by the total risk. For instance, in the Coach
spread, the strikes are two points apart (short call and short put
spreads, that is), and the investor is collecting $0.65. The spread is
two points wide; therefore, the total risk is $2. The real risk is the
total risk minus the credit, or $1.35. Therefore, the probability of
making money on the spread is 1.35/2, or a 65 percent probability
of making money.

Probability of expiring ITM analysis in Figure 16-9 shows that
there is 58.7 percent probability of the stock staying within the
breakevens of the iron condor through the expiration in fifty-two
days (27 percent chance that it will be between $37 and $40.65 and
31.7 percent between $33.35 and $37). Notice that the probabilities
of a move outside the breakevens increase in later expiration terms.

Lastly, the probability of touching in Figure 16-10 shows that
there is a high probability of the stock touching the $37 and being
within the sweet spot of the iron condor in the next fifty-two days,
and that’s because the stock is currently near that level. The proba-
bility of touching the breakevens steadily increases over time, and
therefore, at the risk of stating the obvious, the longer the stock stays
in a range within the body of the condor, the better the probabilities
of success.

Iron condors are a lot like iron butterflies, and the selection of
the right expiration month is important. That’s because the proba-
bilities of a move outside of the wings of the spread steadily increase
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over longer time frames. Therefore, the risks must be balanced with
the premium paid (or collected for iron flies and condors) to open
the position. Strike price selection is a key element to consider as
well, because, ultimately, we want the underlying staying in (or mov-
ing to) the body of the spread through the expiration. It’s important
to note that I used an example with fairly equidistant strikes to start,
but you can skew this bearish or bullish if you like.

Summary

Butterfly and condors spreads are the most complex strategies cov-
ered in this book, but the reader should now understand that they
are merely combinations of the vertical spreads covered in Chapters
12 and 13. The iron butterfly, for instance, is a credit strategy that
combines a short call spread and a short put spread. It makes sense
when the investor expects the underlying to move toward the middle
strikes of the spread. The same is true of iron condors.

Long butterflies or condors can be created with either puts or
calls. A call fly, for example, is simply a long call spread and a short
call spread. The strategies are debit transactions with limited risks
and rewards. The debit is at risk if the underlying moves outside of
the higher and lower strikes (or the wings). The best-case scenario
is that the underlying is trading at the middle strike (or the body)
of the fly at the expiration. The further the middle strike is from
the current price of the underlying, the more aggressive the trade.
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As I mentioned earlier, these are complex strategies, so entering and
exiting as one spread, particularly when new to trading is a good idea.
You may want to also consider practicing in a virtual trading account
to get used to the logistics of the trade before using real money.

In addition, using European-style index options eliminates the
risk of being assigned on the short legs of the spread, so don’t
overlook the S&P 500 Index for opportunities to implement the
strategy. Lastly, as noted in the previous chapter, condor and
butterfly spreads are advanced options plays that are best suited for
sophisticated investors with previous options trading experience.
Practice them using virtual trading platforms before implementing
them (and risking real money), so you can better understand how
to enter and manage the trades.
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The Close

You have learned a lot about options! You know the basics of
puts and calls; what variables affect options prices; and how different
strategies can be used to express bullish, bearish, and even neutral
outlooks relative to underlying securities.

Some strategies, such as protective puts and covered calls, are
extensions of the buy-and-hold investing that you were probably
already familiar with. Advanced strategies, such as butterflies and
calendar spreads, are more complex and best suited for more
sophisticated investors with previous options trading experience.

Regardless of the experience level, the strategies used, or
whether an investor is bullish or bearish, one concept is relevant to
all options traders: risk management. After all, it’s easy to be enticed
by the leverage offered with certain options plays. The potential for
large gains on relatively small amounts of capital is a double-edged
sword, however. The potential for large losses is high as well.

This final chapter explores some of the basics of risk man-
agement, such as position sizes and not putting all your eggs in
one basket. We also consider order entry techniques and position
adjustments. The book concludes with a brief discussion about social
media, including what information is worthwhile and what is likely
to be fleeting.

Risk Management

Leverage—You have heard the term and have seen examples many
times throughout this book. That’s because options give you leverage

216
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to control relatively large amounts of the underlying security with rel-
atively small amounts of capital. The options represent the right to
buy or sell an underlying, and that gives you exposure to price move-
ments of the underlying. As an example, Facebook (FB) has been an
actively tradedname in 2016 andhas been trading at around $100 per
share. Buying one hundred shares outright is a $10,000 investment.

Buying one long call (Chapter 6) on Facebook represents the
right to buy one hundred shares. If one contract is trading for $5,
the investor is controlling $10,000 worth of stock for only $500 (the
multiplier for one single stock option is one hundred). The ability to
control a substantial amount of an underlying security with relatively
small amounts of money increases the potential for large percentage
profits but also for big percentage losses.

It’s important not to overdo it with this leverage. I use this
analogy: Leverage is like fire. When used properly, it can have enor-
mous positive benefits. Of course, we all know what can happen when
fire gets out of control.

The first tip is to trade options positions that are similar to your
stock trades. If, on average, the investor is buying five hundred shares
at a time on stocks that trade for between $20 and $30, the equivalent
is to buy or sell five contracts on these stocks, because five contracts
control five hundred shares. The rule of thumb applies to simple
strategies like cash-secured puts (Chapter 11) ormore advanced ones
like butterflies (Chapter 15).

Consider the notional value of the position as well. For instance,
if a stock is trading for $5 per share, the notional value of one call
with a $5 strike is $500 (or 100 × the 5-strike price). However, if an
index is trading at 5,000, one 5,000-strike call has a notional value of
$500,000. Because options are agreements to buy or sell the under-
lying, understanding the notional value of the trade can help the
investor to decide if she is really comfortable buying or selling the
underlying if exercise or assignment come into play.

Most of us have probably heard the saying, “Don’t put all your
eggs in one basket.” That’s certainly true in investing. Some seasoned
traders focus on percentage amounts for each position. For instance,
one position shouldn’t equal more than 5 percent of his portfolio.
Or maybe an investor might not allocate more than 10 percent of
the portfolio to aggressive trading strategies like long call spreads
(Chapter 12) and condors (Chapter 16).

Diversification should not be overlooked. A portfolio can be
diversified by owning securities in different market sectors, such as
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energy, sector, and financials. Investing in different asset classes—
such as commodities, fixed income (bonds), and stocks—is also a
way to diversify a portfolio. The last way to do so is to invest in dif-
ferent types of option positions diversifying over volatility levels. As
noted in Chapter 1, decisions about strategic investments should be
considered as part of an investor’s financial goals and trading plan.
If you are not sure what opportunities exist outside of stocks and
options, I strongly urge you to consult with an experienced financial
adviser or use the tools in your trading platform to educate yourself.

I hope that this book has helped you realize another area of diver-
sification, and inmy opinion themost overlooked—using a combina-
tion of different strategies. I like to think of diversifying my approach
to the market, even if it is only in a few products. That way, I am trad-
ing things I know but with a different approach to them.

Options Orders

The ability for individual investors to open complex options strate-
gies online is a relatively new development. When I startedmy career,
very few individuals were using options strategies beyond covered
calls. Options quotes were not as readily available, transaction costs
were high, and trade executions were slow. The infrastructure was
not yet in place to allow self-directed investors to easily participate in
the options market.

All that has changed. Sophisticated trading platforms now avail-
able to retail investors have helped level the playing field. Investors
now have access to real-time price quotes and advanced order-entry
tools, as well as the ability to analyze trades. This applies to combi-
nation stock and options plays like protective puts or covered calls
in addition to more advanced spreads such as condors (Chapter 16)
and calendars (Chapter 14).

For example, Figure 17-1 shows a snapshot of an order to buy
a butterfly spread (Chapter 15) on Facebook with the stock trading
near $100. The order includes one price for the entire spread. In
this case, the order is for five butterfly spreads (ten contracts for the
body) for a limit order of a $1 debit per spread. Total cash outlay in
this example would be $500 (5 contracts × $1 debit × 100 multiplier,
plus transaction costs).

Trading instruments that see a significant amount of daily trading
volume and placing the order between bid-ask spread is also pre-
ferred. Recall from Chapter 4 that slippage refers to the costs of trad-
ing that an investor incurs due to the difference between bid prices
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Figure 17-1 Example of an Advanced Order Entry Screen

and ask prices. We can minimize the impact of slippage by focus-
ing on options that have active markets because the bid-ask spreads
are typically smaller. Placing limit orders between the bid and asking
prices can reduce the impact of slippage as well.

Computing Bids and Asks on Spreads

The quote for an option contract is easy to find, and computing the
bid-ask prices for a spread is straightforward as well. For example,
if Facebook January 100 calls are trading for $4.90 bid and $5 ask
and the January 110 calls are $1 bid and $1.10 ask, the ask price for
the long January 100-110 call spread is computed using the asking
price for the January 100 calls and the bid price for the January 110s,
because the investor is buying the 100s and selling the 110s. There-
fore, the market price to buy is $4, or $5 ask on the 100s minus $1
bid for the 110s. The opposite is true if selling the spread, because
the January 100s are sold and the January 110s are bought. The
bid-ask for the Jan 100-110 call spread is therefore $3.80 to $4, in
which case, whether buying or selling, I would try to do so at $3.90.

Returning to the previous example, the market on the February
95-100-105 call butterfly on Facebook at the time was $0.90 to $1.23.
That is, the bid was $0.90 (not shown in Figure 17-1), and the asking
price was $1.23. At the bottom of Figure 17-1, we can see that the
natural market (or asking price) for the spread was $1.23, which is
the price an investor might be expected to pay if the order is sent as
a market order (discussed in Chapter 4). Midmarket (or simply mid)
in Figure 17-1 is $1.06. That means that midway between the bid-ask
(or the average) is $1.06. In this example, the limit price of $1 is not
only below the asking price but below midmarket as well.
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When placing limit orders to buy below the current market
(or sell orders above the current market), it might take some time
for the order to be executed (or to fill) at that price. It might not be
executed at all. In the Facebook example, the stock would probably
need to move lower for the butterfly spread to trade for $1 even,
because the current price to buy the spread is $1.23 and midmarket
is $1.06, so I prefer midmarket for my orders.

There is no assurance that a limit order will be executed, however.
Using a market order increases the possibility of rapid execution,
but the investor has no control over the price that is paid. By trading
smaller, moremanageable positions, it decreases the needed urgency
to be filled immediately for the order. You can focus on doing the
options play or spread at a price you are comfortable with. In short,
a market order increases the possibility of an execution but also
increases the risk of not getting filled at the price you want. Whereas
a limit order keeps you in control of the price, but your order may
never get filled, which should be okay, as knowing this will help keep
your positions at manageable sizes.

Using Options to Reduce Capital Commitment

Options are tools that allow investors to control underlying securities.
One single stock call option, for instance, gives the owner the right to
buy one hundred shares of stock. The investor is under no obligation
to do so, but he can call the stock and take ownership of shares if he
chooses to.

When looking for bullish exposure in a stock, an investor might
sometimes want to buy the call instead of buying one hundred shares
outright at current prices. The investor is stating that she doesn’t
want to buy it right now but might want to call it at a later date. The
contract lasts only through the expiration and can only be exercised
at one price, known as the strike price.

In this context, the investor is comparing the benefits of buying
the stock now versus a call option that gives the right to buy at a fixed
price through a fixed period of time. Similarly, an investor might
also consider selling an existing position in stock now and replace
it with a call option instead. This is known as stock replacement and
is a strategy used when an investor wants to maintain upside expo-
sure in a name but reduce the dollar amount of risk associated with
holding shares.
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For instance, returning to the Facebook example, the investor
has a position in shares with the stock trading for $100 and is con-
cerned about a possible decline in the share price but is longer-term
bullish. Rather than liquidating the position entirely and moving to
the sidelines, the investor sells one hundred shares of stock at $100
and buys one 100-strike call for $5. He collects $10,000 on the stock
sale and pays $500 for the call, excluding transaction costs.

If the stock continues moving higher, the investor has the right
to call it for $100 regardless of how far it climbs. The breakeven
of a 100-strike call bought for $5 is at $105 per share (or the
strike price plus the debit), and any move beyond that level results
in profits.

On the other hand, if the stock falls, the investor is under no
obligation to buy (or call) it. If, for example, Facebook falls to
$90 from $100 and the options expire worthless, the investor loses
the $500 premium paid for the calls. However, that is less than
the $10 per share (or $1,000) loss suffered if the shares had been
held instead.

Transaction costs, the potential for missing out on dividends, and
tax consequences should be considered carefully before swapping
out stock for calls or other options plays, but in some situations,
an options strategy (long call, short put, call spread, etc.) can offer
bullish or bearish exposure with less risk (in dollar, not percentage,
terms) than investing in the underlying itself.

In addition, knowing when to sell (or exit) a position is often just
as important as deciding when to enter one. In other words, buying
a stock at a low price and seeing it move higher is great, but how do
you decide when to sell and book the profit? Options can also help
in that respect.

For example, let’s say an investor initially bought one hundred
shares of IBM for $90 per share, and the stock is now trading at $99.
The investor has an unrealized gain of $9 per share (or $900). If
that investor is a willing seller at $100 per share, she could sell a
100-strike call at $5 to reflect that view. If price of the shares rises
above $100 prior to or at expiration and the calls are assigned, one
hundred shares are sold per the call option at $100 per share, which
can be added to the $5 that was collected for selling the calls. In this
case, a covered call is similar to placing a stop order to sell the stock
(Chapter 4), but writing calls generates a premium—which the
investor keeps regardless of whether the calls are assigned.
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Stop versus Stop Limit

A stop limit order to sell shares can be used to specify a price to sell
the stock if that price is reached. The order is triggered at a specific
price and then becomes a limit order. The limit price or better is
“guaranteed” with a limit order, but actual execution of the order
is not guaranteed. On the other hand, an investor can place a stop
order to sell, which becomes a market order once a certain price is
touched and seeks immediate execution without regard to price.

A short put or a short put spread, on the other hand, can be used
as a tool to set an entry price for the purchase of a stock position. If
an investor is a willing buyer of IBM at $85, selling a put with an
85-strike will express that view, because if the shares fall below that
level prior to or at expiration, the put is assigned and the investor
buys one hundred shares at the strike price.

Rolling with Spread Trades

In the options market, a roll is not something you find on your din-
ner plate but rather, a position adjustment when an investor wants to
close one contract and open another. The roll might move a block
of options from one strike price to another. An investor might also
roll an options position from one expiration term to the next. Or,
the action might adjust both the strike price and expiration month.

To illustrate, let’s say an investor has purchased January
100-strike calls on Netflix for $5 per contract, and the stock has
increased in value during the past few months. It is trading for
$110. The 100-strike calls are now worth $10, and the investor
wants to monetize the profit but also position for additional gains
by purchasing 110-strike calls for $5. The position in January 100
calls can be rolled to the January 110 strikes by selling the January
100-110 call spread at $5 (or selling-to-close the January 100 calls at
$10 and buying-to-open the January 110s for $5). Most electronic
order entry tools will recognize that the spread is closing one leg or
another. Therefore, the short call spread (Chapter 13) is a way to
roll a block of long calls (Chapter 6) up in strike price.

While vertical spreads (Chapters 12 and 13) can be used to roll
positions from one strike to a higher or lower one, calendar spreads
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or diagonal spreads (Chapter 14) are used to adjust positions from
one expiration to the next. For instance, rather than selling the
January 100-110 call spread, an investor might initiate a January
100-February 110 (diagonal) call spread to roll the position up ten
strikes and out one month.

Knowing when to close or adjust positions is an important part
of the investing process. There is no secret formula or precise set
of rules when exiting or rolling a position. Instead, I suggest setting
price targets and stop-losses at the time the options play is opened.
Map out the game plan before the position is initiated using payoff
charts (Chapter 8) and probabilities (Chapter 9) and take profits
or cut losses according to the game plan. One thing to keep in
mind in rolling: only do so if you want the new position. Too often
it is done to “save” a losing position, which often just makes the
hole deeper.

Investing and Social Media

It’s easy to fall victim to information overload. In today’s electronic
world, financial news and data flow freely and abundantly. Social
media also drives increased interaction among investors and encour-
ages the sharing of experiences and ideas. Without a doubt, all of
this is a positive development that has provided self-directed investors
with more information than ever before.

The challenge is filtering out the noise and recognizing the
info that is likely to be fleeting versus research that can help in
the longer-term investment decision-making process. Economic
news and headlines related to individual companies, industries,
and commodities can obviously have immediate impact on market
share prices. For that reason, many brokerage firms today offer their
customers real-time news feeds like the one in Figure 17-2, which
screen for news by options ticker or for the entire market.

Many of us are on social media as well. My colleagues and I often
use Twitter to share information about company events or direct our
followers to interesting stories. I like to follow people who highlight
interesting news or market activity that I might have overlooked.
LinkedIn, Facebook, and YouTube have been useful to me as well.

While it is somewhat overwhelming at times, social media can
be a source of useful market information if you filter the list down
and narrow it to a handful of trusted and knowledgeable groups of
people and companies. You may even want to separate your social
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Figure 17-2 Charting and News

media accounts into two categories: one for your personal life and a
second for the purpose of trading and investing.

Lastly, there is no substitute for self-education, be that through
research on positions or on options strategies. After several decades
trading options, I can assure you that there are no free lunches. The
best way to invest with confidence and for the longer term is to have
strong conviction in the investments and strategies that are part of
your trading plan. The only way to develop that conviction is by
making decisions based on reliable information, facts, and thorough
research. I can’t emphasize enough the importance of education
and knowing the products you are trading. Lastly, never take on
positions you do not understand. Take some time to learn the ins
and outs of each strategy before initiating them with real money.

Final Thoughts

Congratulations. Your thirst for knowledge has brought you to the
conclusion of this book. Hopefully, you now understand the basics
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of puts and calls, including how to find current prices, what are the
determinants of the premiums, and how to place orders for both sim-
ple and complex strategies.

My rules of thumb are provided to illustrate my approach, and
my approach will not be suitable for every investor. These methods
are the ones I learned after more than twenty years trading on the
Chicago Board Options Exchange (CBOE) and that I now use for
my own personal account. Trading options involves significant risk,
including potential loss of principal.

However, no two investors are alike, and the suitability of any
investment strategy must be considered within the larger context of
an individual’s long-term investment goals, risk tolerance, and trad-
ing plan. Options trading is certainly not suitable for everyone, and
as a self-directed investor, youmust decide if an approach ormethod-
ology is right for you. Market conditions can and do change. Simply
because a strategy has worked in the past or in a virtual trading envi-
ronment, does not guarantee it will work in the future, which is why
I talk about diversifying strategies even more than stocks.

Hopefully, the strategies outlined in this book provide you with
enough information to fully understand what options are available
today (yes, that is an intentional pun) and give you tools to help
make better, more-informed investment decisions. If you have never
traded options before, take some time to learn the strategies through
a virtual paper trading platform. Practice, practice, practice.

And always ask yourself, “How much can I lose on this position?”
Knowing your risk beforehand is one of the keys to success. Once you
have defined the risk and you are comfortable with that, it will make
your decision-making process so much clearer. Lastly, don’t be afraid
to start with small trades until you have achieved some success.

Thank you for taking time to read this book, and I truly hope
that it helped build a better understanding of options and options
trading. Good luck in your pursuits, and remember—investing is not
a sprint but a marathon.
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The Greeks

Understanding the Greeks makes us smarter options traders.
By Greeks, I don’t mean Zeus, Plato, or Aristotle, but rather delta,
gamma, theta, vega, and rho. While these concepts are somewhat
complex in the beginning, you don’t need a degree in quantum
physics to understand the concepts or to use them in real-world
trading.

Indeed, while computing the Greeks requires the use of options
pricing models, many websites and brokerage platforms offer the
information for free, but a few traders actually compute the num-
bers themselves. It is much easier to pull up an options chain with
the numbers already computed.

If you have already traded puts and calls, you know that options
prices change as the price of the underlying moves higher or lower.
But have you ever purchased a call option only to see it lose value
despite a move higher in the underlying? That might happen when
other factors, such as time decay (theta) or volatility (vega), chip away
at the options premiums. The Greeks can help us understand why
this happens and what factors are having the greatest influence on
options premiums.

In fact, it’s a common mistake to assume that the change in the
price of the stock, index, or other underlying instrument is the only
factor that determines the value of the options contract. Although it
is the one that changes most often, there are other important deter-
minants of options prices as well. TheGreeks are variables that isolate
how factors such as time and volatility impact the value of the con-
tract. Let’s start with a discussion of delta.

227
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Delta Defined

If Zeus was the king of the gods in Greek mythology, delta is the
Zeus of the Greeks in the world of options trading. Understanding
how it works helps make sense of why options prices are changing
as the stock, index, or underlying instrument moves higher or lower.
Knowing the position delta is valuable when trading more advanced
strategies with more than one options contract.

But let’s not put the cart before the horse. While the underly-
ing instrument, like a stock, has a fixed delta of 1.0, each individual
options contract has a unique delta that is always changing. It tells
us, approximately, how much the value of the options contract can
be expected to change for each one-point change in the underly-
ing asset.

Call options have positive deltas ranging from 0 to 1, because
they increase in value when the underlying asset moves higher.
Put options have negative deltas of between −1 and 0, because the
value of the contract will typically increase as the price of the underly-
ing instrument heads lower. Very low delta options see relatively little
reaction to the underlying’s move. High delta options approaching
1 or −1 move almost point-for-point with the underlying.

An equity call option with a delta of 0.25 can be expected to
increase in value by $0.25 for a $1 move higher in the underlying
stock. Because the multiplier for a standard options contract is one
hundred, an increase of 0.25 equals $25. On the other hand, a put
with a delta of −0.25 can be expected to increase in value by $25 for
each $1 decline in the underlying stock price.

As we saw in Chapter 9, delta is sometimes described as the
thumbnail probability that an option will expire in-the-money
(ITM) by at least a penny. It’s not an actual calculation; it’s simply a
thumbnail and a useful way of thinking about delta.

For example, an at-the-money (ATM) call option, which has a
strike price equal to the stock price, should have a delta of roughly
0.50 because there is a 50 percent chance that it will expire ITM. This
should make sense given that an ATM call has an equal probability of
being ITM or out-of-the-money (OTM) at expiration because there
is a fifty-fifty chance that the stock will move higher or lower from
current levels.

As expiration approaches, the delta of an OTM option will
approach zero and see little reaction to the underlying. After all,
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the contract is about to expire worthless. On the other hand, the
delta of an ITM call option will approach 1, and an ITM put will
move toward −1 heading into the expiration.

Changes in the value of the underlying can lead to very fast
changes in delta as expiration approaches because of the rapidly
decreasing or increasing probabilities of the option expiring ITM
or OTM. This fast change in delta is measured by another Greek
called gamma, which we cover after I explain the concept of delta
neutral.

Delta Neutral

Each options contract has a unique delta. When combined into
strategies with multiple contracts or shares, the total delta of the
trade is called the position delta. A stock has a delta of 1. Therefore,
a position in one hundred shares of stock and one ATM put with a
−0.5 delta has a position delta of 0.5. The position is expected to
increase in value by $0.50 if the underlying gains $1 or lose $0.50
if shares drop $1. Again, because the multiplier is one hundred, a
0.5 delta would equal $50 for every one hundred shares held (and
one put).

The term delta neutral refers to a position that theoretically
doesn’t react at all to price changes of the underlying instrument.
To create a position that is neutral with respect to delta with call
options with a 0.5 delta, the investor might sell short one hundred
shares and buy two call options. The result is a position delta of 0,
or 0.5 plus 0.5 minus 1. Or, an investor could buy two −0.5 delta
puts against a stock and create a protective put, or a short-term
hedge. Of course, the delta will change as the price moves higher
or lower, and a true delta neutral strategy will continually buy or sell
shares or options as needed. Position deltas can also be greater than
one hundred. For instance, buying ten 0.5 delta options will yield a
position delta of 500 (10 × 0.50).

While amarket maker or some other institutional investor, rather
than an individual investor, is more likely to initiate a strictly delta
neutral strategy, the concept of position delta is relevant to all options
strategists. It can help make sense of why positions, whether simple
or complex, change in value as the underlying instrument moves
higher or lower. As you start out, this is not as important a concern.
However, make sure that you understand how many deltas you are
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long or short, as that is theoretically howmany dollars you are risking
with a one dollar move in the underlying.

Of the Greeks, delta seems to make the most sense intuitively.
As the price of the underlying asset moves higher, calls will increase
in value and puts will decrease in value. On the other hand, if the
price falls, calls decrease in value and puts increase in value. The
same is true for more complex strategies, and the position delta is
the way of quantifying the expected changes in premiums.

Importantly, delta and the other Greeks are computed using
options pricing models, and the calculations are theoretical. The
option might or might not behave exactly as the models suggest.
Therefore, delta is really a guide and not a precise measure of
potential changes in options premiums as the price of the under-
lying moves higher or lower. The same is true of the other Greeks.
In addition, delta is dynamic and constantly changing. A call option
with a delta of 0.25 might have a delta of 0.33 after a $1 move higher
in the underlying stock and a 0.5 delta if the stock moves $2 higher.

Gamma

If deltas are constantly changing as the price of the underlyingmoves
higher and lower, gamma measures the change in delta for every
point change in underlying. If delta is speed, gamma is the accel-
erator, and the options with the highest gammas see the greatest
reactions to changes in the underlying.

Gamma is a positive number (or sometimes zero) for both puts
and calls. Unlike delta, it is not a measure of the changes in premi-
ums. It only reflects changes in delta. In addition, gamma will be the
greatest near the ATM strikes, while steadily decreasing moving out
to the further ITM and OTM strikes.

An option that is near the money heading into the expiration
will have high gamma because the delta can change quickly from
a low number to a high value if shares go through the strike price.
For instance, an OTM call might have a delta of 0.25 the day before
expiration, but if shares rally through the strike price of the con-
tract on expiration day, the call might suddenly see its delta increase
to 1. It has very high gamma. Note that if you are having trouble
getting your arms around this, do not fret; it takes a while, and clos-
ing your positions out before expiration week will limit your exposure
to gamma.



Trim Size: 6in x 9in Kinahan bapp01.tex V2 - 08/22/2016 7:05am Page 231�

� �

�

The Greeks 231

Theta

Options are wasting assets. Have you heard that before? The adage
refers to the fact that options lose value over time and suffer from
time decay. Thetameasures the amount of time value that is expected
to be lost with each passing day. It is always expressed as a negative
number, because both puts and calls lose value over time.

You can think of time loss like a snowman melting after the
winter. It slowly melts away when temperatures are still cold, but
the speed will increase as the weather gets warmer. Similarly, time
decay is nonlinear and affects short-term options at a faster rate than
longer-term ones. Time decay is the greatest in the days and hours
immediately before expiration.

Meanwhile, ATM options will have higher thetas (relative to
ITM or OTM options), because there are greater losses in premiums
(as measured in dollars and cents) at those strike prices. In other
words, there is more to lose in the bigger time value of ATM or
near-the-money strikes, and that’s where time decay occurs the most.
That’s because these are the options with the highest amount of
premium as well.

Theta only relates to the extrinsic (or time) value of the option
and has no impact on intrinsic value. Meanwhile, OTM strikes
will have lower thetas than ITM, because there is less time value.
However, the percentage losses associated might be greater for OTM
strikes because of the smaller absolute levels of time value. After all,
losing $0.02 per day on a contract trading for $0.50 is a much larger
percentage loss than losing $0.03 on a contract trading for $5.

Vega

Vega is not actually a Greek letter, but in the world of options trading,
it is considered one of the Greeks. It offers estimates about the poten-
tial changes in options prices for each one-point move in the volatil-
ity of the price of the underlying. As volatility increases, the value
of the option increases. Falling volatility results in lower premiums.
Like theta, changes in vega only affect the extrinsic (or time) value
of the option.

Each options contract has a measure of volatility known as
implied volatility (IV). Computed using an options pricing model
and always in a state of flux, IV is a percentage and will vary from one
option to the next. Even two options on the same underlying stock
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can have very different levels of implied volatility. Vega measures
how much the premium might change as IV moves 1 percent higher
or lower.

Vega is always a positive number regardless of whether the option
is a put or call. It is typically higher for ATM or near-the-money
options and declining in the further ITM or OTM strikes. Lastly,
longer-dated options can often have substantially higher levels com-
pared to short-term ones as well. The higher vega option premiums
are more responsive to changes in implied volatility. In addition,
longer-dated options are slower to respond to volatility changes, but
when they respond, it is in a much bigger way.

An options pricing model is a useful tool to see how changes
in implied volatility (and other factors) affect premiums for puts
and calls. Figure A-1 shows an example from The Options Indus-
try Council website (www.optioneducation.net/calculator/main_
advanced.asp). In this example, we are looking at a stock option
expiring in March with a $105 share price and a 105 strike price.
We assume a 0.50 percent interest rate, no dividend payments, and
implied volatility of 25 percent.

With shares at $105, both the 105-strike puts and calls are ATM
with deltas of −0.47 and 0.53, respectively. The prices are $4.92 and
$4.81 per contract, respectively. Now, suppose the implied volatility
of the options increases to 35 percent from 25 percent, or ten
points. Because vega was 0.194 and implied volatility moved ten
points higher, both options should increase by roughly $1.94.

As we can see from Figure A-2, if implied volatility is changed
to 35 percent from 25 percent, the premiums increased to $6.86 for

Model/Exercise: Binomial (American) Results:

down up

up

<< implied

calculate >>

down

Option Value:

Call Put

Delta :

Gamma :

Theta :

Veqa :

Rho :

Stock

105.00

105.00

Mar 16

78

0.500

25.0

0.00

Quarterly

Contract Type:

Price of Underlying:

Strike:

Expiration Date:

Interest Rate (%):

Volatility (%):
Dividend Date
(mm/dd/yyyy):

Dividend Amount:

Dividend Frequency:

Days to Expiration:

4.9200 4.8100

–0.4740

–0.0305

0.1942

–0.0996

0.0331

0.5268

0.0330

–0.0318

0.1942

0.1084

?

?

?

?

?

Figure A-1 Options Calculator
Source: Options Industry Council

http://www.optioneducation.net/calculator/main_advanced.asp
http://www.optioneducation.net/calculator/main_advanced.asp
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Model/Exercise: Binomial (American) Results:

down up

up

<< implied

calculate >>

down

Option Value:

Call Put

Delta :

Gamma :

Theta :

Veqa :

Rho :

Stock

105.00

105.00

Mar 16

78

0.500

35.0

0.00

Quarterly

Contract Type:

Price of Underlying:

Strike:

Expiration Date:

Interest Rate (%):

Volatility (%):
Dividend Date
(mm/dd/yyyy):

Dividend Amount:

Dividend Frequency:

Days to Expiration:

6.8600 6.7500

–0.4656

–0.0428

0.1939

–0.1024

0.0236

0.5350

0.0235

–0.0442

0.1939

0.1059

?

?

?

?

?

Figure A-2 Options Calculator
Source: Options Industry Council

calls and $6.75 puts, respectively. On the other hand, a ten-point drop
would see the premiums drop by roughly $1.94 per contract. The fact
that changes in implied volatility can have an important impact on
premiums helps explain why a call option might lose value, even if
shares move higher. In that case, the impact of vega was larger than
the impact of delta.

Using an options calculator, we can also substitute out IV with
other measures of volatility to see theoretical options prices. One
measure often used with pricing models is historical volatility (HV,
also called statistical volatility, actual volatility, or realized volatility).
While IV is computed using options pricing models, HV is com-
puted using the past prices of the underlying asset over a number of
previous trading sessions. Mathematically, it is the annualized
standardized deviation of stock returns and is also expressed as a
percentage. (See Appendix C for more on HV in the section about
volatility studies.)

Indeed, volatility is always changing and will vary for each under-
lying asset. Even individual contracts listed on the same underlying
can have very different levels of implied volatility. Vega helps us
understand how the next changes in IV might affect the premiums.

Lastly, it’s also possible to see vega and some of the other Greeks
using an options chain in a trading platform. Figure A-3 provides
an example of one using Microsoft (MSFT) March options. In addi-
tion to the bid-ask prices, the columns include delta, gamma, theta,
and vega.
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Figure A-3 Options Chain with the Greeks

Rho

Rho is the Greek that measures how the options value may change
due to a 1 percent change in interest rates. Rho for a call is posi-
tive, because the contract will increase as rates rise. The rho for a
puts has a negative value. If overall rates are at low levels, the impact
from rates on options premiums are not a major factor. However, in
periods of higher interest rates, the changes to options premiums
are sometimes more meaningful. Rho is the measure for gauging
the potential impact. Again, try using an options calculator to see
how changes in rates and other variables can affect the prices of puts
and calls.

Reference
www.optioneducation.net/calculator/main_advanced.asp

http://www.optioneducation.net/calculator/main_advanced.asp


Trim Size: 6in x 9in Kinahan bapp02.tex V2 - 08/22/2016 7:05am Page 235�

� �

�

BA P P E N D I X

Strategy Recap

Every options strategy has risks and rewards that can be plotted
on a profit/loss line, payoff chart, or risk graph. While many trading
software packages can do this in real time with live market prices,
what follows is a summary of the simple risk graphs for the strategies
outlined in this book. For the sake of simplicity, transaction costs
(commissions, contract fees, exercise, and assignment fees) are not
accounted for in the examples that follow. But keep in mind that
many of the spread strategies discussed utilize two, three, and even
four options legs, and the resulting transaction costs should be
considered carefully, especially if the strategy might involve the
exercise and assignment of more than one contract. In that case,
transaction costs can be significant.

Recall that a payoff chart includes a vertical y-axis that shows the
profit and loss and a horizontal x-axis that represents changes in the
price of the underlying security. The simple risk graph of being long
stock (Figure B-1) makes sense, because as share prices move higher,
the position increases in value and profits accumulate. As share prices
move lower, shares lose value and losses increase. Where the risk line
crosses the x-axis, there is no gain or loss. This is the breakeven level.
While the breakeven of a long stock is the price paid, the breakeven
level for an option or options strategy is the price of the underlying
at expiration.

Long Call

The long call strategy is covered in more detail in Chapter 6.
An investor typically buys calls when he expects the price of the
underlying to move higher. Therefore, the directional bias of the

235
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Long Stock Risk Graph
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Figure B-1 Long Stock Payoff Chart

Long Call

Profit or Loss

Breakeven

0
Stock Price
at Expiration

Figure B-2 Long Call Payoff Chart

long call is bullish, which is reflected on the risk graph (Figure B-2).
It is a debit transaction, and the expiration breakeven is computed
as the strike price plus debit paid. The risk is limited to the debit,
and theoretically, there is no limit to potential profits.

Strategy: Buy call
Outlook: Bullish
Debit or Credit: Debit
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Risk: Debit
Breakeven: Strike price + Debit
Potential Profits: No limit

JJ’s Tips for Long Calls
• Be careful with the leverage, as losing on long calls can result

in 100 percent loss of capital committed to the trade, including
transaction costs.

• While out-of-the-money (OTM) options often seem “cheap,”
the probability of profit is typically higher with in-the-money
(ITM) calls. But the amount of capital at risk will likely be
higher also.

• Use delta as a thumbnail for probability of expiring ITM;
50 deltas or higher is preferred.

• Buy when implied volatility (IV) is low, as expensive calls can
lose value due to falling IV, even if shares tick higher.

• Time decay is not your friend. Focus on short-term options.
• Only trade products with open interest at least fifty times

larger than the number of contracts you trade (applies to all
strategies).

Short Call

The short call is a credit strategy that was explained in more detail
in Chapter 6. When selling calls without a covering position in the
underlying or as part of a spread trade, the play is also called an
uncovered (or naked) call write. The profit is limited to the credit
received, and as we can see from Figure B-3, the risks to the upside
are theoretically unlimited because there is no cap on how high the
price of a stock can climb. The breakeven is equal to the strike price
plus the credit received.

Strategy: Sell calls

Outlook: Bearish or neutral

Debit or Credit: Credit

Risk: No limit

Breakeven: Strike price + Credit

Potential Profits: Credit
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Short Call

Profit or Loss

0
Stock Price
at Expiration

Figure B-3 Naked Call Risk Graph

JJ’s Tips for Short Calls
• Consider short vertical call spreads rather than naked calls, as

risks are better defined.
• Be careful with naked calls as risks are not defined. They are

best suited for sophisticated options traders with the highest
risk tolerance.

• The higher the strike, the less premium received and the
higher probability of profit.

• When selling calls, focus on OTM options with a high proba-
bility of expiring OTM.

• Look for high implied volatility, as the position benefits from
falling IV.

• Time is on your side, because short calls benefit from time
decay.

Long Put

The long put was covered in detail in Chapter 7. Because puts
typically increase in value as the price of the underlying falls,
options traders go long puts when prices are expected to fall or as
a hedge (also see the protective put). As shown in the profit/loss
line in Figure B-4, the risk to buying puts is the debit paid, and the
breakeven is the strike price minus the debit. The potential profits
are only limited due to the fact that an underlying security can’t fall
below zero.
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Long Put
Profit or Loss

0
Stock Price
at Expiration

Figure B-4 Long Put Risk Curve

Strategy: Buy puts
Outlook: Bearish
Debit or Credit: Debit
Risk: Debit
Breakeven: Strike price − Debit
Potential Profits: Strike price − Debit − Current price of the

underlying
JJ’s Tips for Long Puts
• Buying puts can be an alternative to shorting stock, but with

defined risks.
• Look for low implied volatility situations, as puts increase in

value as IV moves higher.
• When buying puts, ITM contracts have greater probabilities of

success but higher capital outlay versus OTM puts.
• Time decay works against the put buyer.
• Consider buying puts only as a short-term play with expirations

less than seven weeks out.
• If held through the expiration, long puts can expire worthless,

and if this happens, the entire investment is lost.

Protective Put

Examples of the protective put were provided in Chapter 7. The posi-
tion is long stock and long puts. As we can see from Figure B-5,
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Protective Put
Profit or Loss

0
Stock Price
at Expiration

Figure B-5 Protective Put Risk Graph

the strategy has a bullish bias because the investor wants the stock
to move higher, but the risk is defined by the strike price of the put.
The breakeven equals the stock price plus the debit paid.

Strategy: Long stock and long puts
Outlook: Bullish
Debit or Credit: Debit
Risk: Stock purchase price − Strike − Debit paid
Breakeven: Stock price + Debit
Potential Profits: Unlimited above the breakeven

JJ’s Tips for Protective Puts
• Consider a protective put to hedge an existing stock position

during periods of increased volatility, but this can be expensive
due to the premium paid for the put.

• It can be used as a type of stop order to exit a position.
• If the stock price continues to fall, you might still lose money,

but the losses will likely be less than if no puts had been
purchased.

• Compare to buying a long call instead, as the payoffs are
similar.

• After the position is established, an increase in implied volatil-
ity helps the puts, but time decay works against it.

• You want the stock to move higher, higher, higher . . . and for
the puts to expire worthless.
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Covered Call

The ins and outs of the covered call or buy-write strategy are cov-
ered in Chapter 10. The position is created by selling calls against
a new or existing stock position. If it’s a standard equity option, the
investor sells one call option for every one hundred shares. The risk
is a move lower in the stock. The breakeven equals the net cost (stock
price minus credit received). The upside is capped by the strike price
of the short call, and the maximum profit equals the strike price
minus the net cost of the stock (the original purchase price minus
credit received from selling the call) plus any dividends collected.
Maximum loss happens if the stock falls to zero and equals the stock
purchase price minus the credit received.

It bears repeating that this strategy can limit the upside poten-
tial of the underlying stock position, as the stock would likely be
called away in the event of substantial stock price increase. That’s
why Figure B-6 shows limited upside along the profit/loss line. Also,
the risk of the stock being called away increases the closer you get
to the ex-dividend day. If you are assigned prior to the ex-dividend
date, eligibility for receiving the dividend is lost.

Strategy: Buy stock, sell calls
Outlook: Bullish or neutral
Debit or Credit: Debit (Cost of stock − Credit)
Risk: Stock purchase price − Credit

0

Stock Price
at Expiration

Profit or Loss
Covered Call

+

–

Figure B-6 Buy-Write Risk Graph
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Breakeven: Stock price − Credit
Potential Profits: Strike price − Breakeven

JJ’s Tips for Covered Calls
• The covered call is not aggressively bullish, as upside potential

to holding shares is capped by the strike price of the calls.
• This is a position that helps you lower the net cost of your stock

purchase.
• You can continue to collect dividends but may lose that benefit

if assigned.
• When selling calls, OTM options are preferred.
• The position benefits from falling implied volatility and time

decay.
• Compare to a cash-secured put strategy, as it has a similar

payoff chart.
• Consider using covered calls as a way to exit a position by sell-

ing a strike price that equals the price at which you’re willing
to sell the stock.

Collar

Chapter 10 explores the ins and outs of the covered call or buy-write
strategy, and Chapter 7 explains the protective put. The collar is a
combination of the two strategies and, as we can see from Figure B-7,
is a limited risk-reward play. To initiate this play, the investor sells calls
and buys puts against a new or existing stock position. One call is sold
and one put is bought per one hundred shares of the underlying. The
strategy has limited risks and limited rewards. While the put hedges
the downside risk to the stock, the short calls limit the upside poten-
tial. The trade can typically be initiated for a small credit or debit,
depending on the value of the puts versus the calls. A zero-cost collar
is one where the sale of the call equals the premium for the put.

Strategy: Buy stock, sell call, buy put
Direction: Bullish or neutral
Debit or Credit: Depends on strikes
Risk: Breakeven − Put strike
Breakeven: If opened for a credit, the BE is stock price minus

credit. On debit trades, it’s the stock price plus the debit.
Potential Profits: Call strike − Breakeven
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Figure B-7 Collar Payoff Chart

JJ’s Tips for Collars
• If you’re mildly bullish but worried about the potential for a

drop in the stock, consider putting a collar around it.
• Sell OTM calls to leave upside for shares.
• Look to finance the puts with the calls and initiate for zero-cost

or better.
• Time decay will work against the puts but will help the calls.

Similarly, changes in implied volatility in calls are being off-
set by the puts, and therefore, it is typically a volatility neutral
strategy.

• The strategy involves the risks of both covered calls and
protective puts.

Cash-Secured Put

The cash-secured put is duly covered in Chapter 11. The strategy
gets its name from the fact that the put writer has sufficient cash in
the account to cover assignment. Premium is collected for writing
the puts, and the potential profits are limited to the credit received.
As we can see from Figure B-8, losses accrue as the price of the under-
lying moves lower, and therefore, the put sale is typically viewed as a
bullish strategy, although it can also yield profits (the credit received)
if shares see little upward movement (staying above the strike price)
and the options expire worthless. The breakeven equals the strike
price minus the credit.
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Figure B-8 Short Put Risk Graph

Strategy: Sell puts
Outlook: Bullish or neutral
Debit or Credit: Credit
Risk: Strike price − Credit
Breakeven: Strike price − Credit
Potential Profits: Credit

JJ’s Tips for Short Puts
• Be careful with writing puts, because the risk is defined, but

only because the stock price cannot fall below zero.
• Keep enough cash in the account to cover assignment and

be sure you really want to buy the underlying at the strike
price sold.

• Only sell puts on stocks you want to own and keep in mind that
one put represents the obligation to buy one hundred shares
for equity options.

• Higher implied volatility will result in higher premium
received, but typically greater volatility in the price of the
underlying security.

• Short puts will benefit from time decay.
• There is a risk of purchasing the stock at the strike price at a

time when the price of the stock will likely be lower and could
continue to fall.
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• The nice thing about letting the puts expire worthless is that
there are no additional commissions to pay.

• This strategy is good to lower the net cost of stock already
owned (due to credit received).

Long Call Spread

Sometimes called the bull call spread, the long call spread is covered
in Chapter 12. The play involves buying a call and selling a call with
a higher strike price. Figure B-9 shows that the strategy has a bullish
bias and offers a maximum payout if the underlying security moves
to the higher strike or better through the expiration. At that point,
the profit is equal to the difference between the two strikes minus
the debit. The debit is at risk if the options expire worthless, and the
breakeven is equal to the lower strike plus the debit.

Strategy: Buy call, sell higher strike call
Outlook: Bullish
Debit or Credit: Debit
Risk: Debit
Breakeven: Lower strike + Debit
Potential Profits: High strike − Low strike − Debit

0

Stock Price
at Expiration

Profit or Loss Long Call Spread
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Figure B-9 Bull Call Spread Risk Graph
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JJ’s Tips for Long Call Spreads
• Buy ITM and sell OTM.
• Focus on shorter-term time frames between three and seven

weeks.
• Don’t overdo it with the leverage, as “cheap” long vertical

spreads have lower probabilities of profit.
• The impact from time decay and implied volatility on the long

call are somewhat offset by the short call.
• The maximum value of the spread is usually realized at or very

near the expiration.
• It’s best to execute the spread as one trade rather than leg-

ging into one option at a time, because you want to enter the
spread at a set price and exit at one price as well (applies to all
spreads).

Long Put Spread

The long put spread, covered in Chapter 12, is also called a bear put
spread and is typically initiated when the investor expects the under-
lying security to decline in value. The strategy involves purchasing a
put and selling a put with a lower strike price. It has limited risks and
rewards, as depicted in Figure B-10, and offers a maximum payout if
the underlying security moves to the lower strike or below through

0

Stock Price
at Expiration

Profit or Loss Long Put Spread
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–

Figure B-10 Bear Put Spread Risk Graph
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the expiration. At that point, the profit is the difference between the
two strikes minus the debit. The debit is at risk if the options expire
worthless. The breakeven equals higher strike minus the debit.

Strategy: Buy put, sell lower strike put
Outlook: Bearish
Debit or Credit: Debit
Risk: Debit
Breakeven: Higher strike − Debit
Potential Profits: High strike − Low strike − Debit

JJ’s Tips for Long Put Spreads
• Buy ITM and sell OTM.
• Changes in time decay and implied volatility of the long put

will be offset somewhat by the short put.
• When implied volatility is high, buying put spreads is an attrac-

tive alternative to long puts, because you are buying and selling
puts. The impact of falling implied volatility on the long put is
somewhat offset by the short puts.

• Long put spreads are sometimes used to partially hedge against
a price decline in the underlying.

• Focus on options that expire in the next three to seven weeks.

Short Call Spread

Short vertical spreads are covered in Chapter 13. When selling call
spreads, the strategy involves writing a call and buying a call with a
higher strike within the same expiration. In the typical scenario, the
investor wants the stock to stay below the lower strike price and the
options to expire worthless. The potential reward is limited, as we
can see from Figure B-11, and equals the credit received for selling
the spread. The breakeven is at the lower strike plus the credit. The
risk is equal to the difference between two strikes minus the credit,
and maximum losses happen if the underlying is trading above the
higher strike of the spread at expiration.

Strategy: Sell call, buy higher strike call
Outlook: Bearish or neutral
Debit or Credit: Credit
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Figure B-11 Short Call Risk Graph

Risk: High strike − Low strike − Credit
Breakeven: Low strike price + Credit
Potential Profits: Credit
JJ’s Tips for Short Call Spreads
• Consider a short call spread as a defined risk alternative to

naked calls.
• Sell calls that are OTM.
• Use probability of expiring ITM to select the best spreads.
• If both options expire worthless, the strategy has reached its

full potential, and there are no additional commissions to pay.
• Time is on your side as the position loses value due to time

decay.
• Short-term options see faster rates of time decay, and short

call spreads with less than seven weeks until expiration are
preferred.

• Don’t overdo it with the leverage, as even one loss can wipe out
the profits from several successful short vertical spreads.

Short Put Spread

Like selling puts, a short put spread is sold when the investor expects
the stock to hold above a certain level and is also willing to buy (have
assigned) shares at the strike of the short put. The strategy involves
writing a put and buying a put with a lower strike. Figure B-12 shows
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Figure B-12 Short Put Spread Risk Graph

that the risks and rewards are limited, with the best payout happening
if shares are above the higher strike at expiration. In the spread, the
losses are limited by the lower strike put, and the maximum loss is
the difference between the two strikes minus the credit received. The
potential profit is the credit, and the breakeven is equal to the higher
strike minus the credit.

Strategy: Sell puts, buy lower strike puts
Outlook: Bullish or neutral
Debit or Credit: Credit
Risk: High strike − Low strike − Credit
Breakeven: High strike − Credit
Potential Profits: Credit

JJ’s Tips for Short Put Spreads
• Consider this a directional play when you expect the stock to

move higher and want to enter a defined-risk strategy.
• The play is similar to a short call vertical spread but in the

opposite direction.
• Time decay is helping the position.
• You want both legs of the spread to expire worthless, and there

are no additional transaction costs if they do.
• Use probability of expiring ITM to find optimal spreads.
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Call Calendar Spread

Chapter 14 is all about the calendar (or time) spread. The call calen-
dar is a debit spread strategy that involves buying calls and selling calls
at the same strike but of shorter duration. Ideally, the stock goes to
the strike price through the first expiration and then moves higher,
at which time you can take off the spread for maximum profit. The
breakeven can be estimated, but there is no exact formula because
there are two expirations and a number of variables to consider, such
as changes in implied volatility and time decay. As Figure B-13 shows,
the maximum gain of the position during the life of the first option
is limited due to the fact that the investor is both short and long the
same strike. But if the short option expires worthless, the risk graph
becomes the same as the long call. As mentioned earlier, entering
and exiting as a spread is the preferred mode of trading.

Strategy: Buy call, sell short-term call
Outlook: Bullish or neutral
Debit or Credit: Debit
Risk: Debit (but can be greater if assigned early on short calls)
Breakeven: Use software to estimate
Potential Profits: Limited through the first expiration (short

call); then the position becomes a long call, which is why you
would consider closing at that point
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Figure B-13 Call Calendar Time Spread
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JJ’s Tips for Long Call Calendar Spreads
• Computing breakevens with calendar spreads is tricky and can

only be estimated because there are two expirations.
• The strategy is designed to take advantage of the nonlinear

nature of time decay.
• Sell options that expire in twenty to forty days and buy options

that expire in fifty to ninety days.
• Place the calendar spread with strike above the current stock

price.

Put Calendar Spread

The put calendar is covered in Chapter 14 as well. The strategy
involves buying puts and selling shorter-term puts at the same strike.
As we can see from Figure B-14, the risks and rewards are similar to
the call calendar. Best-case scenario: The stock holds above the strike
price through the expiration of the short-term option and then
moves lower during the remainder of the life of the longer-term con-
tract. The risks, rewards, and breakevens can be estimated, but there
is no exact formula because there are two expirations and a number
of variables to consider, such as implied volatility and time decay.

Strategy: Buy puts, sell shorter-term puts
Outlook: Bearish or neutral
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Figure B-14 Put Calendar Spread Risk Graph
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Debit or Credit: Debit
Risk: Debit
Breakeven: Use software to compute
Potential Profits: Limited through the first expiration (short

put); position becomes long put after first option expires

JJ’s Tips for Put Calendars
• Consider this play if the stock is expected to trade in a range

in the near term and then go to the short strike.
• After the short put expires, the risk graph turns into a long put,

which generally ruins the initial logic of the initial position.
• Know how to handle assignment if assigned on the short puts.
• Use software to see the risk graphs for calendar spreads.
• Sell options that expire in twenty to forty days and buy options

that expire in fifty to ninety days.
• If you exit at or before expiration, the profit or loss equals the

credit for the long put minus the debit for the short put minus
the initial debit.

Call Butterfly Spread (Long)

Butterflies and condors are covered in Chapter 15. The long call fly
is run by purchasing one call, selling twice as many higher strike calls,
and buying an even-higher strike call all within the same expiration
month. All strikes are also equidistant apart. The middle strikes are
the body, and the other two are wings. The sweet spot of the spread
at expiration, which is the highest point on the profit/loss line in
Figure B-15, happens if the underlying is trading at themiddle strike.
At that point, the maximum profit is achieved and equals the differ-
ence between the strikes, minus the debit. The risk is the debit paid.
There are two breakevens: the lower strike plus the debit and the
higher strike minus the debit.

Strategy: Buy call, sell two higher strike calls, buy one even-higher
strike call

Outlook: Depends on strike prices
Debit or Credit: Debit
Risk: Debit
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Figure B-15 Long Call Butterfly Risk Graph

Breakeven: (1) Higher strike − Debit; (2) Lower strike + Debit
Potential Profits: Middle strike − Lower strike − Debit

JJ’s Tips for Long Call Butterflies
• The long butterfly has defined risks and rewards that vary

based on strike prices selected.
• A call fly with strikes above the stock price will have a bullish

directional bias.
• The further OTM the options, the cheaper the fly and also the

lower probability of success.
• Consider call butterflies on stocks with bullish fundamentals

and sell middle strikes (body) that correspond with your
expected price target.

• Create spreads with options that expire in less than seven
weeks.

Put Butterfly Spread (Long)

The long put butterfly spread involves buying a put, selling two
lower strike puts, and buying an even-lower strike put. The spread
(or difference) between the low and middle strikes (middle strike
minus low strike) and the high and middle strikes (high strike
minus middle strike) are the same distance apart. There are two
breakevens to the trade: the higher strike minus the debit and the
lower strike plus the debit. The maximum payout happens if shares
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Figure B-16 Long Put Butterfly

settle at the middle strike (body) at the expiration and equals the
difference between the high and middle strike (or middle and low
strike) minus the debit. Figure B-16 shows that the risks and rewards
of the strategy are similar to the long call fly.

Strategy: Buy put, buy two lower strike puts, buy one even-lower
strike put

Outlook: Depends on strike prices
Debit or Credit: Debit
Risk: Debit
Breakeven: (1) Higher strike − Debit; (2) Lower strike + Debit
Potential Profits: Higher strike −Middle strike − Debit

JJ’s Tips for Long Put Butterflies
• Focus on shorter-term options for ATM butterflies.
• The middle strike is the “sweet spot” for the spread.
• Put flys with strikes below the stock price will have a bearish

directional bias.
• Experienced traders might consider using index options for

butterfly spreads because they are typically less volatile than
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individual stocks, and there is no early assignment risk with
European-style options.

• Time decay is your friend, as you want all but the higher strike
puts to expire worthless.

Iron Butterfly

An iron butterfly uses both puts and calls. In contrast to long call or
long put flys, the strategy is initiated for a credit rather than a debit.
The investor is selling puts and calls at the same strike while buy-
ing a higher strike call and a lower strike put. All options strikes are
equidistant apart and in the same expiration term. The best payout
happens if the underlying is at the middle strike at the expiration,
and we can see on Figure B-17 that the profit/loss line is a lot like
the put and call butterfly spreads. At that point, the options expire
worthless, and the profit is the credit. The two breakevens are equal
to the middle strike plus and minus the credit. The maximum loss
is the difference between the low and middle strikes (or middle and
high strike) minus the credit.

Stock Price
at Expiration

Profit or Loss
Iron Butterfly

+

–

0

Figure B-17 Iron Butterfly
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Strategy: Buy put, sell higher strike put, sell call at same strike as
higher strike put, buy higher strike call

Outlook: Depends on strike
Debit or Credit: Credit
Risk: High strike (or low strike) −Middle strike − Credit
Breakeven: (1) Middle strike + Credit; (2) Middle strike−Credit
Potential Profits: Credit

JJ’s Tips for Iron Butterflies
• Think of an iron fly as being short a put spread and short a call

spread.
• A significant move higher or lower will result in losses.
• Time is on your side, as the best-case scenario is that all options

expire worthless.
• Consider running this play with short-term options that have a

few weeks of life remaining, or even less.
• Know what to do when one of the short options is ITM into the

expiration and you get assigned.

Call Condor Spread (Long)

Condors are covered in detail, along with butterflies, in Chapter 15.
A long call condor involves buying a call, selling a higher strike call,
selling an evenhigher strike call, and buying an even-higher strike
call. The distances (or spreads) between all of the strikes are the
same, as are the expirations. The position is initiated for a debit,
which is the maximum risk of the long condor. The best potential
profits happen if the share price settles between the middle two
strikes at expiration, and maximum gain is equal the difference
between the lowest strike and second lowest strike minus the debit.
The two breakevens are the lower strike plus the debit and the
highest strike minus the debit. As we can see from Figure B-18,
the worst-case scenario is if the underlying moves higher or lower
beyond the breakevens.

Strategy: Buy call, sell higher strike call, sell even-higher strike
call, buy even-higher strike call

Outlook: Depends on strike prices selected
Debit or Credit: Debit
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Figure B-18 Call Condor Risk Graph

Risk: Debit
Breakeven: (1) Lowest strike + Debit; (2) Highest strike − Debit
Potential Profits: Difference between the first two strikes − Debit

JJ’s Tips for Long Call Condors
• Consider starting with basic options plays before moving on to

condors, as these are the most complex of the strategies cov-
ered here.

• Choose two middle strikes that capture a targeted range for
the underlying.

• The further the middle strikes are from the underlying price,
the lower the probability of success.

• Shorter time frames, like two to three weeks, are preferred over
longer-term condors.

• Experienced traders might consider using index options for
condors and butterflies, as there is no early-assignment risk on
European-style options. (Note: Most, but not all, index options
are European-style.)

Put Condor Spread (Long)

The long put condor involves buying a put, selling a lower strike put,
selling an even-lower strike put, and buying an even lower strike
put. The strikes are equidistant apart, and all the options are in the
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Figure B-19 Long Put Condor Risk Graph

same expiration month. The maximum potential loss is the debit
paid for the spread. The best potential profits happen if share price
settles between the middle two strikes at expiration and is equal
the difference between the highest strike and second highest strike,
minus the debit. The two breakevens are equal to the highest strike
minus the debit and the lower strike plus the debit. The profit/loss
line for the long put condor, as seen in Figure B-19, is the same as
the long call condor.

Strategy: Buy put, sell lower strike put, sell even-lower strike put,
buy even-lower strike put

Outlook: Depends on strike prices selected
Debit or Credit: Debit
Risk: Debit
Breakeven: (1) Lowest strike + Debit; (2) Highest strike − Debit
Potential Profits: Difference between the highest two strikes and

the debit

JJ’s Tips for Long Put Condors
• Think of the strategy as a long put spread and a short put

spread.
• At expiration, you want the maximum profit from the long put

spread, and you want the short put spread to expire worthless.
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• Focus on shorter-term time frames, such as two to three weeks
when time decay is the greatest.

• Consider using middle strikes near the underlying stock price
to increase probability of success.

• Run this strategy in low volatility markets. A move outside the
wings results in losses.

Iron Condor

The iron condor involves buying a put, selling a higher strike put,
selling a higher strike call, and buying an even-higher strike call. It is
simply selling two vertical spreads—an OTM call vertical spread and
anOTMput vertical spread. Themaximum payout from the position
happens if the share price settles between the two strikes at expira-
tion and is equal to the credit received. The maximum risk is the
difference between the first two strikes minus the credit, and as you
can see in Figure B-20, this occurs if the underlying makes a move
higher or lower. The breakevens are computed as the higher strike
put minus the credit and lower strike call plus the credit.

Strategy: Buy puts, sell higher strike put, sell even-higher strike
call, buy even-higher strike call

Outlook: Depends on strike prices selected

Iron Condor

Stock Price
at Expiration

Profit or Loss

+

–

0

Figure B-20 Long Iron Condor
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Debit or Credit: Credit
Risk: Credit
Breakeven: (1) High strike put − Credit; (2) Low strike call +

Credit
Potential Profits: Credit

JJ’s Tips for Iron Condors
• Think of the iron condor as being short call spread and short

put spread.
• Consider picking middle strikes that are equidistant from the

underlying stock price.
• Using strikes far away from the current underlying stock price

decreases the probability of success.
• As they are just two short vertical spreads, the same time frame

rules apply. Focus on short-term options that expire in two to
three weeks or less.

• Time is on your side, as you want all of the options to expire
worthless.

Quick Strategy Guide

Strategy Trade Legs Risk Graph

Long Call Buy call option Long Stock Risk Graph

Y-Axis

X-AxisStock Price

P
r
o
f
i
t

a
n
d

L
o
s
s

Short Call Sell call option Long Call

Profit or Loss

Breakeven

0

Stock Price

at Expiration

(continued)
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Strategy Trade Legs Risk Graph

Long Put Buy put option Short Call

Profit or Loss

0

Stock Price

at Expiration

Protective Put Buy stock
Buy put

Long Put
Profit or Loss

0

Stock Price
at Expiration

Covered Call Buy stock
Sell call

Protective Put
Profit or Loss

0

Stock Price

at Expiration

Short Put Sell put

0

Stock Price

at Expiration

Profit or Loss
Covered Call

+

–

Long Call Spread Buy call
Sell call at higher strike

0

Stock Price

at Expiration

Profit or Loss
Collar

+

–
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Strategy Trade Legs Risk Graph

Long Put Spread Sell put
Buy put at lower strike

0

Stock Price

at Expiration

Profit or Loss Short Put

+

–

Short Call Spread Sell call
Buy call at higher strike

0

Stock Price

at Expiration

Profit or Loss Long Call Spread

+

–

Short Put Spread Sell put
Buy put at lower strike

0

Stock Price

at Expiration

Profit or Loss Long Put Spread

+

–

Call Calendar
Spread

Buy call
Sell shorter-dated call

0

Stock Price

at Expiration

Profit or Loss Short Call Spread

+

–

Put Calendar
Spread

Buy put
Sell shorter-dated put

0

Stock Price

at Expiration

Profit or Loss Short Put Spread

+

–

(continued)



Trim Size: 6in x 9in Kinahan bapp02.tex V2 - 08/22/2016 7:05am Page 263�

� �

�

Strategy Recap 263

Strategy Trade Legs Risk Graph

Call Butterfly Buy 1 call
Sell 2 more higher
strikes

Buy 1 call at higher
strike

0

Stock Price

at Expiration

Profit or Loss Call Calendar Spread

+

–

Put Butterfly Buy 1 put
Sell 2 more lower
strikes

Buy 1 put at lower
strike

0

Stock Price

at Expiration

Profit or Loss Put Calendar Spread

+

–

Iron Butterfly Buy 1 call
Sell 1 lower strike call
Sell 1 put (same strike
as call)

Buy 1 lower strike put
0

Stock Price

at Expiration

Profit or Loss Long Call Butterfly

+

–

Long Call
Condor

Buy call
Sell higher strike call
Sell next-higher
strike call

Buy next-higher
strike call Stock Price

at Expiration

Profit or Loss
Long Put Butterfly

+

–

0
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Strategy Trade Legs Risk Graph

Long Put Condor Buy put
Sell lower strike put
Sell next-lower
strike put

Buy next-lower
strike put Stock Price

at Expiration

Profit or Loss
Iron Butterfly

+

–

0

Iron Condor Buy call
Sell next-lower
strike call

Sell put at next-lower
strike

Buy put at next-lower
strike

Stock Price

at Expiration

Profit or Loss
Long Call Condor

+

–

0

Collar Buy stock
Sell call
Buy put

Stock Price

at Expiration

Profit or Loss
Long Put Condor

+

–

0
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Charts and Volatility Studies

You have heard it many times: A picture is worth a thousand
words. When trading, the adage rings true. At a glance, a chart can
show price trends and the highs or lows of a security over a period
of days or even years. When this is combined with probabilities
(Chapter 9), it is a powerful tool. Meanwhile, because volatility is an
important component of options prices, volatility studies can help
determine whether options premiums are relatively rich or cheap
compared to past levels. This appendix covers just the basics of both
stock charting and volatility studies. A brief discussion of volume is
included as well.

Stock Charts 101

Stocks, bonds, commodities, or other tradable assets often move in
trends. During periods when prices are moving higher, uptrends
appear on the chart and are often characterized as a series of higher
lows and higher highs. Lines can be drawn on the chart to highlight
the trend, as seen in Figure C-1.

A downtrend is a period of time when prices are moving lower.
When this happens, trend lines can be drawn along the top of the
trend, as in Figure C-2. Therefore, while uptrends are characterized
by a series of higher highs, downtrends occur when the security
makes a series of lower lows.

Trend lines can sometimes be drawn along the series of lower
lows in a downtrend. When lines are drawn along the tops and bot-
toms of downtrends (or uptrends) it forms a trading channel and
looks something like Figure C-2.

265
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Support

Uptrend

Figure C-1 Uptrend

Resistance

Downtrend

Figure C-2 Downtrend

Figures C-1 and C-2 show how trend lines during uptrends and
downtrends can seem to serve as areas of support or resistance.
A support level is a price where the underlying security stops falling
and begins to move higher. Resistance is the opposite. If a security
is having difficulty breaking through a level, it is said to be facing
resistance.

Support and resistance don’t just appear in uptrends and down-
trends. A stock might also find support or resistance at a round num-
ber like $100 per share or a currency pair at an even number, such
as if the euro reaches parity against the U.S. dollar.

In addition, as in Figure C-3, support sometimes has an uncanny
way of becoming a resistance area, and vice versa. This is more likely
to occur at a price point for a security that attracts a lot of interest
among investors, perhaps a round number like $100 per share or 1.0
for a currency pair.

Moving averages (MA) can be useful when analyzing trends as
well. Plotted using charting software, an MA is simply the average of
the security’s price over a previous period of days. Commonly used
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Support

Support

Resistance

Resistance
Becomes
Support

Resistance

Figure C-3 Support and Resistance

moving averages include nine-day, fifty-day, and two-hundred-day.
For instance, the fifty-day moving average for Walmart (WMT)
along with a downtrend line and an uptrend line are included in
Figure C-4.

Moving averages can sometimes seem to serve as support and
resistance as well. Notice on Figure C-4 whenWalmart was in a down-
trend, the fifty-day moving average was moving lower but was above
the upper end of the trading channel (resistance)—that is, until the
stock changed trend. Once that happened, the MA was below the
stock (support) and moving higher.

In addition to moving averages, hundreds (if not thousands) of
technical indicators have been developed in recent years. In fact,
there are more than a dozen different types of MAs alone. Each uses
a slightly different formula to compute the average. The list is too
expansive and well beyond the scope of this book, but technical indi-
cators (or studies) are widely available today through stock charting
websites and trading platforms.

Ultimately, these tools and indicators are valuable in helping to
see past trends and identify potential price targets for the underlying
security, but never has one been developed that can reliably predict
the future. Just as markets change, so does the reliability of technical
indicators.

Time Frames

It’s easy to change the chart’s time fame, and doing so can reveal
interesting differences between short-term and long-term trends.
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Figure C-4 Walmart Daily Chart with Trend Lines and Fifty-Day MA
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Time frames can vary from short-term periods, where each bar
represents one minute, to very long ones, where each bar represents
a month. For example, Figure C-5 shows the daily chart of the S&P
500 Index and the fact that it was clearly in a downtrend at the time.

Yet, while the daily chart of the S&P 500 is in a downtrend, the
monthly chart (Figure C-6) tells a different tale, because the index is
moving higher. Although the short-term trend is down, in the bigger
picture, it is in a rather serious uptrend.

What’s the best time frame to watch? The answer might depend
on your investment objectives and trading style. On the one hand,
an investor with a longer-term buy-and-hold philosophy with an occa-
sional covered call thrown in the mix is more likely to be interested
in trends on the weekly or monthly charts. On the other hand, a
day trader aggressively buying calls on volatile stocks will probably be
more focused on intraday charts and keying off of short-term sup-
port/resistance levels. Two common time frames are fifty-day and
two-hundred-day moving averages.

Volume and Volatility

The Chicago Board Options Exchange (CBOE) Volatility Index
(VIX) is arguably the most widely watched barometer of market
volatility. The index tracks the expected (or implied) volatility in a
strip of very short-term options on the S&P 500 Index. Figure C-7
shows how VIX has moved higher or lower over time, with notable
spikes that occurred during market turbulence.

Just as the S&P 500 has a measure of implied volatility (IV)
reflected in VIX, each optionable security has a level of IV that can
be charted using software. It shows the average implied volatility
across a class of options and not the IV of a specific put or call, which
will vary from one contract to the next. Figure C-8, for instance,
shows the daily chart of Procter & Gamble (PG) along with, at the
bottom, the thirty-day implied volatility. It is roughly 21 percent and
seems to be approximately in the middle of the one-year range.

As the term suggests, implied volatility is a measure that is priced
into options and implied by the current prices. It often differs from
the actual (or real) volatility of the underlying security.

Historical (or statistical) volatility (HV) is a better gauge of the
security’s past levels of volatility. Expressed as a percentage and com-
puted as the annualized standard deviation over a period of days,
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Figure C-5 S&P 500 Index Daily Chart
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Figure C-6 S&P 500 Monthly Chart
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Figure C-7 CBOE Volatility Index
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Figure C-8 P&G Daily Chart with Fifty-Day MA and Thirty-Day IV
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HV is typically computed using closing prices. For instance,
Figure C-9 shows the thirty-day HV of P&G on the same daily chart as
Figure C-8. Notice that it is near 19 percent. Therefore, the volatility,
as measured by closing prices, is a bit less than the implied volatility
of 21 percent.

The thirty-day HV in Figure C-9 moves similar to the IV in
Figure C-8, but not exactly the same because historical volatility
reflects past volatility. Implied volatility is a measure of expected
volatility and is heavily influenced by investor perceptions. When
the two differ significantly, it is considered to be a sign that the
options market is expecting the underlying to see higher (or lower)
volatility in the future compared to what has existed in the past.

If IV is much higher than historical volatility, many investors
would consider the options rich. If implied volatility is very low
compared to HV, then many investors would consider the options
cheap. In this case, HV and IV of P&G don’t seem different enough
to draw any significant conclusions. Both appear to be in a normal
range, and that is confirmed by Figure C-10, which shows that the
implied volatility in P&G is in the middle (fifty-first percentile) of
the fifty-two-week range. HV is in the fifty-sixth percentile.

Volume and volatility often go hand in hand. Just as every
underlying security has a unique level of IV, every instrument has
a level of volume. Often measured in days, volume of a stock or
exchange-traded fund (ETF) is the number of shares that changed
hands. The volume for futures and options is measured in contracts.

Volume is greater for some instruments compared to others. The
amount of trading activity reflects the investor interest in the secu-
rity, and that can change over time. In addition, volume often spikes
when a security sees an increase in volatility, and volume slows during
periods of slow market action.

Notice from figures C-8 and C-9 that volume in P&G shares saw
a notable increase when shares fell to lows of $65.02. This was a
sign of extreme trading activity and a fast-moving stock. That period
of heightened volatility eventually set the table for a substantial
rebound in the stock, but only after it had suffered rather notable
percentage losses.

Trend lines, moving averages, and volume are basic charting con-
cepts. Technical analysis goes well beyond that to include a wide array
of tools and indicators that traders use tomake sense ofmarketmoves
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Figure C-9 P&G Daily Chart and Thirty-Day HV
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Today’s Options Statistics

52 week IV High:    0.298

52 week HV High:    0.286

52 week IV Low:    0.119

52 week HV Low:    0.09

Current IV Percent...    51%

Current HV Perce...    56%
Implied Volatility:    20.96%

VWAP:    81.801

Figure C-10 Options Statistics Example Including HV/IV Percentiles
Source: TOS

and attempt to anticipate the future. However, while the tools are
useful, none are magic bullets, and no indicator is infallible.

Lastly, volatility is an important concept, not just for technical
analysts but also for options traders, because it can have a very pow-
erful effect on the premiums of puts and calls. The primary reason is
that the greater the volatility, the higher the probability of the options
moving ITM.
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American-style option A put or call options contract that can be
exercised at any time prior to expiration. Stock options, options
on exchange-traded funds (ETFs), and some index options settle
American-style.

arbitrage Buying (or selling) a security in one market or on one
exchange and selling (or buying) it on another where a tempo-
rary difference in price exists. Arbitrage is an attempt to score a
risk-free profit.

ask The best price that a security or commodity is offered for sale.

assignment When an option seller or writer receives an exercise
notice, assignment has occurred. When assigned, writers must
deliver the underlying (shares or cash) per the terms of the
contract.

at-the-money (ATM) option When the strike price of the option and
themarket price of the underlying stock are the same, the contract
is at the money.

automatic exercise Beginning in June 2008, the Options Clearing
Corporation (OCC) adopted a rule that all options that are
a penny or more in the money (ITM) at expiration are to be
exercised at expiration. Therefore, ITM options with intrinsic
value of $0.01 or more are automatically exercised at expiration.
This is to ensure that options holders don’t inadvertently leave
money on the table by allowing ITM options to expire.

back-month options Options with the most distant expirations
within a class of options.

bear call spread A strategy that involves selling a call and buying a
call at a higher strike within the same expiration month.

bear put spread Buying a put and selling a lower strike put within
the same expiration.

277
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bearish A negative (or pessimistic) outlook for a security or market.

beta A measure of a stock’s volatility relative to the broader mar-
ket. High-beta stocks are seeing higher volatility than the broader
market.

bid The price that the market is willing to pay for a security.

bid-ask spread Computing the bid-ask spread is simply the current
ask price for a security minus the bid price. More actively traded
stocks and options typically have smaller spreads compared to less
actively traded ones.

block trade A large institutional trade consisting of, for instance, one
thousand options contracts or ten thousand shares of stock.

borrow fee Also known as stock loan fee, this is the rate that brokerage
firms charge customers to borrow shares for the purpose of short
selling.

box spread A strategy that gets its name from the fact that it is
created using two spreads (bull call and bear put) that form a
rectangular box shape on an options chain. It is generally an
attempt to score a risk-free profit and is also called an alligator
spread due to the fact that transaction costs are likely to eat up any
potential temporary arbitrage opportunities when they do exist.

breakeven The price of the underlying at expiration where, exclud-
ing transaction costs, an options strategy shows no profits or losses.

bullish A positive (or optimistic) outlook for a security or market.

butterfly spread An options strategy that involves selling (or buying)
two options and also buying (or selling) one higher strike and one
lower strike option within the same expiration month. The middle
strikes are said to be the body of the butterfly, and the other two
strikes are called the wings.

buy-to-close A transaction that offsets an opening position that was
initiated by a seller. For example, to close a position in short calls,
an investor buys-to-close the same number of call contracts.

buy-to-open A transaction that initiates a new long position in an
options contract.

calendar spread Created with either puts or calls, it’s a spread strat-
egy that involves selling (or buying) an option in one expiration
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and buying (or selling) another option at a different expiration
and the same strike price.

call option An agreement between two parties to buy and sell an
underlying security at a fixed price through a set expiration period.
The owner of a call option has the right to buy the underlying asset
at the strike price of the option through the expiration. Call sell-
ers (or writers) have the obligation to sell the underlying per the
terms of the contract.

cash-secured put An options strategy that involves selling puts while
sufficient cash is deposited in the investor’s account to buy the
underlying if assignment occurs.

cash settlement A type of options contract that involves the delivery
of cash upon exercise (or assignment). Options on indexes like
the S&P 500 Index are cash-settled.

chains Tables that list prices and other information about an options
class. Options chains typically include the last trading price, the
bid and ask prices, and trading volume for all puts and calls for
an underlying security. The chains are often sorted by expiration
month, with calls appearing on one side and puts on the other.

closing purchase Buying an options contract to offset an open short
position.

closing sale An order to offset an open long position in an option.

collar Selling calls and buying puts against an existing or new stock
position. One put is bought and one call sold for every one hun-
dred shares. The strategy is a combination of the protective put
and covered call with limited downside risk and capped upside
potential.

condor An options strategy that involves buying an option, selling
a higher strike, selling an even higher strike, and buying an even
higher strike. The strikes are equidistant apart and within the same
expiration term.

conversion Primarily a professional strategy, an options play that
involves a call and a put at the same strike and same expiration
month. It is created by purchasing stock and puts while selling
calls. Or, it can be viewed as long stock and synthetic short (long
puts, short calls) and is typically initiated as an arbitrage play
when the synthetic appears mispriced relative to the underlying.
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cost basis The value of an asset at the time of purchase and used for
tax purposes to calculate capital gains or losses. For a stock, cost
basis is merely the purchase price but is adjusted for events such
as stock splits and dividends as well.

covered call Selling calls against a new or existing position in the
underlying. In the equities market, one call is sold for every one
hundred shares of stock. The strategy lowers the effective cost of
the stock but also limits the potential upside.

credit Income into an account from selling options premium. The
short put is an example of a credit strategy.

credit spread Any options play where the premium received from
selling one leg of the spread is greater than the premium paid for
the other part of the spread. The result is a net credit.

day trader An investor buying and selling during the trading day but
not holding positions overnight.

debit An amount of money deducted from an account when pur-
chasing options. Buying calls is an example of a debit transaction.

debit spread Any options play where the premium received from
selling one leg of the spread is less than the premium paid for the
other part of the spread. The result is a debit in the account.

deep option Deep in-the-money (ITM) options have substantial
intrinsic value. For example, a call is deep ITM if the strike price
is well below the current price of the underlying. However, an
option is deep out of the money (OTM) if the strike is very distant
from the underlying and there is no intrinsic value. A put is deep
OTM, for instance, if the strike is well below the underlying price.

delivery The exchange of cash or shares from one party to another
to satisfy exercise/assignment on an options or futures contract.

delta The expected change in the value of an option based on
one-point moves in the underlying instrument. Calls have positive
deltas, and puts have negative deltas.

delta neutral An options strategy where the combined deltas of all
positions in the underlying and the options are equal to or close
to zero. For instance, buying one hundred shares and two −0.5
delta puts results in a delta-neutral position, because one hundred
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shares of stock have a delta of 1.0. This is usually temporary,
because when the options move, the deltas are changing as well,
which is why many traders talk of a range of deltas that they
consider delta neutral.

derivative An instrument that has value derived from another instru-
ment. An equity option is a derivative because its value is linked to
the performance of an underlying stock. Examples of other deriva-
tives include futures, forward contracts, and swaps.

diagonal spread Created with either puts or calls, a strategy that
involves selling (or buying) an options contract and buying (or
selling) one with a later expiration date and a higher or lower
strike price. It can be considered a combination of vertical and
calendar spreads.

diversification An attempt to reduce the risk of a portfolio by allo-
cating investments across an array of securities, sectors, strategies,
or assets.

dividend A payment from a corporation to its shareholders. Many
companies pay dividends quarterly, and others might offer special
dividends on occasion. Some companies pay no dividends at all.

downtrend A formation or line on a chart when the security is falling
in price.

end-of-month option An options contract that has an expiration that
falls on the last business day of the calendar month.

European-style option An options contract that can only be exer-
cised at expiration. Many indexes, such as the S&P 500 Index, have
options that are European-style.

exchange Venues where stocks and options trade. While the
New York Stock Exchange is the best-known among the stock
exchanges, more than a dozen options exchanges are trading
puts and calls today. Many of them are all electronic.

exchange-traded fund (ETF) A type of security that is listed on a
major exchange and can be bought or sold like shares of stock.
However, rather than representing ownership in one company, an
ETF can hold shares of many different companies or other assets,
including gold, bonds, or commodities.
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ex-dividend date The cutoff date when new stock buyers are no
longer entitled to an upcoming dividend. Only shareholders on
record prior to the ex-dividend date collect the dividend.

exercise Carrying out the terms of an options contract by the
option’s owner. In the equities market, a call buyer exercises the
contract by instructing his brokerage firm to buy (or call) the stock
according to the terms of the option. One hundred shares are
purchased for every one call option. Exercising a put involves
selling the underlying. Also see automatic-exercise.

exercise price The price for buying or selling the underlying asset
on exercise/assignment, as stipulated by the options contract. It is
also called the strike price.

exercise settlement value The settlement value is computed at expi-
ration for index products and, for purposes of exercise and assign-
ment, will determine which options are in themoney (ITM) or out
of the money (OTM) at expiration. Because settlement values are
sometimes computed Friday morning, the last day to trade these
index options is on a Thursday before expiration Friday.

expiration cycle The available expirations for a class of options, such
as March, June, September, and December. More active contracts
typically have standard monthly cycles and weekly expirations
as well.

expiration date The date that an options contract, and the right to
exercise it, cease to exist.

extrinsic value The value of the options contract beyond its intrin-
sic value. Extrinsic value is also called an option’s time value.
Out-of-the-money (OTM) options consist only of extrinsic value.
In-the-money (ITM) options can consist of both intrinsic and time
value.

fill A term used by traders to refer to the execution of a buy or sell
order. After the order is executed, it has been filled.

flex options A type of option that is customized to meet the requests
of specific investors. Originally created on index products, flex
options on equities and exchange-traded funds (ETFs) exist today
as well but are typically the domain of institutional rather than indi-
vidual investors.
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float How many shares a company currently has outstanding.

forward contract An agreement between two parties to buy or sell
an asset at a set price at a certain future date.

front-month The contracts that are next to expire within a class of
options or futures.

fundamental analysis Research into a company, industry, or econ-
omy. Fundamental analysis of a stock, for instance, looks into fac-
tors such as profits, sales, management, and product development.

futures contract An agreement to buy or sell underlying assets, such
as a commodity, bond, or shares of stock at a fixed priced but to
be delivered and paid for at a later point in time.

futures options Puts and calls listed on futures contracts.

gamma Delta’s sensitivity to changes in the price of the underlying
security.

Greeks, the Delta, vega, theta, gamma, and rho are used to measure
the sensitivity of options premiums to changes in variables such as
time, volatility, interest rates, and movements in the price of the
underlying. Collectively, these measures are known as the Greeks.

hard-to-borrow (HTB) A stock is HTB if it’s difficult for brokerage
firms to lend it to investors for the purpose of short selling.

hedge A protective position designed to limit risk. A protective put
is a type of hedge because the put option is designed to protect
against a possible decline in the price of an individual stock.

hedge fund An investment that pools funds from a group of
high-net-worth investors and initiates sometimes complex strate-
gies, such as arbitrage, market timing, or long and short portfolios
with derivatives.

historical volatility (HV) Also called actual or realized volatility, HV
is computed as the annualized standard deviation of prices of a
security over a specific period of past trading days, such as twenty,
thirty, or ninety days.

horizontal spread A spread with options that have different expira-
tion months. A call calendar spread is a horizontal spread because
the investor is buying a call at one strike and selling a call at the
same strike but a different expiration month.
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implied volatility (IV) The level of volatility embedded in an option’s
price. Computed using an options-pricing model, IV is constantly
changing and will vary from one contract to the next.

index Also known as an average, an index is proxy for the perfor-
mance of a group of stocks within a market, sector, or industry
group. The Dow Jones Industrial Average, the S&P 500 Index, and
the NASDAQ Composite are examples of indexes that track the
performance of the US stock market.

index effect The reaction in the shares of a company after it has
been announced that the stock will be included or removed from
an index such as the S&P 500 or the Dow Jones Industrial Average.

industry The primary business activity of an individual company.
Examples include semiconductors, oil drillers, regional banking,
and biotechnology.

in-the-money (ITM) option An options contracts that has intrinsic
value. A put option is ITM if the strike price is above the current
price of the underlying. A call option is ITM if the market price of
the underlying security is above the strike price of the option.

intrinsic value Intrinsic value is tangible value of an in-the-money
(ITM) option and is determined by the relationship of the underly-
ing price to the strike price of the option. The intrinsic value of an
ITM call option, as an example, is equal to the price of the under-
lying security minus the strike price. The intrinsic value of an ITM
put option is the strike minus the price of the underlying asset.
The total value of an ITM option is its intrinsic value plus time
value. Out-of-the-money options (OTM) and at-the-money (ATM)
options have no intrinsic value.

iron butterfly A type of spread strategy that simultaneously sells a call
spread and sells a put spread. The short puts and calls are at the
same strike to form the body of the fly. The long puts and calls
make up the wings.

iron condor Anoptions strategy that involves the sale of a put and the
purchase of a lower strike put, along with the sale of a call and the
purchase of a higher strike call. The play is a combination of a short
call spread and a short put spread where the strike prices of the
calls are higher than those of the puts. All strikes are equidistant
apart and in the same expiration term.
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LEAPS Long-term Equity Anticipation Securities, or LEAPS, are
calls and puts with an expiration of more than nine months when
listed.

leg One side of an options spread, straddle, or other strategy. For
instance, long call spread consists of two legs: (1) long calls and
(2) short calls at a higher strike.

legging Opening an options spread or other complex strategy by
purchasing one side of the spread at a time rather than buying
or selling the entire position in one transaction. For example, leg-
ging into a long call spread would involve buying long calls and
then, separately, selling higher strike calls at a different time.

limit order A type of order to buy or sell a security at a specific price
or better.

long Purchasing a position in a security in anticipation that the price
of the security will increase in value. Going long stock, for example,
is a play on an expected move higher in the price of the shares. An
investor can also hold long puts in anticipation the options will
increase in value if the underlying asset falls in price.

margin Borrowed money to buy or sell investment securities. Or,
in the futures market, it is the collateral that is deposited in an
account to cover risk of losses.

margin account An account established by a brokerage firm that
allows an investor to buy or sell short with borrowed money.

margin call A request from a brokerage to its customer to deposit
additional funds in his account after a security (or securities)
financed with borrowed money have decreased in value.

market maker A professional dealer in a security or group of securi-
ties who buys or sells at specific prices. As the term suggests, it is
this person’s job to make markets to enable buying and selling by
displaying bids and asks.

market order An order to buy or sell a security that does not specify
a set price. Instead, it is an order to execute the trade at the next
available price.

market timer An investor actively buying and selling securities based
on the market outlook. Market timing might be driven by macro
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events, technical indicators, fundamentals, or a combination of
all three.

mean Another way of saying the statistic known as the average. It is
computed by summing the values of all observations and dividing
that amount by the number of observations.

moneyness Also called value, the term describes the relationship
between the strike price of the option and the price of the
underlying security. An option can be in the money (ITM), at the
money (ATM), near the money, or out of the money (OTM).

moving average A chart indicator that is plotted along with the price
of the security that shows the average price over a specific number
of past days, such as nine, fifty, or two hundred days.

multiplier A number used to compute the actual premium paid (or
received) for an options contract. Themultiplier for a stock option
is one hundred, because one standard contract controls one hun-
dred shares. Therefore, if an option is quoted at $5 a contract, the
cost to buy it is $5 × 100, or $500 for one contract.

naked option A short option that is not protected with a position in
a long option or the underlying security.

near-the-money option When an option has a strike price near the
underlying price, but not exactly equal to it. When the strike price
equals the underlying price exactly, the contract is at the money
(ATM).

notional value The total value of a position based on the number of
options traded and the underlying security’s current price. It rep-
resents how much the investor might pay (or receive) if exercised
(or assigned) on the entire options position.

offer Also called the ask or asking price, it is the best market price for
selling the security and the one that the investormight be expected
to pay in order to buy it.

open interest Updated just once per day, open interest is the total
number of contracts in an options series that have been opened
and not yet closed. Open interest changes as investors open and
close positions. Exercising of options and expirations also drive
changes in open interest numbers.

options chains See chains.
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Option Clearing Corporation (OCC) Founded in 1973, the OCC is
the clearinghouse that oversees all of the listed options activity
in the U.S. markets. In addition to clearing trades for the mem-
ber exchanges, it also ensures that options contracts are honored,
even in cases when individuals or organizations run into financial
problems.

options type There are two types of options: puts and calls.

options class All puts or calls on an underlying. For instance, all puts
and calls on XYZ Company are considered to be a class of options.

options series All options contracts of a given type with the same
strike price and expiration date. An XYZ March 110 call is an
options series, as is a ZYX June 100 put.

opportunity risk The potential of not participating in the chance for
profits after initiating a limited reward strategy. For instance, a cov-
ered call carries opportunity risk because selling call options will
cap the upside potential associated with owning the underlying
stock.

out-of-the-money (OTM) option An options contract consisting only
of time value and no intrinsic value. A call option is OTMwhen the
underlying asset price is below its strike price. A put option is OTM
if the strike price is below the underlying asset price.

payoff chart See risk graph.

pin risk The risk of the underlying security trading very near (or pin-
ning) to the strike price of the option into the final moments of
expiration. When it happens, it can create problems for holders
of both long and short options positions, because it adds uncer-
tainty about whether the option is expiring in the money (ITM)
or out of the money (OTM), which has implications for exercise
and assignment.

portfolio margin (PM) Instituted in 2007, PM is a set of rules that
allows margin rates to be set based on the total risk of the portfolio
rather than based on traditional strategy-based requirements.

position delta The total delta of a position or portfolio. Because one
hundred shares of stock have delta of 1.0, a position consisting of
one hundred shares and one −0.5 delta put has a position delta
of 0.50.
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probabilities A statistical term related to the chance or likelihood of
an event happening. For example, an investor might look at the
probabilities of stock reaching a certain price level over a period
of time to determine if an options contract is likely to be in the
money (ITM) or out of the money (OTM) at expiration.

probability of profit The statistical likelihood of an options strategy
being profitable by a penny or more at expiration based on a spec-
trum of possible prices of the underlying security through the life
of the options contract.

probability of touching The chances of a stock reaching a certain
level over a specific period of time.

put-call parity The relationship between puts and calls with the same
expiration term and same strike price. For example, the synthetic
equivalent of long stock is long call plus short put at the same
strike and expiration. Parity is the idea that the prices of the
underlying and the synthetic will be equal, or else a risk-free arbi-
trage opportunity exists (after taking into account interest rates
and dividends).

put/call ratio The number of puts divided by the number of calls
traded for a specific security or group of securities. Put/call
ratios are typically computed for a trading day and give a sense of
whether a name (or market) is seeing relatively high or low levels
of put activity relative to call activity.

put option An options contract giving the owner the right to sell (or
put) the underlying asset at the strike price through a fixed expi-
ration date. Shorting puts is expressing a willingness to buy the
underlying security per the terms of the contract.

quad witch The quadruple witch expiration is a quarterly expira-
tion in March, June, September, and December when a variety
of different instruments—including single stock options, futures,
futures options, and single stock futures—are expiring simultane-
ously. Somemarket watchers contend that the quad witches trigger
higher levels of volatility due to all of the buying and selling asso-
ciated with the expiration.

quarterlys Options with expirations on the last business day of the
calendar quarters (March, June, September, and December).
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ratio spread A spread strategy that involves buying (or selling)
options and selling (or buying) a different number of options
at a different strike price or expiration month. Common ratios
include 1:2 and 2:3.

resistance A technical analysis term relating to a price level that has
served as a barrier or a top for a security onmultiple previous occa-
sions.

reversal A strategy that involves selling stock, selling puts, and buying
calls with the options at the same strike and expiration month.
It can be viewed as short stock and long the synthetic equivalent.
Like the conversion, it is not a strategy widely used by individual
investors, but rather an arbitrage play by professionals when the
synthetic portion seems mispriced.

rho A measure of an option’s sensitivity to changes in interest rates.

risk arbitrage Also known as merger arbitrage, the trading strategy
is typically initiated by trading desks or hedge funds that attempt
to profit from a corporate merger or acquisition. For instance, the
arbitrage might involve selling shares of the acquiring company
short and buying the shares of the one being acquired to profit
from the fact that the prices of the two will converge when the
deal is completed. It can result in hefty losses if, for some reason,
the deal falls apart.

risk graph Sometimes called a profit/loss line, risk curve, or payoff
chart, the risk graph shows the potential profits and losses associ-
ated with an investment strategy.

risk-reversal An options strategy that involves the sale (or purchase)
of a usually out-of-the-money (OTM) call and the purchase (or
sale) of a usually OTM put. As an example, a bullish risk-reversal
involves the sale of a put and the purchase of call option.

sector A broad industry group within the equities market such as
energy, technology, or health care.

sector rotation Allocating funds from one sector to another based
on the outlook for the broader economy and the equities market.

sell-to-close An order to cover a long options position. If long calls,
for instance, the investor offsets the position by selling the same
call options to close.
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sell-to-open An order to open a new short options position. Sell-
ing call options to create covered call positions are selling-to-open
transactions.

settlement date The date for payment to be made to fulfill the terms
(exercise/assignment) of the options contract.

settlement price The price at the end of a trading session at expira-
tion (or in the morning for some index products), which is estab-
lished by the Options Clearing Corporation (OCC) and used to
determine exercise/assignment of options at expiration.

short Selling a position in a stock, options, or futures contract in an
attempt to profit from a possible move lower in price. Short stock
reflects a bearish view on the shares. However, a short put involves
selling puts but is also typically a bullish strategy.

short selling An investment strategy that attempts to profit from a
fall in a security’s price. In a typical example, an investor borrows
stock from a broker, sells it short, and covers the position later by
purchasing the stock and returning it to the lender.

skew When two options in the same class have very different levels
of implied volatility. A time skew happens when an option in one
expiration month has much higher (or lower) implied volatility
than a similar strike option in a different expiration. A price skew is
when two options in the same expiration term and different strikes
have different levels of implied volatility. In most securities, the
common skew is for OTM puts to have higher implied volatility
than OTM calls.

slippage The difference between the anticipated price and the
actual price of the trade at the time it is executed. Slippage
typically occurs with market orders during periods of higher
volatility

specialist A member of a stock or options exchange with the role of
market maker to keep a book on all orders.

standard deviation A statistical measure of price fluctuation that cap-
tures how spread out a set of numbers is. It measures the dispersion
or deviation from a mean (or average) price.

statistical volatility See historical volatility.
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stock replacement Swapping a stock position for an options strat-
egy. For example, an investor might liquidate a stock position and
replace it with long call options to maintain bullish exposure, but
with less capital at risk.

stock split A corporate action taken when a company wants to adjust
the price of its common stock. Shares are often split 2-for-1 or
3-of-1 to lower the price and make shares more accessible for indi-
vidual investors to buy and sell. On the other hand, if share prices
have fallen to very low levels, a company might initiate a reverse
split to make the stock seem more respectable. Options contracts
are also adjusted after a stock split.

stop-order A type of contingency order that becomes amarket order
when the stock trades, or is bid or offered, through or at a spe-
cific price. Often erroneously known as a stop-loss, the order entry
technique is sometimes used to exit a position and stem additional
losses after an adverse move in the underlying.

straddle A strategy that involves the purchase (or sale in a short strad-
dle) of a call and a put at the same strike and same expiration term.

strangle A call and put on the same underlying asset with the same
expiration month and different strike prices most commonly with
an OTM put and an OTM call.

strike price See exercise price.

suitability A term that refers to whether a security or strategy is
appropriate for an investor or a portfolio based on financial
resources and previous investing experience.

support A technical analysis term relating to a price level that a secu-
rity has touched on several occasions but has not dropped below.
It reaches that level and moves higher.

swap An agreement between two parties that exchanges cash flows
from one party’s financial instrument for the cash flow from the
other party’s. Swaps can be on a variety of different instruments
and are typically traded among large financial institutions.

synthetic A strategy involving two or more securities that has the
same risk-reward profile as a strategy involving only one security.
For instance, the synthetic of long stock position is a short put plus
a long call at the same strike and same expiration.
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technical analysis The study of stock charts and other price data to
analyze past price trends of a security or market and make esti-
mates about possible moves in the future.

theta A measure of a put’s or call’s sensitivity to time decay.

time decay The negative impact to options prices due to the passage
of time.

time value See extrinsic value.

trading pit Aphysical location at one of the exchanges where a crowd
of traders gathers to buy or sell a particular security.

transaction costs The commissions or other fees charged by broker-
age firms to buy and sell stocks, options, or other investments.

triple witch day The monthly expiration in March, June, September,
and December when stock options, futures, and futures options
are expiring. It is sometimes called the quadruple witch because
single stock futures also expire on these quarterly expirations.

uncovered option See naked option.

underlying instrument Also called the underlying asset or underlying
security, it is the security from which a derivative is written on and is
to be delivered in the event of exercise or assignment. The under-
lying for one equity option is typically one hundred shares.

uptrend A technical analysis term relating to a period of rising prices
that can be seen on a chart and highlighted with an upward-sloping
line.

vega A measure of an option’s sensitivity to changes in the volatility
of the underlying asset.

vertical spread A strategy where the long and short options within
the spread have the same underlying asset and expiration months
but different strike prices.

VIX CBOE (Chicago Board Options Exchange) Volatility Index
(VIX) is a measure of the implied volatility priced into a strip
of options on the S&P 500 Index (SPX). It is sometimes called
the market’s fear gauge, because it tends to spike during periods
of market volatility and when S&P 500 Index options premiums
become more expensive due to higher demand for portfolio
protection.
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volatility The speed of movement associated with the price fluctu-
ation of a security. Fast-moving markets have high volatility. Slow
markets are characterized by low volatility.

volatility crush A sudden drop in the implied volatility of an options
contract or a group of options. A crush can occur after an impor-
tant event, such as a corporate earnings report or an economic
report, has passed.

volatility skew See skew.

volume The number of shares or contracts traded in a stock, futures,
or options contract.

wasting assets Investment securities such as stock options that lose
value over time.

weeklys Options typically listed on Thursday and expiring the fol-
lowing Friday. Weekly options have very short durations and are
listed on the most actively traded stocks, exchange-traded funds
(ETFs), and indexes.

writer An options seller.
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Note: Page references followed by f and t indicate an illustrated
figure and table, respectively.

Advanced order entry screen,
example, 219f

American-style equity options,
88

American-style options, 63, 113,
277
assignment, 138
early-assignment risk, 190–191

Apple (AAPL), 9
breakeven (BE), 78
call spread, breakdown, 148
information, 57
iron butterfly, 197f
long call spread risk graph,
149f

options chain, 60f, 148f, 162f
options, theta (range), 100
positions, 3
probability analysis, 150f, 165f
probability of touching
analysis, 151f, 166f

put spread, 163f
short position, calls risk
graph, 78f

short put spread, breakdown,
164–165

stock quote, 45f
Arbitrage, 277. See also Risk
Asks, 277
bid-ask spread, 11, 218, 278
bids, contrast, 10

change, 37
computation, 219

Assignment, 62–64, 106, 277
OCC allocation, 77
occurrence, uncertainty, 77

At-the-money (ATM) options,
61–62, 99, 277

Auto-exercise
impact, 84
risk, 85
rules, 63

Automatic exercise, 277

Back-month options, 277
BE. See Breakeven
Bear call spread, 277. See also
Short call spread

Bearish, 278
Bear put spread, 152–153, 277
risk graph, 152f, 246f

Bergstresser, Charles, 18
Beta, 37, 278
measure, 38

Bids
asks, contrast, 10
bid-ask spread, 11, 218, 278
change, 37
computation, 219

Block trade, 278
Bonds
market, 25–26
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Bonds (Continued)
prices, change, 27
Treasury bond yields
(December 2015), 25f

Borrow fee, 278
Box spread, 278
Breakeven (BE), 71, 278
calculation, 125
expectation, 185
Facebook, 73
maintenance, 43
SPX QTRLY calls, 80

Brokerage firm
charges, variation, 13
relationship, development, 6

Bull call spreads, 144–147
example, 145f
risk graph, 245f

Bullish, 278
Bull put spread. See Short put
spread

Butterfly spreads, 188, 278
examples, 191–196, 198–201
iron butterfly spread, 196–198
iron call butterfly spread,
cheat sheet, 198

long butterfly spread risk
graph, 189f

long call butterfly spread,
252–253

long put butterfly, 254f
spread, 253–255

payoff charts, 210
purchase, 218

Buyer position, 8
Buy-to-close, 278
transaction, 77–78, 137–138

Buy-to-open, 278
Buy-write, 126
risk graph, 241f

Calendar spreads, 173, 278–279
call calendar spread, 174–177,
250–251

example, 177–181, 183–187
long call calendar spread,
175, 251

long put calendar spread,
cheat sheet, 182

put calendar spread, 181–183,
251–252

Call butterfly (Facebook)
breakdown, 193
risk graph, 193f

Call butterfly spread (long),
252–253

Call calendar spread, 174–177,
250–251
breakdown (Facebook), 178,
179

risk graph, 175f, 178f
short options, expiration,
173–174

Call calendar time spread,
250f

Call condor
risk graph, 257f
spread (long), 256–257

Call condor (Facebook), 206f
breakdown, 207

Call options, 56, 68, 279
buying, focus, 73
decline, absence, 70
example, 72–75
index call options, 78–81
intrinsic value, computation,
61

position, rolling, 75
prices, increase, 97t
short calls, 75–78
stocks, contrast, 69–70
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Calls
bull call spread, 144–147
covered calls, 125, 241–242
long call, 235–237
short calls, 75–78, 237–238
risk graph, 76f, 248f

synthetic call, 90
synthetic equivalents,
107t

Call spreads
breakdown (Apple), 148
breakdown (Netflix), 170
risk graph (Netflix), 169f
short call spread (bear call
spread), 167–168, 247–248

Capital asset pricing model
(CAPM), 38

Capital commitment
(reduction), options (usage),
220–222

Capitalization (cap), 21
indexes, 21t

CAPM. See Capital asset pricing
model

Cash-secured puts, 83, 135,
243–245, 279
example, 138–142
sale, 141–142

Cash-secured, term, 135
Cash settlement, 279
Catalysts, 27
CBOE. See Chicago Board
Options Exchange

CBOT. See Chicago Board of
Trade

Chains, 279. See also Options
chain

Charting, news (relationship),
224f

Charts, usage, 11–13, 265

Chicago Board of Trade
(CBOT), 34

Chicago Board Options
Exchange (CBOE), 33, 43,
225
puts/calls listing, 65
Ten-Year Index (TNX), 25
Volatility Index (VIX), 21–22,
101, 292
example, 102f, 272f
S&P500, inverse
relationship, 22f

Chicago Mercantile Exchange
(CME), 34

Closing options transactions, 62
Closing purchase, 279
CME. See Chicago Mercantile
Exchange

Coach (COH)
iron condor, 212f
breakdown, 212

options chain, 211f
potential profit, 211
probability of expiring ITM
analysis, 213f

probability of touching
analysis, 214f

Collars, 133, 242–243, 279
payoff chart, 243f

Combo, 105–106
Commissions, 13–14
Condors, 203, 279
Condor spreads, 203
example, 205–208, 210–214
iron call condor spread, cheat
sheet, 209

iron condor spread, 209–210
long call condor spread,
256–257
cheat sheet, 205
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Condor spreads (Continued)
long condor spread profit-loss
line, 204f

long put condor spread,
257–259

payoff charts, 210
Conversion, 107–108, 279
reversal conversion, 107–108

Cost basis, 280
Covered calls, 125, 241–242, 280
buy-write, 126
cheat sheet, 127
example, 130–133
MGM
example data, 132
profit/loss graph, 131f

risk graph, 128f
strike price selection,
important, 128

Credit, 280
spread, 280

Daily market shares, 34f
Data, 9–11
Day trader, 280
Debit, 280
loss, 181–182
spread, 280
transaction, 58

Deep ITM, 75
calls, 104

Deep option, 280
Delivery, 280
Delta, 97–98, 280
defining, 228–229
example, 119
position delta, 287
usage, 149

usage, 119–121
Delta neutral, 229–230, 280–281

Derivatives, 31, 281
Diagonal spread, 281
Discount rate, 26
Diversification, 217–218, 281
Dividends, 103–104, 281
cash distributions, 104
definition, 28
ex-dividend date, 282
expectation, 129
yield, 37

Dow, Charles, 17
Dow Jones Industrial Average
(DJIA), 9, 17
company ranking (1896), 18t
company ranking (2016), 18t

Downtrend, 281
chart, 266f

Early-assignment risk, 190–191
Earnings, 28–29
reporting seasons,
importance, 28–29

Earnings per share (EPS) losses,
37

Economic indicators, 27
Electronic communication
networks (ECNs), 35

End-of-month option, 281
EPS. See Earnings per share
Equity options, 88
European-style options, 63, 65,
113, 177, 281

Exchange, 281
Exchange-traded funds (ETFs),
19, 32, 38–40, 281

Ex-dividend date, 282
Exercise, 62–64, 282
price, 282
risk, 165
settlement value, 282
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Expiration
breakeven (BE), 80
cycle, 282
date, 282
expectation, 61

Expiring ITM analysis,
probability, 155, 185–186, 194

Expiring ITM, probability, 116f
analysis, 180f, 194f

Extrinsic value, 282

Facebook (FB)
breakeven (BE), 73
call butterfly risk graph, 193f
call calendar spread,
breakdown, 179

call condor, 206f
call option example, 72–75
long position (call graph), 74f
options chain, 73f, 177f, 192f,
206f

position, rolling, 75
probability expiring ITM
analysis, 208f

probability of touching, 180f
analysis, 195f, 208f

Fair value, 23–24
Federal funds rate, 26
Federal Reserve Board, 41
Federal Reserve, impact, 26–27
Fees, 13–14
Fill, 282
Flex options, 282
Float, 283
Forward contract, 283
Front-month, 283
Fundamental analysis, 283
Futures, 22–24
contracts, 23, 283
active trading, 24t

options, 283
price, formula, 24
trading costs, 14

Gamma, 97, 230, 283
General Electric (GE), 9
position, 3

Going long, 8
Going short, 8
Goldman Sachs
iron butterfly, 200f
breakdown, 199

options chain, 154f, 199f
probability analysis, 156f
probability expiring ITM
analysis, 200f

probability of touching,
156f
analysis, 201f

put spread, 155f
breakdown, 155

shares, trading, 198–199
Greek symbols (Greeks), 97–98,
227, 283
delta, 97–98
defining, 228–229

delta neutral, 229–230
gamma, 97, 230
rho, 97, 234, 289
interest rates, relationship,
104–105

theta, 97, 231
time decay, relationship,
100

usage, 99f, 234f
vega, 97, 176, 196, 231–233,
292
implied volatility
(relationship),
100–103
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Hard-to-borrow (HTB), 283
Hedge, 83, 283
fund, 283

Historical volatility (HV), 283
Holdings, liquidation, 128
Home Depot
options chain, 184f
probability analysis, 186f
probability of touching, 186f
put calendar, 184f
put spread, breakdown, 185

Horizontal spread, 283
HTB. See Hard-to-borrow
HV. See Historical volatility

Implied volatility (IV), 21, 284
finding, 101
importance, 138
skew, 101
types, 101
vega, relationship, 100–103

Income, generation, 127
Index, 284
effect, 284

Index call options, 78–81
Index effect, 19
Index options, 65–66
Index options, selling/writing,
79

Index put options, 92–94
Industrial average, 18
Industry, 284
Initial public offering (IPO), 35
Interest rates, rho
(relationship), 104–105

In-the-money (ITM) analysis,
probability, 180f, 194f

In-the-money (ITM) calls, 71
buying, OTM call buying
(contrast), 79

In-the-money (ITM) options,
61–62, 98, 284

In-the-money (ITM) put, sale
(assignment), 106

In-the-money (ITM) strike call,
189

Intrinsic value, 284
absence, 72, 178–179

Investing, social media
(relationship), 223–224

Investment
niche, 29
opportunities, identification,
6

risk, 70
strategy guide, 260–264

Investment process, steps, 6
Investor’s Business Daily, 9
IPO. See Initial public offering
Iron butterfly, 255–256, 284
breakeven (BE), 198
chart, 255f
risk, 197
spread, 196–198

Iron butterfly (Apple), 197f
Iron butterfly (Goldman Sachs),
200f
breakdown, 199

Iron call butterfly spread, cheat
sheet, 198

Iron call condor spread, cheat
sheet, 209

Iron condor, 259–260, 284
breakevens, 209–210
long iron condor, 259f
risk graph, 210f
spread, 209–210

Iron condor (COH), 212f
breakdown, 212

IV. See Implied volatility
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Large-cap indexes, 21t
LEAPS. See Long-term Equity
Anticipation Securities

Leg, 285
Legging, 147, 285
Leverage, 216–217
usage, care, 151, 196

Limit on close (LOC), 46
Limit orders, 46–47, 222, 285
placement, 220

Liquid assets, 114
Liquidity, 44–46
LOC. See Limit on close
Long, 285
Long 100 shares, profit/loss
table, 50f

Long butterfly spread
cheat sheet, 190
creation, 195
risk graph, 189f

Long calls, 235–237
butterfly spread, 252–253
cheat sheet, 190
risk graph, 253f

calendar spread
cheat sheet, 175

condor spread, 256–257
breakeven (BE), 205
cheat sheet, 205

condor strategy, risk, 204
payoff chart, 236f
purchase, summary, 72
risk graph, 71f
risk/reward, 70–72

Long call spread, 144, 153,
245–246
cheat sheet, 146
investor establishment,
146

risk graph (Apple), 149f

Long condor spread profit-loss
line, 204f

Longer-term goals/objectives,
setting, 6

Long iron condor, 259f
Long-only option strategies, 100
Long put butterfly, 254f
spread, 253–255

Long put condor
risk graph, 258f
spread, 257–259

Long puts, 238–239
calendar spread, cheat sheet,
182

risk curve, 85f, 239f
short selling (contrast), 84
spread
cheat sheet, 152–153

Long put spreads, breakeven
(BE), 152

Long SPX call risk graph, 80f
Long stocks
payoff chart, 236f
risk graph, 49f
synthetic equivalents, 107t

Long-term Equity Anticipation
Securities (LEAPS), 59, 285

Long vertical call spread, 158
Long vertical spreads, 143
example, 147–151, 153–157
gains, 145
risks/rewards, 144

LULU options chain,
volume/open interest
(example), 64f

Margin, 41, 285
account, 285
call, 285

Market indexes, status, 19–21
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Market maker, 285
Market on close (MOC), 46
Market orders, 46, 285
usage, decision, 47–48

Market timer, 285–286
Married puts, 90
McDonald’s
calls, trading, 114
options chain, 115f

Mean, 286
MGM
covered calls
example data, 132
probability analysis, 132f
profit/loss graph, 131f

options chain, 130f, 139f
probability analysis, 140f
short put, 139f
example data, 140

Microsoft (MSFT), 10
Mid-cap indexes, 21t
Mistakes, avoidance, 43
MOC. See Market on close
Monetary policy, tightness, 27
Moneyness, 286
Monthly oil prices, line chart,
11f

Moving average, 286
Multiplier, 66, 81, 286
impact, 59

Naked call, risk graph, 238
Naked option, 286
Naked put, 136
NASDAQ, 17
Composite Index, 9, 20
100 Index (NDX), 20
Stock Market, stock listing, 35

Near-the-money options, 286
example, 107f

Netflix, 9
call spread
breakdown, 170
risk graph, 169f

options chain, 168f
probability ITM analysis,
170f

probability of touching
analysis, 171f

News, charting (relationship),
224f

New York Mercantile (NYMEX),
34

New York Stock Exchange
(NYSE)
bell, sounding, 3
stock listing, 35

Notional value, 286
computation, 66

NYMEX. See New York
Mercantile

Obligations, rights (contrast),
69

OCC. See Options Clearing
Corporation

Offer, 286
OHLC. See Open-high-low-close
Open-high-low-close (OHLC),
12
bar, 12f
chart, time frame, 12

Opening options transactions,
62

Opening position, initiation, 8
Open interest, 64–65, 286
Open positions, monitoring/
adjusting/exiting, 6

Open trades, execution, 6
Opportunity risk, 129, 287
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OPRA. See Options Pricing
Reporting Authority

Option expiring ITM,
probability, 112

Options
basics, 55
calculator, 232f, 233f
call options, 68
class, 58, 287
contract, purchase, 57–58
delta, 119
expiration, expectation, 61
index options, 65–66
naked option, 286
open interest, 64–65
orders, 218–220
positions
risk graphs, 50–51
trading, 217

premiums, 101
prices, components, 96
purchase amount, 192
put options, 83
series, 58, 287
statistics, HV/IV percentiles,
276f

strategies, 235
initiation, 5–6

strike price, 96
tickers, information, 57
transactions, types, 62
type, 58, 287
usage, 220–222
value, 61–62
volume, 64–65

Options chain, 59, 60f
Apple, 60f, 148f, 162f
Coach, 211f
Facebook, 73f, 177f, 192f, 206f
Goldman Sachs, 154f, 199f

Greek symbols, usage, 99f,
234f

Home Depot, 184f
LULU options chain,
volume/open interest
(example), 64f

McDonald’s, 115
MGM, 130f, 139f
Netflix, 168f
Pfizer, delta (usage), 120f
put options chain, 87f
SPX options chain, 92f
Twitter, 87f

Options Clearing Corporation
(OCC), 32, 287
assignment allocation,
77

auto-exercise rules, 63
Options Pricing Reporting
Authority (OPRA), 33

Options trading
costs, 14
location, 32–34

Order entry
advanced order entry screen,
example, 219f

techniques, 46–48
Order types, 46
OTC. See Over-the-counter
Out-of-the-money (OTM) calls
buying, ITM call buying
(contrast), 79

writing, 129
Out-of-the-money (OTM)
options, 61–62, 99, 287
call buying, focus, 73
intrinsic value, absence,
72

Out-of-the-money (OTM) puts,
sale, 161–162
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Out-of-the-money (OTM) short
call, 150

Over-the-counter (OTC)
derivatives, 31

Pattern day trader, impact, 14
Payoff charts, 210, 287
Pfizer (options chain), delta
(usage), 120f

Pinning, 111
Pin risk, 287
PM. See Portfolio margin
Portfolio margin (PM), 287
Position
closure, 205
collaring, 133
delta, 287
usage, 149

notional value, 217
rolling, 75

Position sizes, 44
Premium, payment, 84–85
Price skew, 101
Price-to-earnings ratio, 37
Probabilities, 4–5, 110, 288
basics, 111–112
example, 114–119
ITM analysis (Netflix), 170f
meaning, 110
measurement, delta (usage),
119–121

Probability analysis
Apple, 150f, 165f
Goldman Sachs, 156f
Home Depot, 186f
MGM, 140f
covered calls, 132f

Probability expiring ITM
analysis (Goldman Sachs),
200f

Probability of expiring ITM,
116f
analysis (Coach), 213f

Probability of profit (POP), 107,
109, 112–113, 288

Probability of touching,
113–114, 288
analysis (Apple), 151f, 166f
analysis (Coach), 214f
analysis (Facebook), 195f,
208f

analysis (Goldman Sachs),
201f

analysis (Netflix), 171f
decrease, 141
example, 118f
Facebook, 180f
Goldman Sachs, 156f
Home Depot, 186f

Proctor & Gamble (P&G)
daily chart, HV, 275f
daily chart, MA/IV, 273f

Profit/loss (P/L) table,
example, 50f

Profit, probabilities, 112–113,
288

Protective puts, 89–92, 239–240
example (TWTR), 91f
risk graph, 89f, 240f
strategy, 91–92

Protective strategy, 133
Put butterfly spread (long),
253–255

Put butterfly spread, short/long
put spread (equivalence),
196–197

Put calendar (Home Depot),
184f

Put calendars
risk graph, 182f
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Put calendar spread, 181–183,
251–252
risk graph, 251f
short option, expiration,
173–174

Put-call parity, 96, 105–108, 288
Put/call ratio, 288
Put condor spread (long),
257–259

Put options, 56, 83, 288
auto-exercise, risk, 85
breakeven (BE), 90
chain, 87f
example, 86–89
index put options, 92–94
intrinsic value, computation,
61

long puts
risk curve, 85f
short selling, contrast, 84

married puts, 90
prices, decrease, 97t
protective puts, 89–92
risk graph (TWTR), 88f
risk/reward, 84–86
usage, 83
value, increase, 183

Puts
cash-secured puts, 135,
243–245

naked put, 136
short puts, 136–138
synthetic equivalents, 107t
writing
alternative, 86
gains, 136

Put spreads
Apple, 163f
Goldman Sachs, 155f
Home Depot, breakdown, 185

long put spreads, breakeven
(BE), 152

short put spread (bull put
spread), 159–162, 248–249

Quad witch, 288
Quantitative easing (QE), 26
Quarterly earnings reports, 36
Quarterlys, 288
options listing, 59

Quick quotes, 11f
Quotes. See Stocks

Ratio spread, 289
Research, 6–8
Resistance, 289
chart, 267f

Reversal, 289
conversion, 107–108

Reward
long call, 70–72
put options, 84–86

Rho, 97, 234, 289
interest rates, relationship,
104–105

Rights, obligations (contrast), 69
Risk
American-style options,
early-assignment risk,
190–191

arbitrage, 289
auto-exercise, 85
graph, 289
long call, 70–72
management, 216–218
tools, 48

opportunity risk, 129
pin risk, 287
put options, 84–86
understanding, 48–51
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Risk graphs
bear put spread, 152f, 246f
bull call spread, 245f
buy stock, 50f
buy-write, 241f
call butterfly (Facebook), 193f
call calendar spread, 175f,
178f

call spread (Netflix), 169f
covered call, 128f
examination, 48–49
iron condor, 210f
long butterfly spread, 189f
long call, 71f
long call butterfly spread, 253f
long call spread (Apple), 149f
long put condor, 258f
long SPX call, 80f
long stock, 49f
naked call, 238f
protective put, 89f, 240f
put calendar, 182f, 251f
short calls, 76f, 248f
short puts, 137f, 244f
short put spread (bull put
spread), 160f, 249f

short vertical call spread, 167f
Risk-reversal, 289
Rolling, 222–223
Russell 2000, 29

Sector, 289
rotation, 289

Self-education, importance, 224
Seller, opening position, 8
Sell order, 47
Sell-to-close, 289
Sell-to-open, 290
Settlement
date, 290

price, 290
value, 81

Shareholders
cash distributions, 104
rights/privileges, 35

Shares, sales, 35
Short, 290
Short calls, 75–78, 237–238
risk graph, 76f, 248f

Short call spread (bear call
spread), 167–168, 247–248

Short options, expiration,
173–174

Short puts, 136–138
cheat sheet, 136–137
MGM, 139f
example data, 140

risk graph, 137f, 244f
Short put spread (bull put
spread), 159–162, 258–249
breakdown (Apple), 164–165
risk graph, 160f, 249f

Short selling, 40–41, 290
long puts, contrast, 84

Short squeeze, occurrence, 40
Short stocks, synthetic
equivalents, 107t

Short-term put, expiration,
182–184

Short vertical call spread, 158
cheat sheet, 167
risk graph, 167f

Short vertical put spread, 159
cheat sheet, 160
risk, 160–161
risk graph, 163

Short vertical spreads, 158, 209
example, 162–166, 168–171
probabilities, 212–213
profitability, probability, 164
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Skew, 22, 290
implied volatility skew, 101
price skew, 101
time skew, 101

Slippage, 45, 218, 290
impact, 48
minimization, 219

Small-cap indexes, 21t
Social media, investing
(relationship), 223–224

SPDR 500 Depository Trust
(SPY) (Spiders), 38–40

Specialist, 290
Spreads
asks, computation, 219
bear put spread, 152–153
risk graph, 152f, 246f

bids, computation, 219
bull call spreads, 144–147
example, 145f

butterfly spreads, 188
calendar spreads, 173
call calendar spread, 174–177
risk graph, 175f, 178f

condor spreads, 203
execution, 153–154
horizontal spread, 283
iron butterfly spread, 196–198
iron call butterfly spread,
cheat sheet, 198

long butterfly spread risk
graph, 189f

long call butterfly spread,
cheat sheet, 190

long call calendar spread,
cheat sheet, 175

long call spread, 245–246
cheat sheet, 146

long put calendar spread,
cheat sheet, 182

long put spread, cheat sheet,
152–153

long vertical spreads, 143
put calendar spread, 181–183
put spread
Apple, 163f
Goldman Sachs, 155f

short call spread (bear call
spread), 167–168, 247–248

short put spread (bull put
spread), 159–162

short vertical call spread
cheat sheet, 167
risk graph, 167f

short vertical put spread,
cheat sheet, 160

short vertical spreads, 158
example, 162–166

trades, rolling, 222–223
Standard deviations, 115, 290
Standard & Poor’s 500
(S&P500) Index (SPX), 9, 33
breakeven (BE), 93
companies, ranking, 20t
daily chart, 13f, 270f
effect, 19
long SPX call risk graph, 80f
monthly chart, 271f
options chain, 92f
protection, 94
SPX December QTRLY calls,
80

SPX QRTLY calls, 80
VIX, inverse relationship, 22f

Stock market
averages, history, 17–18
meaning, 17

Stocks
beta, 38
buy stock risk graph, 50f
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Stocks (Continued)
call options, contrast, 69–70
charts, usage, 11–13, 265–267
daily chart/live news,
example, 39f

examination, 34–38
long stock payoff chart, 236f
options, 57–61
contracts, quoting, 59

portfolio, losses, 93
prices, 61
change, 27
increase, 97t
last/change/bid/ask,
example, 36f

quote
components, 9
detail, 37f
order entry screen
example, 36f

replacement, 291
spin-offs, 104
splits, 104, 291
trade, analysis, 49f
trading
costs, 14
location, 35

Stop limit, 46
stop, contrast, 222

Stop market, 46
Stop orders, 47, 291
Stops, setting, 47
Straddle, 291
Strangle, 291
Strike prices, 60–61, 98–100,
291

Suitability, 291
Support, 291
chart, 267f

Swaps, 291

Synthetic, 291
concept, understanding,
106–107

value, 108
Synthetic call, 90

Technical analysis, 292
Theta, 97, 231, 292
range, 100
time decay, relationship, 100

“Three steps and a stumble,” 27
Time decay, 292
impact, 190
theta, relationship, 100

Time frames, 12, 267–269
Time premium, 174
Time skew, 101
TNX. See Chicago Board
Options Exchange

Touching, probability. See
Probability of touching

Trade
breakeven point, 71
legging, 147

Trading
first days, 17
order types, 46
pit, 292
plan, development, 6
virtual trading platforms, 14

Trailing stops, usage, 47
Transaction costs, 221, 292
consideration, 75
exclusion, 86, 207

Treasury bond yields (December
2015), 25f

Triple witch day, 292
Twitter (TWTR)
options chain, 87f
protective put, example, 91f
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put option example, 86–89
risk graph, 88f

Underlying instrument, 292
Uptrend, 292
chart, 266f

U.S. Steel stocks, example, 37

Vega, 97, 176, 196, 231–233, 292
implied volatility, relationship,
100–103

Vertical spread, 292
closure, 145–146
usage, 222–223

Vertical, term, 143
Virtual trading platforms, 14–15
Volatility, 293
crush, 103, 293
implied volatility, 101
percentiles, 103f
studies, 265
volume, relationship, 269–276

Volatility Index (VIX). See
Chicago Board Options
Exchange

Volume, 44–46, 293
meaning, 33
measurement, 44–45
options, 64–65
volatility, relationship,
269–276

Wall Street Journal, The, 9,
18

Walmart daily chart, trend
lines/MA, 268f

Wasting assets, 100, 293
Watch list, example, 10f
Weeklys, 293
options listing, 59

Writer, 293

Yields, 25
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