OPTIONS TRADING STRATEGIES
Basic Strategies

A. Stock Transactions
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, if it is sold short.
B. Call Option Transactions
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1. For breakeven, 
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2. The lower the X, the higher the C.  Consequently, buying a call with a lower exercise price has a greater maximum loss but greater upside gains.
3. For a given stock price, the longer a call is held, the shorter the time remaining till maturity, and hence, the lower the time value of the option.  The profit would be less.
4. For breakeven, 
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5. Selling a call is a bearish strategy that has a limited gain (the premium) and an unlimited loss.

6. Selling a call with a lower X has a greater maximum gain but greater upside losses.  See the item (2) above to see the zero-sum payoffs to buyers and sellers.
7. For a given stock price, the longer a call remains shorted, the shorter the time remaining till maturity, the lower the time value of money.  The profit will be greater..

C. Put Option Transactions
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1. For breakeven, 
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2. Buying a put is a bearish strategy that has a limited loss (the put premium) and a large, but limited potential gain.

3. Buying a put with a higher exercise price has a greater maximum loss but a greater downside gain.

4. For a given stock price, the shorter the time remaining till maturity, the lower the potential profit for a given stock price.  However, it allows less time for the stock price to go down.  For European puts, this effect is revered when the stock price is low.
5. Selling a put with a higher exercise price has a greater maximum gain but a greater downside loss.

6. For a given stock price, the longer a short put is maintained, the more time value it loses and the greater the profit.  For European puts, this effect is reversed when the stock price is low.
D. Calls and Stock: The Covered Call
1. Previously, we talked about forming a hedge portfolio by writing m calls for each share of common stocks held.  But this requires frequent rebalancing.
2. Alternatively, go the covered call to reduce the portfolio’s risk.  The covered call entails writing one call for each share of stock owned.

3. The overall profit is 
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4. Students:  Understand the graphical portfolio position and compute the breakeven point.

5. A covered call with a lower exercise price provides greater downside protection but a lower maximum gain on the upside.

6. For a given stock price, the longer a covered call is maintained, the more time value is lost and the greater the profit.
E. Puts and Stock: The Protective Put
1. Buying a stock and buying a put is called buying a protective put.

2. The overall profit is 
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3. A protective put sets a maximum downside loss at the expense of some of the upside gain.  It is equivalent to an insurance policy on the asset.
4. Students:  Understand the graphical portfolio position and compute the breakeven point.

5. A protective put with a higher exercise price provides greater downside protection, but lower upside gains.

6. For a given stock price, the longer a protective put is held, the more time value is lost and the lower the profit.  For European puts, this effect is reversed when the stock price is low.

F. Synthetic Puts and Calls
1. Recall put-call parity, 
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2. The profit from a synthetic put, which consists of a long call and a short sale of a share, is 
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3. Compare the profit from the actual put, which is 
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4. Difference between the two profits is the interest lost from not buying the pure discount bond.
5. Reverse conversion or reversal – if the actual put is overpriced or the synthetic put is underpriced, then sell the actual put and buy the synthetic put by buying a call and selling short stocks.  The opposite case is called a conversion.

Advanced Strategies
A. Money Spreads

1. Bull Spreads
Call Bull Spread – Buy a call with 
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.  It has a limited gain in a bull market and a limited loss in a bear market.
Students:  Try to see, graphically, that for a given stock price, the profit of a call bull spread increases as expiration approaches if the stock price is on the high side, and decreases if the stock price is on the low side.

Put Bull Spread – Buy a put with 
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2. Bear Spreads
Put Bear Spread – This is an inverse image of a call bull spread.  The strategy is to buy a put with 
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.  It has a limited gain in a bear market and a limited loss in a bull market.

For a given stock price, the profit of a put bear spread increases as expiration approaches if the stock price is on the low side and decreases if the stock price is on the high side.

Call Bear Spread – Buy a call with 
[image: image39.wmf]{

}

T

X

S

,

,

2

 and sell short a call with 
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3. Collars
Similar to a bull spread.  The strategy includes buying stocks, buying a put with 
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 and selling a call with 
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The call premium is intended to reduce the cost of the put premium.  The call exercise price is often set to make the call premium completely offset the put premium.

No matter what happens, collars are more profitable than bull spreads by the difference between 
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For a low stock price, the longer the position is held, the more time value lost on the long put than on the short call.  For a high stock price, the longer the position is held, the more time value lost on the short call than on the long put.
4. Butterfly Spreads (Sandwich Spread)
A combination of a bull and a bear spread.  The strategy involves three call options with three different exercise prices, where 
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.  The strategy is buying a call bull spread by buying a call with 
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, while writing a call bear spread by buying a call with 
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A butterfly spread has a limited loss, which occurs on large stock price moves, either up or down, and a limited gain, which occurs if the stock price ends up at the middle exercise price.
Students:  Understand the graph and compute the breakeven prices.

For a stock price ear the middle exercise price, the longer the position is held, the more time value lost on the short calls than on the long calls.

For both high and low stock prices, the longer the position is held, the more time value lost on the long calls than on the short calls.

B. Calendar Spreads (Time or Horizontal Spread)

Involves purchasing an option with one expiration date and selling an otherwise identical option with a different expiration date.  Consequently, the longest possible holding period is the shorter of two maturities.  Since both options have identical exercise prices, intrinsic values are the same.  Only time values differ.

C. Diagonal Spreads

Bull, bear and calendar spreads can all be created from a long position in one call and a short position in another call.  In a diagonal spread, both the expiration date and the strike price of the calls care different.

D. Ratio Spreads

If a call is underpriced, buy the underpriced call and sell short the stock.  If a call is overpriced, do the opposite.
If a call is underpriced, buy the underpriced call and sell short the overpriced call.  This is a ratio spread.  Consider a portfolio, which consist of two calls.  The value of the portfolio is:
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Differentiate it with respect to the stock price, S, and set it equal to zero, i.e.
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The transaction is said to be delta neutral.

E. Straddles

A purchase of a call and a put with identical exercise price and the identical expiration date.
F. Box Spreads

A combination of a bull call money spread and a bear put money spread.
Bull call spread – the purchase of a call with 
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The box spread is equivalent to the difference between two put-call parities.
G. Other Strategies
A strip consists of a long position in one call and two puts with the same strike price and expiration date.
A strap consists of a long position in two calls and one put with the same strike price and expiration date.

A strangle sometimes called a bottom vertical combination consists of a long position in both calls and puts with the same expiration date and different strike prices.
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