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INTRODUCTION

Options provide one of the most overlooked opportunities avail-
able to traders today. Properly used, options provide significant ad-
vantages for all traders; however, most traders tend to misuse them.

Often traders who use options purchase
or sell thewrong option, or usethe
wrong option strategy.

New traders often use options solely to limit risk, in which case
they only buy them. They do little investigation to determine whether
the option was relatively “undervalued” or “overvalued,” or which
strike price or month was the best. Typically, the conversation be-
tween atrader and his broker goes something like this:

TRADER: “I think gold is going up.”

BROKER: “O.K. What would you like to do?’

TRADER: “I want to buy gold, but | only have $1,000 to risk.”
BROKER: “Let’s see, with $1,000, we can buy 4 June $400 calls.”
TRADER: “Great! Go ahead.”

Thereisno consideration given to time decay or premium levels—
the most important factors in option trading—or whether an option
strategy would provide a better risk/reward ratio than a futures posi-
tion.

Traderswho limit their analysis of optionsto buying acall option if
they are bullish on amarket or buying aput if they are bearish with the
expectation that they will profit if the market moves in the predicted
direction not only fail to take advantage of the most important aspect
of options (under/over pricing, premium disparity, and time decay),
but also find that indiscriminate option purchases can lead to losses



even if the market moves in your favor!

There are three objectives that we have when trading options:
“NEUTRAL” POSITIONS THAT HAVE HIGH PROBABILITY OF
PROFT, OR SITUATIONSTHAT HAVEIN THE PAST ALWAYSLED
TO EXPLOSIVE MARKET MOVES, PROVIDING US WITH RISK/
REWARDS OF 20-1 OR MORE!

1. “NEUTRAL OPTION POSTIONS' WITH A HIGH PROBABILITY
OF PROFIT. THESE TRADES MEET THE FOLLOWING
CRITERIA:

A. They can be profitable over a wide range of prices that can be
caculated by Statistical probability to be profitable ahigh percentage
of thetime;

B. They can be successful without having to predict exact market
direction;

C. They benefit from mispriced options (premium disparity) and from
sling “overvalued” options,

D. They take advantage of “ time decay” of out-of-the-money options
that will lose some of their time value every day.

Bond Neutral Options
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2. USING OPTION PURCHASESIN CONSOLIDATING MARKETS
IN COMBINATION WITH LOW OPTION VOLATILITY LEVELS
TO PRODUCE TRADES THAT CAN HAVE A 20-1 OR MORE
PROFIT TO RISK RATIO!

Option purchasing is one of the most misused of all trading techniques.
Most traders prefer to purchase options because of their limited risk (with
premium plus commissions and fees), and their unlimited profit aspect, which
provides the trader, in effect, a*“ lottery ticket” with the potentia of large
gains. However, smilar to a lottery ticket, well over 90% of traders who
purchase optionsin thismanner end up losing! (Infact, our* Neutral Strat-
egies’ are designed to take advantage of people who purchase optionsin
this indiscriminate manner.)

However, there is one situation where the odds in option buying are
favorable and can produce some of our biggest gains. It is one of the
easiest patterns of al to recognize and trade.

This occurs when a market consolidates into a quiet trading range.
Traders say that the market has reached its* equilibrium” level and that it
will have very little movement.

Futures contracts open near unchanged levels, and move only a few
ticksin ether direction every day. Tradersarelulled “adeep” by thisaction.
Option volatility then movesto record low levels making options very cheap.

WHAT HAS HAPPENED IN THESE SITUATIONS ? THE
MARKET HAS QUICKLY BROKEN OUT AND MOVED SHARPLY
HIGHER.

The soybean market in 1988; the coffee market in 1997, are examples
of markets that were trading just afew ticks aday for long periods of time
with extremely low option volatility that eventualy broke out and moved
much higher.

As an additiona benefit, these situations are the easiest to recognize
and trade of any possible technical pattern. That's because they all ook
and act the same. Asyou canseeinFigure 1, they areadl easily recognized
by the long, consolidating, quiet action. We then wait for the market to “tell
us’ that it is ready to begin moving before initiating any trades.

3. USING OPTION STRATEGIESAND PREMIUM DISPARITY TO
INITIATEPOSITIONSTHAT PROVIDE SIGNIFICANT BENEFI TS
(DESCRIBED IN CHAPTERS 111 TO VIII).
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Figure 2

CHAPTER |
THE BASICSOF OPTION TRADING

There are two types of options: cals and puts. A cdl option gives the
option buyer the right to buy the underlying asset at a specified price (the
sirike price) within a certain time. It obligates the option seller to sall that
asset at the strike price before the expiration date, should the call buyer
exercise hisright. Conversdly, a put option gives the option buyer the right
to sdll the underlying futures at a specified price within a certain time, and
obligates the seller to take delivery at the strike price on or before the
expiration date if the put buyer exercises hisright. (Although the examples
in this book refer to futures options, the principles apply to other option
markets aso).

All option transactions are opened either by buying or sdling acal or
put.

Over 90% of optionstransactionsare
closed out with an offsetting sale or
purchase of the same option, or by

letting the option expire without
exercising theright to take or
tender delivery.

Options can be bought or sold to take advantage of a market move; for
example, if an investor thinks the price of gold is going to rise, he can pur-
chase acall or sl aput on the futures. If he purchases a call and the price
of gold rises, the investor will profit if the premium he paid for the call
increases during the time he holds the option.

If he sellsaput instead and the price of gold rises above the strike price
at expiration, the premium he received for selling the put will be his profit.
If the investor anticipates the price of gold falling, he can buy aput or sell a
cal option.

Option Strike Price

The price (premium) that the option buyer must pay for an option is
9



determined by severa factors. One is the strike price of the option; for
example, if gold is trading at $320 an ounce, an investor who is bullish on
gold could buy acall option at astrike price of $310, $320, or $330 an ounce.
A $310 call option is“in-the-money,” that is, the strike price is lower than
the market price. Thisisthe most expensive of the optionsin this example.
The $320 strike price is “ at-the-money” (close to the market), the second
most expensive option. The $330 option is the “out-of-the-money” and is
the least expensive of these options. The farther “out-of-the-money” an
option is, the less expensive it is, because it is less likely to have any red
(intrinsic) value before expiration.

Inour example, let’s say the December $310 call costs $1500; the $320
call costs $1000; and the $330 call costs $700. If, a the expiration of the
December gold option, gold is trading a $330 an ounce, the $310 option
would beworth $2,000* (gold optionsarefor 100 oz. contracts) and thereby
have a profit of $500* ($2,000 vaue minus $1,500 we paid for the option);
the $320 option would be worth $1000 and our investor would break even;
and the $330 cal option buyer would lose his entire $700* investment.
Although the price of gold has risen $10 dallars, his option till lost money,
because the price of gold did not exceed the price he paid for the call.

On the other hand, the seller of the $330 call was wrong in his price
prediction for gold, but he till profited on thissde; thus, you can beright in
your prediction of market direction and still lose money! How is this pos-
sible? There are two reasons for this.

1. Anoptionisa“wastingasset.” Theoption premiumispartialy comprised
of time vaue; the longer the option has until expiration, the more value
it should have. With every passing day, the option will lose some of its
timevaue. Evenif the buyer of the call optioniscorrect in hisassessment
of the direction of the market—the market is risng—the time value of
the option will decrease.

Only when a sustained or
swift, sharp upward move
occurs will the call purchaser make money.

* Lesscommissionsand fees.

10
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Option time premium declines slowly when thereisalong timeremaining until expiration.
Asexpiration approaches, thedisintegration accel erates.

2. Options are often overpriced because the public is willing to pay
professiona writersand grantors of optionslarge premiums so the public
can speculate in the markets, attempting to make a large profit with a
limited risk of loss (option premium pluscommissionsand fees). If options
were not overpriced, grantors would be unwilling to sell them and take
the risk of atheoretically unlimited loss.

Expiration

A second important aspect in the determination of option premium is
the time until expiration; for example, an October gold call will cost lessto
purchase than a December gold call of the same strike price. The reason:
the additiona time before expiration gives the December option buyer a
greater opportunity for profit.

Volatility

The third item of importance is the volatility of the underlying futures
contract. Volatility is a measure of historica price changes. A commodity
such as soybeans or silver, which at times can be subject to violent price
moves, normaly commands very high premium values, especidly during
periods of violent price moves, e.g., soybeans during the summer months.

11



Volatility is by far the most important aspect in option trading, yet it is
the least understood and most misused.

Volatility isamathematical computation of the magnitude of movement
in an option. This is based on the activity in the underlying market. If the
market ismaking arapid move up or down, volatility will increase. Inaquiet
market, volatility will be low.
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When volatility is relatively low, atrader should look for option buying
strategies, asthe market is quite likely to make a strong move. When option
volatility is high, option selling strategies should be considered to take
advantage of the relatively overvalued premiums.

An overlooked area is the difference in volatility between different
months and strike prices of options. Often, premiums of out-of-the-money
options can be distorted grestly; for example, in April-May 1994, soybean
ratio spreads provided a high probability of profit because the volatility for
the out-of-the-money calls was double the volatility of the at-the-money
cals. This scenario can lead to significant opportunities. When options
gpproach expiration, volatility for al the strike prices tends to equaize. In
thisinstance, if you purchase the most fairly priced cals (near the money),
and sdll the most overvalued calls (out-of-the-money), you could expect the
options sold to lose premium faster as the market moves in either direction.
Evenif the market were to move higher (unless making astraight-up vertical
move), this spread would a so work as the nearer-to-the-money option would

12



gain in value faster than the already overpriced out-of-the-money options.

Another overlooked characteristic of volatility is that it tends to drop
gradualy, then level off; however, voldtility increases can be characterized
by very sharp changes driving option premiums to extremely high levels.
These events occur rarely, but when they do, they can be very damaging to
those holding short option positions. An example of this was the voldtility
increase in many stocks at the beginning of the Gulf War. Oil volatility
doubled, while other markets such as gold, bonds, and currencies increased
20% or more. Even in seemingly unrelated markets such as cattle, volatility
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Figure5
Quickly rising volatility in crudeoil caused option premiumsto expandtovery “overval ued”
levels.

Changesin volatility affect the premium levelsin options that are going
to be purchased, aswell asthose already purchased or sold. An example of
thisis crude oil and the S& P 500 option markets where volatility has ranged
between 20% to more than 100%.

With high volatility, if onewereto purchase an out-of-the-money option,
he would need a substantia price rise before that option would be profitable
at expiration. Both the expense of the purchase price of the option and time
vaue would be working severdly against him; however, with voldtility at
lower levels, this option would not only cost much less, but it would also
require a smaller move for the position to be profitable. This is because,
many timesas pricesbegin to rise, volatility also increases, thereby increasing

13



the premium of the option purchased.

Option volatility can aso dert the trader in advance to significant market
moves. When option volatility isat low levels, thereisahigh probability that
alarge moveisabout to occur. Often, when acontract isvery quiet, traders
seemingly “fall adeep,” not expecting anything to happen. Of course, thisis

axactlv when evventhina exnlndedl
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Again,inthiscase, historically low optionvolatility provided an advanceindication of an
impending breakout. (Wewait for themarket totell uswhichway it wantsto go before

jumping on board!)

The concept of option volatility and the time decay characteristic of
options are the two most important and overlooked factorsin option trading.
These concepts can be difficult to learn and use, but their proper use can
result in a*“trading edge’ over the markets.

When trading options, one must learn to be flexible, usng what the
market gives to best advantage. Sticking to one strategy may not be
gppropriate for current conditions. Changes in volatility levels require the
use of different option strategies depending on the relative level of volatility
in the option and underlying market as we discuss in th upcoming chapters.

14



CHAPTER I

WHEN TO USE OPTIONS

The Trading Edge

Options should be used instead of outright futures contracts whenever

thetrader canredlizea“trading edge” or advantage. They are advantageous
whenever they offer ahigher mathematica probability of profit; lessrisk of
sudden, unpredictable, adverse market moves; a better risk/reward ratio;
and/or increased trading opportunities.

1

Higher Probability of Profit: Through the proper use of option
premiums, positions can be constructed that offer a high probability of
profit. For example, selling an out-of-the-money, overvaued call on an
overvaued, overbought commodity, or buying an at-the-money put in
the same situation. A smple method of detecting an underva ued option
is to compare current volatility to past readings. This can determine
whether the voldtility is at the high or low end of its range, commonly
referred to as “theoretically under- or overvalued.”

Less Risk of Sudden, Unpredictable, Adverse Market Moves: Option
buyers may insulate themselves from large, unlimited losses that occur
from overnight adverse moves by using one of many limited-risk option
strategies. Options can aso be used to prevent being “stopped out”

intraday on atrade that later would become favorable. Even close-only
stops (stop ordersto close out positionsin the closing rangeif the contract
reaches apredetermined lossleve, ignoring intraday price movements),
may inflict losses when the contract is limit up or down against the
trader. As most futures contracts are subject to daily price movement
limitations beyond which a trader cannot exit his position, he may find
himsdf “locked in” for another day, which may be another limit day.

By using limited risk option net and spread positions, atrader may greatly

reduce his trading risks. In such option positions, risk is limited only to the
premium paid for the option position plus commissions and fees. Because
the option trader has 1) a predetermined risk, and 2) is not subject to being
“stopped out,” he has more time to properly evauate his position when
there are sudden changes.

15



3. A Better Risk/Reward Ratio:

By selling overvalued and/or buying
undervalued options, trades may be initiated to take
advantage of disparitiesin option premiums.

Temporary inefficienciesin the market may provide the trader some of
the most significant trading opportunities with exceptionally high
mathematical probabilities of profit.

4. Increased Trading Opportunities: Option strategists may enjoy
opportunities that do not exist with outright futures positions lacking
trend or having too much volatility. Moreover, option strategists are the
only traders who can initiate trades to profit in flat, trendless markets.
In fact, such markets provide the option strategist opportunities with
some of the highest mathematical probabilities of profit, such as* Neutra
Option Positions.”

When To Buy Options

Because an option contains time value, the purchaser of an option is
buying a “wasting asset” that is declining in value. Option purchases,
therefore, must be restricted to special situations. One of the best
circumstancesiswhen volatility islow and thetrader’ s system or the market
islikely to face achange of direction. An option purchase allows the trader
to take a pogition with a limited risk of loss; however, unless a significant
market move occurs, the trader should have set objectives that permit him
to close out this position before time decay erodes the option premium.

Here are afew points to remember:
1. Optionsthat are close-to- or in-the-money are more likely to be profitable
than out-of -the-money options. Y ou must have almost perfect timing to

make money with far out-of-the-money options. Out-of-the-money
options offer enormous leverage for big moves only.
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2. Options are usudly cheaper after market declines or in flat markets,
and relatively more expensive in bull markets. Small traders generally
prefer to takealong position by purchasing cals; they have lessdemand
for puts, thus, cals are usualy more expensive than puts. The public
prefersto be “long” and is predominantly buyers of call options.

When To Sell Options

Option sellers appear to be at agreat disadvantage because their reward
(profit) islimited to the premium they collect, while their loss is potentidly
unlimited.

However, the mathematical odds favor the
option seller for several reasons.

Firgt, option sdllers have mathematical probability in their favor because
options are usually overpriced. Options are often overpriced compared to
fair value formula pricing because of the nature of the participants in the
market.

Second, in addition to their being overpriced, the sdler of calls has a
further advantage in that he will profit if the market isflat, moves lower, or
even if it moves dightly against him (higher). Only if the market moves
swiftly and sharply against him will the option seller lose.

Third, by sdling out-of-the-money options containing only time value,
the options continually losetime value and, therefore, some of their premium.

Because naked option selling potentialy entailsan unlimited risk of loss,
the trader should not only have predetermined parameters for taking profits
and accepting losses, but aso confine trading to market conditions that are
most favorable, such as over bought/over sold markets, high option premi-
ums, etc. The trader should carefully monitor his positions.

17



When To Use Options with Futures

Options may be purchased to protect a futures position instead of us-
ing stop loss orders, for example, atrader who is bullish on gold purchases
the the futures contract at 320. At the sametime, a December 320 gold put
is purchased for $500. In this case, risk islimited to $500 (plus commissions
and fees), and the futures position can be held no matter how severely the
market goes againgt it.

“Covered writing” of futures positions is aso one of the best, most
conservative, and overlooked of al option salling strategies. Thisis discussed
in greater detail in Chapter 8.

18



CHAPTER I11

OPTION SPREAD STRATEGIES

There are virtualy unlimited possibilities for different option trading
grategies by combining putsand calls on any given commodity using different
strike prices or different expiration dates. Such strategies are used not only
by companies speciaizing in the arbitrage of options and using sophisticated
computer andysis, but dso by investors at home with pen and pad, developing
their own individual trading strategies. Options strategists also use technical
and fundamental analysis of the underlying market, computer analysis of
option premiums and risk/reward ratios, and return on investment caculations
that boost profit potentials.

When two or more optionsare
combined into one strategy,
they are called a spread.

Combinations may serve to reduce risk and increase the probability of
profit. They may be used in bull markets, bear markets, flat markets, and
volatile markets. Complex strategies range from spreads profiting from
digparitiesin option premiumsto spreadsthat benefit solely from time premium
decay.
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We compare option volatility readings to determine whether option volatility isrelatively high
or low, to know whether we should be considering option buying or selling strategies.
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Option Strategiesthat Providethe Trader with a
Significant Advantage

1.

Neutral Option Position—High—medium option volatilities/
trading range market (sell out of-the-money put and
out-of-the-money call of the same expiration month). The Neutral
Option Position is best used in markets that have extremely high
premium (by selling far out-of-the-money options), and trading range
markets a any voldility level that have little likelihood of significant
movement.

Free Trade—L ow option volatility trade/trending market (buy
close-to-the-money call or put and, if the market moves in the
direction indicated, later sell much farther out-of-the-money call
or put at thesameprice). The Free Tradeisused intrending markets
to purchase options of low to medium voldatility that are close to the
money (particularly on pullbacks or reactions against the trend). Farther
out-of-the-money options which can have much higher volatility levels
are sold on ralies to complete the Free Trade.

Ratio Option Spread—Premium disparity between option strike
prices, high volatility in out-of-the-money options/mildly trend-
ing market (buying close-to-the-money option and selling two or
more farther out-of-the-money options). The Ratio Spread is used
when disparity in option premiums exists. This generaly occursin ex-
tremely high volatility markets such as gold, silver, and soybeans. In
this case, the close-to-the-money option is purchased and two or more
farther out-of-the-money options (which can have up to twice as high
option volatility levels) are sold.

Calendar Option Spread—Premium disparity between option
months, high volatility in close-to-expiration options (sell
close-to-expiration month, buy deferred month in the same option).
The Calendar Option Spread is used to take advantage of disparities
in volatility between contract months of the same option. The trend is
not significant for this position as long as we fed the option we sall will
probably not be “in-the-money” a expiration.

In-the-M oney Debit Spread—Premium disparity between strike
prices/trending mar ket (buy in-the-money or at-the-money option

20



and sell farther out-of-the-money option). Theln-the-Money-Debit
Spread isinitiated in volatile markets that are trending. Similar to the
ratio spread, the at-the-money option which is more fairly valued is
purchased and the farther out-of-the-money overvalued option is sold.

6. Free Option Position—Higher option volatility in
out-of-the-money options take advantage of strong technical
support and resistance levels (buy near-money option, sell out-
of-the-money put and call). The Free Option Position alowsyou to
purchase an option with the premium received from selling other options.

Y ou may want to use other positions or invent complicated multi-legged
positions, but we have found those described above to be effective ones
that can be used practically by off-floor traders to provide a significant
advantage.

In the following chapters, we describe the situations where we use
these positions, how to manage these positions, and we look at examples of
how they have worked in the past.

21



CHAPTER IV
USING NEUTRAL OPTION POSITIONS

The Neutral Option Position is a trading strategy that provides the
trader with many benefits over along or short futures or options position.
While option purchases and futures trades are only successful if the market
moves in the direction predicted (without the trader being “stopped out”
first), a Neutral Option Position can be successful in anon-trending mar-
ket or a choppy market (studies have shown that markets are in a
non-trending or sideways pattern amost two-thirds of the time) or if the
market moves dowly lower or higher.

In addition to alowing the trader to be successful without having to
predict the exact direction of the market, the Neutral Option Position
incorporates the advantages of:

1. Specia Circumstances 4. Mathematics
2. Price Disparity 5. Probability
3. Option Time Decay 6. Money Management

This strategy involves selling an out-of-the-money put and an out-of-
the-money call containing only time value, with the expectation of collecting
the entire amount of time value premium as the underlying futures remains
within awide trading range.

We are, in effect, taking the other side of trades from participants on
both sides of the market who are attempting to pick the direction of the
underlying futures contract. Some fed that the market is going up, while
others believe that the market will head lower. The traderswho feel that the
market is going up purchase cals, while those negative on the market
purchase puts.

We, in effect, are staying evenly balanced in our positions; however, we
have an advantage in doing so. With our Neutral Option Position we can
profit on both sides of the market (if the market stayswithin our predicted
or adjusted trading range).

For example, with treasury bonds trading near 113, we can take the
view that the market is going to remain within the range between 110 and
120 and 4l the 110 put and the 120 cdll.

These optionsare sold to other traderswho were acting on their prediction
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of market direction—that the market was going below 110 (puts) or above
120 (cals). We were making no predictions other than that it would remain
in awide trading range.

Neutral Option Position

110 Puat Gams 120240 Gans
1103l Worthless 1 10t Worthless
100 105 109110 115 120 131 125 130

Market Price

Every day, both options sold lose some of their time value. Further,
adjustment techniques are available, alowing usto “rebalance’ thisposition
when necessary. Remember, there is always unlimited risk of losswhen an
option is sold, so risk management is aways important.
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Adjustment of Neutral Option Position when futures approaches strike price or option sold.

The benefits of this position include:

1

2.

Not having to predict market direction.

Being able to profit from both sides of the transaction—both from the
buyers of puts and buyers of calls.

Being able to take advantage of the “overvalued” time value of out-of-
the-money options because, while the amount of option premium changes
from time to time, traders continue to buy options, thinking they can
“beat the market.”

We can increase the number of positions based on favorable market
conditions (high option premium), and we have forty different
commodities from which to choose for the sale of options.

Findly, we have the ahility to both adjust our positions and increase our
position size. It has been mathematically proven that with sufficient
capital, the probability of making a profit becomes greater.
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CHAPTER YV
THE “FREE TRADE”

The free trade combines the best principles of money management
and the advantage of “undervalued” and “overvalued” options; however,
the most exciting aspect of the free trade is that it alows you to build a
large position in a trending market without increasing your initia risk.

To initiate the free trade, first purchase the best-priced option. When
(andif) thepriceand volatility (premium) rise, sdll afarther out-of-the-money
option at the same price. Of course, if the market does not move in your
favor, you cannot complete the free trade. Another benefit of the free
trade is that after it is completed, there is no margin capital necessary, or
potential loss (other than brokerage feesand costs). For example, in February
1994, in bonds (see top of chart 8a), you could purchase the 112 and 110
puts. Thereafter, the market continued to decline (see bottom of chart 8a),
and you could sl further out-of-the-money options, such as 106 and 108
puts at the same price as we purchased the 110 and 112 puts.

For example, if you purchased the 112 put and paid 32 ($500) and there-
after sold the 106 put for the same amount, you would then have a position
that had a net cost to you of $0 (except for commissions and fees) and a
profit potentia of $6,000.
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The free trade accomplishes several objectives:

Firdt, it keeps your account intact if the market turns around. Just as
quickly as marketsrise, they can also fall. The free trade position provides
protection from loss in this situation.

Second, if the market moves in your favor, you can continue to add to
your position on the next pullback. If the trend remainsintact and the market
pulls back, as it eventudly does, you are then in a position to purchase
another option to begin building a larger position. You can look to turn the
second position into afree trade using the same method without increasing
your initia risk. By doing this you can take advantage of the norma swings
of the market to purchase options when they are the cheapest and sell them
when they arethe most expensive, onrdlies. Further, you will be purchasing
“closer-to-the-money options” which are normally the most fairly valued
options, and salling * out-of -the-money options’ which are usualy the most
overpriced options.

Also, the collateral benefits of the free trade—being able to look at
other potential opportunities because this position is secure from loss and
requires less monitoring, and the emotiona security of having your equity
protected—should not be overlooked.

Another benefit of thefreetradeistha it givesyou timeto unemotiondly
examine your position without the panic other traders experience as their
profitable positions begin to nose-dive. Because you are protected, you can
wait for emotions to subside and the market to give you a better indication
of its next move. Y ou can then decide to hold your position and look for full
profit potential (knowing you are completely protected from loss), or you
can cash out and take your existing profits.

Thefina benefit of free tradesisthat, when they are compl eted, because
your capital is protected, you can turn your attention elsewhere. Y ou may
find opportunities in another commodity, or even in the market in which you
have completed fr ee trades to add more positions. This can be accomplished
without increasing your origina risk because your first positions are now
risk-free! Itisdifficult to closely monitor morethan two or three net positions,
especidly in volatile markets. The free trade allows you to concentrate
more fully on other situations.

The free trade aso alows you to meet your objective of getting a
“trading edge” over the markets by using options. Y ou are taking advantage
of the increased volatility of the out-of-the-money options, which can be
quite exaggerated on market rallies.
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CHAPTER VI

THE “RATIO SPREAD”

A ratio spread is initiated by purchasing a close-to-the-money option
and sdling two or more farther out-of-the-money options. For example,
with November soybeans trading at $6, we may decide to purchase a
November $7 cal and sell two $10 calls. Let's assume that the $7 call is
trading a apremium of 20 centsand the $10 call a apremium of 12 centsWe
would then pay 20 cents for the $7 call ($.20 X $50 = $1000); and receive
two times 12 cents or 24 cents for the $10 calls we sdl ($.24 X $50 =
$1,200). In this case, because we receive $200 more than we paid out, we
are doing the spread at a credit of 4 cents, or $200.

+315,000 . FUTURES CHARTS
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Soybean Futures Price
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- Theprobability of thefuturespriceachievingagivenpricelevel.

—Theprofit or losspotential of asoybean ratio option spread comprised of 1long
$7.00call and 2 short $10.00 callsreceiving acredit of $200.
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Receiving this credit is very important when doing the ratio spread, and
beneficia for the following reasons:

1. Firg, if themarket goes up aswe expect in thisexample, wewill receive
aprofit of $50 for every penny soybeans move over $7.00 at expiration
(up to $10) for a maximum profit potential of $15,000.

2. Unlike anormal option purchase, there is no cost for your initial option
purchase because it was paid for by the sale of the two $10 calls.

3. In making this trade, we are also taking advantage of the disparity in
option premiums between strike prices. Wefind in most markets options
that are closer-to-the-money have lower volatility (premium costs) than
farther out-of-the-money options.

These out-of-the-money options have no intrinsic value because they
have only what is known as “ time value premium.” Thisis a specific
amount peoplewill pay for an option becauseit hasachance of becoming
vauable some time in the future.

Thereis more demand by smaller traders to purchase “ cheap” options.
This can greatly increase the time value of these out-of-the-money
options to a point where they, at times, are much more expensive than
one might expect. Because the options are so far out-of-the-money, it
isvery unlikely that the optionswill go into-the-money, yet the premiums
do not reflect this lack of probability. Thus, they are, rdative to the
probability of profit, much more expensive than the close-to-the-money
options. By using the ratio spread we can take advantage of this
disparity in premium becauseit dlows usto purchase the more reasonably
priced close-to-the-money option and sell the relatively more expensive
options that are farther out-of-the-money.

4. The farther out-of-the-money options we sall will aso lose their time
value faster as they approach expiration. Time value decreases for
both an option at-the-money and out-of-the-money as it approaches
expiration. This decline in time vaue is much more dramatic for the
out-of-the-money option.

5. Finaly, one of the biggest benefits of theratio spread, is the fact that,
if the market does not move as expected, aslong as we obtain a credit
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when the spread is initiated, we will not have aloss. In our example
above, let's assume that soybeans drop to $4. In that case, the options
we purchased and sold will al be worthless at expiration. At that time,
the net difference to our account from taking this position will be the
$200 premium that we collected when weinitiated this position; therefore,
our account will increase by $200 (less commissions and exchange
fees) even though the market moved against us!

There is only one case where the ratio spread can run into trouble:
when the price of the futures exceeds the strike price of the options sold.
For example, in our previous discussion of the soybean ratio spread, if at
expiration in November soybeans expire a $10, we make 300 pointstimes
$50, or $15,000; however, if the price of soybeans exceeds $10, we begin to
lose $50 of our profit for each penny that soybeans exceeds $10. At the
price of $13, we would break even on this position, and over $13 we would
begin to have anet loss of $50 for each penny move that exceeds the price
of $13.

To help control the potential for large losses under these conditions, we
follow a rule that requires us to close out our ratio spread if the futures
price exceedsthe strike price of our short option; therefore, if soybeansrise
above $10 at any time, we would recommend closing out the position.

We normally find that if the market rises dowly toward the strike price
of the options we sold, we till have a profit on the position when we close
it out. Usualy, only in the case of aquick riseis it necessary to close the
position out as aloss.

The best timeto initiate aratio spread iswhen the market has made a
quick straight-up move. Thisis becausethistype of action normally increases
the demand for out-of-the-money “chegp” optionsfor the reasons mentioned
above. Thisaso seemsto bewhen thereisthe greatest disparity in premiums
between the close-to-the-money and the out-of -the-money options, providing
the best opportunity for ratio spreads. (The one exception currently isthe
S& P 500, when put option premium expands on market declines.)

We fed that the benefits of the ratio spread far outweigh the single
problem area, that of the market rising too quickly, too soon. Also, these
problemsare handled by the ruleswe described above. The ahility to initiate
a spread that can be profitable over a wide range of prices and market
conditions (in the case of our soybean example this position is profitable
from $0-$13!) alows you to have both financia and emotiona security in
the markets.
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CHAPTER VII

THE MOST OVERLOOKED OPTION BUYING
STRATEGIES (DON'T TRADE ANOTHER FUTURES
CONTRACT UNTIL YOU READ THIS!)

1. Theln-The-Money Debit Spread

The In-the-Money Debit Spread consists of purchasing anin-the-money
option and salling an out-of-the money option of the same expiration month.
It is aposition that requires us to pay a premium—the cost difference be-
tween the option we purchase and the option we sell—in exchange for
potentialy receiving the difference between the two strike prices.

For example, currently, the September S& Pistrading at 1260. A trader
who is bearish on the S&P could purchase the September put 1260 for
4000 points ($10,000) and sell the 1240 put for 2800 points ($7,000) for anet
cost or debit of $3000. The potentia profit on this position is the difference
between these two strike prices 1260 minus 1240, 2000 points ($5,000) less
theinitia cost of the option.

Asuninspired asthis position may seem, it actualy has substantial ben-
efits over a short futures position including:

1. Lower cost
2. Limitation of risk
3. Ability to take advantage of premium disparity.

The cost or debit of the September S& P in-the-money debit spread in
this example is $3,000; however, the margin for initiating a short futures
position is substantially higher, at more than $10,000. Thisallows atrader to
commit less of his capital to any one trade.

The second, and probably more important advantage, is limitation of
risk. While a short futures position burdens the trader with unlimited risk,
the risk of the In-the-Money Debit Spread is absolutely limited to the
amount paid for the spread plus commissions and transaction fees. Thiscan
be more of a substantial benefit than most traders redlize. Even though
many futurestradersfeel that they can limit their risks by the use of “ stops,”
what is not taken into account isthat many times, they can be “ stopped out”
because of therisk of taking alargelossin amarket that has begun to make
a big move against this position only to then see the market reverse and
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moveintheir favor. With theln-the-Money Debit Spread the trader knows
that not only ishisrisk limited, but he is actually hedging some of hislosses
if the market goes against him with the gains on the option he sold.

These factors can be very important, especialy to a trader who finds
that, although his ability to predict market directionisgood, heisemotionally
and financialy unable to handle the norma market “noise’ of corrections,
even when the market istrending in hisfavor. This psychological advantage
of knowing that your losses are absolutely limited can make the difference
between awinning or losing trade.

The third benefit of this position is being able to take advantage of
disparity in option premiums. In the spread described above, the volatility of
the 985 was less than that of the 965 put. This means that we were selling
an option that was trading a a voldtility higher than the option we were
purchasing, providing another significant benefit.

The advantages of this position seem so overwhelming that onewonders
why anyone would trade the outright futures contract. Still, there are some
disadvantages that should be considered by dl traders before they initiate
this position. First, we areinitiating aspread of two positionsinstead of one,
so thereisan extracommission for each trade. Second, orders should aways
be placed at a specific limit price to avoid dippage that can occur with less
liquid options. Third, profit on a“Debit Spread” islimited, as opposed to the
unlimited profit potential of futures positions; however, we fed that these
disadvantages are asmall priceto pay for the benefits that accrue with this
type of postion, and could make the difference between a profitable or
unprofitable trade.

2. Option Straddle Purchase

This “non-directiona” option strategy is also greatly overlooked. The
Option Purchase Straddle is the purchase of a put and a call of the same
month and underlying market. As in al option purchasing strategies, we
recommend that at-the-money or close-to-the-money optionsbe used. Similar
to thelIn-the-Money Debit Spread, risk isabsolutely limited to the premium
paid for the options plus commissions and transaction fees; however, not
only is the potential profit unlimited, but we can aso profit by a move in
either direction. Thisiswhy wecal it anon-directional option strategy—we
don’t care which way the market moves, aslong as it moves.

Since this strategy will be unsuccessful only if the underlying futures
contract does not make a significant move in either direction, we only
recommend initiating this position during the following times:
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1. Before important reports, meetings, and releases of information that

could substantially affect the futures pricesin either direction;

When option volatility (premium cost) is low; or

3. When the futures technical pattern suggests a large breakout is
imminent.

N

This strategy was recommended in July, 1997 just prior to the G-7
meeting. We expected these meetings to have a severe impact on the
currency market, either by action or disappointment from non-action. Further,
the option volatility in the D-Mark was near historical low levels in spite of
large daily moves occurring in the underlying futures market. This strategy
worked well as the D-Mark jumped amost 200 points the day after the
meetings concluded, alowing traderswho initiated this position to turn their
cal purchasesinto Free Trades. In fact, since the market began to turn
around right after thisjump, the puts began to gain significantly in value, and
on a continued move down, traders were in a position to turn the puts into
Free Trades. Thisis the ultimate of al postions, to have a Free Trade in
both directions, and be ableto profit without having to pick market direction!
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Thisis atriangle pattern in December Oats.
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This position is also recommended when the market has moved itself
into an explosive chart pattern. Our favorite type of chart pattern for this
position isthe “triangle” pattern, where the futures have made lower highs
and higher lows over an extended period of time. The market then “coils’
itself into a tighter and tighter trading range from which a large breakout
aways occurs. The problem is in guessing which way this move will take
place. The option straddle removes this question, alowing the investor to
profit by a large move in either direction. Further, this is normaly an
opportunetimeto purchase options, asvoldtility often falsto very low levels
asthe market “quiets down” and moves into this trading range. Then, after
the breakout, not only does the option gain from the price movement, but
volatility canincrease substantially thereby also further increasing the value
of the options purchased.

These two positions are not only the most overlooked option purchasing
opportunities, but they are strategies that can provide the investor with
significant advantages in the right circumstances—a substantial “trading
edge” over the markets.
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CHAPTER VIII

THE MOST OVERLOOKED OPTION
SELLING STRATEGIES

We have discussed the benefits of theNeutral Option Position (which
isour favorite option strategy for choppy, flat, or non-trending markets) and
the Ratio Option Spread, one of our favorite option strategies when
out-of-the-money option premiums are extremely overpriced; however, two
positionsthat have great benefitsin many situations, Covered Call Writing
and Calendar Spreads, are also often overlooked. These overlooked
strategies can provide a trader with overwhelming advantages when used
in the right circumstances.

1. Covered Call Writing—Additional Income; No Risk or Margin

This strategy is one of the best methods of increasing your returns
without any additional risk, margin, or capita necessary. This strategy is
initiated by sdlling an out-of-the-money option against a futures position.
For example, atrader purchases a silver futures contract at $4.50. At the
sametime, he sellsthe September $5.00 call for $300. Thereisno additional
cost or margin for this position because the calls you sdll are “covered” by
the long futures position. Thereafter, the market can react in four ways:

a. It can move lower;

b. It can remain stable;

c. It can move higher, but remain below $5.00;

d. It can move above $5.00 (an increase of over 11%).

In the first three instances, the net effect of initiating the covered call
would be to add a risk free $300 to our account to lower our losses in
Situation &), or increase our profitsin situations b) and c). Even in Situation
d), which isthe only scenario in which writing acal would be detrimental to
us, the only loss here is the limitation of potentia profits (an opportunity
loss) above the $5.00 price. Our initia profits of $2,500 in the futures plus
the $300 we received for sdlling the option (less commissions and fees)
would be oursto keep. We just would receive no additional profitsif silver
redly took off and continued to move substantially above $5.00.
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Thereisaso avariation of covered writing that can provide theinvestor
with amore aggressive position with additiona profitsin atrending market
situation. Inthiscase, after purchasing the silver at $4.50, you a so purchase
a$4.50 cdl and sdl two $5.00 calls. Our existing position now is long one
futures contract of silver at $4.50, long one silver $4.50 call; and short two
$5.00 cdls. In thissituation, our maximum profit level is$5,600 if silver isat
$5.00 by September, instead of the $2,800 that we could makeif we purchased
only the futures without the aggressive option strategy. In fact, silver would
have to go dl the way from $4.50 to $5.50, a move of more than 22%, to
make as much money with the futures alone as we would make with the
aggressive option strategy. What’ s more, only above $5.50 doesthis strategy
become detrimental to us, as profits are limited above thisleve.

In summary, this option strategy works as follows:

1. If slver moves under $4.50, there is no detriment from this strategy
(except for commissions and fees);

2. If dlver moves above $4.50, but remains at or below $5.00, our profits
will be double what we would make with a futures position alone;

3. There are additional profits for traders while silver is between $4.50
and $5.00, above those that would be made on the futures alone; and

4. Only above $5.50 are profits limited (however, by this time we would
have made $2,800 for each option strategy and futures purchase).

2. Calendar Option Spread—Take Advantage of Disparitiesin Fu-
tures and Options Price

The Calendar Option Spread is initiated by purchasing a deferred
month option and selling a closer-to-expiration option. The advantage of this
position is the stegp time decay that close-to-the-money options undergo.
Thisin itsdlf is a substantial advantage to an investor; however, there are
two additiona situations when this trade turns the odds overwhelmingly in
favor of the option Strategist. Thefirstiswhen option volatility for the closer-
to-expiration monthsistrading at substantialy higher levelsthan the deferred
option. This happens in volatile markets, as there is an increased demand
for these “more active’ options for speculation and hedging. Often, we find
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that the deferred month options are “forgotten” and trading at volatility
levels 50% or more below the active front month option. Examples of this
occurred in 1996-1997 in the cocoa and coffee markets when they began
to break out; in the grains during their rally attempt this spring, where front
month premiums were higher; and in live cattle in May and June &fter it
rallied to new highs.

One of the best instancesillustrating the benefits of thisstrategy occurred
in the live hog option market. The spread between February and October
live hogs had moved from February being 100 over October in the beginning
of June, to February being more than 150 under in July. Our research showed
that this does not happen often and usually such a disparity in the futures
contract is quickly corrected. Additiondly, because of the volatility in the
live hog market, the February callswere 20% less expensive than the October
calls, therefore, we recommended a Calendar Spread to purchasein-the-
money February call optionswhile salling out-of-the-money October options
that were close to expiration and entering a period of their most severetime
decay. This trade combined the best of both worlds for the Calendar
Spread dlowing:

1. thetrader to take advantage of the undervaluation of the deferred
month option contract;

2. theoverpricing of the close-to-expiration option; and

3. therapid time decay of the close-to-expiration options.
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CONCLUSION

When | began trading optionsin 1982, | decided that | would read and
study al the books | could find on option trading, so that | could choose
which methods worked best. What | didn’t know wasthat, if my education
had been limited to this information, my abilities as a trader would have
been dtrictly limited. While there is no substitute for this knowledge, other
areas, such as having atrading plan and money management principles, are
equally necessary to succeed.

When | began researching option trading, | was very excited because
of the mathematical possibilities of combining options, and what | discov-
ered as certain characteristics that seem to provide significant benefits,
such as premium disparities between option strike prices and time decay of
overvaued options. After reading all existing option materid, | felt amost
hel pless because there was no “road map” to guide my option trading from
that point. | hope that this booklet can be the beginning point of your “road
map to success.”

DAVID L. CAPLAN
MALIBU, CALIFORNIA
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Appendix 1
COMMON OPTION STRATEGIESFOR ALL MARKETS

Option
Spread Best Time
Strategy Position Characteristics| to Use
Neutral Strategies
Neutral Option| Sell out-of-money | Maximumuseof | Trading range
Position put and call timevaluedecay | market with
volatility peaking
Guts Sell in-theemoney | Receivelarge Options have time
put and call premium value premium
and market in
trading range
Arbitrage Purchase and sell | Profit certain if Any time when
similar options done at credit credit isreceived
simultaneously
Conversion Buy futures, buy | Profit certain if Any time when
at-the-money put | done at credit credit isreceived
and sell out-of-
the-money call
Box Sell callsand puts | Profit certain if Any time when
samestrikeprice | done at credit credit isreceived
Butterfly Buy at-the-money | Profit certain if Any time when
call (put) sell 2 out-| done at credit credit isreceived
of-the-money calls
(puts) and buy out-
of-money call (put)
Calendar Sell near month, Near monthtime | Small debit,
buy far month, valuewill decay | tradingrange
samestrikeprice | faster market
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Option
Spread
Strategy

Position

Characteristics

Best Time
to Use

Mixed Strategies

Ratio Call Buy call, sdll calls | Neutrd, slightly Large credit and
of higher strike bullish difference be-
price tween strike

prices of option
bought and sold

Ratio Put Buy put, sell puts | Neutral, slightly Large credit and
of lower strike bearish difference be-
price tween strike

prices of option
bought and sold

Straddle Buy put and call Optionswill lose | Options under-

Purchase time value valued and

premium quickly | market likely to
make abig move

Covered Call Buy futures, sell Collect premium | Neutral—slightly
cal on calssold bullish

Covered Put Sdll futures, sell Collect premium | Neutral—sdlightly
put on puts sold bearish

Bullish Strategies

Buy Cal Most bullish Losslimited Undervalued
option position option with
volatility
increasing
Sell Put Neutral-bullish Profit limited Option over-
option position valued, market
flat to bullish
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Option
Spread
Strategy

Position

Bullish Strategies, Continued

Characteristics

Best Time
to Use

price

Bearish Strategies

Vertica Buy cal, sdll Losslimited Small dehit,

Bull—Call call of higher bullish market
strike price

Vertica Buy put, sell put Losslimited Large credit,

Bull—Put of higher strike bullish market

Buy Put Most bearish Losslimited Undervalued
option position option with
increasing
volatility
Sl Cal Neutral—bearish Profit limited Option over-
option position valued, market
flat, bearish
Vertica Buy-at-the-money | Losslimited Small debit,
Bear—Puts put, sell in-the- bearish market
money put
Vertica Sell cal, buy Losslimited Large credit,
Bear—Calls callsat higher bearish market
strike price
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Appendix 2
NEUTRAL OPTION SPREAD STRATEGIES

1. Neutral Strategy (sell put—sell call)
Requirements:
1. Sdl out-of-the-money put and out-of-the-money call
2. Choose options as far out-of-the-money as possible, but still collect
worthwhile premiums
3. Contract volatility high, but decreasing
Example:
With bondsat 113 and in arange of 106 to 116, sell the 120 call and 102 put.

2. Calendar Spreads (buy far month—sell near month)
Requirements:

Option premium lower in deferred month; equivaent or nearly equivalent
out-of-the-money options at smallest net debit or at any credit.

Example:

With July sugar at 12 cents and October sugar at 12.75 cents:

Sl July 13 cent call .75 cent
Buy Oct.13 cent call 1.00 cent
2.50 cents debit and a difference

of .7 cent between
futures month prices.

3. Calendar Combination (combine calendar and strangle)

Example:

With July sugar at 12 cents:
Sdl July 14 cent call Sdll July 10 cent put
Buy Oct. 14 cent call Buy Oct. 10 cent put

4. Ratio Spread (buy close-to-the-money call or put—sell out-of-
the-money call or put)
Requirements:
1. Large spread between strike prices of options bought and sold
2. Premium received is greater than premium paid
3. Futures priceis not likely to reach strike price of options sold
4. High premium for out-of-the-money options sold
Example:
Buy 1 July 12 cent call—Sdll 2 July 16 cent cdls
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5. Ratio Calendar Spread (combineratio and calendar)
Requirements:

1. Large spread between options bought and sold

2. Zero premium or smal debit

3. Futures price not likely to reach strike price of options sold
Example:
Buy 1 Oct 12 cent call and el 2 July 14 cent calls

6. Ratio, Calendar and Strangle Combination

Example:
Buy (1) March 14 cent  Sdl (2) March 16 cent
sugar call sugar call
Sell Dec 16 cent Sell March 12 cent
suger call sugar put
7. Butterfly (ratio spread plus purchase of an out-of-the-money
option)
Example:
Buy cal or put
Sdl 2 cdls or puts (Strangle or Straddle)
Buy cdl or put
Example:
Buy Cdl
Sdl cdl and put (Straddle or Strangle)
Buy put

8. Conversion (buy futures, sell out-of-the-money call(s), and buy
at-the-money put)
Requirements:

1. Look for an at- or close-to-the-money put with a premium equal to
the debit on an out-of-the-money call (possible because cals are
usually vaued higher than puts).

2. Usewhen market has declined and calls are overvalued

Example:

Buy Sep. futures

Buy Sep 925 put for 3000 points

Sdl Sep 930 cdl for 3000 points

(Risk = dehit if put is at-the-money)
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Appendix 4

GLOSSARY OF OPTION TERMS

ARBITRAGEUR

ASSIGNMENT

AT-THE-MONEY

BETA

CALL OPTION

COVERED OPTION

CREDIT

DEBIT

DELTA

EXERCISE

Someone who smultaneoudy buys and sdlls
the same or equivaent optionsin different mar-
kets.

The notice to an option writer that the option
has been exercised by the option holder.

An option with astrike price equal to the mar-
ket value of the underlying futures.

A measure of how an option’s price move-
ment correl ates to the movement of the option
market as awhole.

An option which gives the option buyer the
right to buy the underlying futures contract at
aspecified price within acertain time, and the
sler of the option the obligation to sl the
futures at the strike price if exercised by the
buyer before the expiration date of the option.

An option written against an opposite position
in the futures market.

Money received from the sale of options.
Money paid for the purchase of options.

The amount by which an option’s price will
change for a unit change in the underlying fu-
turesprice. Anoption’sdetamay changefrom
moment to moment as the option premium
changes.

The action taken by the holder of acal option

if he wishes to purchase the underlying

commodity, or by the holder of a put option if

he wishes to sdll the underlying commodity.
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EXPIRATION

HEDGE

IN-THE-MONEY

INTRINSIC VALUE

MARGIN

NAKED WRITING

OUT-OF-THE-MONEY

PREMIUM

PUT OPTION

SPREAD

The date on which the option contract can no
longer be exercised, and therefore becomes
worthless.

Buying and/or sdlling offsetting positions to
provide protection against an adverse change
in price.

Describes acall with astrike price lower than
the futures price, or a put with a strike price
higher than the futures price.

Theamount that an option isin-the-money; i.e,
futures price minus strike price for calls, or
strike price minus futures price for puts.

The sum of money which must be deposited
and maintained by an option sdller or futures
sler.

Writing a futures option for which the writer
has no underlying futures position.

Anoption with no intrinsc value—acall option
with astrike price higher than the futures price,
or a put option with a strike price lower than
the futures price.

The price of an option contract.

An option which gives the buyer the right to
sl the underlying futures contract, and the
seller the obligation to deliver the futures
contract at the strike price on or before the
expiration date, if the buyer exercises.

A position consisting of two or more options.
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THEORETICAL VALUE The price of an option as computed by a
mathematical mode such asthe Black-Scholes
Modd.

TIME VALUE The amount of an option’s premium exceeding
the option’sintrinsic value. The premium for
out-of-the-money optionsis al time value.

VOLATILITY A measure of the change in the price of a
futures contract over a period of time.

2005-CINV-00588
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