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The World of Options

here are infinite ways that options can be utilized

in your investment portfolio. Whether you are an
individual writing covered calls on 200 shares of IBM,
ahedge fund manager with billions in assets that need
to be protected against volatility or “tail risk,” or any-
where in between, there is a place for options in your
account, period.

To get the most from the options markets, it is best
to fully understand the underlying securities from
which they are valued and then take on the options
themselves. The trends, abnormalities, and patterns
that emerge in the options markets get their cues from
their underlying security. Because of this, you must
never look at an option (strategy) in a vacuum.

When I was trading on the floor, I tended to end
my trading day delta-neutral—or not having a “di-
rectional bet”—going into the next morning. Market
mabkers, like I was, have to deal with a constant flow of
orders without preparation. By ending delta-neutral

the previous day, I could reset and remain flexible in
my strategy.

Option traders tend to have an “if, then” attitude
because of our ability to be elastic with our hypoth-
esis and adjust positions as events, news, and data
change. This mind-set is usually in stark contrast to
a regular stock trader, who needs to be more rigid in
predictions and theses. I certainly prefer the flexibility
options offer, because I still have yet to meet a person
who knows exactly where a stock is going, not to men-
tion that I always like contingency plans. As an option
trader you always have the choice of getting or giving
odds depending on the situation.

As a professional with a trained eye I can look at an
option chain on just about any security and surmise a
general hypothesis about the condition of the stock;
but I am learning more and more that it’s actually
easier—and more profitable in the long run—to make
sense of the nuances of the underlying detail first and

KEY POINT:

Options traders can use certain
strategies to take a neutral posi-

tion in a stock or can employ pro-
tective tactics to increase their
probability of becoming profit-
able, even on the fly.
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use the options markets as your microscope and scal-
pel as opposed to your looking glass.

But we all get that wild streak from time to time. I re-
member looking at Apple’s upside call skew in early 2011
(see Exhibit 1.1) and thinking that it might be a good
idea to sell some out-of-the-money call spreads because
they were so expensive. Little did I know that they had
planned a conference call to announce a special divi-
dend and the stock started screaming higher (those calls
were pricey for a reason), putting me in an uncomfort-
able spot; always take time to do your homework!

Have a Checklist

I believe that the most effective method of trading
starts with a checklist or filter of sorts that gets you to
a specific quantitative, objective target on which you
can add your subjective twist. Start from the outside
(macro) and work inward (details of a stock’s funda-
mentals and technicals).

Optimally, your checklist should consist of funda-
mental, technical, and statistical parameters that nar-
row your potential candidates to a manageable field.
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Bloomberg’s OSRCH screen is a quick and dirty way
to cut through some of the basic fundamental, techni-
cal, and statistical noise that exists. Once the noise is
out of the way, you can more effectively review only
the top contenders without wasting too much time on
research and missing your timing.

There are many ways of finding candidates. Run-
ning scans and filters at different times will help you
to screen for stocks that meet certain criteria. An-
other method I favor is to form a thesis around a gen-
eral social, technological, political, or global trend and
find the stocks that stand to benefit (or falter) from
it. Form a timeline and potential path in your head of
how you think these events will unfold and then over-
lay an option strategy on top of that thesis.

In addition to all this, when you are forming a for-
ward thesis, consider the effects of news, earnings,
macroeconomic climate, seasonal effects, and even
political developments. I can’t stress this enough! The
emotional waves of the masses often override corpo-
rate fundamentals and technical formations at least in
the short term. Don’t get stuck with blinders on in your
own bullish or bearish mind. It’s the worst place to be.

In the longer term, earnings strength and a viable,
thriving business structure with a popular good or
service is what I believe motivates the markets. Most
analysts, especially those using the Discounted Cash
Flow (DCF) methodology and the like, agree.

The core of the options universe revolves around vol-
atility and time. Many of the strategies, techniques, and
methodsIcoverin thisbook arerelated to volatility/time

in some form or fashion. You must understand both the
volatility of the stock and the volatility of the option or
spread that you are trading. An intimate knowledge of
volatility in the underlying asset and subsequent mani-
festation in the derivative is essential to generating con-
sistent profits and becoming a professional trader.

We explore volatility in detail in Chapter 7 and
reference it throughout this book. You also see the
Bloomberg screens used to analyze it. At the end of
the day, everything comes back to volatility; make its
comprehension your number one priority. Just when
you think you get it, you are just getting started.

The volatility conundrum haunts every good op-
tion trader. It is a question that cannot be solved, at
least not fully. But you can make “realistic assump-
tions” about it and often that is good enough.

If you get what I am saying then you probably have
some experience under your belt; if you do not, then
you have a long journey ahead of you—take it slow.

Exhibit 1.2 shows the growth of puts and calls sepa-
rately over the last 20 years (calls in yellow).

Options traders are growing in record numbers.
Their cumulative experience and growing selection of
strategies continue to increase liquidity and flexibility
in the option markets, which is beneficial for all of us.
See Exhibit 1.3 for totals in annual options volume. It
is also the reason why indicators such as the Chicago
Board Options Exchange (CBOE) put-call ratio are be-
coming antiquated and obsolete. I discuss this later.

Don’t be a sucker—learn as much as you can before
taking big risks in the option markets.

Visual Guide to Options

Smart Investor Tip!

The checklist is a major step in
preventing mistakes and over-

looking key information. It also
helps with trade consistency
and keeps scatterbrains like me
focused.
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Having more participants
in the marketplace makes
for more accurate pric-
ing and faster execution;
it also means less room
for you to make mistakes
because we are all check-
ing one another. Puts are
less scary than they used
to be because of educa-

tion and increasing option
usage overall.

The Basics

Thales of Miletus used options to lock in a low and set
price for olive presses ahead of Greek harvests back in
600 BC. In the 1600s, the Dojima Rice exchange, which
started on the front lawn of Yodoya Keian, arguably
became the world’s first futures exchange.

Even though options in some form or fashion
have been around for thousands of years, the mod-
ern standardized world of options came about
in 1973 when the Chicago Board of Trade (CBOT)
gave birth to the CBOE. The CBOE became home
to the first equity and index exchange in the United
States.
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This was about the time the Black-Scholes model
was created as a means of calculating options prices
using standardized, measurable, objective integers as
opposed to random price quotes that often favored
the dealer, not the customer.

Prior to that, the option market was fragmented and
if you wanted to buy or sell an option, you went directly
to a dealer as opposed to everyone meeting on the ex-
change to create the most efficient price. Because of this
fragmentation, there were major price discrepancies.

You see, without a standard formula there was no
accurate way to price an option anyway. It was simply
a random price driven market, with little rationale as
to the correct price to buy or sell.

When you think about it, the underlying asset has
its own set of random forces pushing and pulling on
the price. Quantifying and finding a price to buy or sell
an asset is hard enough. For a derivative to have no
structure, you simply end up magnifying variables and
making things more complicated and random.

Visual Guide to Options
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KEY POINT:

The underlying securities them-
selves can also be flawed; think

back to the Credit Default Swap
(CDS) or Mortgage Backed Securi-
ties (MBS) vehicles.

The World of Options

Dealers (called Bucket Shops) would publish static
quotes with not only wide bid-ask spreads, but prices
that sometimes made no sense compared with today’s
pricing systems and models. This is where volatility
and time come into play, but back then it didn’t mat-
ter because not many people understood this. These
shops operated more like horse tracks than financial
firms. The dealers had a good idea about what the
options were really worth and would “handicap” the
prices (odds) many times in their favor. Sure people
won some money from time to time, but the dealers
were in control.

Jesse Livermore (Reminiscences of a Stock Opera-
tor; 1923) made a killing with options because he had
the uncommon knowledge about how to derive their
value. Perhaps he had a knack for knowing which
way the market was moving, too, because the Bucket
Shops banned him when he won so much money; he
was certainly the exception.

Exhibit 1.4 shows the early twentieth century, which
was no doubt the dark ages of the option markets.

But even in the early 1970s, trading and quote tech-
nology was still in its infancy. Quotes for options and
commodity prices were updates on chalkboards such
as the one you see in Exhibit 1.5 in 1971 at the CBOT.

Option prices were still slow to update and the
markets were wide and illiquid in many cases.

Fast-forward 40 years and the technology has ad-
vanced by an order of magnitude that even Gordon E.
Moore could have never imagined. The advantage now
lies in knowing behavior and strategy, and having the

ability to analyze and execute quickly and efficiently.
These tools are at everyones disposal.

These strengths can lie in the hands of anyone work-
ing from just about anywhere in the world. As a “market
taker” (which is what most of you are) you may not get
certain small perks that a “market maker” (MM) gets in
terms of leverage and rebates on short stock positions,
but you are at parity, if not advantaged in comparison.
Trust me. (I will explain why, showing how being an
MM can leave you exposed to smart money.)

Routing and Handling
of Orders

Because options are traded separately from their un-
derliers, there is no need to have both the stock and
option trade at the same place or even on the same
exchange. Like stocks, options trade on several ex-
changes, which are somewhat linked together when it
comes to disseminating prices.

This can be good and bad when it comes to getting
executions in the options that you trade.

One detriment is that exchanges do not share orders
with one another! If you send an order to buy calls on
the Philadelphia Stock Exchange (PHLX) they are not
going to be filled at the International Stock Exchange
(ISE) unless PHLX sends the order away. The exchanges
do, however, have rules that help ensure the best pricing
for the customer. If one exchange is priced better than
another, the exchange with the order needs to either fill
it at the better price or send it away! See Exhibit 1.6.



CLEMENT, PARKER & COMPANY,

Exhibit 1.4

One of the biggest “problems” with completely
electronic exchanges is the handling of spread or-
ders. When you send a two-, three-, four- or more
legged spread to a certain exchange, it may not
be represented in the best way possible to market
participants as it would be in a physical crowd.

Exchanges like the ISE disseminate data as quick-
ly as possible and market markers use different
types of software interfaces to see and trade on
that data.

In other words, if you are trying to buy an iron con-
dor that has a market of $1 to $2 and you are bidding

Visual Guide to Options
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Exhibit 1.5

Source: Pat Arnow Photography, arnow.org.

$1.80, your order may not be filled, even though it
should be. Sometimes you may even bid the full $2 and
not see your order filled on the spot, because of the
varying prices of each individual option and the way
the orders are presented to market makers. In theory,

as technology improves so does execution speed and
efficiency, but highly efficient markets also mean that
the market makers are less willing to make errors
themselves or stick their necks out just to get an order
completed. So be wary when using AON (all or none)
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orders or if you need to get into or out of a position in
between the markets. There is nothing worse than a
partial fill where you tried to save a couple of pennies,
but end up losing thousands. It has happened to me
many times, trust me.
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When it comes to executing spreads effectively,
there are three things you need:

1. Anunderstanding of the theoretical value and risk
of the options themselves.

Visual Guide to Options

The Level 2 screen for
IBM shows the differ-
ent exchanges’ bids and
offers for each option
represented by different
letters (in parentheses).
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In the early days, IBM
would have had its op-
tions listed on only one
exchange. Since one ex-
change controlled all the
order flow and, in some
respects, implied volatil-
ity and pricing, it could
easily alter pricing by
making adjustments to
this model.

The World of Options
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2. The ability to watch the underlying instrument’s
price change.

3. Anunderstanding of how various changes in mar-
ket conditions are affecting your spread’s value
(skew, option pricing model, etc.).

These three things are an integral part of being an
effective order execution trader. It can also save you
money and reduce risk. See Exhibit 1.7.
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At the end of the twentieth century, the op-
tions markets began to change again with the
introduction of multiple listings, where a company’s
options were now listed on more than one exchange.
This enabled investors to trade options just about
anywhere they wanted. But more important, this
created competition among exchanges to earn busi-
ness through cheaper transaction prices and tighter
bid-ask spreads.



Initially, it was awar over technology and liquidity—
who could provide the fastest, most liquid markets
with the best price. Exchanges were sometimes pay-
ing to have orders routed through their systems. Even
today, there are still multiple exchanges trading and
flourishing, although many exchanges have either
closed for good or have changed the way they conduct
business to keep up with the times. There are current-
ly eight exchanges where options can be traded, all of
which are fighting for your business. The days of the
pit trader (my former profession) are numbered, if not
already gone entirely.

Higher volume and concentrated order flow natu-
rally improves prices, so I would expect further con-
solidation within the exchanges to the extent that the
Securities and Exchange Commission (SEC) and other
regulatory bodies will allow.

The Options Exchanges

There are agreements that some brokers have with
certain exchanges to send them order flow, which
may or may not be to your advantage. There is little
you need to do as a retail trader to most efficiently ex-
ecute your orders. As a professional, you may develop
relationships with certain exchanges or even special-
ists to get your orders executed efficiently and at the
best price.

Bloomberg has a platform (as do some brokers)
that allows you to “shop” off floor liquidity providers
for options and spreads if you trade in size. This may
help you to execute large trades at one price.

List of Exchanges and Their Acronyms

AMEX American Stock Exchange, housed
on the NYSE

BOX Boston Stock Exchange

CBOE Chicago Board Options Exchange

ISE International Stock Exchange

BATS BATS Exchange founded in June
2005 as an ECN (electronic commu-
nication network)

PCST Pacific Coast Stock Exchange, ab-
sorbed by NYSE (see Exhibit 1.8)

PHLX Philadelphia Stock Exchange, part

of Nasdaq OMX
NASDAQ OMX Nasdaq Options Market

Each of the exchanges disseminates quotes dy-
namically throughout the day, which are determined
both electronically and via open outcry.

Note that some exchanges may have higher bids
or lower offers with more or less size (number of con-
tracts). This means that they may be better buyers or
sellers at any given moment or that you are seeing
standing customer limit orders. This again may also
be related to different market maker positions. If the
bid or offer size tends to follow the price, it’s most
likely a market maker leaning one way or the other.
If the size of the market doesn’t move when the price
moves, you may have a standing order on the special-
ist’s books.

Visual Guide to Options ~ 11

Smart Investor Tip!

As a general rule, your broker
will typically route your order to

the best-priced exchange, or that
exchange will match the best
price.
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KEY POINT:

While the option is trading, you
have the right to buy or sell it as
long as you have the money.

DEFINITION:

Standardized

Standardized means that the
trading rules and strike prices
are guaranteed by the Options
Clearing Corporation (www.occ
.com).

The World of Options
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Exhibit 1.8

A stock that trades more than 1 million shares a
day on average and is a member of the S&P 500 will
generally have ample liquidity for you to get into and
out of positions up to 50 contracts fairly easily. But
there are still many thinly traded securities that you
will struggle with to get executed. If you notice bid-ask
spreads of $1 or more on a stock that is $50 or less and
the stock has volume less than 750,000 shares traded
on average a day, it might be best to avoid that all to-
gether. See Exhibit 1.9.

Standardized

Listed options contracts are standardized. If you are
buying or selling an option, the Options Clearing Cor-

poration ensures that your counterparty will perform
its obligations.

The OCC, along with clearinghouses like Gold-
man Sachs and even the Chicago Mercantile
Exchange (which is both an exchange and a clear-
inghouse), reduce counterparty risk in options
trading.

So if you buy a call and the stock goes up $100, that
contract will still be good for sale even though the
seller who originally did the trade with you may be in
some serious financial pain. Understand that you will
seldom be buying an option from and selling it back
to the same person; the fluid markets move money
around quite efficiently.
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If you buy a put and the stock drops to a nickel
from $100, the person who originally sold you that
put may have bought it back from someone else when
the stock started to drop, or that original trader was
short stock and was selling puts to collect some extra
income. The bottom line is that as long as the stock is
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still trading on a major exchange, the options should
be trading as well, which means that you can enter or
exit your position as you see fit. I will get into what
happens during expiration later, because there are nu-
ances to each and every strategy and security that can
help or harm you if you don't know them.

Visual Guide to Options

Low volume and/or
volatility can lead to wide
bid-ask spreads. Abnor-
mal spreads as expressed
in Exhibit 1.9 can hinder
or even prohibit you from
making consistent
profits.
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Puts and Calls

There are only two types of options: puts and calls. All
the spreads and strategies that have ever been created
are simply combinations of one, two, or more of these
options.

You must thoroughly understand the basic fun-
damentals, behavioral characteristics, and laws sur-
rounding both types of options. In a perfect world, I
would not bend on this. I know that many newbies
just learn calls or puts enough to either be dangerous
to themselves or slightly successful, but you are doing
yourself a great disservice if you don’t understand all
the basics of both types.

That includes risk, Greeks, direction, margin re-
quirements, behavior, credit versus debit, and their
general behavior in the marketplace.

There are five basic components that make up an
options price:

Stock price
Strike price
Interest rate
Dividend
Implied volatility

Uk =

From these inputs, we can determine an op-
tion’s theoretical value at any point in time on any
security.

The OVME screen allows you to synthetically value
any option on any security by plugging in the factors
above.

In a more advanced scenario, this screen can be
used to simulate different market changes (like divi-
dends, stock price and volatility) and monetary factors
influencing your trade over time, such as changing
interest rates. You can also analyze more complicated
spreads, which I discuss in later chapters.

In later chapters I also discuss the Greeks, forward
prices, different pricing models, and volatility, which
all play a role in finding the theoretical value of an op-
tion. Many times they can explain any abnormalities
you may find when comparing calls and puts in the
same class or series.

Here you can see how these factors influence op-
tion prices.

Let’s take a look at the basics of pricing, trading,
and execution in a real-life scenario. (See Exhibit 1.10.)

The Options Monitor (OMON) is easiest way to view
option prices on any option-able security. This screen
can be fully customized, so you can view a plethora
of data points and measurements. I prefer to keep it
limited to the following fields in the option chains (see
Exhibit 1.11):

Strike
Bid
Ask
Mark

Theoretical val

Implied vol (theoretical change)
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price? What exchange would I get executed on? Who
would route my order to the proper exchange?

Make sure that you can answer these questions be-
fore moving on!

Remember that puts and calls can be bought or
sold, just like stocks. But unlike stocks, the bid-ask
spread of an option can and often will be fairly wide,
with the average spread coming in around 10 cents
($0.10) or so. High volume, low volatility, and lower

Visual Guide to Options

Using the trinomial
model, the OVME says
that the IBM 185 call
expiring 428 days from
today is worth $19.85.
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priced stocks will generally have tight bid-ask spreads

and thinly traded, high volatility, high price stocks will

tend to have options with wide spreads, sometimes
greater than $1. See Exhibit 1.12.
To help pinpoint an option’s theoretical value and

get a better sense of the true value of a particular

option, Bloomberg offers the ThPx column (“calc”
mode), which uses Bloomberg’s pricing models to
display the theoretical value of an option. You can use
this value to shave the bid-ask spread down while in-
creasing your chances of getting filled on your single

option or spread orders.
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Essentially it’s like having an inside look at what
the market makers are using to find the value of an
option. When you know the “market value” of some-
thing you will be able to execute your orders more ef-

BT ; l"53 01

ol dTheo

ficiently and at the best price. It’s almost like knowing
what a group of people at an auction are willing to
pay for your vehicle. If you know that the crowd will
pay $10,000 for it, why would you settle for selling it

Visual Guide to Options
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Smart Investor Tip!

The “Mark” is not the same at
the theoretical value. The Mark is

generally the midpoint between
the bid-ask, and it is what most

brokerages use to calculate your
profit/loss at the end of each day.

The World of Options

Exhibit 1.13

at $9,7007 The option world works the same way. Just
because an option has a market of $4 bid to $5 ask,
doesn’t mean the theoretical value is always $4.50.

Exhibit 1.13 illustrates some SPX (S&P 500 cash
index) calls. Notice the ThPx value for the 1265 call.
With a theoretical value, you have a guide from which
to price your buy and sell orders without getting left
in the dust.

Taking Value a Step Further—
General Knowledge and
Nomenclature

When you buy (to open) an option (paying a debit),
you are said to be long that option and have rights as
the owner.

When you sell (to open) an option (collecting a
credit), you have a short position on or can be “short
that option,” and in that case you have obligations, not
rights, and typically higher risk.

Would you pay $11.80 for the SPX
1265 calls, when you might be able to
get them for $11.20? If they are worth
$10.80 to the market maker, he prob-
ably wouldn't mind selling them for
$0.40 worth of “edge” or theoretical
profit.

Calls

The scenario or risk graph illustrates the long call in
the OVME screen. See Exhibit 1.14.

A call gives the owner (long-call buyer) the right,
but not the obligation, to buy 100 shares of a stock at a
specified price on or before a specified date.

As a call buyer you will always be bullish on the
stock and may realize a profit if the stock rises in val-
ue, but not always.

The breakeven of a long call will almost always be
greater than the underlying price because of the time
value component.

Puts

The scenario or risk graph illustrates the long put in
the OVME screen. See Exhibit 1.15.

A put gives the owner (long-put buyer) the right,
but not the obligation to sell 100 shares of a stock at a
specified price on or before a specified date.
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As a put buyer, you will always be bearish on the
stock and may realize a profit if the stock falls in value.

The breakeven of a long put will almost always be
less than the underlying price because of the time-
value component.

In, At, and Out of the Money
H In the money

In the money means that the call or put option
has intrinsic or real value. In-the-money calls have

a strike price that is less than the current stock
price; in-the-money puts have a strike price above
the current stock price.

Deeper in-the-money calls (those with a delta of
0.70 or greater) tend to behave more like the stock,
mimicking its moves with greater accuracy. (See
Exhibit 1.16.)

Deep in-the-money puts (those with a delta of
-0.70 to -1) tend to behave more like short stock.

Visual Guide to Options
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These options provide you with less leverage and ® At the money
cost more than cheaper, lower-delta options. They
are a good choice if you believe that the stock will
move higher or lower, but you aren’t anticipating a
large fast move in the stock.

They also are the least sensitive to changes in
time and implied volatility on a percentage basis
compared to at-the-money and out-of-the-money chain.
options. In-the-money options are more expensive Because of their high level of time value, at-the-
than at- or out-of-the-money options. money options have the highest time decay, or

These options have a strike price that is at or very
close to the stock price. Typically the delta of these
options is around 0.40 to 0.60 or -0.40 to —0.60 for
puts. At-the-money options generally have the most
amount of time value relative to other options in the
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theta, and the most sensitivity to volatility chang-
es, or vega, as well as changes in time. They also
have the most gamma, meaning that the delta will
change faster than in- or out-of-the-money options,
especially as you come closer to expiration.
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If you feel volatility is low and you believe that
the underlying stock is going to make a very fast,
big move, at-the-money options can be consid-
ered; however, remember that you will be paying
the most time value and losing the most theta with

Visual Guide to Options

21



22

CHAPTER 1

The World of Options

these options, so I do not typically recommend that
traders buy options at the money.
Out of the money

Out-of-the-money (OTM) options are the cheap-
est of the three. OTM calls have a strike price that
is higher than the stock price. OTM puts have a
strike price that’s lower than the stock price. They
are comprised completely of time value with no in-
trinsic value at all.

Out-of-the-money options do have their place in
trading and there are certain times when they are
appropriate.

Buying them as a hedge, as part of a spread, or
as a bonus for “extra upside” are all rationales for
purchasing an OTM option.

Since they are lower in delta, OTM options tend
to be less correlated with the movements of the un-
derlying. This means that you will have to pay close
attention to all the Greeks, especially time decay
(theta), if you are buying them.

If you buy a 0.15 delta call, you have a 15 per-
cent shot, statistically, of that option being worth
anything at expiration. Anything is the key word;
0.000001 is something, and the delta is telling us
that there is a 15 percent shot that this option will
be worth less than zero. It is not very promising if
you think about it like that. Out-of-the-money op-
tions can be used if you have a very strong belief
that the stock will move very far, very fast. It helps
to have a price target in mind and buy your call
accordingly. In other words, if IBM is currently at

$120 and you believe that it will be at $135 in two
months, then buying the $130 call for $0.60 might
be an option for you. However, remember that it
is impossible for any person to predict a stock’s
movement with accuracy. Just be sure that your
price target is realistic, based not only on the
stock’s volatility history, but also on an upcoming
catalyst of some sort, especially if you are making a
short-term trade. (See Exhibit 1.17.)

Strike Price and Selection

The options seller is obligated to fulfill the owner’s
rights at the strike price of the option. The strike price
is also called the exercise price and for the owner is
the price at which the owner can purchase (in the case
of a call) or sell (in the case of a put) the underlying
security or commodity as long as that option has not
expired.

There is no absolute when it comes to selecting a
strike price. It will vary with the sentiments and needs
of the trader. Every thesis you form, combined with
the strategy and time horizon you choose will deter-
mine what strike price(s) you select. There is no one
right answer.

Option Seller Commitment

An argument could be made that option sellers are
going to be a bit more cautious when it comes to
strike selection because the call seller must sell 100
shares of stock (or other security) at the strike price
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for every contract that is sold on or sometime before
expiration.

The put seller must buy 100 shares of stock (or oth-
er security) at the strike price for every contract that is
sold on or sometime before expiration.

Generally speaking, when I sell naked options, or
options for which I do not own shares of the under-
lying stock, I am most likely doing so to establish an
improved stock position (long or short) in an underly-
ing that has elevated volatility. To sell an option naked

Visual Guide to Options

This option chain con-
tains in-, at-, and out-
of-the-money options.
Remember that the rela-
tionship varies from puts
to calls.
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KEY POINT:

When you are talking options, a
trader might reference a “June”
option, which would expire the
third Friday of June; if it were
an October option then it would

cease to exist on the third Friday
of October, and so on. When an
option expires, it is said to be

at “parity,” which is essentially
what it is really worth or its in-
trinsic value.

DEFINITION:
Expiration

Expiration is the date and time at
which that option ceases to exist.

The World of Options

I better damn sure have a good reason and firm thesis
that backs up my willingness to take on more risk. I
may also choose to sell an option naked if I am offset-
ting risk from another trade.

I almost always sell options with less than 30 days
until expiration to limit exposure and collect theta as
quickly as possible. You can examine the theta of dif-
ferent months, but you will learn later that time decay
is not linear and what looks one way today might be
very different in a week or month from now.

Expiration Date
All options (and warrants) have an expiration date
and a date at which they stop trading; yes, there is a
difference between the two and not all securities ex-
pire on the same cycles; check CBOE.com for most
equity, index, or exchange-traded fund (ETF) product
expirations or talk to your broker.

Standard equity options typically cease trading at
4 p.m. Eastern Time on the third Friday of the month
and actually expire Saturday, giving you time as the
owner to exercise, or if you are a seller, to be assigned.
Talk to your brokers about their process and cutoff
times for exercise and assignment, as it can vary.

Cash index options will cease trading at 4:15 p.m.
on the third Thursday of the month and expire the
following morning. Some index ETFs such as the SPY
and QQQ trade until 4:15 p.m. on Friday and expire on
Saturday.

On expiration, the option cannot be assigned
or exercised. The time between when the option

stops trading and when the option expires gives the
long option holder time to decide to exercise the
option.

The value of an option at expiration is determined
by the amount it is “in the money.” If it doesn’t have
any intrinsic value it will not be worth anything on
expiration, but that does not mean that it cannot be
exercised.

Premium (Cost)

In essence, an option’s premium can be broken down
into two separate values: intrinsic (parity or real value,
related to the price of the underlying stock, index, or
ETF), and time (volatility) value. Both of these values
make up the total price you pay. The total premium is
determined by the five factors we discussed earlier in
this chapter.

Bid-Ask Spreads in All Strategies

In every trade you do, from the very basic to the very
advanced, you will have to consider the risks of the bid-
ask spread as part of your analysis. See Exhibit 1.18.

Ilike to think of the spread as another commission
you have to pay to do business in options. Most trad-
ers buy on the ask and sell on the bid, which I think
is only appropriate when you must get in at that mo-
ment in time.

You can always enter a limit order and get filled in
between the market, but this is not a guarantee. Think
about it like this: If you are trading a put with a bid-ask
spread of $1 (yes, there are many of those out there)
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KEY POINT:

Spreads are usually wide for a
reason. Either the stock is thinly
traded, it has a high relative vola-
tility, or it is very expensive (5200
or more).

DEFINITION:
Intrinsic value or “real
value” of that option

Intrinsic value or ‘“‘real value” of
that option is what you are going
to be left with on expiration.

KEY POINT:

Intrinsic value is more than just
a measurement. You can think of
it as the only absolute connection

that the option has to the under-
lying. In essence the intrinsic
value can be the saving grace for
the beginner or a key part of the
strategy for the expert.

The World of Options

and you buy just 10 contracts, you are immediately
marked at a $1,000 loss (excluding commission). Psy-
chologically, the loss may be a blow for some traders.
Now imagine that you bought a -0.70 delta put and
the stock falls $1, you may still be at a loss in your
trade, which can certainly be disheartening—pay at-
tention to them!

Volatile and expensive stocks are just fine to trade,
but trading stocks with poor volume isn’t the sound-
est strategy (although some more advanced traders
are successful at trading low volume stocks). In my
opinion, try to find options with spreads less than
$0.20, if possible. You can find these lower spreads
in the bigger stock names that trade heavy volume
(1mm plus), stocks like AAPL, QQQ (ETF), IBM, and
others. Sometimes higher spreads will be inevitable;
just be aware of them and be sure to look up and
down the option chain to get an idea of the average
spread size. Remember, the lower the spread, the
less your immediate loss will be in a trade. I prefer
to trade options with spreads less than $0.20; how-
ever, you can choose a number that you feel comfor-
table with.

I am waiting for the stock to rally a bit for the per-
fect entry, but for demonstration’s sake, I placed a
limit order “buy to open” of 10 contracts at $13.50.
Remember, placing a limit order allows you to set
the purchase or sale price, but not a fill. At the time I
placed my bid, the asking price was $14.50, one dollar
away from my bid. I was waiting for the stock to rally
(put then gets cheaper).

Intrinsic Value
(aka Moneyness)

In-the-money options have intrinsic value; out-of-
the-money options do not. The amount of intrin-
sic value in an option is determined by the strike
price of the option and the price of the underlying
stock price only, plus or minus any dividends un-
til expiration. Nothing else can influence intrinsic
value.

So if you have a call option with a strike price of $50
and the stock is at $52, you would have $2 of intrinsic
value. Whereas the $50 strike price put with the stock
at $52 would have rno intrinsic value.

You can customize the OMON screen to display
intrinsic value as a column. (I personally like to look
at time value on my monitor, but more on that in a
minute.) See Exhibit 1.19.

As a novice tactic, if you are not yet comfortable
with the Greeks, consider using the intrinsic value of
an option compared to its price to help select your
strikes.

For example, if a $60 call strike price were trading
for 25 cents and I thought for sure the stock would be
trading $65 by the time this particular option expired,
I might not even care about the other effects that are
influencing the price of the option because in my case
it's all about intrinsic value. My ultimate goal is to
make $4.75 on this trade. That said, don’t be foolish
and buy tons of cheap options thinking that they are
going to jump in price.
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holding up (i.e., VIX options), or in the case of a huge
between now and expiration. All of these fac-

Options will always trade for their intrinsic val-
ue plus a certain amount of time value barring any
tors can create a scenario where an option will trade
for less than intrinsic value. See Exhibit 1.20.

special situations such as a hard-to-borrow stock
J (big short interest or unshortable), put-call parity not




Anticipating the intrinsic value of an option
at expiration based on your forward thesis of the
underlying security can help you determine theo-
retical P&L at that time. Using the Greeks can
help quantify the day-to-day influences with
accuracy.

Time Value

The time value of an option is determined both by the
amount of time it has until expiration and the volatil-
ity of the corresponding underlying, coupled with de-
mand for the option(s) themselves.

All options are losing time value as they approach
expiration. The speed at which they decay is not linear
and is determined by several forces including changes
in time, volatility, and even changes in dividends and
interest rates.

Time value should be a focus when you are trading,
but it is only a piece of the entire puzzle. Time value
and implied volatility go hand in hand. The more vola-
tile a stock is or is going to be, the more time value it
will have.

Some beginners may separate intrinsic from time
value and/or just focus on the delta of an option. As
traders become more advanced they understand the
need to focus on the total value of the option and how
that value will morph with changes in the market-
place.

Because out-of-the-money options are completely
comprised of time value (which will eventually
dwindle to zero by expiration) they can only become

profitable on expiration if the stock moves above
your break-even level, which may be much higher
than the current stock price. That’s not to say that
they cannot gain value beforehand, but beginners
who use the “stock price at expiration” trick to se-
lect strikes may find themselves frustrated.

In-the-money options prices are a combination of
both intrinsic value plus time value and generally will
have lower break-even points than their out-of-the-
money counterparts.

The concept of time value is both objective and
subjective, with a ton of gray in between. The real-
ity is that it takes a trained eye to spot minute ab-
normalities in time value and take advantage of it.
Time value at that moment is what the market be-
lieves that it should be. This doesn't mean that it’s
100 percent accurate or that it won’t change, because
obviously it will.

What you find is that you have to layer on mul-
tiple lines of analysis to come to the best solution
for your thesis. In the beginning, you may make
money, but as you become more experienced, the
same strategy could make you even more money (or
lose less) because you have an educated eye for time
value and volatility separate from what you see in
the stock.

Until that time comes, simply be aware of the time
value and/or implied volatility that you are buying or
selling and record it in your journal or screen captures
to see what you could have done differently, if any-
thing, to improve your trades.

Visual Guide to Options = 29

KEY POINT:

An option will typically trade

for its intrinsic value, plus an
amount of time value. Some op-
tions are comprised of completely

time value (have no real value)
and some may be trading for only
their intrinsic value (typically
these options are very deep in the
money and close to expiration).
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KEY POINT:

To find the amount of time
value for an in-the-money option,
simply subtract the amount the

option is in the money from the
total value of the option. For a
quick and dirty method, just look
at the corresponding out-of-the-
money option’s value.

The World of Options

In- At- Out-of-the-Money Recap

In the money, at the money, and out of the money are
terms that options traders use to express where the
option strike price is in relation to the stock price. To
find whether an option is in or out of the money you
simply need to know if that option has intrinsic value
or not. If a put is in the money the same strike call
must be out of the money. A put and a call with the
same strike can never both be in or out of the money,
but they can be at the money, which basically means
that the strike price is equal to the stock price.

B In the money—Has intrinsic value.
B Out of the money—Does not have intrinsic value.
B At the money—Strike price is at or very close to the
stock price (may have intrinsic value or not).
B In-the-money calls have a strike price that is below
the stock price.
m Ifthe call strike price is above the stock price, it’s
always out of the money.
B In-the-money puts have a strike price that is above
the stock price.
m Ifthe put strike price is below the stock price, it’s
always out of the money.
I use the same example as I used earlier to deter-
mine time value. If there were a dividend, the call pric-
es would be cheaper by the dividend amount.

ABC Stock Is $50.

Calls Puts

60 call $1.50—Out of the 60 put $11.50—In the

money money

50 call $4—At the money 50 put $4—At the
money

40 call $11.50—In the 40 put $1.50—Out of

money the money

Options to Control Risk
All options are derivatives of an underlying asset such
as a stock, ETF, bond, future, or other security. The rules
that govern options prices (Greeks, pricing models,
etc.) are applicable for just about every security that
has options listed on them. This means that you can
essentially price and trade an option on just about any
security that has value (or perceived value) and another
party that is willing to trade with you. If you understand
how a particular asset behaves, you simply need to em-
ploy the option strategy that best suits your belief.
Generally speaking, the cost of carry and the im-
plied volatility component of an asset are the most im-
portant variables when it comes to pricing options on
securities other than vanilla equities or simple ETFs.
Compared to the underlying asset, an option can
have much less risk. When you buy or short a stock,
future, bond, or ETF by itself you have 100 percent of
that underlier’s price times the number of shares at
risk at all times! You are also exposed to 100 percent
of that asset’s volatility and therefore its risk. By taking
this action you are also limited to direction and com-
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pletely sensitive to moves in the underlier. A simple ex-
ample would be the purchase of 100 shares of stock at
$100. For each dollar move up or down, you are gaining
or losing 100 bucks, no exceptions. See Exhibit 1.21.

Augment Risk

Options can be used to enhance, amplity, or reduce
exposure to a stock’s movement. They can increase
or decrease your P&L (profit and loss) correlation
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with the underlying asset. For most stock, index, or
futures traders, options would probably be best used
as a simply leveraged proxy for the underlying asset.
This would simply mean buying a high delta put or
call with close to the same net deltas that you would
have bought in the underlying, but for a fraction of the
price.

This reduces most types of risk and allows for an am-
plification of returns if the trade moves in your favor.

Visual Guide to Options
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Smart Investor Tip!

Risk can be controlled by us-
ing a number of techniques and
strategies with or without stock
positions.

KEY POINT:

The models that professionals
use to determine a theoretical
value of an option at any moment
in time come with a big caveat:
constant delta-neutral hedging.

The World of Options

Because most nonoption investors really only have
one, maybe two choices when it comes to investing
direction—buy a stock long or go short—they are
highly disadvantaged. In fact, shorting stock can be
extremely risky and not suitable or tolerable for some,
so non-option investors are extremely limited in how
they can play the market.

In my first book, Your Options Handbook, 1 noted
that the ability to hold a stock for an unlimited period
of time doesn’t benefit an investor because it doesn’t
force him or her to be as strict in preparation, thesis,
and risk management.

Some stock traders become married to their posi-
tions, they don’t have an end to the trade, they just
buy it, it goes up, then they hold it, then it drops
down, hold it, it becomes a horrible losing trade and
they continue to hold it some more, in some cases
until the stock dwindles to a fraction of where they
bought it.

The missed opportunities in this sort of mind-set
are enough to drive me mad! When used properly, op-
tions force traders into thinking about the future in
more detail; we are also required to think about risk
and reward and set a true, realistic time horizon for
our trades, with a beginning, middle, and end. In most
cases option traders have a more specific and what I
believe to be superior plan.

With options, you can control with precision the
amount of risk, and type of risk for that matter, you
wish to take in any given trade in any situation. This
can be achieved through a myriad of call and put

combinations, and by adjusting the number of con-
tracts bought or sold either in balance or on a ra-
tioned basis.

I remember trading thousands of contracts an
hour on the floor of the exchange and being forced
into positions I did not want to be in. While this
was happening, I had to be creative. I had to come
up with ways to protect the bad position that I was
being put in, while efficiently and quietly control-
ling risk. I frequently used nonstandard spreads
and ratios, or looked for cheap options to buy if I
needed to get long some or expensive options to sell
if I needed to get short. For me, my primary objec-
tive was being able to get an “edge” (better price) to
that theoretical price I discussed earlier and then
manage the risk on the fly from being forced into so
many positions.

For most of you, the objectives are opposite. Sure
you want to get a good price for the strategy that you
are using, but it's more about the movement in the un-
derlying security that will bring you profits.

Most of you will not operate your accounts using
that technique, so don’t get too hung up on the whole
theoretical price thing, just use it to get a good execu-
tion on entry and exit and manage your trade with the
information you gather.

Remember that the word risk carries many mean-
ings and can be used to describe many different areas
of exposure. Think of everything that could possibly
go wrong for each type of risk. Also think of every in-
dividual Greek measurement as a form of risk and be



sure that you can quantify that risk at any point dur-
ing your trade.

Basics of Hedging

Hedging can be thought of as any form of risk reduc-
tion. For all traders, hedges are used to control run-
away losses or simply reduce the beta of a portfolio.

When trading only stocks, risk tends to be associ-
ated with straight dollars (price) and volatility (beta,
ATR, etc.). These specific risks can be partially offset by
diversification, hedging with an index, or moving in and
out of cash or stock positions at the appropriate times.

Hedging an equity portfolio by diversification may
mitigate volatility, but if the entire market were to roll
over in your long-only portfolio, chances are you will
keep losing money, albeit slower than your nondiver-
sified friends. See Exhibit 1.22.

To better balance this portfolio you might look at the
correlations and beta of each stock in the portfolio to the
hedging index and perhaps the weighing of the stocks in
the index itself to get a more accurate relationship.

I discuss both these techniques later when I get
into risk management in detail.

To make life easier for those of you who don’t want
to hedge with options, there is a nice feature in the
OSA screen where Bloomberg can quickly figure the
deltas (futures contracts or shares) of a specific in-
dex or ETF that are needed to gain the desired hedge
based on the raw beta and shares of your stock posi-
tions. (See Exhibit 1.23.)

In addition, stop losses can be used to control cata-
strophic occurrences, but they are inefficient and use-
less in a gap situation, where the underlying security
makes a large price move while the market is closed.

This example of a stock/futures hedge has its lim-
its and would not necessarily protect you if one or
more stocks in the portfolio were to experience a
catastrophic event such as a major earnings miss,
FDA denial, or bankruptcy. Again, this is why stock-
only traders have far fewer “risk controls” than op-
tion traders.

A Little More Homework

Option traders have many more ways to control price
and volatility risk as well as the ability to place an ab-
solutely effective stop loss that will perform its func-
tion even in a gap scenario.

flon Scenario

| RS

Exhibit 1.22
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KEY POINT:

Delta is how option traders
measure price risk compared to

the stock. It can also be thought
of as the amount of “dollars” you
are long or short compared to the
underlying stock.
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To obtain these advanced risk controls, option
traders must monitor a couple more indicators. The
way to think about it is that trading a stock could
be likened to flying a single engine Cessna, whereas
a professional option trader is piloting a Gulfstream
jet, which is faster, more agile, more comfortable, and
able to fly above most of the weather. The trade-off is
the more advanced systems that pilots would need
to learn and the nuances that they would have to
be aware of while in flight, or in this case, in a trade.
(See Exhibit 1.24.)

That’s what this book is designed to help
you with. It’s the manual for all those advanced
systems.

An option trader’s “heads-up display” should be a
combination of everything that a seasoned stock in-
vestor should use along with several other tools:

Risk viewer
Portfolio manager
Strategy simulator
Option chain
Volatility chart

Calendar

Bloomberg has these tools as part of their offering,
so all you need now is the knowledge.

Options as a Hedge

Assume that stock traders are bullish on tech stocks
and buy 100 shares of IBM for $200, their risk is quite
clear. Even if they sell 75 shares of the DIA for $130 as
a hedge, they may get minimal protection if IBM were
to go bankrupt. That’s an extreme example, but what
if the price got cut by 20 percent?
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If it were a company-specific event, let’s say the
Dow might be down only 4 percent with the move in
IBM. That means that they would lose approximately
$40 x 100 or $4,000 in their IBM positions and make
about $390 in their DIA positions.

That’s a net loss of $3,610. Was the hedge effective?

Sure, they could have sold 100 shares in the SPDR
Dow Jones Industrial Average ETF (DIA), but then
how are they going to make any money with IBM hav-
ing a beta of 0.757 That one-to-one hedge still would
have only brought in another couple hundred bucks.
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Sometimes you must assume the unexpected.

If you were foolish enough to get short Apple at the
beginning of the 2012 and even if you used the SPX as
a one-to-one hedge, your short position in Apple just
ran 50 percent, while your one-to-one SPX hedge only
protected about 12 percent. Even if you used the Nas-
daq as your hedge, it was only up 20 percent!

An ineffective hedge can be extremely frustrating,

More Accurate Risk Reduction

Let’s go back to IBM for a second and assume
that instead of trading the 100 shares of IBM and

Visual Guide to Options

This stock-only portfolio
is long a ton of delta!
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75 shares short of DIA, I just use a basic bull-put
spread in IBM.

Perhaps 1 could sell a 190/180 bull-put spread
(which is an option strategy that bets the stock to stay
above 190) for $1.50 credit ($8.50 is max risk). This
bull-put spread caps my risk and gives me similar risk
exposure, but at a much lower margin cost.

Iam only trading 100 shares of IBM, so I will do one
spread (because each option controls 100 shares of
stock and this spread has about a 30 delta, which was
the same as my hedged stock/index position).

Let’s first assume IBM experiences catastrophe and
drops 20 percent, which puts the shares $40 lower,
how much would I lose?

In this case, the max risk on one spread would be
$850, a far cry from the $3,600 in the stock, but with
the same delta! What'’s even better is that if the stock
dropped, but stayed above $190, I would still make 18
percent in my spread while the hedged stock trader
would be losing.

As you can see my “probability of success” is great-
er using the spread, but for that advantage, I cap my
return at 18 percent. This may seem like a large sacri-
fice, but think about it—an 18 percent move in a $200
stock would be $36. Chances are that IBM may not get
that far in 30 days, especially given the fact that the
monthly average true range (ATR) is less than $13. The
reality is that if IBM rallied 10 percent in that time,
you would probably take profit on your stock position

anyway.

'The bull-put spread is just one of many risk reduc-
tion strategies we examine in this book.

Combining Stock and

Option Hedges

You don’t have to completely use either options or
stock to create a hedge or reduce risk. There are many
ways you can combine and harmonize stock and op-
tions together to customize a risk profile and control
your risk. Strategies such as covered calls, married
puts, and collars are all ways to protect long stock.
Obviously you can do the same with short stock
positions, just using different options. Finding the
most appropriate strategy will be highly correlated
with how profitable or not profitable you are in an
existing position or portfolio in addition to how you
want to protect yourself.

Why Doesn’t Everyone
Trade Options?

Options get a bad rap, mostly because they are vastly
misunderstood and misused by inexperienced traders.
In some cases, with certain strategies the inherent greed
in most investors deters them from capping their prof-
its and using a spread strategy; even if it increases their
chances of success by tenfold, they are still reluctant
because there is always that chance of striking it filthy
rich on one trade. I detail all of this in later chapters and
compare the different strategies and their applications.
Depending on your choice of strategy, positioning,
and risk profile of the option strategy you select, you



could be knocking out singles and doubles with a high
rate of success, hitting home runs that pay for all your
losses and then some, or find yourself somewhere in
between.

Options—Leverage and
Probability

Options, unlike stocks, can allow traders to truly
customize and trade in harmony with their time ho-
rizons, reduce risk, and make bets/investments with
odds better than 1:1 and probability better than 50/50.
IfI can place a bet using a certain option strategy with
an 80 percent statistical probability of winning on a
company that has great fundamentals, all the while
limiting my risk to just 10 percent of what I could po-
tentially lose in the stock to achieve the same return,
I would take that any day over just buying stock. See
Exhibit 1.25.

What drew me to options is the fact that I can ba-
sically trade them on any company I choose, not to
mention apply a strategy with a set risk, reward, and
probability, and at the same time still have a major
advantage over the regular stock trader. Essentially,
options allow you to be “sort of right” and still make
more than a comparable stock trade. And, if you were
to simply follow my methods when trading long-call or
long-put options, generally your cost will be about 10 to
15 percent of what you would have to pay for the stock.

As much as Iloathe the markets being compared to
the casino, it just so happens to be the perfect analogy.

In many respects, options markets are closely tied to
the games you find on the Las Vegas Strip. The ques-
tion is whether you want to be Steve Wynn or the guy
who calls 1-800-GAMBLER after your pockets and
bank account are finally empty.

It’s important not to generalize here. Each game
played in the casino has different objectives, odds,
risk, costs, speed, behavior, and so on. The same is
true of the markets, stocks, options, and the strategies
or games you select.

I remember taking my “non-gambling” girlfriend
to Las Vegas and walking the floor for hours explain-
ing all the different games, their odds, advantages and
disadvantages. What interested her more was not the
games themselves, but why people choose to play cer-
tain games in certain ways.

Take roulette for example (see Exhibit 1.26).

In America, there are 38 slots on the wheel and 38
different places to lay a chip that will generally pay you
35 on your money. Right there was the casinos edge
in this game, but we get to that later. Why do some
people lay 35 chips on the table inside to only win 35,
which would only bring them to even? Is it the fear
of losing? Do they not understand the game? Maybe
both? Some lay 38 chips only to win 35.

There are others who keep betting the same
number or cluster on the table, hoping that that
one number or small group of numbers hits eventu-
ally, trying to win before they lose it all or get into a
negative position. They even look for “sticky” numbers
that tend to repeat themselves.
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KEY POINT:

Even selling a put or a put spread
at a level at which you would

not mind owning the stock is a
method you can employ to lower
your risk.
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Here is a simple com-
parison of a move in IBM
stock and a call option
that fit my parameters;
which would you want
to own?
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Then there are the statistical nuts who bet the
outside, praying for black or red and doubling their
bet each time they lose, praying for that mean rever-
sion and their number to hit. The casino limits this
action by capping the amount you can bet in certain
areas.

Generally, most casual gamblers don't have a “sys-
tem” or intimate knowledge of the game they are play-
ing, which almost always leads to disaster.

The bet that you would take is both dependent on
your personality and your knowledge of the game and
opinion on where you think the ball (or trade) will land.



Double-Zero Roulette

Bet Pays
Red

Black

Odd

Even

1t018

19 to 36

1to12

13 to 24

25 to 36

Sixline (6 numbers)
First five (5 numbers)
Corner (4 numbers)
Street (3 numbers)
Split (2 numbers)
Any one number

CA) | i | -
v~

Source: www.wizardofodds.com.

While you play, the casino takes a certain percent in
edge in just about every bet in the game of roulette.
Think of that 5.26 percent as a commission of sorts.

In the world of options, singles, or spreads, leverage
can be your best friend or worst enemy. Just like in the
casino you have the ability to make alot of money with
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Probability Win House Edge
47.37% 5.26%
47.37% 5.26%
47.37% 5.26%
47.37% 5.26%
47.37% 5.26%
47.37% 5.26%
31.58% 5.26%
31.58% | 5.26%
31.58% 5.26%
15.79% 5.26%
13.16% 7.89%
10.53% 5.26%
7.89% | 5.26%
5.26% 5.26%
2.63% 5.26%

alittle—it just depends on how much you want to win,
want to spend, and what you want your likelihood of
winning to be.

In the stock market, the main difference is that you
have this third party (the stock), which has a mind of its
own in a sense. It’s kind of like playing craps but adding

Visual Guide to Options
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weight to a specific side of the die to coax them into land-
ing on six more often than any other number. If it weren't
illegal and you could do such a thing, it would be prudent
to bet on the six more often than other numbers.

1 bring all this up because its the way you should be
thinking if you are going to be a true options trader. What is
the probability of my being right/wrong in my trade and for
that probability, what am I willing to risk?

Options strategies are universal and can be used
to place “bets” on direction, time, volatility, interest
rates, and so on, on just about any security in any
market anytime, anywhere, no matter the situation.
With them, I have much more control over the posi-
tion than if I just went long or short the underlying
instrument. (See Exhibit 1.27.)

Options strategies reduce volatility in your portfolio
so you don’t have to be a slave to the irrational crowd
behavior that is often seen in the stock market. You will
be able to create your own odds, which is not only em-
powering, but the only way you should want to trade.

Try to think outside your normal “box,” because
once you learn options, you can trade just about
anything that is presented to you and choose the ap-
propriate strategy that not only truly matches your
opinion on that stock but offers you a hedge against
the sometimes irrational world we live in.

Options for Strategy

Your strategy should be developed through a combi-
nation of your thoughts on the underlying asset, lever-
age, probability, risk, protection, and anything else you
deem appropriate all rolled into one. But there’s an im-
portant step you shouldn’t forget in your calculations.

Your research should include a realistic theoretical
path that you feel the underlying security will take in
the time frame you select. (This doesn’t have to be per-
fect, just a realistic expectation.)

Building a strategy based on that and the ultimate
price the security will be at the end of your time hori-
zon enables you to make sense of your investment plan
from all angles, such as volatility, risk, earnings, news,
economy, and probability. This will also be the strategy
that will allow you to capture the most profits.

What I mean is that you don’'t want to pick a
strategy that will make you 20 percent on your in-
vestment if you see a high probability of the security
experiencing a 70 percent drawdown before reach-
ing your goal.

Here’s what I'm talking about: Imagine that your
research determined that XYZ oil and gas stock was
going to finish right around $110 on June expiration,
which is in 90 days. It’s currently trading at $95. In that
time frame the stock will release an earnings report
and four oil and gas inventory reports. .. and there is
a war brewing in the Middle East.

In this complex situation, a stock trader would
have no choice but to bear the full brunt of all
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ity) over a given period
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KEY POINT:

Try to let your market/stock
thesis determine the appropriate
strategy as opposed to locking

yourself into one ‘“‘signature”
strategy. Certain market condi-
tions are better suited for specific
strategies.

The World of Options

those market events and their probable volatility,
basically praying for the stock to get through
unscathed.

As an option strategist, you have your choice of
strategies that take into account all the data. You
get to choose an options strategy that allows you
to profit from the rise in the stock, but maybe tone
down all the bumps on the road. For example, in this
case, a simple in-the-money bull-call spread might
help decrease all that volatility while still giving you
a superior return on investment (ROI) compared to
the stock.

Or if you thought it was going to be an “all or noth-
ing” sort of event, you might position that bull-call
spread out of the money, so it was much cheaper—
heck, while you're at it, if you weren’t sure about di-
rection at all, you might combine that bull-call spread
with a bear-call spread and form an iron condor.

Again, it’s all about compound thinking and getting
out of your mind’s normal boundaries that have been
set by years of routines, beliefs, and fears.

Technical Patterns

For this guide, I choose to focus more on techniques,
strategies, and nuances of the option markets them-
selves. That said, all of the strategies in this guide uti-
lize some form of technical analysis so that you can
quantify volatility with price points in the stock as
well as identify patterns and trends that are impor-
tant to your trade.

I don’t care what you think about technicals—love
’em or hate ’em, you should at the very least take a
quick glance at a chart and find some basic levels and
trends.

In my 16 years trading stocks and options I have
found it next to impossible to trade derivatives with-
out having knowledge of technical and volatility
trends on top of my fundamental analysis.

Technicals also narrow down the sheer number
of option strategies and strikes to just one. The only
strategies that might not require technical analysis
are the deep-in-the-money long call and long put be-
cause they are limited in risk and tend to only have
slightly worse breakevens than the stock itself.

If you are completely anti-technical for whatever
reason, at least find basic support and resistance
levels in a chart using major moving averages, trend
lines, or other big-picture tools. See if those points
coincide with the 52-week high or low as it may add
more or less weight to that level and help you choose
the best strategy.

Basic moving averages (levels) and the most
popular indicators (MACD, Fibonacci, Bollinger
bands, etc.) can also give you a reference point for
your profit targets, stop losses, and, most impor-
tant, to select the best strategy, strikes, and expi-
ration.

I reference certain extremely common technical
indicators throughout this book when I am discussing
strategy. All of them are basic and fairly easy to learn
in a short time.



In my first book, Your Options Handbook, 1 spent
quite a bit of time on the subject of technicals, funda-
mentals, and general market and option knowledge.
The book no doubt complements this guide. You can
also pick up a copy of the Visual Guide to Technical
Analysis as another reference.

The bottom line is that you should at least under-
stand the basics!

Volume Trends

Volume is the cause and price is the effect. Think of
volume as a river’s current flowing into or out of a
stock. If you are depending on a strong stream of cur-
rent to carry your stock along the river at a certain
pace and that current dries up, you may have a prob-
lem on your hands.

Just like water building up behind a dam, high lev-
els of volume pouring into a stock can cause an explo-
sion of price movement. If you can spot the tsunami
before it hits the shore or identify an undertow you
can exploit this underutilized indicator.

Consistent volume trends observed over time will
help you anticipate the “real” trend in volume at the
current moment in time. A rising tide on an ocean
beach doesn't just flood in; it is a series of ebbs and
flows that gradually move the water up the beach.
(See Exhibit 1.28.)

Volume trends have gotten a bit clouded with
the introduction of high frequency trading (HFT),
which is basically bogus volume that is occurring

in large quantities between normal trades and
prices.

You can think of HFT as an amplifier of normal vari-
ations in volume; unfortunately that amplification,
like sound, can cause distortion. It takes practice to
see through it all.

HFT strategies vary, but are generally favored
and utilized when markets widen out and become
irrational or scared. In those instances, HFT algo-
rithms can generate tremendous profits and perhaps
exacerbate price and volume movements. It can also
make your analysis a bit more difficult. See Exhibit 1.29.

Obviously, volume trends are important to the
downside as well, but generally volume tends to be
higher when stocks are dropping because of the ef-
fects of fear, so you must account for this to an extent.
Use past history to give you a sense of normal volume,
but don’t go back too far and be sure that you correlate
news and economic events with high- or low-volume
periods to normalize the data.

Volume changes influence stocks, and that means
they can have a direct effect on derivatives. I am going
to share a couple of volume hints and tricks to help
you make the best use of this market current.

Is the CBOE Put-Call Ratio Useful
or Relevant Anymore?

The CBOE.com posts put and call volume for the en-
tire exchange, equity market, index, VIX, and the S&P
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Smart Investor Tip!

Reading volume properly and
understanding how to compare

and contrast them to one another
can be like getting a ‘“free look”
into the psyche of the market
participants.
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VWAP basically is the
ratio of value (price) to
volume; it lets you see
where the bulk of trades
are occurring.
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500 specifically. Based on this overall volume, the site
also displays a ratio of the puts and calls separately.

This question of its significance and usefulness is
obviously debatable. My theory is that with the rise
of option volume, education, and sophistication,
the imbalance between call and put usage is on the
decline. This means that there is more equal usage
between puts and calls and they are used not only
for bullish and bearish tactics, but also as parts of
spreads, which may skew the data (no pun intended).
All that leads to a less helpful indicator.

I'took all the data from the total exchange put-call ratio
since inception and you can see that the trend line shows
the average increasing, which helps to prove my thesis.

But that doesn’t mean the put-call ratio is com-
pletely useless. To get a more reliable signal, you can
combine a low put-call ratio, decreasing volume in
the SPY, DIA, QQQQ, or market as whole, and a low
relative VIX (general implied volatility reading) if
you are looking to identify an overbought, compla-
cent market. Thus this takes the bearish contrar-
ian stance or vice versa if the markets have been
selling off.

Finding Abnormalities

Volume spikes in a security are often a telltale sign of
an event. Usually there is a dramatic change in price
during that spike, and that is the giveaway. But what if
there is increased volume for no apparent reason? Or
what if there is no abnormal price movement in the
security itself? (See Exhibit 1.30.)

The option markets can play a vital role in identify-
ing the bias of the abnormality (bullish or bearish) as
well as gauging whether that volatility is expected to
continue.

If you notice volume to be unusually high a certain
day or over a short period of time, take a look at the
implied volatility of the options as well as their vol-
ume. Here’s why.

First, if you notice elevated volume in the stock and
one or more options with volume, but no major change
in the stock price or implied volatility of the option,
chances are that the trade may have been previously
made and simply crossed on the exchange. Profession-
als sometimes arrange a trade off the floor, then send
it to the floor with a buyer and seller already lined up.

Shares may also change hands because one or both
sides wants to remain delta-neutral (we discuss this
more later) and therefore agrees to a price at which to
trade the stock.

Because the trade isn't sent down as a straight buy
or sell, the stock price may not be influenced.

If it has changed more than the delta says it should
have and there is a spike in implied volatility, then you
might have a buyer on your hands. If the option is an
out-of-the-money call close to expiration and the vol-
ume is much higher than the average volume traded,
it could be a sign that someone either knows some-
thing or has done some serious research to anticipate
amove higher.

There are instances where the trade is simply a
protective move or a hedge against a bigger position.
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If you notice a big volume
spike in the stock and
minimal change in the
stock price, but a large
change (up or down) in
the implied volatility
combined with abnormal
volume in one or more
options, then there may
be a large buyer or seller
of that particular op-
tion executing a trade

to speculate or protect a
position.




48 -« CHAPTER 1 The World of Options

The MOST screen is a
great tool to scan for
stock volume in any time
frame; you can also use
options volume search to
scan for anomalies there.
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At any rate, the information can be useful, especially if
it is a level that you are concerned with or are hoping
the stock can get to.

This technique works in both directions, with puts
and calls, and is most effective when looking to iden-
tify quiet smart money trends. I usually look for mini-
mum trades of 500 to 1,000 lots.

Be sure to scan the entire option chain in all months
and strikes and look for similar volume in one or more
options to help identify spreads and perhaps explain a
bit more about direction. For example: You might see
5,000 of the May 50 calls being sold, which looks bearish,
but if you look out in time, you might notice that 5,000
of the June 45 calls were bought. This changes the entire
dynamic of the trade.

Second, if you notice a big volume spike in the
stock, abnormal movement in the share price, and
large changes in implied volatility coupled with ab-
normal volume in the options, it may also be a sign
that the smart money is doing something, but also
may be more reactionary than anticipatory.

In this instance, you really have to be good at
identifying just normal daily noise and trading to
get to the good stuff. When there is a price anomaly
in a stock, stop orders and trigger orders often flood
the market and that gets the attention of a bunch of
active traders who just want to scalp the mean re-
version or momentum. These types of traders and

their volume are typically useless for gaining any
real knowledge in future direction other than a day
or two out.

If the price movement is not that extreme and per-
haps influenced by a broad market movement, then
you might have an easier time finding the options that
are being accumulated or sold and thus get an idea of
the bets being made.

Scanning for Volume Anomalies

Volume anomalies can be used as a means to initiate a
trade. The “MOST” screen allows you to scan the mar-
kets for abnormal options volume. (See Exhibit 1.31.)

Usually I run a generic scan for high volume relative
to average volume and then filter down to industries
and stocks. While I am filtering I search the news to
find reasoning behind the volume. If there is no news
or the news is counter to what the volume and price
action are initially telling me, I start to look deeper, as
those situations can often yield the best results.

Sounds counterintuitive, but here’s why it works:
If the event is completely obvious, that often means
that everyone is doing the obvious thing and the pros
might just be selling into the euphoria or buying into
the panic, which doesn’t do much for my strategies
unless again I am just looking for a mean reversion
intraday or swing trade.
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Smart Investor Tip!

The most active options, or MOST
screen, is one way to see a snap-
shot of where the biggest option
volume is and to seek out po-
tential trade. Big option volume

should only be used as an initial
catalyst or red flag to signal fur-
ther research. It may help you to
find volatility abnormalities or to
identify buyers or sellers ahead
of an event.

KEY POINT:

Big money managers often use
abnormal market conditions

to get into and out of their big
trades. They may also use options
to do so. Some use a big sell-off

to accumulate shares or a rally to
sell. Although it can be hard to
detect all their movements, the
option markets will often reveal
their hand if you know what to
look for.







