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O ptions traders are quick to tell you about
their complex positions: double calendar
spreads, synthetic straddles, or iron con-
dors. It makes buying calls seem so passé.

But this strategy still has its place. 
It’s time to revisit an old conundrum: Which call do you

purchase when you are bullish and want to go long?

Dynamics of a trade
Let’s assume you’re short-term bullish on General
Dynamics (GD), which traded at $68.20 on Aug. 8, and you
want to purchase September calls that expire in 38 days.
The choices are calls with a 65 strike, offered at $4.30, the 70
calls at $1.30, and the 75 calls at $0.25. 

Before debating which option to purchase, think about
your goal. Of course you want to make money, but let’s be
more precise: Your goal is to maximize your return on
investment (ROI). The last variable you should consider is
premium. 

Suppose you will hold these calls until expiration. (We
can relax this assumption later.) At expiration, the call’s
value is either zero (if it’s out of the money) or its intrinsic
value (if it’s in the money). This makes it easy to calculate
an option’s ROI for a given price at expiration. 

Table 1 lists ROIs for three September calls (65, 70, and 75
strikes) if General Dynamics rises to $71, $74, or $77 at expi-
ration. The table summarizes what every option trader
should know: Further out-of-the-money (OTM) long calls
require a greater underlying price increase to generate a
profitable trade. If GD rises to $71 by September expiration,
the 65 calls offer the highest ROI (39 percent); at $74, the 70
calls are tops (207 percent); and at $77, the clear winners are
the 75 calls (700 percent).

There is an underlying price between $71 and $74 where
the 65 calls’ ROI equals the 70 calls’ ROI. This price is called
the crossover point, which is calculated as follows:

U =  [(P1S2) – (P2S1)]  / (P1 – P2)

Where

U = Underlying price (crossover point)
P1 = Premium paid for call 1 
P2 = Premium paid for call 2 
S1 = Strike price of call 1 (lower strike)
S2 = Strike price of call 2 (higher strike)

TRADING STRATEGIES

Selecting calls based on ROI

BY MARC ALLAIRE

Traders seem drawn to complex options strategies, but sometimes simply buying calls 

is the best way to catch an up move. Learn how to weigh the possibilities by comparing 

various calls’ return on investment.

Strategy snapshot
Strategy: Buying calls based on return on 

investment (ROI).

Logic: To profit from a rising underlying price. 

Criteria: Select call’s strike price and expiration 
based on ROI. Calculate crossover 
points between each pair of strike prices 
likely to be ITM by expiration. The 
crossover point is the underlying price 
where both strikes offer the same ROI. 
Above that level, the higher-strike call 
offers the best ROI. Below that level, the 
lower-strike call outperforms.

Plotting two crossover points over time 
shows an option’s “sweet spot,” or the 
times and underlying prices over which 
that option will outperform others. 

Preferred The option’s time frame should at 
timing: least match your underlying price 

forecast. Compare same-strike options’
ROIs in two months (i.e., September and
October) across various underlying 
prices to find the most desirable 
expiration. 

Maximum 
profit: Potentially unlimited.

Maximum 
loss: The initial price paid for the calls.

6 October 2006 • OPTIONS TRADER



Option 1’s ROI with strike price S1 and
premium P1 is (U-S1-P1) / P1. Option 2’s ROI
with strike price S2 and premium P2 is (U-
S2-P2) / P2. 

By definition, the crossover point is where
both options’ ROI are equal, or where: (U-
S1-P1) / P1 is (U-S2-P2) / P2. 

Solving for U (the underlying price)
yields the crossover formula.

For example, the crossover point between
the 65 and 70 calls is $72.17 (($4.30*70) -
($1.3*65)) / ($4.30-$1.30), and the crossover
between the 70 and 75 calls is $76.19
(($1.30*75) - ($0.25*70)) / ($1.30-$0.25). 

Knowing these two crossover points can
help you make better trade decisions. Is it
likely that GD will trade above $76.19 at
September expiration? If not, purchasing the
OTM 75 calls probably isn’t a good
idea. 

No waiting around
This crossover analysis helps if you
hold the calls until September expira-
tion (38 days), but what if you plan to
exit in three weeks when the options
will still have 17 days to run?
Calculating crossover points at expira-
tion is easy because implied volatility
(IV) isn’t an issue. Here, options are
priced at their intrinsic value with no
time premium. To find crossover
points prior to expiration, you must
calculate the option’s price according
to time remaining until expiration and
estimated volatility.

First, let’s assume volatility will not
change. The implied volatility of the GD September calls
with 65, 70, and 75 strikes is 21.3 percent, on average. With
an option pricing calculator, you can find the Aug. 30
crossover point between the 65 and 70 calls ($70.73). This
crossover point is lower than at expiration ($72.17), but this
makes sense because quick underlying price increases tend
to favor OTM calls. 

You can find crossover points for every trading day with
an option pricing calculator. But if you do this before every
trade, you’ll never get a chance to enter a position. Figure 1
shows two crossover points over time and represents a
practical solution: The upper line represents the 115-125
calls’ crossover, and the lower line represents the 105-115
calls’ crossover. In this hypothetical example, the underly-
ing traded at $115.50, there were 60 days until options expi-
ration, and calls with 105, 115, and 125 strikes cost $12.30,
$5.20, and $1.30, respectively.

The crossover points at expiration are $122.32 for the 105-
115 calls and $128.33 for the 115-125 calls. The area between
the crossover lines is the at-the-money (ATM) 115 calls’
sweet spot. The sweet spot shows the times and underlying
prices over which the 115 call will outperform the other two
options. Below the lower line, the 105 call will outperform
the 115 call (in ROI terms); above the upper line, the 125 call
will outperform the 115 call. (We ignored the 110 and 120
strikes for simplicity.)

Note the sweet spot widens as expiration approaches.
This phenomenon is associated with ATM options. Also, the
125 call’s sweet spot (above the upper line) climbs at a rela-
tively constant rate, an illustration of the race against time
which OTM call buyers are engaged in.

The illustration of an option’s sweet spot provides a visual
tool to help you select strike prices. To build your own chart,

continued on p. 8
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Further OTM long calls require a greater underlying price increase to gen-
erate a profitable trade.

TABLE 1 — COMPARING LONG CALLS’ PERFORMANCE 

Value at Profit/
Cost expiration loss ROI

GD rises 65 Call $4.30 $6.00 $1.70 39%

to $71 70 Call $1.30 $1.00 ($0.30) (23%)

75 Call $0.25 $0.00 ($0.25) (100%)

GD rises 65 Call $4.30 $9.00 $4.70 109%

to $74 70 Call $1.30 $4.00 $2.70 207%

75 Call $0.25 $0.00 ($0.25) (100%)

GD rises 65 Call $4.30 $12.00 $7.70 179%

to $77 70 Call $1.30 $7.00 $5.70 438%

75 Call $0.25 $2.00 $1.75 700%

The area between the 105-115 and 115-125 crossover lines represents the ATM
115 calls’ sweet spot. The sweet spot shows the times and underlying prices
over which the 115 call will outperform the other two options.

FIGURE 1 — FINDING THE SWEET SPOT
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TRADING STRATEGIES continued

start by calculating the crossover points at expiration. You can
create the formula in a spreadsheet and then simply enter the
options’ strike prices and premiums. With the anchor points
set, just keep the figure’s general shape in mind. 

The only constant is change
Figure 1’s example assumes that volatility remains
unchanged, but any trader will tell you this is wishful
thinking. Historically, a rising stock usually leads to lower
implied volatility. Very rapid upswings are an exception to
this rule, because IV sometimes increases. But higher
underlying prices often push implied volatility down. 

Do we need to redraw Figure 1 to
reflect a five-point drop in volatility?
That’s not necessary, because lower
volatility affects option prices the
same way a shorter time to expiration
does. Both scenarios tend to reduce the
volatility component of an option’s
price. So a rising stock price — the
premise behind buying calls — will
rob us of some days: There may be 25
days left until expiration, but we’ll
find ourselves at the 20-day mark on
the sweet-spot graph (i.e., the sweet
spot’s lower and upper boundaries
have been “raised” by five days).

Choosing an expiration month
This type of analysis won’t help you
select strike prices unless you already
have an underlying price forecast. So if

you buy calls on the vague assumption a stock will rally, it’s
nearly impossible to select the strike that will maximize
ROI. Figure 2 shows the September GD 70 call’s sweet spot.
To choose among the 65, 70, and 75 calls, you first need to
gauge the likelihood of GD climbing to the sweet spot or
even rising above it by expiration. 

Time is not on the side of the option buyer. Which brings
us to your second decision when buying calls: Which expi-
ration should you choose? Obviously, the call’s time frame
should match your price forecast. If you expect Lehman
(LEH) to move up within the next month, then a one-month
option would fit. But it’s best to buy a little more time. So if

you think LEH is going up next
month, buy a two-month call. There is
a cost to this, but it’s usually expressed
in terms of dollars. Viewing this choice
from an ROI perspective may provide
some insight into the trade-offs
involved.

For example, when LEH traded at
$65 on Aug. 9, the September 65 calls
were offered at $2.80, the September 70
calls at $0.95, and the October 65 and 70
calls at $3.95 and $1.80, respectively. The
September options expired in 37 days
and the October options expired in 72
days. The September 65-70 crossover
point was $72.57 (($2.80*70) - ($0.95*65))
/ ($2.80-$0.95), and the October 65-70
crossover point was $74.19 (($3.95*70) -
($1.80*65)) / ($3.95-$1.80). 

Let’s assume you don’t think LEH
will climb beyond the September 65-70

Finding General Dynamics’ September 70 call’s sweet spot helps you choose
among different strikes. Is it likely that GD will trade above $76.19 at September
expiration? If not, purchasing the OTM 75 calls probably isn’t a good idea.

FIGURE 2 — SWEET SPOT — GD 70 CALLS

Despite the smaller leverage, the October 65 call seems to be worth the extra
cost because its potential losses are smaller.  

FIGURE 3 — SEPTEMBER OR OCTOBER? 



crossover point ($72.57) by expiration, which means the 65
calls offer the best ROI. What is the cost (in ROI terms) of
buying the October calls and getting an extra five weeks,
assuming IV remains unchanged?

Figure 3 compares the September and October 65 calls’
ROI for various LEH prices at September expiration. Note
the two ROI lines cross slightly above $68. While the
September 65 call offers greater leverage, it also loses
ground quicker if you’re wrong. Therefore, selecting the
October 65 call seems to be worth the extra cost.  

An ROI comparison rebuffs the trader who says, “October
options will cost me $3.95 and the September calls cost only
$2.80. I can buy 40 percent more September options, so why
should I even consider the October options?” 

Figure 3 can also be used to compare equal-dollar invest-
ments in the two different calls. It isn’t the number of con-
tracts that’s important; it’s the return on your investment.

There’s no easy answer to the question of which calls to
buy. But traders who start with a time frame, a target price,
and compare the options’ ROIs and crossover points may
gain a slight advantage over those who trade blindly.� 

For information on the author see p. 4.
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Investors want to have their cake and eat it too —
they want to take profits on a long underlying posi-
tion but still make money if it continues to move
higher. The agonizing decision is whether to hold or

get out — most traders swear they get out too soon and stay
in too long. 

With options, however, you can avoid this dilemma. By
adding call calendar spreads to an underlying position, you
can establish a profitable exit price and still gain if the
underlying continues higher.

Calendar spreads
A long calendar spread involves the sale of an option at one
strike in the front month and the purchase of a same-strike
option in a later month. To create a call calendar spread, for
example, you would sell a September $40 call and buy a

December $40 call for a net debit. Calendar spreads work
with any strike price as long as both options have the same
strike. 

The position’s maximum gain occurs if the underlying
hits the options’ strike when the near-term short option
expires. For instance, at-the-money (ATM) calendar spreads
are most profitable in flat markets and exploit the short
option’s time decay. But out-of-the-money (OTM) calendars
are ideal if you expect the market to climb (or drop) to the
shared strike price at the front-month expiration.

In contrast, reverse calendar spreads involve the pur-
chase of a short-term option and the sale of a longer-term,
same-strike option for a net credit. Here, the strategy’s
largest losses occur at the shared strike, so you’re hoping
the stock moves significantly above or below that price. To
create a reverse calendar, for example, you would buy a

September $40 call and sell a December $40 call. 
With reverse calendar spreads, the long

option expires before the short option; you
should expect higher margin requirements
because most brokers treat a reverse calendar as
an uncovered, or naked, position. However, if
you combine the spread with a long stock posi-
tion, the short call becomes covered and that
margin requirement disappears. 

In general, the best scenario for calendar
spreads occurs when there is an implied volatility
(IV) skew between the front-month and longer-
term expirations. If the options’ implied volatili-
ties are significantly different, try to exploit this
skew by selling the higher-IV option and buying
the lower-IV options. Standard calendar spreads
work best when the front-month IV is skewed
higher; reverse spreads may be appropriate when
the later-month IV is skewed higher.
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TRADING STRATEGIES

Although you risk slightly more by adding a calendar spread to an
underlying position, this strategy’s long call provides upside potential
even after its covered-call portion expires.

TABLE 1 — LONG CALENDAR SPREAD WITH STOCK

Long/short Credit/debit
Covered call:

100 BMY shares at $22.90 Long -$2,290.00
1 October $25 call Short $0.20

Long call:
1 January 07 $25 call Long -$0.45

Calendar spread debit: -$0.25

Total debit: -$2,315.00

Combining call 
calendar spreads with stock

BY PHILIP BUDWICK

Adding a calendar spread to an underlying position instead of simply creating a covered call 

offers some surprising benefits. The combined strategy helps you lock in profits 

without sacrificing further upside gains.



Combining a calendar with stock 
If you combine a call calendar spread with 100
shares of stock, you have three components: long
call, short different-month call, and long stock. This
position is actually a covered call (stock + short call)
with an additional long call. The covered call offers
limited returns if the stock rallies above the short
strike, forcing you to sell those shares at the strike.
But the long call offers unlimited profits if the under-
lying continues to climb. 

If you analyze the pieces of this combined strate-
gy, you’ll notice its unique benefits. In an ideal sce-
nario, the position not only profits from the sale of
100 shares at the short strike, but its long call allows
unlimited potential gains if the underlying jumps
higher by expiration. Adding a calendar call spread
to a long position is a better idea than placing a cov-
ered call, which caps your maximum profit. Instead,
a calendar spread takes an aspect of the covered call
and adds potential for unlimited profits.

However, this overall position doesn’t hedge
against price drops, so you still have the same risk as
owning 100 shares. You are actually adding a small
amount of risk, because a long call calendar spread
is a debit spread, which requires capital to enter.
Although the combined strategy’s potential profit is
significant, you can’t forget its downside risks. Let’s
look at some examples. 

Long calendar with stock
Assume you bought 100 shares of Bristol-Myers
Squibb (BMY) at $22.90. If it hits $25 in the next
month, you could sell and take the $210 gain.
However, you believe BMY could trade above $25 by
the end of 2006. But you’re not certain of the magni-
tude of BMY’s expected rally, and you are worried
that if it hits $25 and you don’t sell, it will move back
lower. 

This dilemma affects many traders and usually
leads to bad trading decisions. Options can solve
this problem and adding a call calendar spread to
your long position allows for potential gains and
improves risk management. 

When BMY traded at $22.90 on Sept. 1, the
October $25 calls traded at $0.20, and the January
2007 $25 calls traded at $0.45. To add a long call cal-
endar spread to the 100 BMY shares you own, sell
one October $25 call and buy one same-strike
January 2007 call — a debit of $0.25. Remember, if

continued on p. 12
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Strategy snapshot
Strategy: Calendar call spread with stock.

Components: Long calendar combination: Covered call 
(near-term short call + 100 shares) + 
long same-strike, further-month call. 
Reverse calendar combination: Near-term 
long call + covered call (further-month short 
call + 100 shares). For reverse calendars, 
stick with short-term expirations.

Logic: To set a predetermined exit point for an 
underlying position without sacrificing 
additional gains from subsequent rallies. 
The long calendar combination works 
best if the underlying rallies consistently 
over time, while the reverse position 
takes advantage of quick jumps in 
stocks with large vertical IV skews.

Criteria: Long calendar combination — Buy 100 
shares of mildly bullish stock (strategy 
resembles covered call). Select OTM 
calls and sell a call that expires within 
two months. Buy call that expires further 
out in time.

Reverse calendar combination — 
Buy 100 shares of stock with potential 
sharp, short-term gains. Select 
close-to-the-money calls. Buy call in 
current month, and sell another call that 
expires in the next month.

Best-case Long calendar combination — Stock moves 
scenario: slightly in the money at expiration and 

is called away for a profit by short call. 
Stock then rallies further by final 
expiration and long call adds to covered 
call’s profits.

Reverse calendar combination — Stock 
surges strongly by first expiration, which 
generates profits for long call. After initial 
expiration, stock stays above covered 
call’s strike, adding to gains if shares are 
called away.

Worst-case The underlying drops sharply by first 
scenario: expiration. If stock drops to zero, the 

long calendar loses underlying 
investment and its debit. But the reverse 
spread offers a credit, which acts as a 
small downside hedge.

Possible Long calendar combination — After the 
adjustments: covered call expires, create a bull call 

spread (long call + same-month, 
different-strike short call) with the 
remaining long call by selling a 
higher-strike call for more premium.
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TRADING STRATEGIES continued

you break down the combined strategy’s components, you
have an October $25 covered call and a long January 2007
$25 call (see Table 1).

If BMY jumps to $25 by the Oct. 21 expiration, the short

call will expire worthless, the stock position will have an
unrealized profit of $2.10, and the long January 2007 $25 call
will have a significant amount of time value left. At this
point, this long call would likely cost $1.10 (estimated using
an option calculator). Therefore, you could sell BMY and
collect its gains, and you could keep the long call to profit
from potential up moves in BMY. 

You could also sell the January 2007 long call, but you’ve
already locked in a $1.85 profit from selling the stock ($2.10

underlying profit - $0.25 calendar debit). So you could let
the long call run for the next three months without any wor-
ries. If BMY tanks, you’ve already banked profits. If the
stock explodes higher, you participate on the upside. You

can’t make the wrong decision here
— it’s simply a matter of how much
you’ll gain (see Table 2). 

If BMY trades above $25 by the
Oct. 21 expiration, you’ll be forced
to sell BMY shares to the October
short call’s holder at the $25 strike
($1.85 total profit), and the long
January call will have significant
intrinsic and time value. For exam-
ple, if BMY hits $27.50 by Oct. 21,
the January $25 call could be worth
$3.00 — a total gain of $4.85. 

At this point, you could sell the
calls, let them run, or make further
adjustments to the position for even
greater potential profits. Now if
BMY hits $30 or above by the Jan.
21, 2007 expiration, for example, the
remaining long call would be worth
at least $5.00.  

However, Table 2 shows the strat-
egy offers no downside protection.
If Bristol-Myers Squibb drops below
the $22.90 entry price by Oct. 21,
you’ll lose at least $0.26 — more
than if you’d bought stock or placed
a covered call. 

Reverse calendar with stock
Reverse calendar spreads work best
when two same-strike options have
a large IV difference across expira-
tion months — a phenomenon
called horizontal volatility skew.
You can take advantage of this skew
by entering a reverse call calendar
— buy the near-month call with a
lower IV and sell the further-month,

higher-IV call for a net credit.  Usually you would want a
skew of at least 15 percent, but when you combine the
reverse calendar with stock, the skew is not as important.
As long as you can open the position for a net credit, it will
enhance the long position. 

When you combine a reverse spread with a long position,
it resembles the long combined calendar, because it contains
the same components (covered call + long call — see Table
1). But the short call expires after the long one, so a different

If BMY hits or exceeds the $25 short strike by Oct. 21, you’ll gain at least $2.95
— more than a simple covered call. However, this strategy doesn’t protect
against stock declines.

TABLE 2 — CALENDAR SPREAD SCENARIOS

Scenario 1: BMY trades at $25 by Oct. 21 expiration.
Covered call: Profit

100 BMY shares at $22.90 $2.10 per share
1 October/January $25 call spread -$0.25

Covered call profit: $1.85 

Long call:
1 January 07 $25 call $1.10 

Total potential profit: $2.95 

Scenario 2: BMY hits $27.50 by Oct. 21 expiration.
Covered call: Profit

100 BMY shares at $22.90 $2.10 
1 October/January $25 call spread -$0.25

Covered call profit: $1.85 

Long call:
1 January 07 $25 call $3.00 

Total potential profit: $4.85 

Scenario 3: BMY drops below entry price ($22.90).
Covered call: Loss

100 BMY shares at $22.90 -$0.01 per 0.01 drop
1 October/January $25 call spread -$0.25

Total loss: At least -$0.26
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approach is recommended.
While the long combined calendar spread is

geared toward longer-term gains, the reverse
position profits from quick rallies. Choose a
short call that expires in one or two months and
purchase a long call in the current month. You
should also select close-to-the-money strikes.
Here, you’re looking for a quick, strong rally so
the short-term long call will benefit. Selling a
slightly longer-term call helps you not only col-
lect as much credit as possible, but it doesn’t
lock you into the covered call for an extended
period. 

Trade example — Google
Google traded at $378.50 on
Aug. 31, and with just a few
weeks left to Sept. 16 expiration,
the September $380 call traded
at $5.80 with an IV of 23.5 per-
cent. The October $380 call trad-
ed at $17.00 with an IV of 30.8
percent — a skew of more than
30 percent. The reverse calendar
spread takes advantage of the
skew by purchasing the lower-
IV September 380 call and sell-
ing the higher-IV October $380
call for a net credit of $11.20. To
complete the combined position
and cover the October short
call, buy 100 shares of GOOG at
$378.50 (see Table 3).

If GOOG is at $380 at the
September expiration, the long
September call expires worth-
less and the short October call
will still have significant time
value premium. You are now
left with a covered call, which
you can simply hold until the
Oct. 21 expiration, which offers
a $13.70 profit ($2.50 stock prof-
it + $11.20 net credit) if assigned
and you’re forced to sell GOOG
at $380.   

Significant profits come into
play if GOOG moves well
above $380 by the Sept. 16 expi-
ration, which explains the
desire for GOOG to rally in the

The reverse calendar spread works best in stocks that have an IV skew between 
front-month and back-month calls. Here, you’re hoping the underlying jumps within
the next month before hovering or moving slightly higher.

TABLE 4 — REVERSE CALENDAR SPREAD SCENARIOS

Scenario 1: GOOG trades at $380 at both Sept.16 and Oct. 21 expirations.
Covered call: Profit
100 GOOG shares at $378.50 $2.50 per share
1 September/October reverse calendar spread $11.20

Total potential profit 
(if held until Oct. 21 expiration): $13.70 

Scenario 2: GOOG hits $400 at Sept. 16 expiration.
Long call: Profit
1 September $380 long call $20.00 

Covered call:
100 GOOG shares at $378.50 $2.50 
1 September/October reverse calendar spread $11.20

Covered call profit:
(if held until Oct. 21 expiration): $13.70 

Total potential profit: $33.70 

Scenario 3: GOOG drops below entry price ($378.50).
Covered call: Profit/Loss
100 GOOG shares at $378.50 -$0.01 per 0.01 drop
1 September/October reverse calendar spread $11.20

Reverse spread’s credit lowers total position’s 
breakeven point to $367.30

Maximum profit: $11.19
Maximum loss: -$367.30 per share

A reverse calendar spread seems counter-intuitive, but this combined
position is easy to understand if you consider its separate components:
September long call and October covered call.

TABLE 3 — REVERSE CALENDAR SPREAD WITH STOCK

Long/short Credit/debit
Covered call:

100 GOOG shares at $378.50 Long -$37,850.00
1 October $380 call Short $17.00

Long call:
1 September $380 call Long -$5.80

Reverse calendar spread credit: $11.20

Total debit: -$36,730.00

continued on p. 14
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short-term. For example, if GOOG is at $400 on Sept. 16, the
September $380 call will be worth $20.00. You still have the
October $380 covered call’s potential profit ($13.70) if
assigned at Oct. 21 expiration — a possible total gain of
$33.70 (see Table 4).

Although your maximum profit is capped after the
September expiration, you’ll still hold the October covered
call. With the reverse position, you want the rally to occur
sooner rather than later, so the front-month long call will
profit. The next month’s goal is less ambitious — simply
hope GOOG doesn’t decline so the remaining covered call
can be profitable as well.  

Remember that if GOOG drops before the Sept. 16 expi-
ration, you could still sustain a significant loss. The good
news — the reverse calendar spread provides a credit that
lowers the total position’s breakeven point to $367.30.
However, you must not overlook the downside risks.

Long vs. reverse calendar spreads with stock
Adding a calendar spread to a stock position allows you to
set up an exit point for your long shares and still participate
in the stock’s upward movement. But when is a long call
calendar preferred over a reverse spread or vice versa? A
long call calendar works well with OTM strikes when you
expect the stock to move higher over time. Here, your price
target represents a selling point. However, when that target
is hit, the longer-term bought call still profits from further
up moves. 

You can use later expiration months to give the stock
time to move to the short strike — a strategy that resembles
a long-term covered call. The added bonus is the even
longer-term call continues to catch to catch rallies.

Reverse calendars work well with stocks that have an IV
skew between front-month and back-month calls. This
allows you to sell high IV, buy low IV, and collect credit for
placing the spread. Since the long call expires first and
leaves you with a covered call thereafter, the strategy works
best when you expect the underlying to jump within the
next month before hovering or moving slightly higher. This
way the long call quickly profits, and if your short call is
assigned the next month, you’ll post additional gains.

For reverse calendars, stick with short-term expirations.
Buy a call in the current month and sell a same-strike call in
the next month. You could push the short call’s expiration
further out to collect more premium, but you must under-
stand the risks of holding a covered call even after the long
call expires. With more time, the position could easily turn
against you and lead to significant losses. 

Conclusion
Calendar spreads can add a new dimension to stock posi-

tions by allowing you to set a predetermined exit. At this
point, you can continue to profit from upward stock moves
with a long call after you sold shares (standard calendar), or
you can hold a covered call and bank additional profits if
you’re called out of the stock (reverse calendar).  Either way,
combining calendar spreads with stock positions provides
more ways to have your cake and eat it too.� 

For information on the author see p. 4.
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INTRODUCING EXQ FROM CBOE, 
THE ONLY PERFORMANCE 
MEASURE OF THE IMPORTANT 
EXCHANGE SPACE.
Now you can see and trade one of the financial market’s newest 
sectors with EXQ, an exciting new product from the Chicago Board 
Options Exchange.

The CBOE Exchange Index (EXQ), a new benchmark index 
based on the stock prices of publicly traded U.S. exchanges, 
is currently composed of the prices of CBOT Holdings, Inc. 
(BOT), Chicago Mercantile Exchange Holdings, Inc. (CME), 
IntercontinentalExchange Inc. (ICE), International Securities 
Exchange, Inc. (ISE), Nasdaq Stock Market  Inc. (NDAQ)  
and NYSE Group, Inc. (NYX) stock.

This equal-dollar weighted, narrow-based security index  
is rebalanced on a quarterly basis, and its options are cash  
settled with European style exercise. For more information,  
go to http://www.cboe.com/EXQ.

Choose intriguing. Choose CBOE.

Options involve risk and are not suitable for all investors. Prior to buying or selling an 
option, a person must receive a copy of Characteristics and Risks of Standard Options (ODD).  
Copies of the ODD are available from your broker, by calling 1-888-OPTIONS, or from the 
Options Clearing Corporation, One North Wacker Drive, Suite 500, Chicago, Illinois, 60606.

Copyright ©2006. Chicago Board Options Exchange, Incorporated. All rights reserved. 

intriguing
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OPTIONS STRATEGY LAB

Market: Options on the S&P 500 index (SPX). This strate-
gy could also be applied to other equity indices, ETFs, and
stocks with liquid options contracts.

System concept: The system enters an at-the-money
(ATM) iron butterfly on the cash-settled S&P 500 options
each month. The iron butterfly is a non-directional strategy
composed of four options with the same expiration month.
It is essentially two vertical credit spreads placed simulta-
neously — a bear call spread (short ATM call + long, high-
er-strike call) and a bull put spread (short ATM put + long,
lower-strike put). The ATM short call and put share the
same strike price. The market-neutral strategy tries to
exploit the short options’ time decay and collects the most
profit if the S&P 500 trades sideways by expiration. 

After the system sells an ATM, same-strike call and put,
it covers these short options by buying an out-of-the-money
(OTM) call and put one standard deviation away from the
underlying’s current price. All four options are placed in
the second available expiration month.  

The iron butterfly offers a credit, because you receive
more for selling ATM options than the OTM options cost.
This trade has defined risk, meaning you can only lose a
certain amount even if the underlying moves up or down
sharply.  Most brokers require only the maximum possible
loss (strike-price difference - credit received) as margin, but
some brokers require twice as much capital. 

Figure 1 shows the potential profits and losses of an iron
butterfly placed on May 12 and held through June 9. The
figure’s shaded area represents the first standard deviation
of the S&P 500 index’s expected moves, meaning the S&P
500 should trade within this price range 68 percent of the
time by June 9. Notice the trade should be profitable over
nearly this entire range. Its maximum potential loss (and
required gross margin) is $2,260. 

The system closed the existing position and entered a
new trade on the second Friday of each month — seven
days before expiration. The one exception to our trade rules
occurred immediately after the Sept. 11 terrorist attacks.
The markets were closed on Friday, Sept. 14, so we closed

the iron butterfly at Sept. 17’s open
and entered a new trade at the close. 

Trade rules:
1. Sell an ATM call and put at the

same strike price in the second
expiration month available. (An 
ATM option is defined as the one
with the highest time premium.)

2. Buy an OTM call one strike 
price above the first standard
deviation, which was determined 
with a probability calculator 
using the ATM call’s implied 
volatility. Buy an OTM put below 
the ATM short put. The 
strike-price difference between
puts should equal the strike-price
difference between calls. 

3. Close any existing position seven
days before expiration (the 
second Friday of every month) 
and open a new iron butterfly.

The system entered this S&P 500 iron butterfly on May 12. At the June 9 
expiration, the position would be profitable as long as the S&P 500 traded 
within its first standard deviation (shaded area).

FIGURE 1 —  IRON BUTTERFLY — RISK PROFILE

Source: OptionVue
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Iron butterflies
on the S&P 500



Test details:
• The account began with $10,000 

in capital.
• The closing price was used for all 

trades.
• Theoretical prices were used if 

historical option prices were 
unavailable.

• Trades were executed at the 
market price.

• No commissions were included.
• No consideration was given to 

controlling risk other than 
placing one-lot trades each
month.

Test data: The system was tested on
cash-settled S&P 500 index (SPX) options at the CBOE. 

Test period: Jan. 12, 2001 to June 9, 2006.

Test results: Figure 2 tracks the iron butterfly strategy’s
performance, and it gained $20,540 (210 percent) over the
five-year test period.  This is considerably better than the
August Options Lab that tested horizontal calendar spreads
on the S&P 500. Even though this system didn’t consider
the current volatility situation in any way, it was still con-
sistently profitable.

Bottom line: The average losing trade (-$1,290.65) for
this strategy was slightly more than the average winning
trade ($1,195.83). But this strategy demonstrated a definite
trading edge, because there were twice as many winning
trades as losing ones — a win/loss ratio of 65 percent.

Commissions and slippage will likely affect this strate-
gy’s performance, so you should always include accurate
brokerage fees and consider the effect of bad fills before
trading any idea.

— Steve Lentz and Jim Graham of OptionVue

STRATEGY SUMMARY

Net gain ($): 20,540.00

Percentage return (%): 210.00

Annualized return (%): 39.00

No. of trades: 65

Winning/losing trades: 42/23

Win/loss (%): 65

Avg. trade ($): 316.00

Largest winning trade ($): 3,620.00

Largest losing trade ($): -3,255.00

Avg. profit (winners): 1,195.83

Avg. loss (losers): -1,290.65

Avg. hold time (winners): 30

Avg. hold time (losers): 31

Max consec win/loss: 6/4
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The iron butterfly strategy gained 210 percent over the five-year test period.

FIGURE 2 — IRON BUTTERFLY PERFORMANCE

Source: OptionVue

Option System Analysis strategies are tested using OptionVue’s
BackTrader module (unless otherwise noted). 

If you have a trading idea or strategy that you’d like to see
tested, please send the trading and money-management rules
to Advisor@OptionVue.com.

Legend: Net gain — Gain at end of test period • Percentage
return — Gain or loss on a percentage basis • Annualized return
— Gain or loss on a annualized percentage basis • No. of trades
— Number of trades generated by the system • Winning/losing
trades — Number of winners and losers generated by the sys-
tem • Win/loss (%) — The percentage of trades that were prof-
itable • Avg. trade — The average profit for all trades • Largest
winning trade — Biggest individual profit generated by the sys-
tem • Largest losing trade — Biggest individual loss generated
by the system • Avg. profit (winners) — The average profit for
winning trades • Avg. loss (losers) — The average loss for los-
ing trades • Avg. hold time (winners) — The average holding
period for winning trades (in days) • Avg. hold time (losers) —
The average holding period for losing trades (in days ) • Max
consec. win/loss — The maximum number of consecutive win-
ning and losing trades.

mailto:Advisor@OptionVue.com


M ichael Smith, manager of Outrigger Funds
managed futures program, thought he
finally cashed in when he sold his market-
analysis program Big Easy Investor to

Ameritrade in May 2000. In one respect, his timing was
impeccable. Interest in his software was peaking along with
the stock market, which had recently hit all-time highs; no
one knew at the time the bull ride was over. 

Unfortunately, Smith’s deal partially hinged on the value
of Ameritrade’s stock, which plunged from $20 to $2.75
over the next couple of years and Smith owned restricted
stock, which he couldn’t sell.

“It drove me crazy,” he says. “We were officers of the
company, so we couldn’t put together some type of hedge
— a box (a perfect options hedge) or buy puts. Here was a
great asset that I finally built, and I made a tremendous
amount of money. But it was eroding, and I couldn’t do
anything [about it].” 

Although he still profited from the sale, the situation
taught Smith lessons that ultimately led to Outrigger’s cur-
rent options strategy — namely, you can’t depend on mar-
ket direction and you have to be diversified. 

Smith, 40, graduated from Brigham Young University
with an English degree in 1990 and worked as software
developer in the early part of the decade before creating Big
Easy Investor in 1995. After selling the program in 2000, he
worked as a division director at Ameritrade for two years
before founding Harbour Capital Partners, a short-term,
real-estate lending company. He describes the move into
real estate as a reaction to the stock market downturn in
2001 and 2002. But Smith quickly discovered real estate had
its own drawbacks. After several people left him with assets
on which he had to foreclose, Smith decided to trade mar-

ket-neutral positions in the options market. 
He opened the Outrigger Growth Fund in June 2004 after

analyzing a range of market-neutral options strategies in
the S&P 500 futures (SP). Smith has developed proprietary
software tools that select trades based on the S&P’s season-
al patterns, a position’s risk, the market’s relative over-
bought or oversold position, and its implied volatility (IV).

Smith places dual credit spreads, or “iron condors” by
selling bull put spreads (short put + long lower-strike put)
below the market and writing bear call spreads (short call +
long higher-strike call) above the market.

Although this type of strategy has become more popular
among retail options traders in recent years, Smith trades
the strategy differently than many people might expect. His
testing showed that placing credit spreads with far out-of-
the-money (OTM) strikes was not as conservative as he ini-
tially thought. Smith now places his positions closer to the
money and often closes them before expiration if they
become profitable. Also, he trades longer-dated options
instead of trying to capture time decay in the final month
before expiration.

This seemingly unorthodox approach has paid off. The
Outrigger managed futures program gained 73 percent
through August since its inception two years ago, and it
earned 32 percent last year. In contrast, the S&P 500 climbed
just 16.9 percent over the same period (see Figure 1). 

In late September, Smith discussed his experiences with
Big Easy Investor, technical analysis, the benefits of back-
testing, and his fund’s strategy and performance.    
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Michael Smith

BY DAVID BUKEY

Putting a spin on the iron condor — 

or dual credit spread — 

pays dividends for this option money manager.



OT: Your market-analysis program, Big Easy Investor,
focused on scanning the market for dozens of technical cri-
teria. Can I assume you saw technical analysis as helpful in
finding trading opportunities during the market’s rally in the
90s?
MS: Yes, I traded almost exclusively on technical analysis.
I would occasionally use fundamental criteria, but not very
often.

OT: What aspects of technical analysis worked for you in
the past?
MS: None universally. I could forecast
the market two weeks in advance
about 65 percent of the time, which
probably made me a superstar. But it
wasn’t a good fit for my personality. I
liked simple indicators — short-term
moving averages and the MACD
(moving average convergence-diver-
gence). 

One of our software screens found
all stocks that open and go up $1
before they close 95 percent of the
time. It was a great momentum screen.
We would buy calls on those stocks or
simply go long. And we had a great
deal of success selling short with the
reciprocal screen.

OT: I noticed you made a video about
short selling years ago. What other
methods did you teach for shorting the
market?
MS: I showed how you can screen for
stocks that were experiencing what I called an exhaustion
gap — a 52-week high that gapped up the next day to make
yet a new high before selling off the rest of the day. That
was a perfect shorting opportunity in late 1999 as the mar-
ket started to collapse. 

OT: Could this type of pattern work well today or did these
exhaustion gaps only pan out when the market tanked sev-
eral years ago?
MS: It still works, especially around longer-term highs. The
markets are facing five-year highs right now. The longer the
high, and the bigger the opening gap, the more likely that
gap will be filled.

OT: Could you explain the Outrigger strategy?
MS: The idea was to make money if the S&P 500 goes
down, up, or sideways. We saw dual credit spreads (iron

condors) as a great way to make money and remain market
neutral.

We took Big Easy Investor’s framework of finding sce-
narios and indexing data and applied it to options. How far
out of the money do you buy a call? How far away do you
sell a call? We also analyzed the put side, and what expira-
tion works best — 30, 45, 60, or 90 days. 

We built a regression engine, and we tried to model how
we would trade it in a portfolio. Depending on our model
and volatility, we may go 8 to 14 percent out of the money
on each side and establish a credit spread. Depending on

seasonality and other factors, we may bias it toward either
side. I might sell call spreads only six percent above the
market but sell put spreads 12 percent below it.

Most traders who execute a market-neutral strategy sell
all uncovered options (e.g., a short strangle), and they enter
the trade 30 to 45 days until expiration. Then they try to
hold on and manage their deltas until expiration.

Regression testing suggested that’s not a good idea. It
will work eight times out of 10, but we’d like to be more
accurate. It’s better to put on longer-dated positions — 70 to
90 days until expiration. At any point we have trades in
three expiration months — front month, mid month, and
back month.

OT: Each expiration month isn’t a single income-producing
event for you?

continued on p. 20
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The Outrigger growth fund beat the S&P 500 in 21 of the past 25 months and
posted a cumulative annualized gain of 73 percent.

FIGURE 1 — OUTRIGGER FUND VS. S&P 500

Source: www.outriggerfunds.com

http://www.outriggerfunds.com
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MS: Exactly. And we like to enter positions all over the
market. We’ll enter credit spreads if the S&P goes up or
down. That gives us a robust distribution of strikes. So if the
market moves directionally over a short period of time,
only part of the portfolio experiences risk.

OT: If the S&P rallies, would you close the bear call spread
and write another one further above the market? And if the
market drops, would you close the bull put spread and write
it further below the market?
MS: Actually, we’ve just starting to do that now, and it’s
working well. We look at seasonality quite a bit. There’s
tremendous value in seeing what happens year after year
on specific dates. The two most highly probable and consis-
tent periods of seasonality in the S&P 500 are in October
and September. In mid-September, the market tends to pull
down about two or three percent. On Oct. 25, the market

pivots and runs straight up. If you look at five-year, 15-year,
and 30-year charts, you’ll see the same pattern. 

Over the past two weeks, we have started to buy back the
puts we sold in late July and August, because they’ve
matured greatly. We believe the market’s going to pull back
(after Sept. 19), and our call spreads will mature as our put
spreads already have. It’s a strategy we’re going to test and
implement more in the future.

In the past, we’ve put on all four legs as the market waxes
and wanes up and down, because we wanted to be disci-
plined. When one position is under pressure, it’s very like-
ly that other positions are becoming profitable. 

OT: What advantages does trading options on the S&P 500
futures contract have over other instruments, such as index-
based options? 
MS: It seems to have the perfect alchemy of risk and
reward. You can extract premium, but it contains 500 stocks,

so it’s inherently safer than the Dow or the Nasdaq 100.
We’ve tested the Dow and the Nasdaq, and we plan to test
the Nikkei 225. But a lot of those markets have more risk —
statistical volatility — or fewer constituents.

We’ve been contacted by people in Japan who say there’s
a massive amount of underdeveloped capital, and if we
could run our strategy over there, they’d love it. But the
Nikkei 225 has had a tremendous amount of volatility in the
last 18 months. 

OT: What advantages does the dual credit spread have?
MS: A lot of testing supports it. Some people frown on
back-testing, because they say the past doesn’t always
reflect the future, and that’s absolutely true. But the past is
all we have to test, so we should use that data. 

I often discover what I think is a license to print money —
just a fabulous strategy. But when I run it through the
regression testing, not only is it not a good idea, the opposite
is often better.

For example, we tried to find a very conservative strate-
gy. What if we could enter a deep out-of-the-money credit
spread on both sides of the market and just collect a small
premium — a 10- to 15-percent return? We would never lose
money, right? Actually, that’s more risky than placing
spreads closer to the money and buying them back as they
become profitable.

When we enter a position, we can track its APR (annual-
ized percentage return). We enter most positions with poten-
tial APRs of 50 to 60 percent. As time goes by and the mar-
ket doesn’t move in either direction, the position matures
through time decay — it will mature ahead of schedule in a
flat market or if IV drops. So a trade might have 55-percent
APR at entry, but I could close it at 85-percent APR. 

At that point, I’ll juxtapose it against theoretical positions
I could enter. Let’s say I have a 180-point position with 45
days left, a 180-point position with 65 days left, and a 240-
point position with 92 days left. My opportunity-cost tables
help me decide: Should I liquidate the trade, enter a new
one, or keep the existing one? If the trade’s current APR is
larger than my target APR, but less than a new trade’s
potential return, I’ll exit and place a new trade. 

OT: When you mention a 180- or 240-point position, are
you referring to the amount it’s out of the money?
MS: That’s the spread amplitude — the distance between
the sold call and sold put.

OT: Is the strategy’s goal to simply take advantage of time
decay or are there other factors involved? 
MS: When the fund began, we focused on time decay, but
we’re starting to use a small amount of market directionali-
ty based on the acronym SERV — seasonality, expiration
risk probability, range, and VIX, or volatility. We study
those four cornerstones to decide whether we’re 100-per-

It’s absolutely true that the past doesn’t

always reflect the future, but the past is

all we have to test. I often discover

what I think is a license to print money,

but when I run it through testing, not

only is it not a good idea, the opposite

is often better.
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cent market neutral or 5- to 10-percent
biased on either side. 

ERP (expiration risk probability) is a
Monte Carlo risk analysis algorithm
that generates a number between 1
and 100 based on the likelihood the
trade will move into the money. It’s
very similar to Larry McMillan’s prob-
ability calculator.

OT: You tend to hold iron condors a lit-
tle longer than other traders might. Is
that accurate?
MS: We don’t really hold them longer.
Instead, we enter longer-dated options
and then buy them back. We have a
synthetic liquid market, because we’re
selling what other people are buying.
We enter positions maybe 70 to 90
days to expiration and exit 30 to 45
days to expiration, which is when
most people enter dual credit spreads.
This gives us some accelerated liquid-
ity in the market. 

Our tests show this approach is
safer over time. Let’s say we test going
back eight years and generate between
700 and 1,200 trades, depending on
the strategy. We’ll look at all the losing
trades and ask why those trades
became losers. About three-fourths of
the losing trades had an opportunity
to be bought back prior to expiration.
So you could eliminate most of your
losses by buying these spreads back
early. 

Delta and gamma manipulation is
needed to keep the strategy neutral in
the last two weeks before expiration.
Margins can go crazy during that peri-
od, so we prefer to steer clear of that.

OT: In terms of risk management, do
you ever close one side of a dual cred-
it spread and not the other? Or do you
always close both sides simultaneous-
ly?
MS: We have been closing one side of the trade lately. We
placed the dual credit spread equidistant above and below
the market, and the market has run up. The put side is wild-
ly profitable, while the call side is under some pressure. So
we bought back the put side this week, and we expect the
call side to become profitable as the market pulls down in
the next 10 days.

OT: I always thought that if one side of an iron condor is in
trouble, you’d want to take it off instead of exiting the other
profitable side.
MS: You could look at it that way. But a lot of people do the
opposite. They’ll sell a bear call spread when the market

Iron condors

Adual credit spread, or iron condor, consists of a bear call spread (OTM
call + higher-strike call) above the market and a bull put spread (OTM
put + lower-strike put) below the market. Both spreads collect premium,

and the trade is market-neutral because it profits when the market trades
between the short strikes by expiration. All options share the same expiration
month.

The objective is to profit from the short options’ time decay, while protecting
gains with further OTM long options. The two key considerations of the position
are how far out-of-the-money to sell the spreads and which expiration month to
use. 

Although many traders suggest placing the spreads as far out of the money
as possible within six weeks of expiration, Outrigger’s Michael Smith claims this
approach doesn’t always work. Instead, Smith typically sells spreads 70 to 90
days until expiration and places them closer to the money. Smith tracks these
positions closely and typically buys them back 30 to 45 days until expiration.

Figure A shows an iron condor’s risk profile in the S&P 500 index options
(Smith uses options on S&P 500 futures). On Sept. 25, the S&P 500 traded at
1,315, and you could place a 1,370-1,380 bear call spread for a $0.25 credit and
also enter a 1,270-1,260 bull put spread for $0.60 credit. You’d keep its $0.85
premium if the S&P 500 trades below the short strikes by Oct. 20 expiration, and
you’d lose up to $9.15 ($10 strike-price difference - $0.85 credit) if the market
rose or fell sharply.

The dual credit spread will profit if the S&P 500 trades between its short
strikes (1,270 and 1,370) by Oct. 21 expiration.

FIGURE A — S&P 500 IRON CONDOR

Source: OptionVue

continued on p. 22
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moves up and they think it’s overbought. Those calls will
have a lot of premium, and if the market retraces as expect-
ed, that spread will mature [quickly].

OT: Could you describe a past trade?
MS: On Oct. 3, 2005, the S&P was trading at 1,226 and we
sold a 1,310 December call and bought a same-month 1,330
call. We also sold a 1,130 put and bought a 1,110 put (see
Figure 2). 

OT: Was the call side a little further out of the market?
MS: A little bit. The market
followed its typical seasonal
pattern and fell until Oct. 12 or
13 before it rallied. The posi-
tion was under pressure when
it dropped to the put spread.
At trade entry, the put spread
had a 7.3-percent likelihood of
moving in the money, and it
peaked at 27.9 percent. We
start to pay attention when the
ERP rating hits 45 percent.

We bought this position
back on Nov. 3 when the S&P
traded at 1,221. Overall, the
S&P 500 only moved about 6
points over 30 days. Its annu-
alized gain was 60 percent,
and we tried to gain 51 per-
cent APR at the outset. 

OT: How does implied volatili-
ty affect iron condors? I under-
stand that IV can provide a
likely range in which the mar-
ket might trade by expiration, but how do changes in IV
affect your positions?
MS: We don’t really trade on the dynamism in implied
volatility or look for a skew between implied and historical
volatility, because we’re in the market most of the time. We
don’t really look at it as a trigger to enter or exit a position. 

Obviously, if we enter when volatility is high and IV
drops, the trade might mature ahead of our target APR a lit-
tle quicker than we thought. This might cause us to buy
back a position, put other positions on, or wait to enter.

We look at the volatility market as four scenarios: High
and low volatility, transitions from low to high volatility,
and vice-versa. Our strategy has always done well in high-
and low-volatility markets and when volatility drops. The
greatest risk is a quick increase in volatility. 

I think a highly volatile, range-bound market is best for
this strategy. The Dow went nowhere for 17 or 18 years
from the late 60s to the early 80s. I don’t think volatility was

too high in that period, and dual credit spreads could have
been a great strategy then. 

However, a high-volatility market gives us greater gran-
ularity to execute our trades.

OT: Does that mean premiums are much higher, so you can
place spreads further out of the money and still generate a
decent return?
MS: That’s partially correct. Higher volatility brings addi-
tional premium, but we don’t necessarily go further out of
the money. We tend to move closer to the money, but we’re

more disciplined about exiting quickly when it matures. 
But as IV increases, so does our spread amplitude (the dis-

tance between the above-market short calls and the below-market
short puts). We also analyze volatility to measure how close
or how far out of the money we can safely execute our strat-
egy. 

OT: What can individual traders learn from your approach
to market-neutral strategies?
MS: Enter credit spreads closer to the market, but manage
the risk every day and buy them back before expiration.
Premium selling seems to be as easy as falling off a log, and
you could be successful. But you have to understand and
manage your downside risk. 

A lot of people trade this strategy uncovered (a short
strangle). Some hedge funds that manage around $100 mil-
lion trade this strategy uncovered with their portfolio in one
or two positions, and it’s just not safe.�

OPTIONS TRADER INTERVIEW continued

This iron condor in December options gained 60 percent annualized in October 2005 as
the S&P fell 4 percent by Oct. 13 before recovering by Nov. 3.

FIGURE 2 — S&P 500 IRON CONDOR - 2005

Source: eSignal
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E very option trader has heard of option
“Greeks” (especially delta), and most can rat-
tle off a few basic definitions. But smart
options trading demands a deeper under-

standing of these variables, which are instrumental to
understanding how and why options move the way they do. 

Many traders make the mistake of thinking underlying
price moves are solely responsible for option price changes.
However, an option’s value can fluctuate even when the
underlying remains at the same price. 

The Greeks isolate each of the reasons an option’s price
changes. A firm grasp of the Greeks can help you decide
which option or strategy to trade. 

What’s delta? 
Even option traders who know what delta is might not real-
ize how it changes as the underlying instrument moves and
as expiration approaches. One of the biggest mistakes new
options traders make is simply buying a call when they
expect the underlying to rise. This seems like a good
approach, because it’s similar to buying stock — buy low
and sell high.

Options are trickier than stocks, though. Sometimes the
underlying moves as expected but the option doesn’t.

Options with different strike prices move differently when
the underlying price moves up and down and as the option
approaches expiration. Is there a way to forecast how much
an option will move as the underlying moves? 

The answer is delta, which represents the amount an
option’s price will change when the underlying instrument
moves one (1.00) point. For example, let’s assume a stock
trades at 50, and a two-month call option with a strike price
of 50 (which is at-the-money, or ATM) costs $2, and the
option’s delta is 0.50 (50 percent). If the only change is a
stock advance from 50 to 51, how much should the ATM call
move? (Including dividends and interest rates can compli-
cate the explanation, so they’re ignored here.) 

The option should increase roughly by the amount of
delta. Here, the call should rise $0.50 to $2.50 because its
delta is 0.50. But what if the stock moves from 51 to 52, will
the call climb another $0.50? Actually, the call will increase
by about $0.60 to $3.10. 

Delta is dynamic, which means how far away the stock is
from the strike price determines how the option will react to
the stock price movement. The ATM call initially had a delta
of 0.50, which means if the stock goes up $1, the call should
jump about $0.50, or 50 percent of the stock’s move.
However, when the stock traded at 51, the call’s delta was

0.60, so the call rose about 60 percent
when the underlying rallied another
$1.

An ATM option usually has a delta
near 0.50. In-the-money (ITM) options
usually have deltas between 0.50 and 1
(never larger than 1); and out-of-the-
money (OTM) options usually have
deltas between 0.50 and 0 (never
below 0). If the option becomes deeper
ITM, its delta will approach 1, and if
the option moves further OTM, its
delta will approach zero.

Figure 1 shows September call
options for Mini Nasdaq 100 index

OPTIONS BASICS

Delta 
for the rest of us

In this list of September calls on the Mini Nasdaq 100 index on Aug. 14, in-the-
money calls (highlighted gray) have deltas greater than 0.50, while all out-of-
the-money calls have deltas less than 0.50.

FIGURE 1 — OPTION DELTAS 

Source: TradeKing (www.tradeking.com) 

A few simple concepts shed light on delta and how option prices change.

BY BRIAN OVERBY



(MNX) options on Aug. 14. Notice the ITM options are
highlighted in gray and all have deltas greater than 0.50. All
of the OTM options have deltas less than 0.50. 

Delta changes as options approach expiration 
Delta not only changes as the underlying moves, it also
changes as expiration approaches. 

Consider another definition of delta often used by market
makers: an option’s probability of being ITM at expiration.
You won’t see this definition in text books. Rightly so,
because it is not  the exact math formula used to calculate
delta, but it is good enough for this discussion. However,
this non-standard version helps
explain how and why delta changes as
expiration approaches. 

Let’s assume the underlying market
is trading at $50 and you own an ATM
call with a strike price of $50. The call’s
delta is 0.50, because you have a 50-50
chance the option will finish ITM at
expiration: If the stock rallies your call
will become ITM, but if the market
drops it will become OTM.

Now consider a $50 call that is
already ITM, with the underlying mar-
ket trading at $51 one day before expi-
ration. What’s the delta now? Think
about the second definition. The $50
call is very likely to stay ITM with only
one day until expiration, which means
its delta is much larger — close to 0.95. 
The amount of time until expiration
vastly changes the way the $50 call
will act. Let’s assume the $50 call has
60 days until expiration, and the stock
is trading at $51. Because the stock has
time to move, the call’s probability of
expiring ITM is now much lower —
which translates into a smaller delta. 

Here’s another way to put it: More
time to move means less likelihood of
the option still being ITM at expira-
tion, which translates into a smaller
delta.

Figure 2 shows August and
September Mini Nasdaq 100 options
when the index was trading at 151.37
on Aug. 14. The August options expired in four days and
the September options expired in 32 days. The August 145
call had a much larger delta (0.997) than the same-strike
September call (0.858). With only four days left, the August
145 call had a much higher likelihood of remaining ITM at
expiration, so its delta was larger.

However, time affects an OTM option’s delta differently.
Look at the 155 strikes in Figure 2: The September call’s
delta (0.342) is much higher than the August option’s delta

(0.073). If you’re buying OTM options, time is your friend,
so the September options are more desirable. You need time
for the Mini Nasdaq 100 index to move up to the 155 strike.
There is a higher probability MNX will hit 155 by
September than by August, and delta reflects that. 

Put delta
So far we have only discussed delta on calls. But if you
understand delta’s probability definition, it’s easy to find a
put’s delta, which is simply the reciprocal of the same-strike
call’s delta. 

In Figure 2, the September 155 strike has delta of 0.342 —

a 34.2-percent probability of moving into the money. It
makes sense the ITM September 155 put has a 65.8-percent
(100 percent - 34.2 percent) probability of staying in the
money, or an implied delta of -0.658. Put deltas are always
negative, because a put will lose value if the underlying ral-
lies.  

Understanding delta for an outright option contract pro-
vides insight about how the option might perform if your

continued on p. 26
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The August call with a 145 strike had a much larger delta (0.997) than the
same-strike September call (0.858). With only four days left, the August 145
call’s delta was larger because it had a much higher likelihood of being in the
money at expiration.

FIGURE 2 — DELTAS IN DIFFERENT EXPIRATION MONTHS

Source: TradeKing (www.tradeking.com) 

This vertical call spread in September options had a total delta of 384.52,
which represents the spread’s theoretical change in value based on a $1
underlying move. This position will resemble 384 shares of the MNX index.

FIGURE 3 — POSITION DELTA

Source: TradeKing (www.tradeking.com) 
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OPTIONS BASICS continued

forecast is correct. Most beginning retail option traders who
like to buy options are usually drawn to low-delta options
because they’re cheap. However, they don’t realize they’re
cheap for a reason: The option doesn’t reward you for small
moves in the stock. It’s best to err on the side of buying too
much delta as opposed to not enough. You might not be
able to buy as many options with the money allotted to the
trade, but you’ll often gain more if your forecast for the
underlying market is correct. 

Position delta
The next step is to calculate delta for an entire position. An
option with a delta of 0.01 is a surrogate for one share of
stock. So buying an option with a delta of 0.50 is similar to
owning 50 shares — its value will change by $0.50 with a $1
underlying move. Calculating an entire position’s delta
reveals instantly how many shares of stock that position
resembles. 

Assume you have several positions with different strikes
and expirations — a butterfly, an iron condor, a time spread,
and a long straddle (to make up a very convoluted posi-
tion). With one glance at the position delta, you can forecast
how your portfolio will act if MNX moves one point in
either direction. 

But look at a less-confusing position: a vertical call
spread. Figure 3 shows the details of an MNX vertical
spread when the index traded at 150.10 on Aug. 14: Buy 15
September 150 calls at 5.80 and sell 15 September 155 calls
at 2.50. 

The delta of one 150 call is 0.58484, so the 150 calls’ total
delta is 877.26 (15 contracts * 0.58484 * $100 option multi-
plier). And the delta of one 155 call is 0.32849, so the short
155 calls’ total delta is -492.74 (15 short contracts * 0.32849 *
$100 option multiplier). The delta is negative for the 155
calls because we’re selling them, and the position profits
from a drop in MNX’s price. 

The spread’s total delta is 384.52 (877.26 - 492.74), which
represents its theoretical change in value based on a $1
underlying move. This position will resemble 384 shares of
the MNX index when the underlying climbs or falls $1. 

Keep in mind delta is dynamic; it will change as the
underlying moves. But the position’s total delta represents
the spread’s current risk. 

The question is whether you’re comfortable being long
384 “deltas” (shares) of the Mini Nasdaq 100 index. If not,
you’ll have to reduce that risk, perhaps by adding negative
deltas to the position. 

The position perspective
Delta can only be calculated on a position basis. It makes no
sense to calculate delta for an entire portfolio of securities
(unless it is beta-weighted) because a delta is determined by

the current market conditions for a specific underlying
instrument. And different instruments trade at different
prices and volatility levels. 

Market makers rarely concern themselves with strike
prices and expirations of the actual options in their posi-
tions. Their main concern is “Am I negative or positive
delta, and when the underlying moves, how fast will I col-
lect or lose deltas?” To understand that concept, you must
learn about gamma, which we’ll explore next month.� 

For information on the author see p. 4.
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INDUSTRY NEWS 

Source: Barclay Trading Group (w w w. b a r c l a y g r p . c o m)

Based on estimates of the composite of all accounts or the fully funded
subset method.
Does not reflect the performance of any single account.
PA S TR E S U LTS ARE NOTN E C E S S A R I LY I N D I C ATIVE OF FUTURE 
P E R F O R M A N C E .

Top 10 option strategy traders ranked by Aug. 2006 return 
(Managing at least $1 million as of Aug. 31)

2006 $ under
A u g u s t YTD m g m t .

R a n k Trading advisor r e t u r n r e t u r n ( m i l l i o n s )
1 . Oxeye Capital Mgmt. (FTSE 100) 1 6 . 8 0 8 . 1 6 9 . 2 M
2 . Financial Comm Inv (Option Selling)1 4 . 0 0 5 0 . 4 4 1 . 7 M
3 . Empire Asset Growth (OCAP) 11 . 5 3 3 5 . 9 1 2 . 0 M
4 . Oxeye Capital Mgmt. (Euro FX) 8 . 0 0 11 . 3 0 1 . 4 M
5 . Argus Capital Mgmt (S&P O p t i o n ) 7 . 3 7 4 7 . 3 5 1 0 . 1 M
6 . LJM Partners (Neutral S&P O p t i o n ) 5 . 2 0 2 5 . 5 1 8 3 . 7 M
7 . ACE Investment Strategists (SIPC) 4 . 8 9 7 . 0 2 1 0 2 . 3 M
8 . ACE Investment Strategists (DPC) 4 . 6 8 - 5 . 2 3 1 2 . 1 M
9 . Graham Capital Mgmt. (Fed Policy) 4 . 2 7 0 . 0 9 1 , 0 5 1 . 4 M

1 0 . LJM Partners (Fund I) 4 . 1 6 1 9 . 7 6 2 2 . 0 M

M A NAGED MONEY

E ducation met execution in mid-September when Salt
Lake City-based INVESTools, a trading eduction
firm, merged with Chicago-based options brokerage

thinkorswim. The deal is valued at about $340 million and will
give privately owned thinkorswim a 30-percent stake in
INVESTools.

The two firms believe the deal will allow thinkorswim clients
to take advantage of INVESTools’ educational offerings, which
a re primarily options-based and account for more than 80 per-
cent of the company’s sales. Thinkorswim customers are pri-
marily self-directed (i.e., they don’t solicit advice from brokers). 

Likewise, INVESTools customers will now have a place to
implement their trading strategies.

At the time of the deal, thinkorswim had about 15,300
accounts. Since INVESTools has more than 250,000 “gradu-
ates,” including more than 40,000 in the past 12 months,
thinkorswim expects to double its client base within a year.
Total client assets for thinkorswim are more than $825 million,
and the brokerage averages about 7,500 trades per day.

The merger must be approved by the NASD and
INVESTools shareholders and is expected to be completed by
the first quarter of 2007.Ý

Consolidation continues

Thinkorswim gets 
a new partner

F or the first time, the Chicago Board of Trade will offer
electronic trading of its metal options in conjunction
with pit trading of the products. The side-by-side trad-

ing is expected to begin in the fourth quarter.
The CBOT listed full-sized gold and silver futures in 2004

(and later, mini contracts) and has virtually equaled the volume
of the New York Mercantile Exchange, which for many years
was the dominant exchange in the metals market.

H o w e v e r, the CBOT has less than 5 percent of the gold and sil-
ver options volume. Side-by-side trading has been beneficial to
volume in previous instances where it has been tried, both at the
CBOT and other exchanges. 

While the percentage of total options volume traded elec-
t ronically at the CBOT has picked up significantly in the past, it
is still a small percentage of overall options volume — aro u n d
14 or 15 perc e n t .

This is in some part because of the difficulty of electronical-
ly trading complex options strategies with multiple legs,
although technology is slowly changing that. Also, because of
the multiple option classes available, volume is much more
spread out than it is on the futures side.

Bob Ray, senior vice president of business development at
the CBOT, says listing the contracts together creates greater
opportunities for all traders, as it makes implementing certain
strategies much easier.Ý

Going for gold (and silver)

CBOT shows its metal
Tough competition

ISE enters currency
options business

The International Securities Exchange will be com-
peting with the Chicago Mercantile Exchange when
it begins trading foreign currency options. The ISE

expects that to occur in the first quarter of 2007.
Initially, the ISE will list four pairs: U.S. dollar/euro, U.S.

dollar/British pound, U.S. dollar/Japanese yen, and U.S. dol-
lar/Canadian dollar. All the pairs will be based on the dollar
and priced similarly to equity and index options (e.g., if the
dollar/euro rate is 0.803, the underlying value of the option
would be 80.30). The options will be cash-settled.

Unlike the CME, where the currency options trade on the
floor during the trading day and only trade electronically
when the pits are closed, the ISE’s currency options will only
be traded electronically.

“These are a first for listed electronic trading, and will be
welcomed as a complementary product for those traders
who already trade the cash and futures forex markets elec-
tronically,” says Steve Sanders, managing director for busi-
ness development at Interactive Brokers.Ý

http://www.barclaygrp.com


http://fts.cme.com?cid=fts_activetrader


http://fts.cme.com?cid=fts_activetrader
http://fts.cme.com?cid=fts_activetrader


Event: The Options Intensive

Dates: Oct. 26-27, Nov. 9-10

Time: 8 a.m-5 p.m.

Location: The Options Institute at the CBOE, 
Chicago, Ill.

For more information: Call (877) THE-CBOE

•

Event: Linda Raschke’s 10th Annual Trading Seminar

Date: Nov. 3-5

Location: Sheraton Chicago Hotel & Towers

For more information: Visit 
www.lbrgroup.com/index.asp?page=Events

•

Event: Futures Trading Summit

Date: Nov. 15-16

Location: Palms Hotel, Las Vegas   

For more information: Visit www.fts.cme.com

•

Event: Second Annual MARHedge Trading Forum

Date: Nov. 16

Location: Stamford, Conn.   

For more information: Visit www.marhedge.com

•

Event: The Traders Expo Las Vegas

Date: Nov. 16-19

Location: Mandalay Bay Hotel & Casino, 
Las Vegas

For more information: Visit www.tradersexpo.com

•

Event: 22nd Annual Futures & Options Expo

Date: Nov. 28-30 

Location: Hyatt Regency Chicago

For more information: Visit 
www.futuresindustry.org/conferen-2156.asp

•

Event: FXCM’s Currency Trading Expo

Date: Dec. 9-10 

Location: MGM Grand, Las Vegas

For more information: Visit 
www.fxcmexpo.com

EVENTS
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� TradingEducation.com has launched Locate-
Brokers.com, a new information portal. The Web site
(www.locatebrokers.com) offers a detailed directory of U.S.
brokers and extensive information for those seeking a rep-
utable broker. LocateBrokers.com presents in-depth content for
use by everyone from the average investor to those already
trading in futures, commodities, and other financial markets.
Broker names and related companies are broken down by state
and summarized for easy selection and comparison. Trading
exchange information is also featured to give potential
investors even more in-depth insight.

� HedgeStreet has launched its new co-branded Web site
“CBOE presents HedgeStreet” and a plug-in for Yahoo!
Messenger with voice instant messaging that will enable users
to participate in politically and economically oriented online
polling. The Chicago Board Options Exchange’s Web site now
includes ad banners, product announcements, and links to
HedgeStreet’s marketplace. In addition, The Options Institute,
CBOE’s educational arm, is working with HedgeStreet to teach
Web site visitors about HedgeStreet’s binary contracts.
HedgeStreet’s polling questions on Yahoo! Messenger aim to
demonstrate to IM users that their insights into current or
future events can potentially be turned into trading opportuni-
ties on the HedgeStreet marketplace. The plug-in can also be
used to keep tabs on market prices in leading commodities
such as oil, gold, gas, and unique HedgeStreet products such as
local real estate. Using the “share” functions of the new appli-
cation, users can co-browse markets together and even see how

their friends voted on the current polls. HedgeStreet’s poll
questions will initially be updated on a weekly basis. For more
information, visit www.hedgestreet.com.

� Matrox Graphics has released Matrox PowerSpace, a
new virtual desktop management software solution for indi-
viduals who work in multi-display computing environments
and utilize numerous applications and documents simultane-
ously. The Matrox PowerSpace software is designed to compli-
ment any Matrox multi-display graphics card and is now avail-
able as a complimentary download to all Matrox registered
users. The Desktop Recall feature enables users to save the
application position where it appears on the workspace and
automatically reposition these applications to their saved loca-
tions. Autostart enables users to determine which applications
they would like to start automatically upon log-in, and reposi-
tions them to their saved location. Import/Export is used to
back-up the application “profile” onto the network so work-
spaces can be imported and exported to and from other PCs.
RDP Awareness retains the user’s local (work) settings for a
multi-monitor configuration, even after a remote login session
(RDP) from a single monitor has occurred. For more informa-
tion, please visit www.matrox.com.

Note: The New Products and Services section is a forum for industry
businesses to announce new products and upgrades. Listings are
adapted from press releases and are not endorsements or recommen-
dations from the Active Trader Magazine Group. E-mail press releas-
es to editorial@optionstradermag.com. Publication is not guaranteed.

NEW PRODUCTS AND SERVICES
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Account equity: Value of account, which includes cash
and investments.

American style: An option that can be exercised at any
time until expiration. 

Assign(ment): When an option seller (or “writer”) is obligat-
ed to assume a long position (if he or she sold a put) or short posi-
tion (if he or she sold a call) in the underlying stock or futures
contract because an option buyer exercised the same option.

At the money (ATM): An option whose strike price is
identical (or very close) to the current underlying stock (or
futures) price. 

Bear call spread: A vertical credit spread that consists
of a short call and a higher-strike, further OTM long call in
the same expiration month. The spread’s largest potential
gain is the premium collected, and its maximum loss is lim-
ited to the point difference between the strikes minus that
premium.

Beta: A measure of the degree to which an instrument
(e.g., a stock) responds to movement in the overall market.
Instruments with a beta of 1 move in line with the market.
A beta value below 1 means the instrument is less affected
by market moves and a beta value greater than 1 means it is
more volatile than the overall market. A beta of zero implies
no market risk. 

Beta-weighted portfolio: Adds each instrument’s beta
value, which shows how sensitive that basket of instru-
ments is to overall market moves.

Butterfly: A non-directional trade consisting of options with
three different strike prices at equidistant intervals: Long one
each of the highest and lowest strike price options and short
two of the middle strike price options.

Call option: An option that gives the owner the right, but
not the obligation, to buy a stock (or futures contract) at a
fixed price. 

Covered call: Shorting an out-of-the-money call option
against a long position in the underlying market. An exam-
ple would be purchasing a stock for $50 and selling a call
option with a strike price of $55. The goal is for the market
to move sideways or slightly higher and for the call option
to expire worthless, in which case you keep the premium.

Deep (e.g., deep in-the-money option or deep
out-of-the-money option): Call options with strike
prices that are very far above the current price of the under-
lying asset and put options with strike prices that are very
far below the current price of the underlying asset. 

Delta-neutral: An options position that has an overall
delta of zero, which means it's unaffected by underlying
price movement. However, delta will change as the under-
lying moves up or down, so you must buy or sell
shares/contracts to adjust delta back to zero.

Diagonal spread: A position consisting of options with
different expiration dates and different strike prices — e.g.,
a December 50 call and a January 60 call.

European style: An option that can only be exercised at
expiration, not before. 

Exercise: To exchange an option for the underlying instru-
ment. 

Expiration: The last day on which an option can be exer-
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KEY CONCEPTS

The option “Greeks”

Delta: The ratio of the movement in the option price for
every point move in the underlying. An option with a
delta of .5 would move a half-point for every 1-point
move in the underlying stock; an option with a delta of
1.00 would move 1 point for every 1-point move in the
underlying stock.

Gamma: The change in delta relative to a change in the
underlying market. Unlike delta, which is highest for
deep ITM options, gamma is highest for ATM options
and lowest for deep ITM and OTM options.

Theta: The rate at which an option loses value each day
(the rate of time decay). Theta is relatively larger for
OTM than ITM options, and increases as the option gets
closer to its expiration date.

Rho: The change in option price relative to the change
in the interest rate.

Vega: How much an option’s price changes per a one-
percent change in volatility.
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cised and exchanged for the underlying instrument (usual-
ly the last trading day or one day after). 

In the money (ITM): A call option with a strike price
below the price of the underlying instrument, or a put
option with a strike price above the underlying instru-
ment’s price. 

Intrinsic value: The difference between the strike price
of an in-the-money option and the underlying asset price. A
call option with a strike price of 22 has 2 points of intrinsic
value if the underlying market is trading at 24.

Iron condor: A market-neutral position that enters a bear
call spread (OTM call + higher-strike call) above the market
and a bull put spread (OTM put + lower-strike put) below
the market. Both spreads collect premium, and they profit
when the market trades between the short strikes by expi-
ration. All options share the same expiration month.

Long-Term Equity AnticiPation Securities
(LEAPS): Options contracts with much more distant expi-
ration dates — in some cases as far as two years and eight
months away — than regular options.

Out of the money (OTM): A call option with a strike price
above the price of the underlying instrument, or a put option
with a strike price below the underlying instrument’s price. 

Parity: An option trading at its intrinsic value.

Premium: The price of an option. 

Put option: An option that gives the owner the right, but not
the obligation, to sell a stock (or futures contract) at a fixed
price. 

Straddle: A non-directional option spread that typically
consists of an at-the-money call and at-the-money put with
the same expiration. For example, with the underlying
instrument trading at 25, a standard long straddle would
consist of buying a 25 call and a 25 put. Long straddles are
designed to profit from an increase in volatility; short
straddles are intended to capitalize on declining volatility.
The strangle is a related strategy.

Strangle: A non-directional option spread that consists of
an out-of-the-money call and out-of-the-money put with
the same expiration. For example, with the underlying

instrument trading at 25, a long strangle could consist of
buying a 27.5 call and a 22.5 put. Long strangles are
designed to profit from an increase in volatility; short stran-
gles are intended to capitalize on declining volatility. The
straddle is a related strategy.

Strike (“exercise”) price: The price at which an under-
lying instrument is exchanged upon exercise of an option. 

Time decay: The tendency of time value to decrease at an
accelerated rate as an option approaches expiration. 

Time spread: A neutral trade that’s also called a calen-
dar or horizontal spread. Sell a short-term option and buy
a longer-term, same-strike option of the same type (put or
call). The goal is to benefit from the short option’s time
decay as it approaches expiration.

Time value: The amount of an option’s value that is a
function of the time remaining until expiration. As expira-
tion approaches, time value decreases at an accelerated rate,
a phenomenon known as “time decay.”

Vertical call spread: Buy one call and sell another
same-month, different-strike call.

Vertical spread: A position consisting of options with
the same expiration date but different strike prices (e.g., a
September 40 call option and a September 50 call option). 

Volatility: The level of price movement in a market.
Historical (“statistical”) volatility measures the price fluctua-
tions (usually calculated as the standard deviation of closing
prices) over a certain time period — e.g., the past 20 days.
Implied volatility is the current market estimate of future
volatility as reflected in the level of option premiums. The
higher the implied volatility, the higher the option premium.

Volatility skew: The tendency of implied option volatili-
ty to vary by strike price. Although, it might seem logical
that all options on the same underlying instrument with the
same expiration would have identical (or nearly identical)
implied volatilities. For example, deeper in-the-money and
out-of-the-money options often have higher volatilities than
at-the-money options. This type of skew is often referred to
as the “volatility smile” because a chart of these implied
volatilities would resemble a line curving upward at both
ends. Volatility skews can take other forms than the volatil-
ity smile, though



TRADE

Date: Friday, Sept. 8.

Market: Options on Devon Energy
(DVN).

Entry:
Sell 10 September 65 puts for $0.40 each.
Buy 10 October 60 puts for $0.70 each.

Reasons for trade/setup: A group of
oil companies, including Devon Energy,
announced on Sept. 5 they had discov-
ered between three and 15 billion barrels
of crude oil in the Gulf of Mexico — up to
50 percent of U.S. oil reserves.

Devon’s stock jumped 13 percent on
the news (Figure 1). Testing shows DVN
has tended to continue higher after 77
prior up gaps since April 4, 1990.
Although Devon had been quite volatile
following these events, it filled this gap in
the next two weeks just 26 percent of the
time. 

Despite DVN’s bullish historical
behavior, it fell 6.35 percent to $67.56 by
Sept. 8. Although it seemed unlikely
Devon would drop far enough to fill the
gap, further weakness seemed possible.
We entered a diagonal put spread at Sept.
8’s close by selling September 65 puts for
$0.40 each and buying October 60 puts
for $0.70 each. This debit spread is flexi-
ble: It will profit if DVN trades within a
fairly wide range in the next week ($64.22
to $69.40).

Figure 2 shows the 60-65 diagonal put
spread’s potential gains and losses on three
dates: trade entry (Sept. 8, dotted line),
halfway until September expiration (Sept.
12, dashed line), and expiration (Sept. 16,
solid line). The spread’s largest possible
gain (11.3 percent) occurs at the 65 short
strike but losses multiply if DVN drops
much lower by September expiration. 

Actually, Figure 2 is slightly mislead-
ing, because it shows potential outcomes

OPTIONS TRADE JOURNAL

Devon fell 6.35 percent in the three days following its Sept. 5 up gap, but 
testing suggested it won’t drop to fill this gap in the next week.

FIGURE 1 — DON’T FILL THAT GAP

Source: eSignal

This diagonal put spread is quite flexible. It will gain ground even if DVN drops
4.9 percent or rallies 2.72 percent by Sept. 16 expiration.

FIGURE 2 — DIAGONAL PUT SPREAD — RISK PROFILE
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A diagonal spread was flexible enough to handle volatility, but the stop-loss was too tight.

Source: OptionVue



at September expiration. If the
September 65 short puts expire worth-
less, we may hold the long October 60
puts a few more days, which could lead
to additional gains (assuming DVN con-
tinues lower after Sept.16). 

Initial stop: Unwind trade if DVN
closes the gap by dropping to $64.36
within a week. 

Initial target: Hold trade until
September 65 puts expire worthless and
then sell October 60 puts.

RESULT

Outcome: Figure 3 shows DVN fell 4
percent to a daily low of $64.85 on Sept.
11 and came within $0.50 of filling the
gap as the spread faced unrealized loss-
es of up to $550. The stock recovered
slightly in afternoon trading and jumped
nearly 3 percent the next morning, but it
dropped and filled the gap at 1:45 p.m.
ET on Sept. 12, which triggered an exit. 

Devon bounced back after we lost
$600 (11.3 percent) unwinding the spread. Although
DVN jumped around prior to the September expiration,
it closed at $65.58 on Sept. 15. If we had held the spread,
it would have gained roughly $190 (3.6 percent).

In hindsight, we exited too soon. Although the trade’s
premise didn’t make sense after Devon filled its up gap,
the stock never dropped below the spread’s lower
breakeven point, which seems like a more logical exit
point. �

TRADE STATISTICS

Date Sept. 8 Sept. 12

Delta 93.45 343.40

Gamma -61.44 -105.20

Theta 46.52 125.70

Vega 23.56 39.73

Probability of profit 
by expiration: 53% 57%

Breakeven points: $64.22 $64.11
and and

$69.40 $70.08

OPTIONS TRADER • October 2006 35

FIGURE 3 — TIGHT STOP TRIGGERS LOSS

Source: eSignal

TRADE SUMMARY

Entry date Sept. 8

Underlying security Devon Energy (DVN)

Position

10 short September 65 puts $4.00

10 long October 60 puts $7.00

Capital required $5,300

Initial stop: Exit if DVN hits $64.36 and fills the gap
before expiration.

Initial target: Hold five days if DVN doesn’t close gap.
Sell October 60 puts after September 65 calls expire
worthless.

Initial daily time decay $41.56

Trade length (in days) 2

P/L -$600 (11.3 percent)

LOP 0

LOL $600

LOP — largest open profit (maximum available profit 
during lifetime of trade); LOL — largest open loss (maxi-
mum potential loss during life of trade).

Devon fell 4.74 percent within two days of entering the spread and filled its
Sept. 5 up gap. We lost $600 (11.3 percent) after unwinding the trade. 



OPTIONS EXPIRATION CALENDAR OCTOBER/NOVEMBER

Monday Tuesday Wednesday Thursday Friday Saturday

3
Unemployment for
October
LTD: November cur-
rency options (CME);
December cocoa
options (NYBOT)

2
Productivity and
costs (prelim) for
Q3

LTD: October milk
futures (CME)

23

30
Personal income
for September

The information on this page is subject to change. Options Trader is not responsible for the accuracy of calendar dates beyond press time.

20
LTD: October S&P
options (CME); October
Nasdaq options (CME);
October Dow Jones
options (CBOT);
November orange juice
options (NYBOT)

19
Leading indicators
for September

1
ISM for
October

25 26
LTD: November natural gas,
gasoline, and heating oil options
(NYMEX); November aluminum,
copper, silver, and gold options
(NYMEX); October feeder cattle
options (CME)

24
FOMC meeting

3

17
PPI for September
Production and
capacity utilization
for September
LTD: November
crude oil options
(NYMEX)

16
LTD: November
crude oil options
(NYMEX)

18
CPI for September

LTD: November
platinum options
(NYMEX)

27
GDP (advanced)
for Q3

LTD: November
rice and soybean
options (CBOT)

129
LTD: October 
cotton options
(NYBOT)

10 11
Federal budget
for September

13
LTD: October lean hogs
options (CME);
November sugar and
coffee options (NYBOT)

14

31
ECI for September

LTD: November 
lumber options (CME)

4

76
Unemployment for
September
LTD: November cocoa
options (NYBOT); October
live cattle options (CME);
October U.S. dollar index
options (NYBOT)

28

CPI: Consumer Price Index

ECI: Employment cost index

FOMC: Federal Open Market Committee

GDP: Gross domestic 
product

ISM: Institute for Supply Management

LTD: Last trading day; the first day a con-
tract may trade or be closed out before the
delivery of the underlying asset may occur.  

PPI: Producer Price Index

Quadruple witching Friday: A day where
equity options, equity futures, index options,
and index futures all expire. 

Legend

4 5
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2
ISM for
September

21
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