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Preface

In 1973, a smoking break room at the Chicago Board of

Trade was transformed into the first listed equity options

market in the United States. Call options on 16 stocks were

listed for trading. On April 26, 1973 the Chicago Board

Options Exchange rang the opening bell for the first time

and 911 contracts traded on these 16 stocks. The

individuals involved in that first day of trading could never

have imagined what the options market has grown to. Doing

some quick math, it can be estimated the CBOE now trades

911 contracts in just a few seconds each trading day.

In 2009 the options industry experienced a record volume

year, with a streak of seven years of growth and increased

growth 16 of the last 17 years. With multiple exchanges now

vying for orders from the public, the speed of execution has

increased and the cost of trading options has decreased

tremendously. The playing field has been leveled to the

point where trading for individuals and institutions can

compete and win in the options arena.

As an instructor for the Options Institute at the CBOE I

have the privilege of interacting with a wide variety of

market participants. Since each option trade is at minimum

a two-step process and we pack a lot of information into a

very short period of time, I often reassure students that

trading options is not like riding a bike. When some time has

been taken away from option trading, there is always a

learning curve that is involved in getting back up to speed.

My hope is if a strategy has not been implemented in some

time that this book may act as a resource to allow a trader

to quickly regain the knowledge to comfortably put on an

option spread trade.

This book is written in a modular format, where if a reader

would like to explore the mechanics of a condor spread they



may turn directly to Chapter 10 and quickly explore what is

involved in a condor spread. Each chapter is laid out in a

similar format, with several tables and usually at least a

couple of examples of how each spread would be

constructed, along with the key levels to focus on for each

spread.

Before delving fully into spread trades there are a few

chapters that cover the basics of option trading that will be

useful to refer to while reading spread related chapters.

Chapter 1 is a quick overview of essential option knowledge

that is focused toward those who understand options, but

may need a quick refresher before tackling spread trades.

Chapter 2 then covers some very basic spread strategies

that involve the underlying instrument as part of the spread.

This chapter lays out the mechanics of putting on a very

basic position that involves two trading instruments. In

Chapter 3 the ability to create similar payoffs using two

different approaches is explored. The Greeks are introduced

in Chapter 1, but covered extensively in Chapter 4.

The following 10 chapters individually cover a variety of

spread strategies. As the book moves along, the more

complex strategies become. However, the concept behind

each trade is basically the same, combining a variety of

positions to create a custom payout.

Toward the end of this book, there are a couple of

specialized chapters laying out some useful information for

all option traders. First, in Chapter 16, the concept of Delta

neutral trading is introduced, along with an example of how

market makers basically use isolating price risk when

providing liquidity to the market place. Finally, Chapter 17

discusses the issues involved in executing a spread trade.
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Chapter 1

Essential Option Knowledge

Although many readers will have an understanding of the

basics of options, it is always a worthwhile exercise to

refresh the basics for those who have not traded options in

some time. Option trading is not like riding a bike, when not

utilized for a while, some of the knowledge that has been

second nature tends to fade from a trader's mind. A well

worn text book of strategies can usually be found nearby for

many infrequent option traders who use it to get some

reassurance when putting on a complex strategy. This first

chapter will briefly cover the absolute basics of options as a

refresher or an introduction, depending on the reader's

experience level.

This chapter is a basic level coverage of options and

spreads. For the intermediate trader, the majority of the

information in this chapter should at minimum be a review.

Several readers may just scan through the text to make sure

they are up to speed with essential option concepts before

moving forward with this book. After the first few chapters,

several chapters specifically focus on individual strategies.

Having a good base of knowledge to work from is the key to

getting the most of out the rest of this book.

THE OPTION BASICS

There are two types of options, call options and put options.

A call option is the right to own a security at a certain price.

The put option is the right to sell a security at a certain

price. As owners of options purchase a right, the seller of an



option contract actually takes on an obligation. A call seller

is obligated to sell a security at a certain price and a put

seller is obligated to purchase a security at a certain price. If

this is a little unclear, Table 1.1 might clear it up.

TABLE 1.1 Call and Put Option Rights and Obligations

Buyer Seller

Call Right to Buy Obligation to Sell

Put Right to Sell Obligation to Buy

For example, if Trader A buys a XYZ 30 Call and Trader B is

the seller of this option they now have a right and an

obligation respectively. Trader A would now be long 1 XYZ

30 Call and has the right to buy shares of XYZ at 30. Trader

B as the seller of the XYZ 30 Call would be short 1 of the

option contracts and would have the obligation to sell

shares of XYZ at 30 if the option is exercised.

If instead Trader A bought 1 XYZ 30 Put and once again

Trader B is the seller of this option, Trader A would now be

long 1 XYZ 30 Put. As the holder of this put option, Trader A

now has the right to sell shares of XYZ at 30. Trader B would

now be short 1 XYZ 30 Put and would have the obligation to

buy shares of XYZ at 30 if the option is exercised. Basically,

the owner of an option holds all the cards as they have the

choice of when and whether to exercise the option, while

the seller of the option takes on an obligation and has no

control over the exercise of the option.

Each option, put or call, represents the right or obligation

to sell or buy a security depending on the position a trader

holds. This security is what is known as the underlying for a

particular option. For instance a call option on XYZ would be

the right to buy XYZ, and XYZ would represent the

underlying security. This holds true for put options as well.

The underlying for an option contract may be a futures

contract, some sort of index, an exchange traded fund, or

shares of stock. This book concentrates mainly on index,

exchange traded fund, and stock options. As exchange



traded funds trade in a very similar fashion to stocks, this

book treats them as stocks. Also, another term for stock is

equity and these terms will be used interchangeably

throughout the book

An option contract will relate to a standard number of

shares when related to a stock or exchange traded fund.

The standard number of shares in the United States is 100

shares. Due to stock splits, mergers, and corporate actions

this number varies from time to time, but in general a stock

option represents 100 shares. For instance, a call option on

XYZ would represent the right to buy 100 shares of XYZ. If

exercised, the holder of a call option would purchase 100

shares of XYZ at a certain price and the trader with a short

position in the option contract would be forced to sell 100

shares of XYZ at the exercise price. A put option on XYZ

would represent the right to sell 100 shares of XYZ, and the

holder of a XYZ put option would sell 100 shares of XYZ

upon exercising that option.

There are a wide variety of indexes that have options

trading on them. They may represent anything from the

stocks in an index to the volatility level of a certain index.

Along with there being a variety of underlying indexes that

have listed options trading, there are a variety of contract

specifications. Throughout this book, an index option will be

assumed to be an equity index option. Theoretically, an

equity index option is the right to buy or sell a basket of the

stocks that comprise a certain index. For example, a call

option on the S&P 500 Index would be the right to buy a

basket of S&P 500 Index components at a certain index

level. However, instead of purchasing shares of stock, these

index options are settled in a cash transfer or cash settled.

A cash settled index results in a transfer from the seller of

an option to the buyer of an option if that option has value

upon exercise. As there are a number of shares involved in

the underlying for stock options, there is a dollar amount



assigned to each point of an underlying index. To stick with

the S&P 500 Index example, 1 S&P 500 Index point = $100.

So for each point of value in an S&P 500 Index option, there

is a $100 transfer from the seller of an option to a buyer of

an option.

Options are contracts that have a finite life. Although there

are some exceptions, equity and the majority of index

options expire on the third Saturday following the third

Friday of their expiration month. Being that the option

market is not open on the third Saturday, the actual day

options cease trading is the Friday before the third Saturday

of the month. For instance a Call on XYZ expiring in August

would trade in the option market until the Friday before the

third Saturday of August.

Although options expire on the Friday prior to the third

Saturday of the month, many options may be exercised any

time until this expiration date. An option that may be

exercised any time until expiration is referred to as an

American-style option. The term American has nothing to do

with geography, only exercise rights. All stock options and

some index options traded in the United States are

American-style options.

European-style options are options that may only be

exercised on their expiration date. These type of options are

typical of index options, with the best known being the S&P

500 Index options. Also, options that trade on the CBOE

Volatility Index® (VIX®) are European style options.

Another component of both call and put options is the

strike price. This strike price is the level where the holder of

a call would be able to purchase the underlying security or

the holder of a put would have the right to sell the

underlying security. The strike price of a XYZ August 30 Call

would be 30. If XYZ is a stock and an American-style option,

the holder of this option would hold the right to buy 100

shares of XYZ at 30 any time until the third Friday before the



third Saturday in August. In the case that this option is

European style, the holder of this call would have the right

to buy XYZ only on the expiration day of the option at 30.

The strike price for a put option is the level at which the

holder of a put option has the right to sell a security. The

holder of a XYZ August 30 Put would have the right to sell

100 shares XYZ at 30.

Equity Call Option and Put Option Settlement

Expiration Day–XYZ at 35

Holder of Long 1 XYZ 30 Call–Buys 100 Shares of XYZ at

30

Holder of Short 1 XYZ 30 Call–Sells 100 Shares of XYZ at

30

Equity Put Option Settlement

Expiration Day–XYZ at 25

Holder of Long 1 XYZ 30 Put–Sells 100 Shares of XYZ at

30

Holder of Short 1 XYZ 30 Put–Buys 100 Shares of XYZ at

30

As previously mentioned, index options are settled by a

method known as cash settlement. If, for example, a S&P

500 (SPX) 950 Call Option is exercised, on expiration, when

the SPX is trading at 955, the holder of the SPX 950 Call

would receive a credit of $500 to their account. A seller,

holding a short position in the same SPX 950 Call option

would be obligated to pay $500 and have their account

debited by this amount. The following illustrates the math

behind this settlement process.

SPX Call Settlement

Holder of Long 1 SPX 950 Call–Receives $500.



Holder of Short 1 SPX 950 Call–Pays $500.

There is a slight difference when determining the

settlement for an index put option. If a SPX 950 Put is held

on expiration date and the SPX is trading at 945 the holder

of the SPX 950 Put would receive $500 and the short seller

of the SPX 950 Put would have to pay $500. However, the

formula for this is a little different. Instead of the strike price

being subtracted from the settlement price, the formula is

reversed with the settlement price being subtracted from

the strike price.

SPX Put Settlement

Holder of Long 1 SPX 950 Put–Receives $500.

Holder of Short 1 SPX 950 Put–Pays $500.

The final piece of an option is the premium or price of an

option contract. If a XYZ August 30 Put is quoted at 1.50 and

this is an equity contract with a standard $100 multiplier,

the premium is 1.50 or $150. The contract would cost $150

to purchase. The multiplier for an index option would be

based on the multiplier also. Again, S&P 500 Index options

have a multiplier of $100 so a July SPX 1200 Call quoted at

7.50 would have a cost of $750. Table 1.2 is a quick

summary of all of the components of an option.

TABLE 1.2 Components of an Option Contract

IN-AT-OUT OF THE MONEY



An option may be what is referred to as in the money, at the

money, or out of the money. This reference relates to where

the underlying security is relative to the type and strike of

the option. Being in the money means that an option has

some sort of value if the option was exercised at that very

moment. For example, if a trader owns a call option with a

30 strike price and the underlying security is trading at 35,

this option would be referred to as being in the money. If a

stock is trading higher than the strike of a call option, that

call option is in the money.

In the case of a put option, an equity put option is in the

money when a stock is trading lower than a put option's

strike price. For example, if a stock is trading at 25 and the

strike price of the put option is 30, the holder of this put

option has the right to sell the stock at 30 while the stock is

at 25, then there is value in this option as the right to sell a

stock at 30 when it is trading at 25 is immediately worth $5

of profit.

At the money is exactly what it sounds like. An option is at

the money when the underlying security has the same price

as the strike price of the option. This holds true for both put

and call options. So if a stock is trading at 30, both the 30

Call and 30 Put would be at the money. To slightly confuse

this term, some traders will refer to the closest strike to the

underlying price as being the at the money option. If a stock

is trading at 31 and the closest strike prices are 30 and 35,

the 30 Call and 30 Put options may be called the at the

money options.

Finally, an out of the money option is an option that has no

value if exercised. If a stock is trading at 35 and a trader

holds the 40 Call, there is no value in exercising the 40 Call

and purchasing shares at 40. In fact, there is negative value

by exercising this call option and this transaction would

automatically be a $5 loss. For call options, if the underlying



stock price is lower than the strike price of the option, it

would be considered out of the money.

With a put option, when the price of the underlying

security is higher than the option's strike price, the option is

considered out of the money. There is no value in exercising

a put option with a strike price of 35 if the underlying stock

is trading at 40. Once again, there is actually negative value

in exercising this option. Table 1.3 is a quick review of the

three states of an option; in, at, or out of the money.

TABLE 1.3 Summary of In-At-Out Of The Money

INTRINSIC AND TIME VALUE

The value of an option is determined first by market forces.

The price for an option is the level where a buyer and seller

have come together to trade the option. At times the value

of an option is depicted by a bid and ask, the bid being a

price that a trader is a willing buyer of the option and the

ask being a price that another trader is a willing seller of the

option. In either case the value of the option is determined

by the market. Once this value has been determined, the

price of the option indicates how much time value and how

much intrinsic value the market is giving to this option.

The value of an option is divided into two components. The

first is the intrinsic value, which is the value of the option if

it is exercised. As in the previous section this is also the

amount an option is in the money. If a call option with a 30

strike is owned and the underlying security is trading at 35,

the intrinsic value of this option would be 5, or 35 – 30.



However, it is very possible this call option would be trading

at a level higher than 5. The trading price of this option that

is greater than the intrinsic value is called the time value of

the option.

For instance, in the previous paragraph where an option

had an intrinsic value of 5, if the trading price of this option

were 6, the time value of this option would be 1, or 6–5. Any

value above the intrinsic value of an option is known as the

time value. In cases where an option is out of the money

and has no intrinsic value, 100 percent of the value of the

option is time value. In the case of a stock trading at 30 and

the 35 strike call option trading at 1.50, the 1.50 represents

time value and no intrinsic value. Table 1.4 is a more

extensive example of intrinsic and time value for both call

and put options.

TABLE 1.4 Breakdown of Intrinsic and Time Value with

Stock Trading at 35

In the examples in Table 1.4, the only options with intrinsic

value are the 30 Call and the 40 Put. The underlying stock is

trading at 35, so both the 35 Call and 35 Put options have

no intrinsic value, but all time value. The far out of the

money 30 Put and 40 Call both have no intrinsic value and

are made up of all time value.

SPREAD BASICS



A spread trade, either with options or another type of

trading vehicle, involves taking two or more positions that

should be considered by the trader as a single position.

There are numerous methods of putting on spreads,

possibly buying and selling two stocks that usually trade in

a similar fashion or in commodities such as long corn and

short soybeans. This book will focus on spread trades

involving options and their underlying securities.

Spreads using options may be classified in a few different

ways. An option may be traded against the underlying

security, two similar options may be traded against each

other, two different options may be combined together, and

then two options with different types and expirations may

be combined.

Using an option in combination with an underlying security

is one of the more common methods of using options. These

types of spreads are discussed in Chapters 2 and 3, but for

example one is discussed here. Probably one of the best

trades to use as an initiation to trading options is called the

covered call. A covered call is when a short position is taken

in a call option while a long position exists in the underlying

security, usually a stock. Selling this call option would

obligate the trader to sell the underlying security at the

strike price of the call option. A holder of the underlying

stock is now obligated to sell their shares at the strike price.

If this is a level they would be a willing seller, then this

would be a smart method to take in a little more income for

selling this stock at that strike price.

In a case where both puts and calls are used together, a

variety of potential payouts may result. A call and similar

put may be bought in a case where a trader expects a large

move up or down, but is uncertain what direction that move

may be. More similar puts and calls may be combined for an

unlimited number of payouts. These types of trades are



covered in a simple fashion in Chapters 5 and 6, then more

exotic spreads are covered in Chapters 9 and 10.

Another common spread method is using options of the

same type, call or put, and same expiration, but with

different strike prices. A call would be sold with a call being

purchased, both on the same security. These types of

spreads that use just a pair of options are covered

extensively in Chapters 7 and 8. The idea behind one of

these spreads, that just uses a pair of options, is that by

having a long and short position in similar options, the

potential loss is limited as well as the potential gain.

Chapters 9 through 12 cover spreads that use all calls or all

puts and have the same expiration, but use more than just a

pair of options.

Finally, some spreads may involve options that have the

same underlying security, but have different expiration

dates. For example, a call option that expires in 30 days

may be sold and a call option that expires in 90 days, on the

same underlying security, may be purchased. Chapters 14

and 15 extensively cover how traders use different

expiration dates.

THE GREEKS

Chapter 4 will comprehensively cover the option Greeks and

how they apply to individual and spread trades. Also,

throughout this book, the Greeks will come in to play when

discussing a variety of spread trades. There are five of the

Greeks that option traders focus on when initiating trades.

In general the Greeks, along with the price action of the

underlying security, influence the value of options. These

five Greeks are: Delta, Gamma, Theta, Vega, and Rho.

Delta is the most commonly referred to Greek and

probably the easiest to understand. The Delta of an option

indicates how much the price of an option should change in



response to a one dollar change in the underlying security.

Since a call option benefits when the underlying rises in

price, the Delta for a call is positive. Conversely, since a put

option loses value when the underlying rises in price, the

Delta for a put option is negative.

Gamma is directly related to Delta. As a stock moves

around, the Delta will move higher or lower. Gamma

indicates how much Delta changes with a one dollar change

in the underlying security. Unlike Delta, Gamma is positive

for both call options and put options. This is function of a

rise in the underlying forcing the Delta of both calls higher,

and puts or a decrease in the underlying to push Delta lower

for both call and put options. When a put option Delta is

pushed higher, it becomes less negative and when it goes

lower it is more negative. Therefore the sign of Gamma is

always positive.

Theta relates to the effect that the passage of time will

have on the value of an option. Theta has a negative impact

for both call and put options due to the passage of time

decreasing the value of an option, be it a call or put. The

value of Theta indicates how much value an option will lose

from day to day or sometimes over a number of days. In the

case of Theta, the unit to change could be based on

something other than one day.

Vega focuses on the effect a change in implied volatility

has on the value of an option. Option prices reflect many

factors and one is the implied volatility the market price of

options projects onto the underlying security. Implied

volatility is determined by an option pricing model and is

measured as a percent. Based on buying and selling

pressure on options, the implied volatility of options varies

from day to day.

Vega indicates how much the price of an option will

increase or decrease with a one percent increase or one

percent decrease in the implied volatility of the option



contract. Vega works the same for both call options and put

options, with an increase in implied volatility increasing the

value of a call or put option or a decrease in implied

volatility having a negative impact on the value of calls and

puts. A final note on Vega: It is considered a Greek, but is

not an actual Greek letter. Vega in some academic circles

and textbooks may be referred to as Kappa, which is a

Greek letter.

Finally, Rho indicates how much an option will increase or

decrease in value based on a one percent change in the

risk-free interest rate. Rho is the least discussed of the five

option Greeks mainly because it usually has a very minimal

impact on the value of options, especially options that have

a shorter time to expiration. Long Term Equity Anticipation

Securities (LEAPS), and longer dated options will see more

influence from the change in interest rates. The influence of

interest rate changes is more pronounced on options that

have a longer life due to the increased impact of the cost of

money over the life of this option.

Call options increase in value based on an increase in

interest rates and put options decrease in value with an

increase in interest rates, so Rho is positive for calls and

negative for put options. Do keep in mind that Rho indicates

the change in an option based on a full percent change in

interest rates. Usually interest rates move up or down in

quarter or half point increments, so Rho really does not

have much of an impact of the life of most options.

PAYOFF TABLES AND DIAGRAMS

A payoff table is basically a spreadsheet that depicts the

payoff of a position at expiration or possibly any time in the

future. To keep things simple, each component of the option

trade or spread trade is broken out in the table, from the

price paid to enter the whole position to the payoff of each


