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B TRADING TECHNIQUES

Putting the odds
in your favor

Long thought to be trading vehicles for brainiacs, option spreads can be beginner-friendly. Learn
how option spreads offer greater risk/reward trades and allow minimally capitalized traders to

enter volatile markets safely.
By Rick Thachuk

ption spreads, crealed by
buying an option and
simultaneously selling a
related option, are sel-
dom the choice investment vehicle
of position traders, especially
beginning traders, largely because
of their intuitive complexity and
difficulty of execution. However,
option spreads arguably offer
greater expected risk/return
characteristics than futures
and even outright purchas-
es of call or put options.
Thus, over time, option
spread strategies can
vield greater risk-adjust-
ed rates of return and over-
all portfolio performance,

Commeon spreads Of the many option
spreads available, the two most
common are the bull call spread
and the bear put spread. These
spreads are regarded as debit
spreads because the purchaser
must pay the initial cost of the
spread. The initial cost of the
spread, including commissions
and fees. constitutes all of the
market risk of the position. *Good
as gold” {right) depicts possible
bull call and bear put spreads for
February gold options.

A bull call spread consists of buy-
ing a call option and simultaneous-
ly selling another call option of the
same commodity and expiration but
having a higher strike price. A bull
call spread creates a long exposure
and is established when the trader
exXpects prices Lo rise. It provides an
alternative to buying a futures con-
tract or buying a call option,

A bear put spread consists
of buying a put option and simulia-
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neously
sellln g e
another put
option of the
same commodity

and expiration, but having a lower
strike price. A bear put spread cre-
ates a shorl exposure and is estab-
lished when the trader expecls
prices to fall.

Better return on risk Of the three
general strategies — trading
futures, buying options or buying
aplion spreads — buying option
spreads has the lowest risk. For
example, a typlcal futures contract
can gain or lose on average
between 5500 to 51,000 in any one
day. Option spreads. in contrast,
typleally move only 550 to $100 in
any onc day. For futures traders.
especially those with trading
accounts below 85,000, lowering
risk is paramount. Option [debit)
spreads require no margin and the

downside risk
is known and fixed beforehand:
The maximum dollar amount that
can be lost in a worst-case sce-
nario is the price mitially paid to
establish the position, including
commissions and fees.

Even though an outright futures
position will return the greatest
profli-per-point movement of the
underlying contract, the risk asso-
ciated with futures makes them
unatiractive to traders with small-
sized accounts. The limited risk of
putright options makes them more
appealing; however, the cost of
option premiums can delerlorate
performance significantly over time.

Option spreads have the advan-
tageous risk characteristics of out-
right options, but the upfront cost
is lower, thus helping to put the



ipﬂld After trmding
a-t:ad:ly higher over the summer,
crude oil prices declined alm.rpl;f in
early October (see “Oil slick,” page
48). Prices quickly recovered from
their lows, suggesting that crude
oil prices may resume their
upward trend. To place a trade
based on an expected return to the
upside, you could establish a long
position in crude oil by purclmsing
a bull call spread.

“In this example, you' ‘would ‘have

bought a bull call spread in the
January options on Oct, 20, 1999,

because it would have allowed

almost two months for crude oil
prices to rally. {The January
options expired on Dec. 15, 1999,
Because these option premiums
are relatively expensive due to
their long life. you should select
strike prices that are out-of-the-
money to reduce the overall cost
of the spread. With the futures
price at 522.75 per barrel, you
can buy the 24 strike call for
8820 and simultaneously sell the
25 strike call for 8580. The net
cost of the spread Is 240 plus
commissions and fees and is the
most that you can lose in a wurst-
case scenario.

~The maximum valuc that the
spread_qan attain is §1.000 — the
value of the difference between
the option strike prices. Shortly
after Batahli&hlng the spread,
crude oil prices dipped to below
$22 per barrel. If you had estab-

lished a long futures position

instead of the option spread, you
ukgl" would have been atup];
; 'k{ loss. However, with the

~such tempora retrace-
fe
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