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FOREWORD

In this book, Options Spreads and Combinations, Scott takes the subject of options and
option spreads and shows investors how they can be easy to understand through
interesting, real world examples. Just as he does every week on CNBC'’s Options Ac-
tion and in his first book, Options Math for Traders, Scott takes what many have viewed
as intimidating concepts and breaks down the barrier of entry for the self-directed
investor. Scott has a wonderful ability to use his years of experience and vast knowl-
edge of markets and rather than use industry jargon or high-level mathematics, he
breaks things down to a level that is interesting and easy to grasp for all levels of
investor—{rom the novice to the seasoned. This ability to relate to and write for
people of all knowledge levels, without arrogance or condescension is impressive
when you review his track record which includes being the brains behind the “Na-
tions VolDex®” implied volatility index.

This book encourages you to dig deeper, through poignant examples and real-life
situations that can help your decision-making process when you face similar situa-
tions. Most importantly, as Scott has done this for a living and has the “battle scars”
to show for it, he helps you set realistic expectations. He is not here to give a fly-by-
night or get-rich-quick scheme. He is helping you become educated in the theory
and reality of options trading so you can put together a realistic game plan and give
yourself the opportunity for options trading success.

A prominent and important part of this book is to address some of the most common
mistakes that retail traders make. All too often, when folks are starting out in the world
of options trading, they only buy or sell single options in directional trades. This can be a
successful strategy for some people but over time it is probably not a strategy with which
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the average person can have long-term success. This book encourages you to consider

spreading your trades, which spreads out your risk and the cost of your trac '
read along, you will quickly grasp that this type of trading allows you to use lc.ss c:ap;t;';]
and define your risk right up front on your trades. You will have th'c ()pP()I’tUl’llt_V in this
book to learn about every type of sprcad trade that is realistic and 1magma|)lc. |
Chapter 1 addresses the differences in risk and return and the fundamcnt.al.dlffcr-
ence in options payoffs, which sets the pace for the rest of this book and tb(‘ difference
in thinking about options as compared to just buying or selling stock. As Scott empha-
sizes, the ability for one to manage risk and exposure to th
you understand these spreads. This concept of risk differentiat
and is one to keep in mind as you read. Scott gives insight in to h
at trading. That is, the first thing he looks at is how much risk or how much exposure
do I 'have, then he looks at potential return. This concept is so important and hC],PS to
mitigate one of the primary mistakes that many newer options traders h.‘:n'c. By defining
risk right up front, which most spreads do, it keeps the investor away from a situation

where they are in over their head or have risked too much capital, while at the same
this clearly illustrated

les. As you

¢ market is much easier if
es this book from others

ow a prol'cssiona] looks

time setting out a worst-case scenario right up front.You can see
in Chapter 3 on vertical spreads, no matter if you are buying or selling the spread, you
should view the money you can lose and the potcntial return on the trade. This is not to
be minimized and should be heeded in every example. Read this to better understand
risk and, more importantly, understand how to define the appropriate risk for you, and
it can help you on your road to success.

Scott also does a great job of addressing the size of your trades and keeping risk
appropriate. This helps to address another mistake that traders of all levels make;
that is, they trade more contracts on a trade than they are ready to. Spreads help to
mitigate this situation, but equally as important is the reminder to do what is right
for you and what you are ready for in any market situation. This is an important step
in achieving success in a way that does not have you up all night worrying.

As someone that talks to retail traders on a regular basis, I find it so refreshing to
see someone teaching in a sensible, risk-defined manner to help the average person
have a greater chance of success in the market. I commend Scott’s thoughtful work
delivered in fun and logical lessons in this book. I consider him one of the best op-
tions teachers. One of the great benefits of this book is that it is not going to be read
and put away; this book can serve as a reference guide for the rest of your trading
career. As you step up in knowledge or want to take different types of risk, you can
reread the chapters on different spreads as you change your strategies based on mar-
ket conditions. These lessons are timeless. I hope you enjoy this book as much as I did
as you get the chance to learn from a great teacher and a great friend.

—]] Kinahan




PREFACE

he goal of option trading is to make money. The vital element of making money

over the long run is to define risk when you can and reduce the cost of your
trade when you should. An option spread (essentially buying one option and selling a
similar option) or an option combination (usually using two options in tandem such
as buying both a put and a call or using an option in tandem with something else such
as ownership of the underlying stock) is usually the best way to define risk and/or
reduce the cost of your trade. Not every option spread or combination limits your
risk but most do and they do it sensibly, without paying a huge penalty that destroys
the mathematical advantage your option strategy might generate. In fact, certain
option spreads generate even more mathematical advantage than outright option
positions can. The purpose of this book is to help you understand these strategies
and apply them intelligently because, again, the goal is to make money. We can and
should enjoy both learning about options and trading them effectively, but both are a
lot more fun when we’re making money.

No trader is right every time, but you should make money more often than you
lose money and your profitable trades should make more than your losing trades
lose. The easiest way to do all these things is to use option spreads and combinations
and to do so in a disciplined manner. That discipline includes taking your loss when
your option spread trade isn’t working. You will probably have lost a lot less money
than if you had traded the stock or an outright option (rather than an option spread
or combination) but using a lower-cost, lower-risk spread or combination doesn’t
mean we can ignore first principles and not take our loss when we should. A spread
or combination is also a great tool when doing the hardest thing to accomplish when

trading ad(ling to a winner well.




NOTE: Page references in italics refer to ﬁgures and tables.

Ask, defined, 6-7. See also Bid/ask spread
Assignment, covered calls and, 58, 62, 62, 64,
" 65, 65-69, 67, 1172
At-the-money
covered puts, 81, 87-90, 88, 89, 90
defined, 11, 12, 22
straddles and, 110
vertical spreads, 33
See also Calendar spreads

Back spreads
cheat sheet, 232
defined, 217-218, 218
examples, 227, 227-230, 228, 229
super, 230, 230-231, 231
See also Ratio spreads and back spreads
Bearish vertical spreads, 3334
Bid/ask spread
ask, defined, 6--7
bid, defined, 6-7
condors and, 200, 200-202, 201, 202
in-the-money covered puts and, 86
Black-Scholes option pricing formula, 16-17
“Body,” of butterfly, 176
Box spreads, 241-242, 242, 243

Breakeven points, defined, 37
Broken butterflies, 176, 185188, 186, 187 @ —— ——
Bullish vertical spreads, 33-34 249
Butterflies, 169-190
broken butterflies, 176, 185188, 186, 187
call butterflies, 170, 170176, 171, 172,
173, 174, 175
cheat sheet, 189
defined, 169
iron butterflies, 238, 238-239, 239
long, defined, 169, 182
market outlook and, 182, 182184, 183,
184, 185
prior to expiration, 178181, 179, 180
put butterflies, 176178, 177, 178
ratio spreads compared to, 219, 220-221, 221
short, defined, 169, 182
“wings” and “body” of, 176
Buywrite, 57

Calendar spreads, 93108
call, 97-101, 98, 99, 100, 101
catalysts, 93, 105106, 106
cheat sheet, 108
defined, 93-97, 95, 96, 97
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Calendar spreads (continued)
diagonal spreads and, 236-238, 237
directionality and, 104, 104105, 105
selling, 102, 102-103, 103
super calendar, 106107, 107
Call butterflies, 170, 170-176, 171, 172, 173,
174, 175
Call calendar spreads, 97-101, 98, 99, 100,
101
Call condors, 191-196, 192, 193, 194, 195
Call options
call spread, buying and selling, 31, 31-32,
32 (See also Vertical spreads)
defined, 23
selling, 6, 6--10,7, 8, 9, 10
See also Vertical spreads
Call spread collar, 153
Call spread risk reversal, 166167, 167
Cash-secured puts, 75. See also Covered puts
Catalysts, 93, 105106, 106
Cheat sheets
back spreads, 233
butterflies, 189
calendar spreads, 108
condors, 206, 207, 208
conversion/reversal, 215
covered calls, 73
covered puts, 92
ratio spreads, 232
risk reversal, 168
straddles, 124
strangles, 137
vertical spreads, 54
Christmas tree spreads, 239-240, 240, 241
Collars, 139154
call spread, 153
defined, 139
in-the-money, 144, 144145, 145
narrow, 140, 140142, 141, 142
potential outcomes of, 145-146
put spread, 151, 151-153, 152
risk reversal compared to, 160, 164165
skew, 148, 149, 149-150
vertical spreads compared to, 150,
150-151
wide, 142143, 143
zero-cost, 146149, 147, 148

Combinations, defined, 12
Condors, 191-208
bid/ask spread and condor spreads, 200,
200-202, 201, 202
call condors, 191196, 192, 193, 194, 195,
206
cheat sheets, 206, 207, 208
defined, 191
directional condors, 203-205, 206, 207
iron condors, 202-203, 203, 208
long condors, 191
long iron condors, 202
put condors, 192, 196, 196-197, 197, 207
selling, 198, 198-200, 199
short condors, 198
Conversion/reversal, 209-215
cheat sheet, 215
conversion, defined, 209-211
dividends, 213
frequency of use, 209
pin risk, 213-214
reversal, defined, 211-213
Covered calls, 55-73
advantage of, 57-58
assignment, 58, 62, 62, 64, 65, 65-69, 67,
71-72
cheat sheet, 73
collars and, 139
covered puts versus, 90-91
defined, 5557, 56
dividends “created” with, 63—67, 64, 65,
66, 67
downside protection, 62, 6263, 63
expiration and erosion, 58-60, 59, 60
profitability, 61-62, 62
selling covered straddles, 121-123, 122,
123
stock covered vertical call spread, 70,
70-72,71
Covered puts, 75-92
at-the-mone_v, 81, 87-90, 88, §9, 90
cheat sheet, 92
covered calls versus, 90-91
defined, 57, 75-79, 76, 77, 78, 79
in-the-money, 83-87, 84, 85, 86, §7,
88-90, 89, 90
market outlook for, 80-81



out-of-the-money, 81, 81-83, 83, 88-90,
89, 90
regret point of, 80, 90
selling covered straddles, 121-123, 122,
123
“teeny” puts, 82-83
Covered straddles
defined, 121
sclling, 121-123, 122, 123
Covered strangles, selling, 134, 134136, 135,
136

“Deep” in-the-money calls, 87
“Deep” out-of-the-money covered puts, 82-83
Delta
defined, 27
straddles and, 118-121, 119, 120
vertical spreads and, 41-45, 42, 43, 44, 48
Diagonal spreads, 236238, 237
Directional condors, 203-205, 206, 207
Directionality
calculating, 27
calendar spreads and, 104, 104-105, 105
defined, 16
“directionless” volatility trade, 23-24, 24
Dividends
conversion/reversal and, 213
covered calls and assignment, 68—69
covered calls for “creating” dividends,
63-67, 64, 65, 66, 67
Downside protection, collars and, 139

Earnings releases, as catalysts, 105-106
Erosion
calendar spreads and, 93
covered calls and, 58—-60, 59, 60
defined, 18—19, 19
See also Expiration dates; Theta
ETFs
expiration dates and, 3
GLD (gold exchange traded fund) example,
63
Exercise strike (strike price), 5
Expiration dates
calendar spreads and, 93, 103 (See also
Calendar spreads)
collars and potential outcomes, 145-146

covered calls, 58-60, 59, 60, 87-88, 88,
90-91

covered puts, 77-78, 78

defined, 3, 34

option erosion and, 1819, 19

sensitivity to passage of time, 20, 20-21,
21

straddles and, 110

strangles and, 125

vertical spread value prior to expiration,
45-47, 46, 47

ug(y
defined, 23-24
strike put, 84-85

Futures, options on, 69

Gamma, 27, 27-28

GLD (gold exchange traded fund), 63
Guts, 127

Guts spread, 245, 245, 246

Hedge ratio, 23, 27
Horizontal spreads, 29, 94. See also Calendar
spreads

Implied volatility, 17-18, 25
Increments, of strike price, 5
Inflection point, 77
In-the-money
collars, 144, 144145, 145
covered puts, 8387, 84, 85, 86, 87, 88-90,
89, 90
defined, 11, 23, 24
straddles, 110, 125
vertical spreads, 32, 47, 50-53, 51, 52
See also Calendar spreads
Iron butterflies, 238, 238-239, 239
Iron condors, 202-203, 203, 208

Jelly rolls, 243

Long butterflies, defined, 169, 182. See also
Butterflies

Long calls, short puts and. See Risk reversal

Long stock, short call option and. See Covered
calls




=
*
w
Q
=

Long straddles, 109, 110115, 111, 112, 113,
114,115
Long strangles, 126

Market outlook

calendar spreads and, 100

for covered puts, 80-81

vertical spreads and, 38-40, 39, 40
Married puts, 235-236, 236
Maximum value, vertical spreads, 31
Minimum value, vertical spreads, 31
Moneyness

defined, 10-11, 11, 12

vertical spreads and, 32-33

Naked calls, selling, 31, 35
Naked puts, selling, 31, 75
Nations, Scott
OptionMath.com (website), 16, 18, 20, 21,
24,25, 26, 27, 58
Options Math for Traders, 16, 41, 57, 247

Option double (stupid), 243244, 244
OptionMath.com (website)
calculating directionality, 27
calculating erosion, 58
calculating volatility change, 26
option calculator, 18, 20, 24
option pricing formula, 16, 25
spreadsheet tool, 21
tools found on, 247
worksheet tool, 24
Option price, 15--28
defined, 16, 18
delta, 27
gamma, 27, 27-28
implied volatility, 1718, 25
option erosion, 18—19, 19
option pricing formulas, 1617
rho, 26
sensitivities, generally, 19
sensitivity to passage of time, 20, 20-21, 2]
sensitivity to price of underlying stock,
21-24, 22, 24, 25
theta, 20-21
vega, 26

volatility, defined, 16
volatility changes, 25-26, 26
Options, 1-13
calls and puts, defined, 2-3
defined, 1-2
expiration dates, 3, 34
moneyness, 10-11, 1, 12
objectives of trading, 13
selling puts and calls, 6, 6-10, 7, &, 9, 10
spreads and combinations, defined, 12
stock equivalent and, 5
strike price, 45
See also Option price; Option value
Options Clearing Corporation (OCC), 3, 69
Options Math for Traders (Nations), 16, 41,
57, 247
Option value
estimating, 15-17
vertical spreads and asymmetry of risk and
reward, 40, 40-41
vertical spread value prior to expiration,
45-47, 46, 47
Out-of-the-money
covered puts, 81, 81-83, 83, 88-90, 89, 90
defined, 11, 23
strangles and, 125, 132
vertical spreads, 3340
See also Calendar spreads
Overwrite, 57

Package, defined, 209
Passage of time, sensitivity to. See Expiration
dates
Payoff charts, explained, 7-8, 8, 9, 9-10
Pin risk, 213-214
Premium, defined, 3
Profit-and-loss (P&L) tables, for vertical
spreads, 34, 34, 35
Protective (married) puts, 235-236, 236
Put butterflies, 176178, 177, 178
Put condors, 192, 196, 196197, 197, 207
Put options
defined, 2--3
moneyness and, 1011, 11, |2
put spreads, buying and selling, 32, 32 (See
also Vertical spreads)



selling, 6,6-10,7, 8,9, 10
See also Calendar spreads
Put spread collar, 151, 151153, 152

Quarterly expiration dates, 3

Ratio spreads and back spreads, 217-233
back spreads, 217-218, 218, 227, 227-230,
228, 229
call ratio spreads, 222, 222-224, 223
cheat sheets, 232, 233
put ratio spreads, 217-221, 218, 220, 221,
222
ratio spreads, defined, 217-219, 218, 220
ratio spreads, for stock repair, 224227,
225, 226
ratio sprcads Compared to Christmas tree
spreads, 239
ratio spreads compared to vertical spreads
and butterflies, 219, 220-221, 221
super back spreads, 230, 230-231, 23]
Regret point
of covered puts, 80, 90
defined, 58
Reversal, defined, 211-213. See also
Conversion/reversal
Rho, 26-27
Risk reversal, 155168
call spread risk reversal, 166167, 167
cheat sheet, 168
defined, 155156
erosion of, 158-161, 159, 160, 161
likelihoods, 162, 162164, 163, 164
profit and loss potential of, 156, 156157
157
skew and, 164166, 165
strike prices of, 157-158
Rolls (jelly rolls), 243

b

Selling calendar spreads, 102, 102103, 103

Short butterflies, defined, 169, 182. See also
Butterflies

Short call option, long stock and. See Covered
calls

Short puts, long calls and. See Risk reversal

Short puts, cash and, 75. See also Covered puts

Short straddles, 110, 116, 116-118, 117, 118
Short strangles, 126
Skew
defined, 148, 149, 149150
risk reversal and, 164166, 165
Spreads, defined, 12
Stocks
expiration dates, 3
high absolute prices of, 131
option equivalent and, 5
options compared to, 1
ratio spreads, for stock repair, 224-227,
225, 226
stock covered vertical call spread, 70,
70-72, 71
underlying stock price, 21-24, 22, 24, 25
Straddles, 109-124
breakeven point examples, 113, 113115,
115, 116, 117, 117-118811 8
breakeven point likelihood, 118121 , 119
120
cheat sheet, 124
condors compared to, 199
defined, 12, 109110
long, 109, 110115, 111, 112, 113, 114, 115
selling covered straddles, 121-123, 122,
123
short, 110, 116, 116118, 117, 118
“straddle calendar,” 245-246
strangles compared to, 125126, 127
Strangles, 125137
breakeven point, 130, 130-131, 131
cheat sheet, 137
defined, 125-126
iron condor compared to, 134
leverage and, 131132, 132
long, 126
selling, 132-133, 133
selling covered strangles, 134, 134136,
135, 136
short, 126
Strike price
of covered puts, 77
defined, 4-5
straddles and, 110
as vertical, 29-30 (See also Vertical spreads)
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Stupid (option double), 243244, 244
Super back spreads, 230, 230-231, 231
Super calendar, 106107, 107
Synthetic positions
collars and, 151
conversions/reversals and, 209
defined, 97

“Tail risk” events, 83
“Teeny” puts, 8283
Theta
defined, 20-21
vertical spreads and, 48, 48-49, 49
Time value. See Expiration dates

Underlying stock, sensitivity to, 21 —24. 22,
24, 25

Vega, 26

Vertical spreads, 2954
at-the-money, 33
breakeven points, 37
bullish and bearish, 33

butterflies as, 169, 171, 171-172, 172, 174

buying and selling, 30, 30

cheat sheet, 54

collars compared to, 150, 150151
as condors, 191 (See also Condors)
defined, 29-30

delta for, 4145, 42, 43, 44, 48

diagonal spreads and, 236-238, 237

in-the-money, 32, 47, 50-53, 51, 52

iron butterflies and, 238, 238-239, 239

market action for, 37, 37-38, 38

market outlook and, 38-40, 39, 40

maximum and minimum values, 31

measuring cost of, 49-50, 50

moneyness and, 32-33

nomenclature, 31, 31-32, 32

out-of-the-money, 3340

profit-and-loss (P&L) tables for, 34, 34, 35

ratio spreads compared to, 220-221, 221

risk and reward as asymmetric, 40, 4041

selling a call vertical spread, 35-36, 36

stock covered vertical call spread, 70,
70-72,71

theta for, 48, 48-49, 49

value prior to expiration, 45-47, 46, 47

Volatility

calendar spreads and, 94
changes to, 25-26, 26
defined, 16, 18

implied, 1718, 25

short volatility strategy, 80
straddles and, 109, 110
See also Option price

“Wings,” of butterfly, 176

Zero-cost collar, 146149, 147, 148




