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A

Adjustments:
butterflies, 103–106
calendars, 72–73
condors, 132–134, 140
double calendars, 82–83
double diagonals, 82–83

American exercise. See Exercise,
option: American style

ATM, 5, 185
Ask price, 130
Assignment, 41, 58, 71
At-the-money, 5, 185
At-the-money options, time decay

of, 96
Automatic exercise. See Exercise,

option: automatic

B

Black-Scholes pricing model,
25–26, 186

Bearish spreads:
with calls, 34, 185
with puts, 34, 185

Bell shaped curve, 11–15
Bid/ask spread, 129–130, 141–144
Body, butterfly spread, 95
Broken-wing butterfly spreads. See

Butterfly spreads,
broken-wing

Bullish spreads:
with calls, 34, 186
with puts, 34, 186

Butterfly spreads:
adjustment of, 103–106
ATM, 96
broken-wing, 99–101, 186
closing, 106–111
defined, 186
iron, 99, 189
margin requirements, 101–103
OTM, 96
used as an adjustment, 111–112
risk management of, 103–106
skip strike, 99–101, 186
trade management, 103

Buying on margin, 44

C

Calendar spreads:
adjustment of, 72–73
defined, 63–66, 186
early exercise of, 71–72
double calendars, 73–81
early exercise of, 71–72
horizontal spreads, 63, 188
multiple calendar spread

positions, 83
OTM, 73
searching for candidates, 70–71
risk management of, 71–73
time spreads, 63
trade management of, 71
vega risk of, 66–67
volatility skews of, 67–69

Call options, 3, 186
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Cash settlement. See Settlement,
cash

Comparisons:
butterflies and condors, 144–145
butterflies and iron butterflies,

99
condors and iron condors,

121–124
double diagonals and double

calendars, 91–92
Condor spreads:

adjustment of, 132–134, 140
capital management, 131
case studies of adjustment of,

135–138
compared with butterflies,

144–145
compared with iron condors,

121–124
comparison of adjustments,

134–135
defined, 113–116, 186
effects of implied volatility, 128
high probability, 129–130
insurance model, 119–120
iron condors, 121, 189
legging into, 129, 130
long-term, 129–130
low probability, 128–129
managing with the Greeks,

138–139
opportunistic model, 116–119
risk management of, 131–132
short-term, 128–129
trading systems, 141–144
vega risk of, 124

Conservative trades, 21–22
Contingent order, 129, 131, 187
Contracts, option, 4
Covered call:

combined with selling naked
puts, 56–58

defined, 52, 187

risk compared with selling
naked puts, 56

risk management of, 60–61
strategies, 53

Covered write. See Covered call
Credit spreads:

advantage of, 41
defined, 33–35, 187

Cycles, option, 8–9

D

Debit spreads:
advantage of, 41
defined, 33–35, 187

Delta:
defined, 27, 187
use in managing the trade, 30

Delta-neutral strategies:
challenging markets for,

152–153
defined, 187
losses, 153
success with, 155
summary of risk management,

151–152
summary of strategies, 149–150

Diagonal spreads:
adjustment, 86–87
defined, 85, 187

Directional strategies, 51
Dividends:

influence on early exercise, 42
Double calendar spreads:

adjustment of, 82–83
defined, 73–76, 187
early exercise of, 71–72
risk/reward graph, 76
searching for candidates, 78–81
selecting strike prices of,

78–81
risk management of, 82–83
trade management, 82–83
volatility skews of, 67–69
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Double diagonal spreads:
adjustment of, 90
comparison with double

calendars, 91–92
defined, 187
risk management of, 90
trade management, 90–91

E

European exercise. See Exercise,
option: European style

Exercise, option:
American style, 41, 185
automatic, 7, 185
early, 43–44, 71–72, 187
European style, 41, 187

Expiration:
months available, 8–9
option, 6

Expected return. See Risk-adjusted
return

Expected value, See Risk-adjusted
return

Extrinsic value, 28, 188
Ex-dividend, 42, 72, 175

F

Fat tails, 14, 188

G

Gamma:
defined, 27
use in managing the trade, 30

Gaussian distributions, 11–15, 188
Greeks:

definitions, 26–27, 29–31, 188
delta, 27, 29, 187
gamma, 27, 30, 188
kappa, 27
managing with the, 31–32
rho, 27
theta, 27, 30
vega, 27, 30

H

Hedge. See Adjustments
High probability trading, 17–18
Historical volatility. See also

Volatility
defined, 28
compared with implied

volatility, 28

I

Implied volatility. See Volatility,
implied

Index options:
exercise, 41, 71
settlement, 6, 8, 9
specifications, 6, 9

Intrinsic value, 28–29, 189
Iron butterfly. See Butterfly

spreads, iron
Iron condor:

adjustments, 132–134, 140
advantages, 121–124
defined, 121
insurance model, 119–120
long-term, 129–130
opportunistic model, 116–119
risk management of, 131–132
short-term, 128–129
trading systems, 141–144

In-the-money, 5, 188
ITM, 5, 188

K

Kappa, 27

L

LEAPS, 7, 189
Long options, 4, 189
Losses, 153, 159
Low probability trading, 18–20
Low-risk trades. See Low

probability trading
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M

Margin calls, 44
Margin requirements. See also

Portfolio margin
butterfly spreads, 101–103
defined, 189
double diagonal spreads, 87,

91–92
stock, 44
options, 44–45

Money management, 160–161
Myths, option trading, 20–21

N

Naked puts. See Selling naked puts
Nondirectional strategies, 51,

149–150
Normal distributions, 11–15

O

Open Interest, 3, 189
Option(s):

ATM, 5
call(s), 3
cycles, 8–9, 189
effect of volatility on, 27–29
exercise, 4, 7, 43
expiration months available, 8–9
index, 6
ITM, 5
LEAPS, 7
Orders, 5
OTM, 5
pricing models, 25–26
put(s), 3
settlement, 7

Option modeling software, 164
Orders:

BTC, 6
BTO, 6
buying, 5–6
contingent, 129, 131, 187
selling, 5–6

STC, 6
STO, 6
stop loss,

OTM, 5, 189
Out-of-the-money, 5, 189

P

Portfolio margin, 45
Position Greeks, 31–32, 66, 96, 139,

164
Pricing of options, 25–29
Probability:

calculations, 11–15, 22, 45–47
distributions, 11–15
ever touching calculations, 132
limitations of, 12–15
use with condors, 129–130
use with butterfly spreads,

103–105
Psychology, trading, 161–163
Put options, 3, 189

R

Rho, 27, 190
Resistance:

defined, 189
used with condors, 113–116

Risk-adjusted return, 15–17, 188
Risk management:

for butterfly spreads, 103–106
for calendar spreads, 71–73
for condor spreads, 131–132
for covered calls, 60–61
for double calendar spreads,

82–83
for double diagonal spreads, 90
for iron butterfly spreads,

103–106
for iron condor spreads, 131–132
for selling naked puts, 60–61

Risk/Reward graphs:
butterfly spreads, 97–98
calendar spreads, 64–65
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condor spreads, 122
covered calls, 57
defined, 36
double calendar spreads, 76
double diagonal spreads, 88
iron butterfly spreads, 100
iron condor spreads, 123
naked puts, 55

Risk/Reward ratio, 20, 46–47,
144–145, 171, 184

S

Settlement:
cash, 8, 186
stock, 7

Selling naked puts:
combined with covered calls,

56–58
defined, 53–54
to buy stock at a discount, 56
to generate income, 54–56
margin requirements, 54–56
risk compared with covered

calls, 56
risk management of, 60–61
risk of early exercise, 58–60

Short options, 4, 190
Sigma, 12, 190
Skews, volatility. See Volatility

skews
Skip strike butterfly spreads. See

Butterfly spreads,
broken-wing

Software, options analysis, 164
Speculative strategies. See

Directional strategies
Spreads:

advantages of, 33
broken-wing butterfly, 99–101,

186
butterfly, 95, 186
calendar, 63–66, 186
condor, 113, 186

diagonal, 85
double calendar, 73–76
double diagonal, 87
early exercise of, 41–43
horizontal, 63
time, 63
vertical, 33–35

Standard deviation, 12–14, 70, 79,
83, 89–90, 103, 105, 138–130,
190

Stock prices, distribution of,
12–15

Stop loss. See Risk management
Strike price, 26
Support:

defined, 190
used with condors, 113–116

T

Terminology, options:
ATM, or at-the-money, 5
ITM, or in-the-money, 5
long, 4
orders, 5–6
OTM, or out-of-the-money, 5
short, 4

Theta:
defined, 27, 190
use in managing the trade, 30

Time decay, 27, 30–31, 36–39, 63,
66, 190

Time value, 29–30, 190
Trading, business aspects of:

managing losses, 159
mental discipline, 163–164
planning, 159–160
starting, 157–158
scaling trade size, 158

Trading systems:
butterfly, 103–105
calendar, 70–71
condor, 141–144
diagonal, 86–87
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Trading systems (Continued )
double calendar, 78–83
double diagonal, 89–90

Two-headed monster, 163

V

Vega:
defined, 27, 30, 191
risk in calendar spreads, 67–69
risk in condor spreads,

124–128
Vega risk, 31, 69, 124
Vertical spreads:

ATM, 46
credit vs. debit, 35
defined, 33–34, 191
effect of early exercise, 41–43

effect of implied volatility upon,
35–41

ITM, 45–47
OTM, 46–47
return calculations, 35
terminology, 34
time decay of, 36

VIX, 172, 191
Volatility:

historical, 28, 188
implied, 27–28, 188

Volatility skews:
defined, 29, 67, 191
of calendar spreads, 67–69

W

Wings, butterfly spread, 95

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

199

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

200

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

201

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

202

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

203

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

204

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

205

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
ind JWBT408-Given November 4, 2010 11:13 Printer: Courier Westford

206

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om


