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Ask price, 87-104. See also Bid-ask
spread
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puts, selling, 158-159
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and calendar spreads, 176
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for option spreads, 100-102
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SPX option bids and offers, 94-97
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Black-Scholes formula, 239-241
for value of call option, 239
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assumptions, 3941, 69-72
example, 39
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Breakeve, points, 120-124, 218-219
for covered call, 120-124
aownside, 121, 123
upside (regret), 121, 123
put and call vertical spread,
218-219
Buywrite, 117, 155-157

C
Calendar spreads, 171-195
catalysts, 193-195
follow-up, 185-192
after being assigned, 189
after getting it wrong, 187
for successful directional calendar,
190
super calendar, 191-192
taking a small loss, 187
long, and implied volatility, 176-177
impact of changes in, 177
maximum profit and loss, 172-175
neutral, bullish, and bearish,
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bullish becomes bearish, 192-193
profitability by moneyness, 183
payoff at front-month expiration,
178
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Calendar spreads (Continued )
the phenomena and, 175-176
bid/ask spread, 176
daily erosion, 175-176
implied volatility, 176
skew, 176
time decay, 175
volatility risk premium, 176
profitability without movement,
183-185
sensitivities, 185-186
Call option, 34, 6, 9, 17-20
breakeven level for, 18
covered. See Covered calls
price components, 9
Chicago Board Options Exchange
(CBOE), 94, 97, 106
Competitive Market Makers (CMMs),
89
Covered calls, 115-149
best use of, 117-118
breakeven points, 120-124
downside, 121, 123
upside (regret), 121, 123
and daily price erosion, 132-134
follow-up action, 136-138
buying back, 137-138
getting assigned, 138-139
ordering, 134-136
payoff, generic, 116
the phenomena and, 1)8-120
bid/ask spread 113
general impact on, 120
skew, 118-119
time decay, 118
volatility risk premium, 118
volatility slope, 119-120
rates of return, 124-126
option premium yield, 124-125
return if called away, 125-126
relative outcome from selling, 117
rolling, 140-148
down, 141-145
loser, locking in, 145-147
up, 140-141, 142
up and out, 147
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selecting, 127-132
at-the-money, 127-129, 131-132
in-the-money, , 127-130
out-of-the-money, 127-131
stock-like or bond-like, 132, 133

stock rallies, 127

using for downside protection,

126
and volatility risk premium, 134
Crude oil skew, 67-68

D
Daily price erosion. See Theta
“Degree of the angle,” 72-74
Delta, 43-44, 93-94, 101;211-213
impact on bid/ask sareads, 93-94
and risk reversai, 211-213
and vertical spreads, 228-229
Designated hiacket Makers (DMMs),
89
Directicit. magnitude, and time, 17-24
eartings path, 21-23
possible directions, 20-21
relationship between magnitude and
time, 19-20
volatility, 23-24

E

Electronic Access Members (EAMs),
89

Equity options, 97-100

Google (GOOG) option bids and
offers, 97-100
by implied volatility, 98
Exercise price, 4

F
Forecast volatility, 33-34
Future volatility, 34

G

Gambling analogy, x—xi

Gamma, 44-45

Gold, 67-69, 209
option prices, 209
skew, 67-69
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Google (GOOG), 97-102, 135-136 Inherent value, 6-7
butterfly, 102 International Securities Exchange
covered call execution, 135-136 (ISE), 89
option bids and offers, 97-100
by implied volatility, 98, 99 L
Greeks, 43-46, 240-241 Leverage theory of volatility slope,
for call option, 240 109-110
delta, 43-44 Linear interpolation, 241
gamma, 44-45
for put option, 240 M
rho, 45-46 Magnitude. See Direction, magnitude,
theta, 44 and time
vega, 45 Market makers, 87-90, 101, 103
Market participants, 87-89
H Moneyness, 13-14
Heteroskedasticity, 56 Multi-legged spreads; via/ask of,
Horizontal spreads. See Calendar 102
spreads
N
I Naked call seiiing, xii, 115
IBM, 222-223, 228-229, 232 New. York stock Exchange, market
skew, 223 makers in, 89

vertical spread payoff, 222
Implied volatility, 37-47, 63-76, 91-92, (63

176-177, 227-228, 229-231 Onyx Pharmaceutical (ONXX) covered
Black-Scholes model, 38-46 call execution, 136
assumptions, 39—41 Option basics, 3-15
example, 39 cost and value, 5-12
inputs to, 41-42 inherent value, 6-7
sensitivity of option‘prices to time value, 7-12
changes in inpu.s, 43-46 describing, 4-5
and calendar sorceds, 176-177 moneyness, 13-14
correlation betw=en market prices put options, 12-13
and, 105-109 specifics, 3-4
and skew, 63-76 Option pricing models, x, 37-47
assumptions, 69-72 and implied volatility, 37-47
hedging options, 72-74 Black-Scholes model, 38-46
size, 74-75 Option spreads, bid/ask for,
by strike price, 65-66 100-102
when it occurs, 6667 Option strategies, xi—xiii
where it occurs, 67-69 Option theory, ix
and vertical spreads, 227-228, Options math website, xiv
229-231 Out-of-the-money
In-the-money covered calls, 127-131
covered calls, 127-130 puts, selling, 160

puts, selling, 159 Overwrites. See Covered calls
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Premium, 5-12
inherent value, 6-7
time value, 7-12
changes in, 10-12
Primary Market Makers (PMMs), 89
Put option, 3-4, 6, 12-13, 18-19,
151-169
breakeven level for, 19
inherent value, 6-7, 13
price components, 12
selling, 151-169
at-the-money, 158-159
to buy stock at a discount,
157-158
buying back, 161-162
buywrites, 1556-157
follow-up action, 160-161
and the greeks, 158
in-the-money, 159
out-of-the-money, 160
outcome of, 152-154
the phenomena and, 154-155
rolling, 162-168

Q
QQQ risk reversal, 214-216

after a rally, 215

R
Realized volatility, 227 -238
Return, rates of, 12426
option premium yield, 124-125
return if called away, 125-126
Rho, 45-46
Risk premium, volatility, xiii, 27-28,
51-62, 118
by asset class, 59
assumptions, 54-57
and covered calls, 118
definition of, 51-54
size, 57-58
over time, 60-61
Risk reversal, 197-216
follow-up action, 213-216
closing trade, 215-216
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leaving as is, 215
rolling call, 216
ineffective, 208-210
and longer-dated expirations,
210-213
time to expiration and deltas,
211-213
prior to expiration, 206-208
alternatives, 207
after the passage of time,
208
after a rally, 207
and skew, 198-200
using, 201-205
Rolling, 140-148
covered calls
down, 141-145
loser, locking in, 145-147
up, 140-141; 142
up and out, 147
puts
down, 163-164
aown and out, 167-168
up, 165-167
Royal Bank of Canada, 194-195
Russell 2000 Exchange Traded Fund
(IWM), 65-66, 71-72, 74-75, 97,

109

S

Skew, xii, 63-76, 111, 118-119, 154155,
176, 198-200

and calendar spreads, 176
and covered calls, 118
implied volatility and, 63-76
assumptions, 69-72
hedging options, 72-74
size, 74-75
by strike price, 65—-66
when it occurs, 66-67
where it occurs, 67-69
and risk reversal, 198-200
and selling puts, 154-155
and vertical spreads, 218-220,
232-233
volatility slope and, 111
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S&P 500, 106-107
changes in VIX by changes in, 106
SPX options, 94-97, 134
at-the-money call option volatility
risk premium, 134
bids and offers, 95
by implied volatility, 95, 96
put options, volatility risk premium
for, 154
SPY (S&P ETF), 90-94, 135, 157,
202-203
covered call execution, 135
option bids and offers, 90
by implied volatility, 91, 92
risk reversal, 202-205
payoff, 203, 205
skew and delta for, 202
selling puts to buy at a discount, 157
Standard deviation, 235-237
formula for, 235
Starbucks, 193-194
Strike price, 4, 14

T
Theta, 44, 79-80, 132-134, 148, 158
and calendar spreads, 175-176
changes in over time, 85
and option time value erosion, 79-80
after rolling up and out; 142
and vertical spreads, 220
Time. See Direction, magnitude, and
time
Time spreads. See Calendar spreads
Time value, 7-12, 77-85
changes in, 10-12
by expiration, 11
by strike price, 10, 78-79
and decay, 77-85, 118, 155, 175
and calendar spreads, 175
and covered calls, 118
erosion, 79-85
and selling puts, 155
theta, 79-80

U
Underlying asset, 4, 65
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A%
Vega, 45, 227-228
and vertical spreads, 227-228
Vertical spreads, 217-234
aggressiveness of, 231
breakevens, 218
call spreads, skew, and trough,
232-233
follow-up action, 233-234
greeks, 227-229
delta, 228-229
vega, 227-228
implied volatility and cost of,
229-231
long put/short call, 222.-225
differences, 224--2%5
similarities, 222224
risk and rewaxd. 221-222
skew and 2 2-220
terminalogy, 220
width vs. cost, 225-227
Volaiinty, xiii, 23-35, 37-47, 51-76,
237-238
asymmetry, 105, 110-111
for different time periods, 238
implied, 37-47, 63-76, 91-92,
176-177, 227-228, 229-231
Black-Scholes model, 38-46
and calendar spreads, 176
correlation between market prices
and, 105-109
and skew, 63-76
and vertical spreads, 227-228,
229-231
realized, 237-238
risk, 25-27
smile, 66
smirk, 66
standard deviation of returns, 28-33
of daily percentage price changes,
32
expected outcome ranges for,
29-31
types of, 33-34
forecast, 33-34
future, 34
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Volatility feedback theory of volatility Volatility slope, 105-112, 119-120

slope, 110 asymmetry, 110-111
Volatility Index (VIX), 106 correlation between market prices
Volatility risk premium, xiii, 27-28, and implied volatility, 105-109
51-62, 118, 134, 154, 176 and covered calls, 119-120
by asset class, 59 and selling puts, 155
assumptions, 54-57 and skew, 111
and calendar spreads, 176 theories regarding, 109-110
and covered calls, 118, 134
definition of, 51-54 Y
and selling puts, 154 Yahoo!, 69, 210
size, 57-58 option prices, 210

over time, 60-61 skew, 69



