
Options involve risk and are not suitable for all investors. 
Please read Characteristics and Risks of Standardized Options 
before deciding to invest. 

What’s Pairs Trading? 
Pairs trading has the potential to achieve profits through 
simple and relatively low-risk positions.  The pairs trade 
attempts to create a market neutral position, meaning the 
direction of the overall market does not affect its win or loss. 

The goal is to match two trading products that are highly 
correlated, trading one long and the other short when the pair's 
price ratio diverges to a price extreme.  If the pair reverts to its 
mean trend, a profit is made on one or both of the positions. 

Spread Defined 
• Noun: relationship between two or more contracts 
• Verb: simultaneous purchase of one contract and the sale 

of another 

Benefits to the Spreader 
• Lower margin requirements; generally less risk 
• Profit “potential” regardless of price direction 
• Increases number of strategies 

What’s a Spread Ratio? 
In order to place an inter-market spread, it is necessary to 
derive the so-called “spread ratio.”  The spread ratio is an 
indication of the ratio or number of futures that must be held 
in the two markets to equalize the monetary value of the 
positions held on both legs of the spread 

Equation:  Spread Ratio = Value 1 ÷ Value 2 

After determining a notional ratio of a correlated pair, we can 
then add an IV adjustment to the pair to better reflect volatility 
discrepancies between the two products.   

For example, if two underlyings (A and B) are the same value, 
but B has twice as much volatility, then we’ll need half as many 
B contracts as A to reach an “IV adjusted pairs trades.”  

Three of my favorite pairs and their weightings are broken 
down below: 
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On the next page we’ll break down the math behind the ratios. 

Watch Pete daily on "Splash into Futures", 12 pm CST, only on 
tastytrade.com. 

Pete Mulmat (pete@tastytrade.com) 
Michael Rechenthin

Notional 
Adjusted Pair

IV  
Adjusted Pair

Pair Idea #1 1.7 /RTY to 1 /NQ 1.6 /RTY to 1 /NQ

Pair Idea #2 1.5 /SI to 1 /GC 0.8 /SI to 1 /GC

Pair Idea #3 1.8 /6B to 1 /6E 1.6 /6B to 1 /6E
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Equities

Futures $ Per Tick
Futures USD 

Notional
Current Implied 

Volatility (IV)

Nasdaq /NQ $5.00 $119,000 14%

Russell 2000 /RTY $5.00 $70,000 15%

Metals

Futures $ Per Tick
Futures USD 

Notional
Current Implied 

Volatility (IV)

Gold /GC $10 $135,000 10%

Silver /SI $25 $91,000 20%

Foreign Exchange

Futures $ Per Tick
Futures USD 

Notional
Current Implied 

Volatility (IV)

Euro FX (€ 125,000) /6E $6.25 $150,000 7%

Pound (£ 62,500) /6B $6.25 $82,000 8%

Notional Adjusted Pair: 
119,000 / 70,000 = 1.7 
Ratio then becomes 1.7 /RTY to 1 /NQ 

Implied Volatility (IV) Adjusted Pair: 
(119,000 x 14%) / (70,000 x 15%) = 1.6 
Ratio then becomes 1.6 /RTY to 1 /NQ

Notional Adjusted Pair: 
135,000 / 91,000 = 1.5 
Ratio then becomes 1.5 /SI to 1 /GC 

Implied Volatility (IV) Adjusted Pair: 
(135,000 x 10%) / (91,000 x 20%) = 0.8 
Ratio then becomes 0.8 /SI to 1 /GC

Notional Adjusted Pair: 
150,000 / 82,000 = 1.8 
Ratio then becomes 1.8 /6B to 1 /6E 

Implied Volatility (IV) Adjusted Pair: 
(150,000 x 7%) / (82,000 x 8%) = 1.6 
Ratio then becomes 1.6 /6B to 1 /6E

Pete’s Choice = 3 /RTY to 2 /NQ 
“I prefer the IV Adjusted Ratio.  Since we can’t get 
1.6 contracts, I prefer to double the size to get a 
closer equivalency”

Pete’s Choice = 1 /SI to 1 /GC 
“Silver is a smaller contract, but since silver’s 
volatility is considerably higher, I prefer to trade 
1 for 1.”

Pete’s Choice = 2 /6B to 1 /6E 
“The Euro is considerably larger than the Pound, 
but the Pound generally has greater volatility.  
Still, I prefer to trade 2 for 1.
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Reading this Report 
Expected Range Cone.  The following pages show stocks and ETFs that the tastytrade Research Team currently find have relatively high or low volatility. 
 The colored cone represents a 30-day expected theoretical price range that is calculated from the options’ implied volatilities.  If the implied volatility is 
relatively high, then the market is expecting a larger price change in the underlying stock or ETF.  From this we can derive the market’s 1 standard 
deviation theoretical expectation of where prices might be in the future.  In other words, the market is expecting, with a 68% theoretical probability, that 
prices will fall within the boundary of the cone at the end of 30 days. 

Cone Color.  The color of the cone is significant.  The darker the color, the more “extreme” the implied volatility (IV) which is represented by implied 
volatility rank (IV Rank).  This information can help you decide on a trading strategy. 

Glossary 
IV.  Implied Volatility is the estimated volatility of a security’s price derived from its option price; the higher the IV, the more expensive the option and 
therefore the larger the expected price move. IV is an annualized number of volatility, e.g. a IV of 27 means the option’s market is pricing in an 
annualized price range, either plus or minus, of 27%.  

IV Rank.  IV by itself doesn’t tell us if if the volatility is high or low - but IV Rank does. An IV Rank of 70 means that the IV is 70% between its low and 
high IV over the past year. The higher the IV Rank, the higher the security’s IV is compared to its past year. We provide six levels to make evaluating easier:  

• Extremely High: IV Rank between 90 and 100 
• High: IV Rank between 75 and 90 
• Moderately High: IV Rank between 50 and 75 
• Moderately Low:  IV Rank between 25 and 50 
• Low:  IV Rank between 10 and 25 
• Extremely Low: IV Rank between 0 and 10 

Correlation with S&P 500. Correlation is a statistical measure of how strong a relationship two securities have with one another. A correlation of -1 
means the stocks are perfectly negatively correlated (they move in opposite directions), while a correlation of +1 means the stocks are perfectly positively 
correlated (they move in the same direction). A correlation of 0 means there exist little relationship. 

Disclosures 
Options involve risk and are not suitable for all investors. Please read Characteristics and Risks of Standardized Options before deciding to invest in 
options: https://www.theocc.com/components/docs/riskstoc.pdf 

tastytrade content is provided solely by tastytrade, Inc. and is for informational and educational purposes only. It is not, nor is it intended to be, trading or 
investment advice or a recommendation that any security, futures contract, transaction or investment strategy is suitable for any person. Trading securities 
can involve high risk and the loss of any funds invested. tastytrade, through its content, financial programming or otherwise, does not provide investment 
or financial advice or make investment recommendations. Investment information provided may not be appropriate for all investors, and is provided 
without respect to individual investor financial sophistication, financial situation, investing time horizon or risk tolerance. tastytrade is not in the business 
of transacting securities trades, nor does it direct client commodity accounts or give commodity trading advice tailored to any particular client’s situation or 
investment objectives. tastytrade is not a licensed financial advisor, registered investment advisor, or a registered broker-dealer. Please read Characteristics 
and Risks of Standardized Options before deciding to invest in options. 

Futures accounts are not protected by the Securities Investor Protection Corporation (SIPC).  All customer futures accounts' positions and cash balances are 
segregated by Apex Clearing Corporation.  Futures and futures options trading is speculative and is not suitable for all investors. Please read the Risk 
Disclosure for Futures and Options prior to trading futures products found in Disclosures under the Documents tab.
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