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examples 187–9
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concepts 160, 161–5, 172
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‘Greeks’ summary 165
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‘Greeks’ summary 171–2
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131–7, 144–6, 157–60, 177, 199,
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Marconi 153
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marked-to-market 37
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market volatility see implied volatility
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marking-to-market 25–30
Merton, Robert 20, 43, 44–5, 59
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Microsoft 54
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NASDAQ 233
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see also calendar . . . ; call . . . ; put . . . ;
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215–17, 236
strangles 105, 117, 160, 165, 167–72,

180–3, 185–6, 215–17, 236
time factors 96–104, 112–18, 121–6,

130–7, 229–32
two-part decision-making process 96–104,

107–18, 120–6, 128–37, 161–2, 191–2,
216–17, 235–6

types 95–104, 105–6, 107–18
underlying assets 95–104, 110–18, 121–6,

130–7, 191–2, 197–9, 217, 219–22,
223–32

vertical spreads 119–26, 127–37, 151–5,
157–60

volatility 95–104, 121–6, 130–7, 154–92,
197–9, 220–2, 235–6

yield enhancement 217, 219–22
Option Volatility and Pricing (Natenberg)

234
options

see also call . . . ; derivatives; intrinsic
value; put . . .

agricultural origin of options 19–20

basics 1–8, 235–6
benefits over other instruments 25–30
concepts 1–8, 9–11, 13–17, 107–18,

235–6
cost-reduction efforts 95, 106, 108–81,

216–17
critique 26–30, 210–11, 215–17, 235–6
definitions 1, 2, 5, 235
evolution 19–20
examples 1–5, 6–7, 14–17, 21–2, 23–30
futures comparisons 25–30, 107–8
hedging uses 19–25, 68–9, 105–6,

107–18, 235–6
historical background 19–20, 43
house examples 2–5
perspectives of buyers/sellers 3–4, 6–7
prices 3, 4–5, 6–8, 20, 21, 23–5, 26–7,

28–30, 31–8, 41, 43–59, 71–2, 96–104,
121–6, 130–7, 143–6, 163–5

profits 10–11, 13–14, 24–5, 98–104
specifications 5, 7, 9–11
speculation uses 25–30, 68–9, 105–6,

235–6
types 2–5, 10–11
uses 19–30, 68–9, 105–6, 107–18, 235–6
yield enhancement 217, 219–22

Options, Futures, and Other Derivatives
(Hull) 234

OTC see over-the-counter transactions
out-of-the-money options

concepts 39–41, 45–6, 61–5, 67, 69–70,
85, 91–2, 123–6, 131–7, 143–6, 154–5,
157–60, 167–72, 185–6, 195–9, 203–8,
219–22

examples 39–40
exercises and answers 40–1
yield enhancement 217, 219–22

over-the-counter transactions (OTC),
concepts 9, 17, 20–1

‘paper trading’ 236
payoffs, option strategies 98–104, 120–6,

127–37, 158–60, 163–5, 169–72,
175–7, 181–3, 189–91

physical delivery of the underlying assets 2,
10
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positions
see also long . . . ; short . . .

concepts 1–2
positive/negative values

delta 75–7
skew 65–7, 69–70

premium-paid options
see also equity options; index options
concepts 37–8
definition 37

premiums see option prices
prevailing price of the underlying

see also intrinsic value; moneyness . . .

concepts 31–8, 39–41, 44–9, 71–82,
85–93, 98–104, 110–18, 120–6,
127–37, 167–72, 197–9, 223–32

prices of forwards/futures, calculation 46–7,
50–2

prices of options see option prices
primary ‘Greeks’ see delta; rho; theta; vega
proactive behaviour, option buyers 3, 6
probabilities

option price determinants 4–5, 7, 44–5,
52–9, 61–4, 236

volatility links 7, 44–5, 52–9
profits and losses

collars 109–18
gamma trading 92, 217, 222, 223–32
options 10–11, 13–14, 24–30, 98–104,

232
payoffs 98–104, 120–6, 127–37,

158–60, 163–5, 169–72, 175–7, 181–3,
189–91

‘run profits and cut losses’ principle 232
speculation 25–30
time decay 49–50, 58, 71, 98–104, 123–6,

131–7, 144–6, 157–60, 177, 199,
229–32

put calendars see long put calendar spreads;
short put calendar spreads

put diagonal spreads
concepts 213–15
definition 213

put options 15–17, 80–2, 92–3, 99–104,
108–18, 126, 127–37, 140–1, 147–9,

151–5, 157–60, 161–5, 167–72, 173–7,
193–211

see also long . . . ; option . . . ; short . . .

concepts 2, 5–8, 9–11, 13–17, 21–5, 31–8,
45–59, 61–70, 71–93, 95–104, 108–17,
127–37

definition 2, 6, 7
examples 6–7, 14–17, 21–2, 23–5, 31–8,

43–4, 51, 61–70, 127–37
formal definition 7
hedging uses 21–5
insurance examples 6–7, 21–2, 24–5,

43–4, 52–3, 108, 217, 235
intrinsic value 31–2, 33–8, 45–6, 49–50,

133–4
moneyness concepts 39–41, 45–6, 49–50
option price determinants 6–7, 43–59,

71–2
option strategies 95–104
perspectives of buyers/sellers 6–7
time value 33–8, 49–50, 82–3

put spreads 105–6, 117, 118, 124, 126,
127–37, 147–9, 151–5, 157–60, 192,
215–17, 236

see also long . . . ; short . . . ; vertical . . .

concepts 126, 127–37, 147–9, 151–5,
157–60, 192, 215–17, 236

definition 127
directional trades 127–37, 151–5, 157–60
exercises and answers 134–7, 147–9,

152–5
long/short-vertical alternatives 157–60
‘naked’ options 149, 151–5, 158–60, 192,

236
uses 128–30, 132–7, 157–60, 192, 236

put/call parity
arbitrage opportunities 36, 38
concepts 35–8, 78–80
definition 35
delta 78–80
exercises and answers 36–7, 78–80

Pythagoras 19

‘quick and dirty’ assessments 121, 129
quotes, brokers 216–17

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTA/XYZ P2: ABC
IND JWBK365/Beagles March 18, 2009 22:24 Printer Name: Yet to Come

Index 257

Railtrack 153
reactive behaviour, option sellers 3, 6
regional variations, underlying assets 10
resources 233–4
‘reverse jobbing’ 226–7
reward

see also profits . . .

risk 24–5, 27–8, 98–104, 120–6, 129–37,
139–46, 154–5, 157–60, 161–5, 192,
235–6

rho
see also interest rates
concepts 72, 85–6, 91–3, 223
definition 85, 91, 93

risk 4–5, 24–5, 27–8, 98–104, 106, 117–18,
120–6, 129–37, 139–46, 154–5,
157–60, 161–5, 192, 216–17, 235–6

‘naked’ options 104, 141–6, 149, 151–5,
158–60, 177, 182–3, 186, 189, 192,
216–17, 236

option price determinants 4–5, 7
reward 24–5, 27–8, 98–104, 120–6,

129–37, 139–46, 154–5, 157–60,
161–5, 192, 235–6

‘run profits and cut losses’ principle 232

Scholes, Myron 20, 43, 44–5, 59
secondary ‘Greeks’

see also gamma
concepts 74, 81–2, 91–3, 223–32

settlement prices
concepts 31, 37–8
definition 31

shape changes, skew curves 67–8
short call calendar spreads

concepts 193–4, 201–4
definition 201
examples 201–2
exercises and answers 202–3
‘Greeks’ summary 203–4
uses 201–2, 203–4

short call spreads
see also call spreads
concepts 118, 119–20, 137, 139–46,

157–60, 192

definition 139
examples 142–6
perspectives 140–1
uses 139–46, 157–60, 192

short calls 15–17, 80–2, 92–3, 109–18,
119–20, 137, 139–46, 157–60,
173–7, 185–6, 192, 193–4, 201–4,
225–32

short collars 109–18
see also collars

short positions, concepts 1–2, 6, 13, 14–17,
25, 46, 49–50, 69, 80–2, 92–3, 99–104,
105–6, 109–18, 119, 173–7, 185–6,
216–17, 225–32

short put calendar spreads
concepts 193–4, 209–11
exercises and answers 209–10

short put spreads
see also put spreads
concepts 118, 140–1, 147–9, 151–5,

157–60, 192
definition 147
exercises and answers 147–9, 158–60

short puts 15–17, 80–2, 92–3, 99–104, 118,
140–1, 147–9, 151–5, 157–60, 173–7,
185–6, 192

short straddles
see also iron butterflies; straddles
concepts 160, 173–7, 180–3
definition 173
examples 173–7, 182–3
exercises and answers 176–7
‘Greeks’ summary 177
uses 173–6, 180–3

short strangles
see also strangles
concepts 160, 185–91
definition 185
exercises and answers 189–91

short-term interest rates (STIRs) 54
short-term price corrections 28–9

see also ‘noise’
shorter-dated options 4–5, 171–2, 193–

217
see also calendar spreads
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skew
see also volatility
commodities 65–70
concepts 59, 61–70
definition 61, 63, 69–70
downside moves 63–4, 67, 70
equity options 65–70
examples 62–4
exercises and answers 68–9
graphical display methods 65, 70
index options 65–70
negative/positive skew 65–7, 69–70
observation methods 65, 70
shape changes 67–8
steepening curves 67, 69

Soros, George 19
specifications

see also contracts
concepts 5, 7, 9–11
exercises and answers 11

speculation
alternative methods 25–7
concepts 19, 25–30, 68–9, 105–6, 140–1,

182–3, 235–6
definition 25
examples 25–9
futures 25–30
options 25–30, 68–9, 105–6, 235–6
stop-loss orders (stops) 28–30, 69,

230–2
speed considerations, volatility 63
spot transactions, concepts 2
stamp duty 25–6

see also tax . . .

standard deviation
see also volatility
concepts 53–9

steepening skew curves 67, 69
STIRs see short-term interest rates
stop-loss orders (stops), concepts 28–30, 69,

230–2
‘stopped out’ problems 28, 230–2
straddles

see also long . . . ; short . . .

concepts 78, 105, 117, 161–5, 172, 173–7,
180–3, 215–17, 236

definitions 161, 173
delta 78

strangles
see also iron condors; long . . . ; short . . .

concepts 105, 117, 160, 165, 167–72,
180–3, 185–92, 215–17, 236

definitions 167, 185
strike prices

see also call spreads; intrinsic value;
moneyness . . . ; put spreads; underlying
assets

concepts 5, 7–8, 10–11, 13–14, 31–8,
39–41, 45–9, 65–70, 73–93, 112–18,
119–26, 127–37, 151–60, 167–72,
193–211

definition 5, 7, 10
vertical spreads 119–26, 127–37,

151–60
swaps

see also derivatives
concepts 2

synthetics, concepts 38

tax advantages
see also stamp duty
derivatives 25–6

technical analysis 56
term structure, concepts 47
tertiary ‘Greeks’ 91, 93

see also ‘Greeks’
Thales 19, 43
theta

see also time factors
concepts 49, 72, 82–3, 85–93, 123–6,

131–7, 144–6, 147–9, 154–5, 157–60,
162–5, 168–72, 174–7, 180–91, 197–9,
204, 207–8, 223, 225–32

definition 82, 91, 93
examples 82–3, 86–93, 123, 131–2,

144–6, 147–9, 154–5, 157–60, 162–5,
168–72, 174–7, 180–91, 197–9, 204,
207–8, 229–32

gamma 225–32
uses 82–3, 86–93, 123, 131–2, 144–6,

154–5, 157–60, 225–32
‘what-ifs’ 87–93
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time decay, concepts 49–50, 58, 71, 98–104,
123–6, 131–7, 144–6, 157–60, 177,
199, 229–32

time factors
see also theta
collars 112–18
longer-dated options 4–5, 171–2, 193–

217
option price determinants 4–5, 6–7, 27–8,

44–5, 49–50, 58, 71–2, 82–3, 85–93,
96–104, 112–18, 121–6, 130–7, 143–6,
163–5, 229–32

option strategies 96–104, 112–18, 121–6,
130–7, 229–32

time spreads see calendar spreads
time value

call options 33–8, 49–50, 82–3
concepts 31, 32–3, 41, 49–50, 58, 82–3
definition 32, 41
examples 33–4
exercises and answers 34–6
intrinsic value relationships 32–3, 49–

50
put options 33–8, 49–50, 82–3

‘toofers’ 215–16
trading

see also exchange-traded . . . ;
over-the-counter . . .

anonymity factors 1, 13
concepts 1–8, 9–11, 13–17, 36, 92,

109–10, 217, 222, 223–32, 235–6
gamma trading 92, 217, 222, 223–32
historical background 19–20, 43
IT developments 19–20
methods 9–11, 13, 19–20, 235–6

trading costs 26
see also stamp duty

trailing stops 230–2
two-way quotes 216–17

UK 1, 5, 7, 10–11, 20, 22–6, 38, 39–41, 50,
54–9, 62–7, 73–92, 103, 107–12, 165,
174, 193–4, 195–9, 202–3, 205–10,
213–15, 223–32, 233

FTSE 5, 7, 10–11, 22–5, 38, 39–41, 50,
54–9, 62–7, 73–92, 103, 107–12, 165,

193–4, 195–9, 202–3, 205–10, 213–15,
223–32

LSE 1, 25–6, 81, 174, 233
major exchanges 20, 233
underlying assets 10

underlying assets
see also delta; gamma; strike prices
collars 22, 25, 105–6, 107–18, 222
concepts 1–8, 9–11, 19–20, 44–9, 52–9,

71–82, 85–93, 95–104, 110–18, 120–6,
130–7, 143–6, 157–60, 191–2, 197–9,
217, 223–32

directional trades 120, 124–6, 127–37,
139–46, 151–5, 157–60

gamma trading 92, 217, 222, 223–32
option price determinants 4–5, 7, 26–7,

44–9, 52–9, 71–82, 85–93, 96–104,
121–6, 130–7, 143–6, 163–5, 197–9

option strategies 95–104, 110–18, 121–6,
130–7, 191–2, 197–9, 217, 219–22,
223–32

physical delivery 2, 10
prevailing price of the underlying 31–8,

39–41, 44–9, 71–82, 85–93, 98–104,
110–18, 120–6, 127–37, 167–72,
197–9, 223–32

regional variations 10
types 1, 5, 9, 11, 19–20
yield enhancement 217, 219–22

underlying positions, option positions
79–82

underlying reference prices, quotes 216–17
universal stock futures, concepts 26
‘upfront’ premiums see premium-paid

options
upside exposure, concepts 22–3, 108–18,

120–6, 128–37, 219–20
USA

CBOE 20
CBOT 20
CME 9, 233
major exchanges 20, 233
NYMEX 233
underlying assets 10

value factors, underlying assets 4, 44–9
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vega
see also volatility
concepts 72, 83–93, 122–6, 131–7, 143–6,

147–9, 154–5, 157–60, 162–5, 168–72,
174–7, 180–91, 197–9, 203–4, 207–8,
223, 227–32

definition 83–4, 91, 93
examples 84–5, 86–93, 122–3, 131–2,

143–6, 147–9, 154–5, 157–60, 162–5,
168–72, 174–7, 180–91, 197–9, 203–4,
207–8, 227–8, 229–32

expiry dates 85
uses 84–5, 86–93, 122, 131–2, 143–6,

147–9, 154–5, 157–60, 229–32
‘what-ifs’ 87–93

vertical spreads
see also call spreads; put spreads
calendar spreads 211
concepts 119–26, 127–37, 151–5, 157–60
definition 119, 159–60
horizontal spreads 211
long/short-vertical alternatives 157–60

Vodafone 2
volatility

see also historical . . . ; implied . . . ; skew;
standard deviation; vega

cheapness/expensiveness of options 54–8,
77, 100–4, 110–18, 120–6, 129–37,
161–5, 167–72, 220–2, 228–32,
235–6

concepts 7, 44–5, 52–9, 61–70, 71–2,
83–93, 95–104, 122–6, 129–37,
154–92, 197–9, 220–2, 235–6

definition 52–3

exercises and answers 56–8
market direction 63–4, 70
option price determinants 4–5, 7, 44–5,

52–9, 71–2, 83–93, 96–104, 121–6,
130–7, 143–6, 154–60, 163–5, 197–9,
220–2

option strategies 95–104, 121–6, 130–7,
154–92, 197–9, 220–2, 235–6

probability links 7, 44–5, 52–9
speed considerations 63
types 53–6
uses 53–8, 77, 84, 100–4, 110–18, 120–6,

129–37, 161–5, 167–72, 220–2,
228–32, 235–6

volatility smiles 70
see also skew

volatility smirks 70
see also skew

volatility strategies 160–92
see also iron butterflies; iron condors;

straddles; strangles

weather derivatives 9
website resources 233–4
‘what-ifs’, the ‘Greeks’ 87–93
Worldcom 153

yield enhancement
concepts 217, 219–22
definition 217, 219
examples 219–21
uses 219–20
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