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In Brief

Hello Traders,
Welcome to Advanced Top Gun Options. In Advanced we’ll be exploring spreads that move
beyond simple directional and time decay plays. Many of the tactics in this section will
build upon what you have learned to this point so that you can now attack your targets
with three and four leg tactics that, normally, only professional options traders know how
to properly use.
In order to master these tactics you must accomplish more intense training to achieve a
much deeper level of understanding of options trading. However, the rewards for
understanding these tactics are plentiful because you will complete your arsenal with the
ability to perfectly match your tactic to anything the market throws at you. You’ll be
heading into battle with every weapon at your disposal.
One thing that most amateur option traders cannot properly handle is the changes that
occur in the implied volatility of the options. As the volatility changes, the option prices all
fluctuate and critically impact the profit or loss for any position. Volatility isn’t to be
feared; rather it needs to be understood so that you can protect yourself and then profit
from it.
It is critical that you understand these tactics thoroughly before employing them in your
cash account. Practice, practice, practice in your paper account before trading real money.
Learn how these trades behave in the market and how to identify ideal targets for each.
Once you have these tactics down you will be in the top tier of option traders.
Enjoy!
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Lesson One

Long Straddles and Strangles
Introduction
In this first lesson we’re going to cover two similar tactics that are extremely sensitive to
changes in the implied volatility and direction. So while this is a risk to be aware of, it’s
also a path for making money. These tactics are the Long Straddle and the Long Strangle.
Note: Since these are nearly identical tactics we’ll discuss the Straddle and assume
that everything applies equally to the Strangle and we’ll add in Strangle comments
where necessary.
These tactics involve the buying of both a Call and a Put in the same expiration month.
Straddles involve the ATM strike; Strangles use OTM Calls and OTM Puts. Since there aren’t
short options in this tactic, these can be expensive trades on a dollar basis. And without the
aid of a short option, Theta and Vega are extremely important Greeks for this trade as we
will explore later.
There is a two-fold purpose to creating a tactic with a Long Call and a Long Put. The first is
to profit from price movement without having to forecast the direction. The second is to
profit from a substantial increase in the volatility that raises the price of both options.
What kind of event causes an extreme price movement and/or a substantial increase in the
volatility? We will answer this in the Commit Criteria.
Commit Criteria
Large price movements in the stock and/or substantial increase in volatility are sometimes
the product of known news events. Of course the unknown can also have this effect, but we
can’t plan for the unknown. However, there are many “known” events that can produce the
desired effect. Such events include earnings announcement, lawsuit, legal settlements, FDA
announcements, major product announcements, etc. These are events that occur on a
specific day, or at least within a known time frame.
Here are a few examples: Earnings release dates for public companies are listed on many
free websites, such as www.earnings.com. In order to find a calendar of events for drug
approval/disapproval announcements, go to www.fda.gov. Also, visit the Investor
Relations section of any company website to find a list of potential news events.
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When the event unfolds, the stock can move wildly and Straddles and Strangles can be very
profitable. More importantly, when leading up to the event, expectations for the potential
large price movements can cause significant increases in the implied volatility of the
shorter term options. This is where our plan will come into play.
Events that should be absolutely avoided include takeovers, mergers and buyouts.
Regardless of which term is used, do not trade these events. And do not trade the rumors
of such events. This is like an ambush. When companies merge the risks not normally
inherent in these tactics can immediately appear and there is no defense. So as tempting
and as easy as it might sound, stay away from any company involved in major mergers and
acquisitions.
One exception to this can be demonstrated by looking at Apple Computer (AAPL). This is a
huge company that is always buying smaller tech companies. There isn’t really an effect on
AAPL stock when it buys these smaller companies. But if AAPL and Microsoft were to
merge (unlikely!) that would have significant impact on the option prices that is best left off
your radar.
Fox3 Trade Principles
Since the biggest impact on option prices for these known, tradable events is in the shorter
term options, you’ll focus on buying Straddles and Strangles with 2-3 months of time before
expiration. But also make sure that the month you’re buying encompasses the event’s date
AND gives you an additional 30 days before expiration. Since Straddles involve buying two
options without selling any options, time decay can become a major risk, so you do not
want to own Straddles in the last 30 days of expiration.
You also don’t want to buy the Straddle too many days in advance of the event and incur
any more time decay than is necessary. Add 30 days to the event date to come up with the
month you want to buy. You buy your Straddle approximately two weeks before the event
occurs. Here’s an example.
IBM reports earnings on April 10th so the option expiration you want to buy is May
(30 days later than April 10). You buy your May Straddle on or around March 27,
which gives you two weeks until the event date.
Once the event date has come and gone you will exit the trade after holding the Straddle for
about two weeks.
Implied Volatility: This is the biggest reason amateur option traders lose money with
Straddles. The implied volatility of the options is going to reflect when a known event has
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the potential to move a stock. That means that the IV can rise prior to the event and then
come crashing down after the event has passed.
If you buy a Straddle that has high implied volatility, then you’ll need a huge stock move to
compensate for this drop in the volatility once the event is over. If you don’t get a big
enough move, then you’ll lose money.
So the first thing that you must be aware of when trading this tactic is the current level of
the volatility and how low that volatility can go. You must ensure that you’re only buying
the options when the volatility is low and cheap. Most broker sites offer a tool that shows
the current level of the implied volatility. Here’s an example of IBM implied volatility:

(Screenshot provided courtesy of ThinkorSwim)

Remember that it’s not that actual number of the volatility that matters. Rather it’s the
current level compared to how far it can drop. Volatility typically has a “baseline” level as
illustrated by the horizontal line in the above graphic. Deviations above this baseline
increase the risk of losing money by buying Straddles when the volatility is too high. By
understanding the Greek “Vega” you can calculate your risk of loss by assuming that the
implied volatility that you buy will revert back to the baseline level.
For example, if you buy a Straddle when the option volatility is .30 and the baseline is .20,
then you can expect to lose 10 volatility points for every dollar of Vega that you have. Of
course an increase in the volatility can work in your favor assuming that the increase in the
volatility is large enough to overcome the daily Theta the Straddle incurs.
Please note that an increase in the IV does not necessarily mean that a Straddle price
is increasing in value because of the time decay factor. Volatility will often times start
to increase as the event date draws near, but time decay is simultaneously decaying the
Straddle at the same time. Often times, but not always, the increase in volatility is negated
by Theta. So you cannot simply assume that buying Straddles will make for profitable
trading just because the implied volatility increases. The actual dollar amount of the
Straddle must increase for you to see a profit.
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After deciding on the appropriate month to trade, and determining that the volatility is not
high enough to pose a threat to the trade, you can select your trade. If the stock is near a
strike price, then buy the Call and the Put using the ATM strike. If the stock is in between
strikes, or if you want to buy a cheaper version of the Straddle, then you can buy an OTM
Put and OTM Call. This is the Strangle.
Tactical Employment

A Straddle is created by buying both the Call and the Put with the same strike and same
expiration month. For example let’s assume that the stock is trading right around $60. You
would buy the Straddle by buying both the 60 strike Call and Put, as a spread for a net
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debit. Let’s assume for this example that you buy the Call for $1.50 and the Put for $1.50.
The total debit of the Straddle is $3.00.
If the Straddle is held until expiration, then the options would only have their real values
and the value of the Straddle would depend on where the stock is. See the following table.
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Stock Price

Long 60 Call

Long 60 Put

Net value

P/L

75
70

15
10

0
0

15
10

12
7

68
65
63
60
57

8
5
3
0
0

0
0
0
0
3

8
5
3
0
3

5
2
0
-3
0

55
52
50
45

0
0
0
0

5
8
10
15

5
8
10
15

2
5
7
12

Of course the Straddle won’t usually be held until expiration, but you can see from the
above table how the Straddle will increase in price if the stock moves away from the strike
price. The only place where both options are worthless is if the stock closes right at the
strike price on expiration. If the stock closes anywhere else, then the Straddle will have
some value since either the Call or the Put will be ITM.
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Here’s the

Tactical

Employment for a Strangle:
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The Strangle is created by buying an OTM Put and an OTM Call. That means that the stock
price will be between the two strike prices. A guide in determining how far OTM to buy the
Strangle options is to look at buying options with a Delta between .30-.40. Going TOO far
out of the money will require an enormous move in the stock for you to be profitable, so
you don’t want to stray too far from the ATM strike. *Buying a strangle is generally the less
expensive alternative to buying a straddle, but may require the stock to move further
If we assume that stock is trading for $63, we could create a Strangle by buying the 60 Puts
for $0.75 and the 65 Calls for $1.00. The total debit for this Strangle is $1.75. Where would
the stock have to close for this Strangle to be completely worthless at expiration? If the
stock closes at or above $60 and at or below $65, then both options would be worthless.
See the following table for the Strangle values based on stock price if held until expiration.

Stock Price

Long 65 Call

Long 60 Put

Net value

75
70
68
65

10
5
3
0

0
0
0
0

10
5
3
0

63
60
57
55

0
0
0
0

0
0
3
5

0
0
3
5
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Stock Price

Long 65 Call

Long 60 Put

Net value

52
50
45

0
0
0

8
10
15

8
10
15

Prior to expiration Straddles and Strangles are still going to change price as the stock
moves, as volatility changes, and as time passes. Let’s look at an example assuming the
stock is at $129.60.
Strike Price

Call

Put

125

$6.00

$1.75

130

$3.00

$3.75

135

$1.25

$7.00

What are the current prices of the 130 Straddle and the 125-135 Strangle? The Straddle
price is $6.75. The Strangle price is $3.00, which is the combined price of the 125 Put and
the 135 Call.
Two weeks later the market has sold off and volatility has increased. The stock now stands
at $122 and these are the current option prices. Notice how the Straddle and the Strangle
have both changed in value.
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Strike Price

Call

Put

125

$3.40

$6.10

130

$1.65

$9.40

135

$0.70

$13.50

The Straddle has increased to $11.05 from $6.75 and the Strangle has gone to $6.80 from
$3.00.
How do Straddles (Strangles) profit as the stock moves? When a Straddle (Strangle) is first
initiated the Delta of the Call is going to be offset by the Delta of the Put. The positive
Deltas from the Call cancel out the negative Deltas of the Put. These are called “Delta
neutral” tactics.
But in order for this tactic to profit from a change in the underlying price, then the tactic
needs to acquire a Delta. Here’s how that happens. If the underlying stock moves higher,
then Call Deltas increase and Put Deltas decrease. The combined effect of the Deltas gives
the tactic a net positive Delta that will continue to increase as the stock continues higher.
This is the Gamma at work.
If the underlying stock drops in value, then Call Deltas decrease and Put Deltas increase.
Again, the net Deltas combine to give the tactic as a whole a Delta when before it was Delta
neutral. Now the Straddle (Strangle) starts to pick up negative Deltas. And the more the
stock drops, the more negative the Straddle (Strangle) Delta becomes.
Buying Straddles or Strangles to open
Strike Price

Call Bid Ask

Put Bid Ask

125

$7.80

$8.05

$3.15

$3.20

130

$4.90

$5.00

$5.10

$5.20

135

$2.70

$2.80

$7.90

$8.00
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Using the June bid/ask spreads in the table above price out a long June 130 Straddle and a
long June 125-135 Strangle using the natural prices.
The Straddle cost is $10.20 ($5.00 + $5.20).
The Strangle price is $6.00 ($3.20 + $2.80).
The tactic is executed by buying both options at the appropriate strike prices depending on
the tactic you choose. The Straddle would be bought by buying to open the June 130 Calls
and the 130 Puts as a spread for a net debit of $10.20. The Strangle would be bought by
buying to open the 125 Puts and the 135 Calls as a spread for a net debit of $6.00.
Maximum Risk
The maximum risk on a Straddle (or Strangle) is the debit that you pay for the trade. The
maximum risk would be incurred at expiration if both options that you own are worthless.
For a Straddle that would mean that the stock would have to close exactly at the strike
price. For a Strangle the stock would have to close on expiration between the two strike
prices so that both options are worthless.
In this latest example the Straddle risk is $10.20 and the Strangle risk is $6.00.
Maximum Reward
To the upside, the maximum reward is unlimited. This comes from the Long Call in either
tactic. The maximum profit to the downside can be substantial, but not unlimited because
stocks can only go to zero. If the stock drops, the maximum reward would be the Put strike
minus the debit of the trade (in both the straddle and the strangle).
Break Even
With Straddles (Strangles) there are going to be two break even prices: an upper break
even level and a lower breakeven level. Again, the break even points only come into play if
you hold the Straddle until expiration, which you won’t. But you should still be able to
calculate them anyway.
The upper breakeven point is figured by adding the Straddle debit to the strike price. The
lower break even is calculated by subtracting the debit from the strike price. With the 130
Straddle in this recent example the break even prices are $119.80 and $140.20.
130 strike price + $10.20 Straddle price = $140.20
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130 strike price - $10.20 Straddle price = $119.80
Strangle break even prices are calculated by adding the debit to the Call strike and
subtracting the debit from the Put strike. Therefore, for a 125-135 Strangle costing $6.00
the break even prices are $119 and $141.
125 Put strike - $6.00 Strangle = $119
135 Call strike + $6.00 Strangle = $141
Pricing your Straddle or Strangle Prior to Expiration
Strike Price

Call Bid Ask

Put Bid Ask

125

$3.50

$3.60

$6.65

$6.75

130

$1.80

$1.85

$9.90

$10.05

135

$0.80

$0.90

$13.90

$14.05

Your current profit or loss is ascertained by the current market prices of your options.
Since you bought the Straddle or the Strangle to open this trade, you can take a look at the
current prices to see your profit or loss. To do this you look at the prices you would use to
sell the Straddle or Strangle to close.
That means you’ll sell to close the Calls on the bid price and sell to close the Puts on the bid
price. Assuming you bought the Straddle for $10.20, what’s your current profit or loss?
What if you bought the Strangle for $6.00?
If you sell the Straddle to close on these prices, you’ll receive a net credit of $11.70 giving
you a profit of $1.50. If you sell the Strangle to close on these prices, you’ll receive a net
credit of $7.45, which yields a profit of $1.45.
Mid-Course Guidance
Eject Criteria: If the initial commit criteria changes, then sell the Straddle to avoid any
further loss due to time decay. For instance, if you initially enter this trade based on an
earnings announcement from the company, and then the event doesn’t produce the
volatility and/or the movement in the stock that you had hoped for, then close the trade.
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Similarly, sometimes companies will “pre-announce” earnings before the actual release
date and this has the effect of “letting the cat out of the bag.” This would be another trigger
to eject and get out. Sometimes you’ll see the desired effect on the stock price and
sometimes you won’t. Either way, with the event now over, close the position.
There may be other times when you do get a big move in the stock before the event, such as
a run up in the stock price in anticipation of a very positive earnings announcement. If you
experience a big move that takes the stock away from the strike price of your Straddle, or
away from the center point of your Strangle, then either close the trade or make an
adjustment to the position to bring it Delta neutral again. Here’s why: If the stock moves
back to the starting point at which you initiated the trade, then the position will have
acquired a Delta that will work against you if the stock reverses course. You’ll most likely
lose any profits you have and possibly more from the time decay and any drop in volatility.
Another trigger for ejecting is if you suffer a 25% loss in the value of your Straddle. This
can come from a cumulative effect of time decay, a drop in the implied volatility, or a
combination of both. Even if your event has not yet taken place, but you’ve reached this
loss level, then close the trade and move on. Often this is avoidable with proper Straddle
selection in the first place by ensuring that you only select trades with very low implied
volatility, and not buying the Straddles too soon.
NOTE: Remember that prior to the news event you may see an increase in the implied
volatility. But the Straddle will only increase in value, and thus give you a profit, if the
volatility increase is large enough to overcome the decrease in the Straddle’s value from
the daily decay.
Profit Goal: Since Straddles are expensive trades due to the fact you’re buying two options
without selling anything, a reasonable profit objective is 25% of your Straddle price. For
instance, if you pay $5.00 for a Straddle and it increases to $6.25, that’s a 25% increase in
your trade and you should start to take profits off the table.
Important Greeks
Theta: With two long options, holding a Straddle is like burning through two tanks of fuel
instead of one. The Theta component is much more prevalent than with singles options,
and even more with spreads that involve a short leg.
Some of the Theta effect may be hidden by a rise in the volatility as the event date draws
near. When drawing near the event date, the implied volatilities may rise enough to offset
the loss from Theta. But once the event occurs, then the volatility drops back to normal and
all of the previous Theta will be factored into the lowered Straddle price. The only thing
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that will overcome this effect is a substantial move in the underlying stock.
Vega: Again, with the purchase of two options and no short options, Vega risk has a huge
impact on the pricing of a Straddle. This is why it is extremely important to check the
current level of the implied volatility and compare it to the normal baseline level for the
implied volatility. If the current volatility levels are higher than normal, be very careful in
your Straddle selection.
By understanding Vega you can calculate what risk of loss you’re potentially incurring. For
instance, you’re Straddle has a positive 40 Vega, and the implied volatility is 10 points
higher than where it normally is, then you will lose $400 per Straddle if the stock doesn’t
move and the volatility drops back to normal. In addition you’ll lose any Theta depending
on how long you’re in the position.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
Selling the Straddle (Strangle) to Close your Position.
A Straddle or the Strangle position is closed by selling to close both options simultaneously
as a spread. You bought the Straddle/Strangle as a spread for a net debit, so you will sell
the Straddle/Strangle as a spread for a credit. If the credit is more than your debit, then
you’re profitable.
One exception to this might occur when there’s a large move to the underlying stock. If the
stock has moved so far that one of your options in the spread is OTM and worthless (or
nearly worthless), then there’s no need to sell that option and incur the commission cost.
The option can be left for now and sold out later if it regains any value from a reversal of
the stock. Or it can be left to expire worthless without any further need to do anything with
that option.
In the next chapter we’ll explore the short side of Straddles and Strangles and profiting
when you feel that the increase in the implied volatility is over done compared to how
much movement you expect in the stock.

DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

17

Let’s pick a stock and build a trade plan.
IBM Long Straddle
IBM is a stock that can really surprise on earnings. There are
times when the stock doesn’t move on an earnings report, and
other times when it does. One of the most important aspects of
buying a Straddle or Strangle is to ensure that volatility is in the
low end of the range. That way, even if the stock doesn’t move
after the earnings release, then the options probably won’t get
“crushed” by a drop in the volatility. This will keep you safe in the event the stock doesn’t
enough to make the Straddle profitable. Your losses should be negligible if the volatility
doesn’t drop any further.

Referencing this chart, we know IBM will release earnings in four days.
The graph below shows the history of the implied volatility. We can see that the current
level of the option prices is near the low end of the range. That’s what we want to see for
this tactic to be successful.
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We can look at buying a Straddle or a Strangle if the stock is in between strike prices, no
more than four months out in time. Here we’re looking at February options that have 37
days left until expiration. With the stock near $130 we can buy the February 130 Straddle.
The price for this Straddle is the combination of the 130 Call and Put asking prices, which is
$6.75.

_
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_____________________________________________________________________________________________
IBM Trade Plan
January 13, 2010
Strategic Mindset:
Target:

Looking for movement, and/or volatility spike
IBM currently trading at 130.23

Commit Criteria:

IBM volatility is in the low end of its range and there’s an earnings announcement coming out in about
4 days. IBM has a history of making big moves on earnings, so we’ll use this as a trigger to get into a
Straddle or Strangle.

Tactic: Feb 130 Straddle

Tactical Employment:
Leg Set up:
Buy 1 Feb 130 Call, buy 1 Feb 130 Put
$6.75 / $675 per Straddle
Maximum Profit:
Unlimited
Maximum Risk:
$6.75 per share
Breakevens: 123.25, 136.75
The Greeks:
Theta: Theta is a major enemy because we own two options and haven’t sold any
options.
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Vega: An increase can be good for the trade; but be careful not to buy the Straddle or
Strangle if the volatility is already high.
Mid-Course Guidance:
Profit Target: 25% of the debit paid. If stock runs, close losing option; ride winning option.
Threats to success:
– Further decrease in implied volatility and no stock movement
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 25% of premium, $1.69.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Sell to close open option positions.

_______________________________________________________________________________________________________

Reminder
Straddles and Strangles should only be entered into when the implied volatility is in the
low end of its historical range. If the implied volatility is too high, then you’ll need an
enormous move in the stock to overcome the drop in the volatility once the earnings report
is released.
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Lesson 1 Quiz
1. What is the maximum loss for a Long Straddle?
a. Unlimited.
b. Premium paid.
c. Premium received.
d. Depends on strike price.
2. What is the maximum gain of a Long Straddle?
a. Unlimited.
b. Depends on price paid.
c. Substantial.
d. Depends on strike price.
3. What is the breakeven of a Long Straddle?
a. Strike plus premium, strike minus premium.
b. Strike plus cost.
c. Strike minus credit.
d. Premium plus risk.
4. What is the strategic mindset for a Long Straddle or Strangle?
a. Bearish.
b. Bullish.
c. Bullish or bearish.
d. Neutral
e. Volatile
f. c. & e.
g. d. & e.
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Use the Microsoft (MSFT) option chain above to answer the following questions.
5. Using the natural prices what is the cost to buy the 25 Straddle?
a. $2.01
b. $2.02
c. $2.03
d. $2.04
6. What are the two breakeven points for the 25 Straddle?
a. $22.99, 27.01
b. $22.96, 27.04
c. $23.00, 27.00
d. 22.98, 27.03
7. Where does stock have to be at expiration for the Straddle to lose its full value?
a. $27.04
b. $22.96
c. $23.50
d. $25.00
8. Using the natural prices, what is the cost of the 25-26 Strangle?
a. $1.50
b. $2.54
c. $1.48
d. $2.50
9. What are the breakeven prices for that Strangle?
a. $23.50, 26.40
b. $27.50, 23.50
c. $22.46, 28.54
d. $23.52, 26.38
10. Using the natural prices what is the cost of the 24-27 Strangle?
a. $0.82
b. $0.83
c. $0.84
d. $0.85
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Lesson Two

Short Straddles and Strangles
Introduction
Note: The tactics in this lesson involve substantial risk to the downside and unlimited risk
to the upside.
In the first lesson of the Advanced Tactics we looked at two similar tactics that are
extremely sensitive to changes in implied volatility, the Long Straddle and the Long
Strangle. Now, instead of buying the options and looking to profit from an increase in the
implied volatility or extreme move in the underlying, in this chapter we’re looking to profit
from a decline in the implied volatility.
Note: As with the previous chapter, we’ll discuss the Straddle and assume that
everything applies equally to the Strangle; and we’ll add in Strangle comments
where necessary.
These tactics involve the selling of both a Call and a Put in the same expiration month.
Straddles involve the ATM strike; Strangles use OTM Calls and OTM Puts. Since there aren’t
any long options in this tactic, these can be quite risky trades if there is an explosion in the
volatility and/or a large move in the underlying instrument. And without the aid of a long
option Theta and Vega are extremely important Greeks for this trade.
And just like the long counterparts of these tactics, the idea is to make money without
forecasting the direction that the stock is expected to go. And while the stock is expected to
move some amount, we’re looking for the stock not to make a significant move. Every day
that you’re short the Straddle you’ll be collecting time decay assuming that the implied
volatility is not continuing to increase.
So before selling Straddles short you’ll want to wait until you think the implied volatility
has reached a peak that is not warranted by the amount of stock movement you expect.
Commit Criteria
When buying Straddles you’re usually looking for an event that will drive the stock and the
volatility. When selling Straddles you can initiate the trade based on high volatility
regardless of whether an event is pending or not. The Straddle is sold in the belief that the
volatility is going to move lower, or that the high volatility is not warranted based on your
belief of how far a stock is likely to move.
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For instance, if you see that the volatility has risen in the options for IBM and this is due to
a pending earnings release, you can sell the Straddle if you believe that the hype is
overdone. If the stock doesn’t move much based on the earnings announcement, then the
volatility will crash back down to the “normal” level and the Straddle will drop in price,
thus giving you a profit. Of course, if the stock does move big, then you could have some
serious losses.
There can also be volatility spikes, not because of a specific news event but, from a general
rise in the volatility of the broader market. This also provides an opportunity for selling
the higher volatility and profiting when the volatility returns to a more normal range.
As with Long Straddles, events that should be absolutely avoided include takeovers,
mergers and buyouts. Regardless of which term is used, do not trade these events. And do
not trade the rumors of such events. The problem with takeover events is that the stock
can gap, volatility can move wildly, and there can be very little chance to cut losses before
they get out of hand.
The same exception from the previous chapter applies: This was the example we looked at
involving Apple Computer (AAPL). Remember this is a huge company that is always buying
smaller tech companies. There isn’t really an effect on AAPL stock when it buys these
smaller companies. But if AAPL and Microsoft were to merge that would have significant
impact on the option prices that is best left off your radar.
Fox3 Trade Principles
Short Straddles should be initiated in options that have two months or less time until
expiration. This is a tactic that profits from a drop in the volatility, but you’ll also make
money from the daily decay of the options.
Implied Volatility: As with Long Straddles, the implied volatility of the options indicates
that stocks are expected to move. We can’t sell a Straddle and then hope for absolutely no
stock movement. That wouldn’t be reasonable. But if the stock moves less than what is
warranted by the price of the Straddle, then the trade will profit from the daily decay. And
if/when the implied volatility drops, this will give you the majority of the profits.
As we stated in the previous chapter:
“If you buy a Straddle that has high implied volatility, then you’ll need a huge
stock move to compensate for this drop in the volatility once the event is
over. If you don’t get a big enough move, then you’ll lose money.”
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What was bad for the Long Straddle/Strangle, is good for Short
Straddles and Strangles!

High end of range

Going back to the same graph of the implied volatility in IBM you can see from the chart
where the volatility reaches a peak.

(screenshot provided courtesy of ThinkorSwim)
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Decide on the appropriate month to trade, then determine whether the volatility is in the
high end of its range and then evaluate if the volatility will drop. Once you have
successfully accomplished these items, select your trade. If the stock is near a strike price,
then sell the Call and the Put using the ATM strike, for a Short Straddle. If the stock is in
between strikes, and you want a wider cushion for stock movement, then you can sell an
OTM Put and OTM Call, for a Short Strangle.
Tactical Employment

A Short
is created
both the
and the
with the
strike and
expiration
For

Straddle
by selling
ATM Call
ATM Put
same
same
month.
example,
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let’s assume that the stock is trading right around $50. You would sell the Straddle by
selling both the 50 strike Call and Put, as a spread for a net credit. Let’s assume for this
example that you sell the Call for $2.00 and the Put for $2.00. The total credit for the
Straddle is $4.00.
*Keep in mind that the stock staying within the breakeven prices, would constitute a
winning trade in a short straddle or strangle.
If the Straddle is held until expiration, then the options would only have their real values
and the value of the Straddle would depend on the position of the stock. See the following
table.
Stock Price

Short 50 Call

Short 50 Put

Net value

P/L

65
60
58
55
53

15
10
8
5
3

0
0
0
0
0

15
10
8
5
3

-11
-6
-4
-1
1

50
47
45
42

0
0
0
0

0
3
5
8

0
3
5
8

4
1
-1
-4

40
35

0
0

10
15

10
15

-6
-11

You can see from the above table how the Short Straddle will lose money if the stock moves
away from the strike price. This can happen prior to expiration if the stock moves away
from the strike and/or if the volatility increases. That’s because the value of the Straddle is
increasing, which is good for the person that is long the Straddle, and bad for the person
who is short the Straddle. As you approach expiration, and as the stock approaches the
ATM strike, then the Straddle will start to lose value, which puts a profit in your pocket.
The only place (and time) where you will make the full credit of the Straddle is if the stock
is pinned exactly at the strike at expiration. Then both options would be worthless and you
would keep the full credit. Not only is this highly unlikely, as a matter of routine you should
close the short options prior to getting to expiration.
As we know, the cousin to the Straddle is the Strangle. Selling a Strangle short will also give
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you the opportunity to profit from a drop in the implied volatility or a stagnation in the
price of the stock.
Here’s the Tactical Employment for a Short Strangle:

Just like a Long Strangle is created by buying an OTM Put and an OTM Call, a Short Strangle
is created by selling both OTM options. The Strangle will give you a wider area for the
stock to move than the Straddle does, but in return you’ll receive less of a credit. That’s the
tradeoff.
As with the Long Strangle you can use the Delta of the option as a guide for how far OTM to
go for your strike selection. Selling options with a Delta ranging between .20 - .40 will keep
you from going too far OTM. It’s true that the farther OTM you sell the options, then the
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wider the break even points are going to be. But you’re still taking risk by selling far OTM
options and you’re not receiving much of a credit for selling the Strangle.
Let’s look at an example. If we assume that stock is trading for $58, we could create a
Strangle by selling the 55 Puts for $1.00 and the 60 Calls for $1.50. The total credit for this
Strangle is $2.50. Where would the stock have to close for this Strangle to be completely
worthless at expiration? If the stock closes between the strikes, then both options would
be worthless. See the following table for the Strangle values and P/L based on stock price if
held until expiration.
Stock Price

Short 60 Call

Short 55 Put

Net value

Strangle P/L

75
70
68
65
63

15
10
8
5
3

0
0
0
0
0

15
10
8
5
3

-12.50
-7.50
-5.50
-2.50
-0.50

60
57
55
52
50

0
0
0
0
0

0
0
0
3
5

0
0
0
3
5

2.50
2.50
2.50
-0.50
-2.50

45

0

10

10

-7.50

Prior to expiration, Straddles and Strangles are still going to change price as the stock
moves, as volatility changes and as time passes. Let’s look at an example assuming IBM
stock is at $126.27.
Strike Price

Call

Put

120

$6.80

$0.58

125

$2.96

$1.63

130

$0.71

$4.30
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What credit would you receive if you sold the 125 Straddle or the 120-130 Strangle? The
Straddle credit is $4.59, which is the collective credit of both the short Call and short Put.
The Strangle price is $1.29, which is the combined credit of the 120 Put and the 130 Call. In
this example there are only 11 days left until expiration.
The two break even points for the Straddle are:
Upper level = $125 + $4.59 = $129.59
Lower level = $125 - $4.59 = $120.41
The two break even points for the Strangle are:
Upper Break Even = $130 + $1.29 = $131.29
Lower Break Even = $120 - $1.29 = $128.71
Break even points for a Straddle are always going to be narrower than that of a Strangle,
but the Straddle will always produce a bigger credit. Again, that’s the tradeoff.
On expiration day, with an hour left in the session, we take a look at the current prices of
the options. The stock is trading at $125.70. If you were to close the Straddle or the
Strangle by buying the options on these prices, what would your profit or loss be? Notice
how the Straddle and the Strangle have both changed in value.
Strike Price

Call

Put

120

$5.80

$0.05

125

$1.90

$0.20

130

$0.05

$4.35

The Straddle has decreased in value to $2.10 from $4.59 and the Strangle has gone to $0.10
from $1.29. Meaning that if were to close these positions, we would profit by the difference
of the credit received and the debit to close.
How do Short Straddles (Strangles) profit? From a decrease in the price of the Straddle
(Strangle) from either a drop in the volatility or the passage of time, or both. Stagnation in
the stock, without an increase in the volatility, allows you to profit from Theta and the
passage of time.
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If the underlying stock moves, then the Straddle will increase in price. If this increase in
price is greater than what you receive from any drop in volatility and daily Theta, then
you’ll experience losses in your position.
Let’s look at initiating a Short Straddle (Strangle).

Selling Straddles or Strangles to Open
Looking at Sears Holdings (SHLD) volatility we see that it’s near the higher end of its range.
With the belief that the stock won’t make a significant move and that the volatility is likely
to move lower, you can use this as an opportunity to sell a Straddle (Strangle).

With the stock at $67 and using this option chain, what are the credit and break even prices
of the short 65 Straddle and the short 60-75 Strangle?
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Strike Price

Call Bid Ask

Put Bid Ask

60

$7.50

$7.90

$1.05

$1.25

65

$4.10

$4.30

$2.75

$2.85

70

$1.90

$2.05

$5.40

$5.70

75

$0.75

$0.85

$9.20

$9.20

Using the natural prices for the 65 Straddle the net credit would be $6.85. This produces
the following break even prices by adding and subtracting the Straddle credit from the
strike price:
Upper Break Even = $71.85
Lower Break Even = $58.15
The 60-75 Strangle is priced at $1.80 with the following break even points:
Upper Break Even = $76.80
Lower Break Even = $58.20
Maximum Risk
The risk in either tactic is huge. It’s unlimited to the upside if the stock moves higher and
substantial if the stock moves lower. Please keep this in mind when trading either tactic.
But in times when the volatility is overpriced, these tactics can produce substantial profits
in a short period of time.
Maximum Reward
Whenever you sell an option, the reward is limited to the net credit received. And this
would be collected when the option goes to a price of $0.00 and expires worthless.
Therefore, with Short Straddles (Strangles), the maximum risk is the credit received for the
sale of the Straddle (Strangle).
Break Even
As calculated with the examples above, a Straddle has two break even prices: a lower
break even and a higher break even. The higher break even is calculated by adding the
credit to the strike of the Straddle. Calculate the lower break even by subtracting the credit
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from the strike price.
Pricing your Straddle or Strangle Prior to Expiration

Call Bid Ask

Strike Price

Put Bid Ask

120

$7.00

$7.10

$0.20

$0.25

125

$2.75

$2.80

$0.90

$0.95

130

$0.50

$0.55

$3.60

$3.70

Assume the following: you sold the 125 Straddle for $5.50. Alternatively, you sold the 120130 Strangle for $2.90.
Your current profit or loss is ascertained by the current market prices of your options.
Since you sold the Straddle or the Strangle to open this trade, you can take a look at the
current asking prices to see your profit of loss. The asking prices shows you what you’d
have to pay in order to buy back your short options.
So, to close the short 125 Straddle you’ll buy both the 125 Calls and Puts on the asking
price. That generates a net debit of $3.75. Since you sold the Straddle for a credit of $5.50
you now have a profit of $1.75.
Mid-Course Guidance
Eject Criteria: If the initial commit criteria changes, then buy back your Short Straddle
(Strangle) to avoid the potential for loss from significant stock movement and/or an
increase in volatility that increases the price of the position. The Straddle (Strangle) is
initially sold when you think that the implied volatility has reached a peak. But if the
volatility continues to rise, this indicates that the market is forecasting a wider range of
stock prices and you should close the trade.
Additionally, if you incur losses equal to 50% of the premium you received for selling the
Straddle (Strangle), then close the position. For instance, you sell the Straddle for a net
credit of $5.00 and the Straddle moves higher in price to $7.50, then you have a loss of
$2.50. That’s a loss of 50% of the $5.00 credit so you need to close the trade to curb any
additional losses.
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Profit Goal: Profits are made when the Straddle (Strangle) drops in value, thus allowing
you to buy back the options to close for a cheaper price than what you collected by initially
selling the position. The first profit goal is reached when the Straddle (Strangle) profits by
50% of the initial credit. So, for instance, if you sell the position for $5.00, then 50% of that
is $2.50. When the position drops in value to $2.50 you have reached the profit goal and
should close the trade.
Alternatively, you can scale out of the position by closing one-half of your contracts when
this first goal is hit. Then reset the Eject Criteria to the 25% level. For example, you sell the
Straddle (Strangle) for $5.00 and close one-half of your contracts when the Straddle
(Strangle) drops to $2.50. Now, if the price of the Straddle (Strangle) goes back up in value
to $3.75, then the price of the Straddle is sitting at 25% of the original credit. At this level
you will close the balance of the position.
Continue to reset this level as the position moves in your favor. Depending on your broker,
this can be accomplished by using a trailing stop loss order to close the position when the
Straddle increases in price by 25% of the original credit.
Here’s another example: You sell a Straddle for $6.00. When the Straddle drops to $3.00
you’ve hit the first profit goal. You can close the entire position, or close one-half and then
monitor the balance with a trailing stop loss of $4.50 (which is a 25% profit on the original
credit).
Important Greeks
Theta: Theta is your friend and will Put money into your pocket every day assuming two
things: that the stock isn’t moving wildly and the implied volatility isn’t rising. It’s
mathematically certain that options will decay as they approach expiration, so the passage
of time is what we want. And as long as the daily Theta is greater than the increase in the
value of the Straddle (Strangle) from stock movement and Vega, then the position profits.
Vega: Your forecast for implied volatility is the most important aspect in setting yourself
up for profit. Two naked short options are going to profit from a drop in volatility because
all options drop in price when volatility goes down. Conversely, with a short Vega position,
you’ll lose if the implied volatility increases at a rate that outstrips your profits from Theta.
It’s also possible that while the Straddle is decaying the volatility can be rising and the net
effect is that the Straddle (Strangle) won’t change very much in value. This is often seen
when the market is waiting for a particular event such as an earnings report. Once the
event occurs, the implied volatility will most likely go back to its normal level, and your
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profits will be determined by how much the stock does or does not move.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
Buying the Straddle (Strangle) to Close your Position.
A Short Straddle or Strangle position is closed by buying to close both options
simultaneously as a spread. You sold the Straddle as a spread to open for a net credit; so
you close the Short Straddle as a spread for a net debit. You sold the Strangle as a spread
for a net credit; so you also buy the Strangle as a spread for a net debit. If the credit is
more than your debit, then you’re profitable.
Please note that many professional traders will close all short options prior to expiration
when the option has dropped to a nominal value such as $0.05. Once an option has
dropped in value to that amount there really isn’t much reason to keep the option open and
run the risk of an adverse stock movement that would cause that option to explode in
value. And some brokers even waive the commission when buying to close short options
for $0.05 or less.

Let’s pick a stock and build a trade plan.
AAPL Short Straddle
Like IBM, Apple Computer is a stock that can sometimes really
move when an earnings report is released, and sometimes it really
doesn’t.
So when looking at the breakeven prices for a Straddle or Strangle
you may decide that the option prices are overly inflated for how
much you think the stock can move. Look at breakeven prices
versus support and resistance.
Short Straddles and Strangles have huge risk, but if that fits with your portfolio and trading
style, these tactics can win big as well.
Looking at the graph below that shows the history of the implied volatility we can see that
DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

36

the current level of the option prices is at the high end of the range. In fact, it’s at its
highest point in six months.

We can look at selling a Straddle. Or we can sell a Strangle, if the stock is between strike
prices, or if we wanted wider breakeven points in exchange for collecting less premium.
Both have unlimited risk to the upside, and substantial risk to the downside. Both can be
profitable if the options prices are too high compared to how much the stock moves.
With the stock trading at $197.75, between two stock prices, we can sell the February 195200 Strangle. That means we’ll sell the 195 Put and the 200 Call together as a spread.
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______________________________________________________________________________________________
AAPL Trade Plan
January 22, 2010
Strategic Mindset:
Target:

Looking for no movement, and/or volatility drop
AAPL currently trading at 197.75

Commit Criteria:

Apple Computer implied volatility is at its highest level in the past 6 months. The break even points on
a Strangle are outside of support and resistance levels, so this volatility may be over done. Earnings
come out tomorrow so we won’t have to wait long to find out.
Tactic: Feb 195-200 Strangle

Tactical Employment:
Leg Set up:
Sell 1 Feb 195 Put, sell 1 Feb 200 Call
$19.10 / $1910 per Strangle
Maximum Profit:
$19.10 per share, $1910 per spread
Maximum Risk:
unlimited
Breakevens: 175.90, 219.10
The Greeks:
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Theta: Theta is our biggest friend because we’re short two options.
Vega: A decrease in volatility will be good for the trade.
Mid-Course Guidance:
Profit Target: 50% of the credit received; then reset profit level to 25% and manage trade
Threats to success:
– Incredible earnings that blows the stock out of the breakeven range
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 50% of premium, $9.55.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Buy to close open option positions.

_______________________________________________________________________________________________________

Reminder
Short Straddles and Strangles should only be entered when the implied volatility is in the
high end of its historical range, and you believe that the stock won’t move as much as the
options predict. Look at support and resistance to see where the stock is likely to stop
moving. If the implied volatility is too low, then do not enter the trade.
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Lesson 2 Quiz
1. What is the maximum loss for a Short Straddle or Strangle?
a. The credit received.
b. The premium received.
c. Unlimited.
d. Strike minus credit.
2. What is the maximum gain of a Short Straddle or Strangle?
a. Credit received.
b. Premium paid.
c. Unlimited.
d. Unlimited only to upside.
3. What is the breakeven of a Short Straddle ?
a. Depends on the srike price.
b. Strike plus cost.
c. Strike minus credit.
d. Strike price plus/minus the credit
4. What is the strategic mindset for a Short Straddle or Strangle?
a. Bearish.
b. Bullish.
c. Bullish or bearish.
d. Neutral

Use the Medtronic (MDT) option chain above to answer the following questions.
5. Using the natural prices what is the premium received to sell the 40 Straddle?

DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

40

$4.01
$4.11
$3.92
$4.00
What are the two breakeven points for the 40 Straddle?
a. $36.08, 43.92
b. $36.10, 43.90
c. $36.26, 43.84
d. $36.14, 40.00
Where does stock have to be at expiration for the Short Straddle to make its full
credit?
a. $43.92
b. $40.00
c. $36.08
d. $42.50
Using the natural prices, what is the credit of the 39-41Strangle?
a. $3.01
b. $3.18
c. $3.10
d. $3.09
What are the breakeven prices for that Strangle?
a. $36.03, 44.03
b. $35.78, 43.98
c. $35.99, 44.01
d. $36.01, 44.01
Using the natural prices what is the credit of the 38-43 Strangle?
a. $1.88
b. $1.82
c. $1.86
d. $1.92
a.
b.
c.
d.

6.

7.

8.

9.

10.
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Lesson Three

Call, Put and Iron Butterflies
Introduction
This chapter involves three different tactics that are very similar in the way they profit or
lose, and how they are managed. In fact, regardless of what the stock does, Call Butterflies,
Put Butterflies, and Iron Butterflies that have the same strike prices in common are
identical trades. That’s because they are synthetic equivalents. Based on your outlook for
the stock you could trade any of these tactics and all of the trades would react similarly. So
in that regard you will always want to choose the Butterfly that gives you the cheaper entry
price. Many times that means you’ll choose the Iron Butterfly, but not always so you’ll want
to price each one to find the smartest entry trade. Other than that there is no difference in
the risk profile of each tactic.
Note: Call Butterflies and Put Butterflies are exactly identical so we’ll discuss
Butterflies without much regard to whether we’re using Calls or Puts. Iron
Butterflies, however, involve the use of both Calls and Puts. Even though this tactic is
equivalent to Call/Put Butterflies and involves the same strike prices it requires
different management and we’ll address this in the Midcourse Guidance.
Commit Criteria
All three tactics use the same Commit Criteria. The ideal target is a channeling stock, one
that you don’t think is going to move out of a range, and there aren’t any events that you
think will increase the implied volatility during the life of the trade.
Identify channeling stocks by looking for points of consolidation on a price chart.
Sometimes AFTER a major news event you may see channeling stock action before the
stock starts trending again. Here’s a look at McDonald’s (MCD) stock:
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Notice also that the implied volatility of the options is near or approaching the low end of
its range.

Fox3 Trade Principles
When we look at the Tactical Employment below you’ll see that the maximum profit
potential for a Butterfly occurs if the stock settles at expiration at the middle strike of the
tactic. So this tactic is used as a “target” trade. Pick a target price for where you think the
stock will be at expiration and that will tell you where to place the strike for your Butterfly.
At that point you’ll just want to choose the tactic that opens the trade for the least amount
of risk.
This tactic also needs the implied volatility of the options to decrease or stay level. A rise in
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volatility hurts this trade, so be sure that there aren’t any known news events that can
negatively impact the trade during the life of the options.
And while a drop in volatility will help these tactics, the majority of profits will be made
from Theta, so you want to choose options with one to four weeks of time before
expiration. Going out any further in time won’t really hurt you, but the trade also won’t
profit, so you’ll just be tying up money in the trade and expecting a stock to remain
stagnant for a longer period of time.
Tactical Employment
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Butterflies use three different strike prices that are always equidistant apart. Strikes 1 and
3 are long strikes in a one-to-one ratio. Strike 2 is a short strike with twice the amount of
contracts. For instance, one Call Butterfly could be created by going:
Long 1 January 50 Call
Short 2 January 55 Calls
Long 1 January 60 Calls
When you add up the total premium of the trade you’ll see that you’re paying a debit for the
trade. This represents your maximum risk. The difference between the strike prices minus
what you pay for the butterfly is the maximum value that the Butterfly can achieve.
Take a closer look at the Tactical Employment and you’ll see that this tactic is really a
combination of two Vertical Spreads. In this case it’s the long 50-55 Call spread plus the
short 55-60 Call spread.
By keeping the contracts and strikes the same and changing the options to Puts, we’ll have
the Put Butterfly, which will have similar risk/reward characteristics:
Long 1 January 50 Put
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Short 2 January 55 Puts
Long 1 January 60 Put
The Put Butterfly is just a combination of two Vertical Spreads: long the 60-55 Put spread
and short the 55-50 Put spread.
The 50-55-60 Call Butterfly is identical to the Put Butterfly with the same strikes, but prior
to expiration one may provide you with a superior entry price to the other. This
determines which tactic you choose. For now let’s assume that both the Call and Put
Butterflies are trading for $1.00, having the identical price and therefore no advantage of
one over the other. How would the profit and loss scenarios play out based on the stock
price at expiration? Let’s take a look:
Stock Price

Long 50 Call

Short 55 Call

Long 60 Call

Net value

P/L

65
60
58

15
10
8

10
5
3

5
0
0

0
0
2

-1
-1
1

55
53
50
47
45

5
3
0
0
0

0
0
0
0
0

0
0
0

5
3
0
0
0

4
2
-1
-1
-1

0
0

You can see from the above table how the Call Butterfly will profit with the stock near the
middle strike and will start to lose money if the stock moves away from the middle strike
price. Now compare this to the Put Butterfly with the same strikes and entry debit of $1.00.
Stock Price

Long 50 Put

Short 55 Put

Long 60 Put

Net value

P/L

65
60
58

0
0
0

0
0
0

0
0
2

-1
-1
1

55
53
50
47

0
0
0
3

0
2
5
8

0
0
2
5

5
3
0
0

4
2
-1
-1

7
10
13
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Stock Price

Long 50 Put

Short 55 Put

Long 60 Put

Net value

P/L

45

5

10

15

0

-1

Notice how the positions profit or lose exactly the same.
The only place (and time) where you will make the full profit of the Butterfly is if the stock
is pinned exactly at the middle strike (leg 2) at expiration. As remote as this is, you would
close the trade prior to expiration.
Let’s now introduce the Iron Butterfly.

Call Butterflies are combinations of long and short Call Vertical Spreads. Put Butterflies are
combinations of long and short Put Vertical Spreads. Iron Butterflies are a combination of
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one short Call Vertical Spread and one short Put Vertical Spread. The strikes in the spreads
are the same distance apart and the short strike is the same for both spreads.
So if we look at the same strikes (the 50-55-60) as we did in the Call and Put Butterflies, the
Iron Butterfly would be created by selling the 55-60 Call spread and the 55-50 Put spread.
The maximum profit would occur at the center strike when both spreads expire worthless.
Butterflies are purchased for a debit and sold for a credit. Iron Butterflies on the other
hand are opened by selling them for a credit. And there is a relationship between regular
and Iron Butterflies that will help you decide which tactic provides the best entry price:
Although Butterflies and Iron Butterflies are similar trades, they are not always going to be
priced the same. Sometimes the call or put Butterfly will give you a better entry price
(meaning lower risk), and sometimes the Iron Butterfly will offer the lower risk trade.
So, what if you see that you could buy a $5-wide Butterfly for $1.00, or sell the equivalent
Iron Butterfly for $4.10? Which would you choose? Here there's a clear difference. The
regular Butterfly risks $1.00 to make $4.00, but the Iron Butterfly risks $0.90 to make
$4.10. Therefore the Iron Butterfly is the better tactic in this case since it gives you less risk
up front.
Let’s assume that you sell the 50-55-60 Iron Butterfly for a net credit of $4.00. Here’s how
it would play out based on different stock prices at expiration:
Stock Price

Short 55-60
Call Spread

Short 55-50 Put
Spread

Net value

P/L

65
60
58

5
5
3

0
0
0

5
5
3

-1
-1
1

55
53
50
47
45

0
0
0
0
0

0
2
5
5
5

0
2
5
5
5

4
2
-1
-1
-1

Let’s look at buying a Call Butterfly, buying a Put Butterfly or selling an Iron Butterfly. All
three tactics are identical; we’re just going to look for the one that gives us the better entry
price to open the trade.
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Buying Butterflies or Selling Iron Butterflies to Open
Maximum Risk
The maximum risk for Call and Put Butterflies is the debit paid for the trade.
For an Iron Butterfly, the maximum risk is the difference between the strikes minus the
credit received.
For all three tactics this maximum risk is incurred when the stock moves above the high
strike, or below the low strike at expiration. That is to say, the maximum loss comes when
the stock moves beyond the wings.
Maximum Reward
Maximum reward for Call and Put Butterflies is calculated by taking the difference between
the strikes and subtracting the debit. So, for example, if you buy a $5 wide Butterfly for
$1.50, that means you can profit by as much as $3.50. The maximum reward for Iron
Butterflies is the credit received.
Maximum reward is achieved when the stock settles at the middle strike of the Butterfly.
Break Even
There are two break even points for all Butterflies. For standard Call and Put Butterflies
these break evens are calculated by adding the debit to the lower strike, and subtracting
the debit from the higher strike. For Iron Butterflies, simply subtract the credit from the
middle strike to get the lower break even, and add the credit to the middle strike for the
upper break even.
Let’s look at some examples of Butterflies and Iron Butterflies on IBM stock currently at
$129.24, which appears to be moving in a channel between support at $125 and resistance
around $133.
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Implied volatility, as shown in the graph below, is in the low end of its range, and the
Butterflies will lose money if the volatility rises. But there is no reason to believe that that
is going to happen since there aren’t any known events, such as earnings, scheduled during
the time of this trade.

Using the quotes from the chart below, and using the natural prices, let’s look at buying the
Call Butterfly, the Put Butterfly or the Iron Butterfly all using the 125-130-135 strikes.
Each tactic will see maximum profit with the stock at $130 (the middle strike, also called
the “body of the Butterfly”), and maximum loss below 125 and above 135 (the “wings”).
When choosing which tactic to use the only question: Which tactic allows us to enter the
trade for the lowest risk upfront?
At the time of this trade there are only 22 days left until these options expire.
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Strike Price

Call Bid Ask

Put Bid Ask

125

$4.85

$4.95

$0.58

$0.61

130

$1.49

$1.53

$2.19

$2.23

135

$0.23

$0.25

$5.90

$6.00

Call Butterfly
Maximum Risk = $4.95 - (2 x $1.49) + $0.25 = $2.22
Maximum Reward = $5.00 - $2.22 = $2.78
Put Butterfly
Maximum Risk = $0.61 -(2 x $2.19) + $6.00 = $2.23
Maximum Reward = $5.00 - $2.23 = $2.77
Iron Butterfly
Maximum Risk = $5.00 – [($1.49 - $0.25) + ($2.19 - $0.61)] = $2.18
Maximum Reward = $2.82 (the net credit of selling both the 130-135 Call spread and the
130-125 Put spread)
After analyzing each tactic we see that the Iron Butterfly has the lowest risk to enter the
trade so this would be the correct tactic to choose. But the Iron Butterfly is not always the
correct choice. Whenever deciding that a Butterfly is the correct tactic, you just need to
look at all three choices to determine which one is the best choice at the time of your trade.
Even though the Iron Butterfly is the best trade, let’s price each of these trades at different
points in time just to see how they play out. One week into the trade, and with only 15 days
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left until expiration, the stock has moved from $129.64 to $128.25. Here are the current
option quotes. What are the current profits or losses from each Butterfly?
Strike Price

Call Bid Ask

Put Bid Ask

125

$3.70

$3.75

$0.43

$0.45

130

$0.68

$0.70

$2.41

$2.46

135

$0.07

$0.08

$6.75

$6.90

To calculate the profits or losses we’ll assume that we would close the positions by buying
to close options on the asking price and selling to close options on the bid price. So here
are the current prices of the Butterflies and the net profit or loss:
Call Butterfly
Opening price = $2.22
Current price = $2.37
P/L = $0.15
Put Butterfly
Opening price = $2.23
Current price = $2.26
P/L = $0.03
Iron Butterfly
Opening price = Credit of $2.82
Current price = Debit of $2.66
P/L = $0.16
The Iron Butterfly is generating the largest profit at this point. But we’ll look at one more
example, this time with the stock trading at $130.63 on expiration day.
Strike Price
125

Call Bid Ask
$5.55

Put Bid Ask
$5.65

$0.00
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Strike Price

Call Bid Ask

Put Bid Ask

130

$0.60

$0.65

$0.00

$0.01

135

$0.00

$0.01

$4.35

$4.45

Call Butterfly
Opening price = $2.22
Current price = $4.25
P/L = $2.03
Put Butterfly
Opening price = $2.23
Current price = $4.33
P/L = $2.10
Iron Butterfly
Opening price = Credit of $2.82
Current price = Debit of $0.66
P/L = $2.16
Mid-Course Guidance
Eject Criteria: If you lose 50% of your original risk, then it’s time to close the position and
live to trade another day. For Call and Put Butterflies that amounts to one-half of the debit
you paid for the Butterfly.
*If the amount paid is less than one or two dollars, some traders may opt to control their
risk by purchasing less total contracts.
For Iron Butterflies we have to go through a few more steps. The first is to look at the
DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

53

credit you’re receiving for selling the Iron Butterfly. Let’s assume you sell an Iron Butterfly
for $4. That credit represents your maximum profit, not your risk. The risk is calculated by
subtracting the $4 credit from the $5 width of the strike prices. That leaves a maximum
risk of $1. If you lose one-half of this risk, then close the trade.
That means that if the Iron Butterfly increases by 50 cents to $4.50, then you have lost
50% of your original risk, but is that such a bad thing when you can only lose $1.00 total?
For the Iron Condor, we have to view both the total risk and the credit we receive, because
they have a direct correlation on the probability of the trade as well. In reality, you might
be willing to tolerate the entire dollar of risk, because it still does not equal 50% of the total
credit you brought in and the one dollar is your worst case scenario.
Also, if your commit criteria changes, then close the trade regardless of profit or loss at that
point. For instance, if no potentially “market moving” events where scheduled when you
first placed the trade, but such an event makes it to the calendar during the life of your
trade, then close the position.
Profit Goal: If you generate a profit equal to 50% of your original risk in the butterfly, then
you’ve reached the first profit goal. Profits are made when the regular Butterfly increases
in value, thus allowing you to sell the trade for a credit higher than the debit you paid to
enter the trade. Or, for an Iron Butterfly, when the trade drops in value allowing you to
close the trade for a debit that is less than the original credit.
If a Call or Put Butterfly goes from $1.00 to $1.50, then it has increased by the 50% profit
goal. If a $5 wide Iron Butterfly drops from $4.00 to $3.50, then you’ve experienced a 50%
profit on the risk of $1.00 in that trade. At this point you could reset your Eject Criteria to
25% of the original risk. In both of these examples, that means that you would close the
trade when the position moved against you by $0.25 once you’ve met this goal. It may
seem like small amounts, but remember your total risk in both scenarios. Risk tolerances
may be adjusted.
Alternatively, you can scale out of the position by closing one-half of your contracts when
this first goal is hit. Then reset the Eject Criteria to the 25% level. Continue to reset this
level as the position moves in your favor. Depending on your broker this can be
accomplished by using a trailing stop loss order to close the position.
Important Greeks
Theta: Butterflies increase in value, and Iron Butterflies decrease in value, from Theta.
This makes the position profitable. That’s why these tactics should only be executed in the
last 3-4 weeks before expiration. Going out further in time won’t hurt you, but you won’t
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profit much either because there is very little time decay in Butterflies further out in time.
When Butterflies are out of the money, then the position has negative decay and will decay
away to zero if the stock is outside the wings. If the stock is near the body, then the
Butterfly will have positive Theta and will profit from this.
Vega: Butterflies are negative Vega trades. A rise in volatility is bad for a Butterfly; and a
drop in volatility is good for a Butterfly. Note that a drop in volatility is especially good if
the stock is sitting near the body of the Butterfly, because that means that the stock is not
projected to move much. But if the stock is away from the body, then there’s less chance of
the stock moving to a point where the position makes the maximum profit.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
Selling the Butterfly (or buying the Iron Butterfly) to Close your Position.
All three tactics are closed by selling legs 1 and 3 and buying back both options at leg 2.
Trade this with a spread order (All options simultaneously.). Call and Put Butterflies are
sold for a net credit to close. Iron Butterflies are bought for a net debit to close.
For standard Call/Put Butterflies, please note that either leg 1 or leg 3, which are the long
legs, might be worthless and out of the money when you’re ready to close the trade. As
such, the bid for those options might be $0.00. There is no need to sell a worthless option,
or a nearly worthless option, and incurring a commission to do so. So all that means is that
you’ll close the remaining options, again as a spread. For instance you might sell leg 1 ten
times and buy leg 2 twenty times forgetting about leg 3 all together. This is something
called a “ratio trade”.
Let’s pick a stock and build a trade plan.
CME Long Call Butterfly
Butterflies are tactics that can be traded on any stock that you think
will trade within a range. Even if the stock is a high-dollar stock like
CME, Chicago Mercantile Exchange. When your stock has a range that
you think it will stick to, then take a look at the various forms of the Butterfly: Call, Put, and
Iron. Price out each one and the go with the trade that offers the least amount of risk to
enter the trade. Here’s a look at CME trading in a range, and even an earnings report
couldn’t move the stock. So until some sort of other news comes out then the stock will
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probably remain in the range.

Taking a look at the option chain below, we can figure the risk and reward for each of the
Butterfly variations using the 260, 270 and 280 strikes. The Call Butterfly gives offers the
least amount of risk when looking at trading the Butterfly on the natural prices. Of course,
you can negotiate prices cheaper than the natural price by bidding something lower than
the natural price. But you’ll still want to stick with the Call Butterfly because the starting
prices are better than the Put Butterfly or Iron Butterfly.
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______________________________________________________________________________________________
CME Trade Plan
July 27, 2009
Strategic Mindset:
Target:

Neutral
CME currently trading at 270.00

Commit Criteria:

CME just released earnings and it was met with a big yawn. The stock hasn’t reacted at all one way or
the other. Support and resistance levels should help keep this stock in check until some news event
drives it out of a range. And with no other known news events pending, we’ll look at a Butterfly.
Tactic: August 260-270-280 Call Butterfly

Tactical Employment:
Leg Set up:

Buy 1 Aug 260 Call, Sell 2 Aug 270 Calls, Buy 1 Aug 280 Call
$2.10 / $210 per Butterfly

Maximum Profit:
$7.90 per share, $790 per spread
Maximum Risk:
$2.10 per share, $210 per spread
Breakevens: 262.10, 277.90
The Greeks:
Theta: Theta is our biggest friend because we’re short two options.
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Vega: If we’re near the stock target, a drop in volatility would be a huge help. If we’re
away from the target, it’s not so beneficial.
Mid-Course Guidance:
Profit Target: 50% of the maximum profit; then reset profit level to 25% and manage trade
Threats to success:
– News that moves the stock out of the breakeven range
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 50% of premium, $1.05.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Sell 260 and 280 Calls, buy 270 Calls
• As a spread
• Or, if all OTM, can let expire worthless. But will have lost full value at

that point.
_______________________________________________________________________________________________________

Reminder
Butterflies perform best when the trades are executed using options with four weeks or
less until expiration. That’s because this trade is so heavily dependent on the time decay of
the middle strike. And the closer we are to the target price, the more profit this tactic
generates. A drop in the volatility will help, especially if we’re on target, because that
works like an acceleration of the time decay.
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Lesson 3 Quiz
1. What is the maximum loss for a Long Call or Put Butterfly?
a. The credit received.
b. The debit paid.
c. Depends on which one.
d. Middle strike plus debit.
2. What is the maximum gain for a Long Call or Put Butterfly?
a. Difference in strikes minus debit.
b. Difference in strike plus debit.
c. Unlimited.
d. The credit received at sale.
3. What is the breakeven of a Long Butterfly ?
a. Depends on the width.
b. Middle strike plus/minus debit.
c. Lower strike plus debit; higher strike minus debit.
d. Strike price plus/minus the credit.
4. What is the strategic mindset for Call, Put, or Iron Butterfly?
a. Bearish.
b. Bullish.
c. Neutral.
d. Bullish or bearish.

Use the Bucyrus (BUCY) option chain above to answer the following questions.
5. Using the natural prices what is the cost to buy the 30-32-34 Call Butterfly?
a. $0.50
b. $0.65
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c. $0.60
d. $0.55
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6. What are the two breakeven points for that Butterfly?
a. $30.55, 33.45
b. $30.60, 33.50
c. $30.50, 33.45
d. $30.40, 33.55
7. Where does stock have to be at expiration for the Butterfly to have maximum profit?
a. Low strike.
b. High strike.
c. Middle strike.
d. Depends on Call versus Put.
8. Using the natural prices, what is the credit of the 30-32-34 Iron Butterfly?
a. $1.50
b. $1.40
c. $1.55
d. $1.30
9. What is the risk of that Iron Butterfly?
a. $0.60
b. $0.55
c. $0.65
d. $0.70
10. What are the breakeven points for that Iron Butterfly?
a. $30.55, 33.35
b. $30.60, 33.20
c. $30.50, 33.40
d. $30.60, 33.40
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Lesson Four

Broken Wing Butterflies
Introduction
Butterflies and Broken Wing Butterflies are similarly constructed trades. You’ll recall that
Butterflies have three legs. We’re just going to look at moving one of the legs to a different
strike price to achieve a different tactic.
In a Call Butterfly leg 3 is called the “insurance leg”. With the maximum profit coming at leg
2, we don’t want the stock to continue higher. But if it does, leg 3 keeps the trade from
losing substantially from the two short options on leg 2.
If we simply move leg 3 further OTM, then we have a “Call Broken Wing Butterfly.” We’ve
only changed where we place the insurance leg, but the result can be quite different in the
tactic. We’ll discuss this in depth in the Tactical Employment section below.

With a Put Butterfly, leg 1 is also the insurance leg since it’s the OTM option. We want the
stock to finish near leg 2, but if it drops too far, then the OTM strike again prevents huge
losses as the stock drops.
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And, as with the Calls, if we instead simply move leg 1 further OTM, then the trade becomes
a “Put Broken Wing Butterfly.”
The term “Broken Wing” comes from the fact that we’re “breaking” that wing option away
from the body and moving it away, to a strike farther OTM. With both regular and Broken
Wing Butterflies the crux of the tactic is that two short options are used to pay for one long
option. And that’s really how Butterflies make their money.
The far OTM option is the insurance leg. We do NOT want to make money on that option
because we do not want the stock to move that far. We want the stock to settle at the body
so that the first long leg profits and the two short legs expire worthless. And then we don’t
care that the insurance leg also expires worthless. So if we don’t care that the insurance leg
goes out worthless, and we’re not expecting the stock to move that far, then let’s make the
insurance cheaper for us.
So we’re now going to look at what happens when we move the insurance leg and the
effects that will have on risk and reward.
Commit Criteria
The vast majority of the success of this tactic lies in having a defined price target as we
approach the expiration of the options. Although hitting the price target exactly on
expiration day is next to impossible, getting into the ballpark will go a long way in
achieving a decent amount of success.
Determining the target can be a matter of fundamental or technical analysis. But using
technical analysis for these short term trades may be more appropriate. Look for
substantial support or resistance points for picking the target price. If the stock moves in
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the intended direction toward the target, and some of the time passes, the position will
begin to profit. But moving beyond the price target, and doing so quickly, will start to cause
problems for this trade.
If your target is bullish, then look at the Call Broken Wing Butterfly. We’ll look at the
strikes in detail in a moment, but we’ll look to buy a Call at or near the money, and use this
option to profit as the stock moves higher. We’ll also sell twice as many options at a strike
that correlates to our price target. This would work out best if the stock slowly moved
higher to the price target allowing us to profit on the long leg, but then to profit on the two
short legs as well by having them decay away to zero. We ideally want the stock to move
higher to strike of the short options so that the Long Call profits without the short Calls
going ITM.
If the target is bearish, then you’ll use a Put Broken Wing Butterfly. Again, start with a Put
at or near the money to profit as the stock drops. This option will profit as the stock drops.
Place the short strike at the price target of the stock. If the stock drifts down to this strike,
then the long leg profits, and the two short options expire worthless, which also generates
profit.
Another way of looking at the principle of the trade is to have the two short options pay for
the long option, then look for the stock to move to the target.
Fox3 Trade Principles
When putting these tactics together, they’re going to be very similar to regular Call and Put
Butterflies. You start by placing the options on strikes that are equidistant apart. But then
the farthest OTM option can be spread further apart. Since you’re moving the insurance leg
further out, and this makes it cost less, the overall cost of the trade is going to get cheaper.
But that comes at a higher risk in the trade if the stock moves too far in the intended
direction.
As with regular Butterflies, Broken Wings trades are not long term positions. Look at using
options with less than four weeks until expiration so that you can quickly take advantage of
the time decay in this trade.
Moving the insurance leg farther out of the money reduces the cost of the trade, and
depending on how the options set up you can find yourself placing these trades for a net
credit. This can become very important from the standpoint of what happens when the
stock moves in the wrong direction. If the stock moves in the opposite direction that you
forecast, then the worst thing that can happen is that all of your options expire worthless.
But if the trade was entered for a net credit at the outset of the trade, then you’ll keep the
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credit as a profit - even though you were wrong on the trade. That’s a very powerful
concept.

Tactical Employment
Note: Regular Call and Put Butterflies are synthetic equivalents. They are the same
trade regardless of where the stock goes. This is not true for Broken Wing
Butterflies, so each will be dissected in turn.
First we’ll look at the Call Broken Wing Butterfly.

Assume that you purchased a 50-55-65 Call Butterfly for a net price of even money. What
that means is that when you take the debit paid for the 50 and 65 Calls and then subtract
the credit from the sale of two 55 Calls, it adds up to zero. For instance:
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Buy one 50 Call
Sell two 55 Calls
Buy one 65 Call

$1.00
$0.60
$0.20

If held to expiration, here’s how that position could play out based on different stock prices.
Stock Price

Long 50 Call

Short 55 Call

Long 65 Call

Net value

P/L

70
65
64

20
15
14

15
10
9

5
0

-5
-5
-4

-5
-5
-4

63
60
58
55
53

13
10
8
5
3

8
5
3
0
0

0
0
0
0
0

-3
0
2
5
3

-3
0
2
5
3

50
45

0
0

0
0

0
0

0
0

0
0

0

If the stock moves lower and all the options expire worthless, then the Butterfly is
worthless. But since the net capital outlay was $0, you don’t lose.
If the stock moves above 50, then the 50 Call starts to profit. The best possible scenario is if
the stock stops at the short strike. The 50 will be worth the most it can be while the 55
Calls that you are short have no value.
Once the 55 Calls start to pick up value, you start to lose profit at twice the rate because
there are two short options. When the stock goes too far, in this case above 60, then you
start to lose until the insurance option kicks in and stops the bleeding.
Now let’s look at the Put Broken Wing Butterfly:
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Assume the following prices. Let’s look at how this trade will play out:
Buy one 50 Put
Sell two 45 Puts
Buy one 35 Put

$1.00
$0.50
$0.10

What’s the net price of the trade? On these prices it’s opened for a $0.10 debit.

DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

68

Stock Price

Long 50 Put

Short 45 Put

Long 35 Put

Net value

P/L

55
50

0
0

0
0

0
0

0
0

-0.10
-0.10

48
46
45
43
40

2
4
5
7
10

0
0
0
2
5

0
0
0
0
0

2
4
5
3
0

1.90
3.90
4.90
2.90
-0.10

38
35
30

12
15
20

7
10
15

0
0
5

-2
-5
-5

-2.1
-5.10
-5.10

The value of the Put Broken Wing is going to look just like the Broken Wing Call Butterfly in
these examples. But the difference here is that this trade was entered into for a small debit.
So you need to subtract that amount from the final value that the trade attains. If the trade
were entered into for a credit, that amount would be added.
Note: A close cousin to this tactic and a very powerful strategy employed by
professionals and floor traders is a tactic Call a “Ratio Vertical.” In that tactic the
insurance leg is completely removed, thus making the trade very cheap and often
times traded for credits. Please do not try to trade this tactic without the proper
education and training.
Buying Broken Wing Butterflies to Open
Maximum Risk - Calls
The maximum risk for Call Broken Wings is the worst case scenario of having the stock
move too high and go up to or beyond the farthest OTM Call. If that happens at expiration,
then the maximum loss would be endured. This is calculated by first taking the difference
between leg 3 (skipped strike) and 4 (long), as long as they are equidistance from strikes 2
and 3 . Then add in any debit paid for the trade; or subtract any premium you received in a
credit.
For example, assume the following and calculate maximum risk:
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Buy one 100 Call
Sell two 105 Calls
Buy one 115 Call

$3.50
$1.75
$0.20

Strike 3 (110 Call) is the strike that was skipped, so the difference between that strike and
strike 4 (115 Call) is $5.00. Adding in the debit of $0.20 paid for the trade and the
maximum risk here is $5.20.
Maximum Reward
Maximum reward is achieved when the stock settles at the short strike of the body. Here
that would be 105. The maximum reward is the difference between strike 1 (100) and
strike 2 (105), which is $5.00. But then you would subtract any debit paid, or add any
premium received in a credit. Since this trade was entered into for a $0.20 debit, the
maximum reward is $4.80.
Break Even
There can be multiple break even points depending on the entry price of the trade. Let’s
first look at entering for a debit.
The lower priced breakeven point would be strike 1 plus the debit. The stock has to be
above the first strike by the amount of the debit at expiration in order to break even. If the
stock continues higher, then it could get to the second break even, the point before you
head into losses. That would be strike 3 minus the debit.
If the trade is entered into for a credit, then there is only one breakeven point beyond
which you’d encounter a loss. That would be strike 3 plus the premium received from the
credit amount.
Let’s look at an example of a Call Broken Wing Butterfly. Here’s a chart on FCX trading at
$66.69 and your technical analysis indicates that the stock could head toward the $75 level.
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Implied volatility affects these trades similarly to regular Butterflies. Decreasing volatility
is good, and increasing volatility is bad, especially since it also reduces are chances of
hitting the target price in the stock.

Using the quotes from the chart below, and using the natural prices, let’s look at buying the
Call Broken Wing Butterfly using the 70-85 strikes remembering to skip the 80 strike.
At the time of this trade there are only 21 days left until these options expire.
Strike Price

Call Bid Ask

70

$1.71

$1.73

75

$0.67

$0.70

80

$0.29

$0.30
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Strike Price
85

Call Bid Ask
$0.14

$0.16

Call Broken Wing Butterfly
Cost= $1.73 - (2 x $0.67) + $0.16 = $0.55
Maximum Risk = $0.55+ $5.00 = $5.55
Maximum Reward = $5.00 - $0.55 = $4.45
Break Even = Lower Break Even = $70 + $0.55 = $70.55
Upper Break Even = $80 - $0.55 = $79.45
Now let’s price this trade at different points in time just to see how it moves. One week into
the trade, and with only 14 days left until expiration, the stock has moved from $66.69 to
$70.23. Here are the current option quotes. What are the current profits or losses from the
Butterfly?

Strike Price

Call Bid Ask

70

$2.94

$2.99

75

$1.06

$1.10

80

$0.34

$0.37

85

$0.12

$0.15

To calculate the profits or losses we’ll assume that we would close the positions by buying
to close options on the asking price and selling to close options on the bid price. So here
are the current prices of the position and the net profit or loss:
Call Broken Wing Butterfly
Opening price = $0.55
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Current price = $0.86
P/L = $0.31
As with regular Butterflies, these trades really bloom when the stock is near the target
price and expiration gets closer and closer. We’ll look at one more example, this time with
the stock trading at $77.16 on expiration day. Even though the stock has moved higher
than our maximum profit point, will this trade still be profitable?
Strike Price

Call Bid Ask

70

$7.15

$7.25

75

$2.18

$2.25

80

$0.05

$0.08

85

$0.01

$0.03

Call Broken Wing Butterfly
Opening price = $0.55
Current price = $2.66
P/L = $2.11
One note on the final prices: The 85 Call is only bid $0.01 and it may not be worth it to you
to sell the option for a penny and pay a commission to do that. If that’s the case, then just
sell the 70 Call, buy the 75 Calls, and do that as a spread. In this case, you’d close that trade
for a net credit of $2.65.
Mid-Course Guidance
Eject Criteria: As with all trades if your commit criteria changes, then close the trade and
live to fight another day.
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If you lose 50% of the risk in the trade, then close the position and get out.
Example: In this latest example the risk was $5.55. One half of that value is approximately
$2.78. The position is currently valued at a credit of $1.94 that means that you’d have to
PAY $1.94 to close the trade. And since you already paid $0.55 to get in, that means you’ve
lost $2.78. Close it and get out.
Profit Goal: If you generate a profit equal to 50% of your maximum profit, then you’ve
reached the first profit goal.
For example, in this latest example the maximum reward on the trade was $4.55. And the
opening price was $0.55. One half of the maximum profit is approximately $2.28. So if
your Butterfly increases to $2.83, then you have a 50% profit in the trade. At this point
you’ll want to reset the Eject Criteria to the 25% profit point.
The 25% profit level is approximately $1.69. So if the trade drops in value to that level,
eject.
Alternatively, you can scale out of the position by closing one-half of your contracts when
this first goal is hit. Then reset the Eject Criteria to the 25% level. Continue to reset this
level as the position moves in your favor. Depending on your broker this can be
accomplished by using a trailing stop loss order to close the position.

Important Greeks
Theta: Broken Wing Butterflies increase in value from Theta. And the closer the stock
moves to the target price, the higher the Theta becomes. This makes the position
profitable. Going out further in time won’t really hurt you, but you won’t profit much either
because there is very little time decay in Butterflies further out in time.
If you’re approaching expiration and the position is completely OTM, then the trade will
start to decay away to zero. If you received a credit to get in, then this isn’t so bad. But if
you paid for the trade, then you could lose your debit.
When Broken Wing Butterflies are out of the money, then the position has negative decay
and will decay away to zero if the stock is outside the wings. If the stock is near the body,
then the Broken Wing Butterfly will have positive Theta and will profit from this.
Vega: Broken Wing Butterflies are negative Vega trades. A rise in volatility is bad for a
DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

74

Butterfly; and a drop in volatility is good for a Broken Wing Butterfly. Note that a drop in
volatility is especially good if the stock is sitting near the body of the Butterfly, because that
means that the stock is not projected to move much. But if the stock is away from the body,
then there’s less chance of the stock moving to a point where the position makes the
maximum profit.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
Selling the Broken Wing Butterfly to Close your Position.
The trade should be closed as a spread by simultaneously selling to close the long legs and
buying to close the short leg.
Again, please note that the long legs might be worthless and out of the money when you’re
ready to close the trade. As such, the bid for those options might be $0.00. There is no
need to sell a worthless option, or a nearly worthless option, and incurring a commission to
do so. This means is that you’ll close the remaining options, again as a spread.
Or, if all the options are OTM by expiration you can simply let all of the options expire.
Wrap Up
Broken Wing Butterflies offer a trader a versatile way to trade an underlying with a defined
price target. These are advanced trades and require practice before employing with real
money. So, jump in your paper account and practice, find some with net debits and credits
and see how they behave in the market. Then, when comfortable, add to your arsenal of
option tactics. In the next chapter we’ll be using Call, Put and Iron Condors as an
alternative method of profiting from a stagnant market.
Let’s pick a stock and build a trade plan.
SPY Long Call Broken Wing Butterfly
Broken Wing Butterflies, much like their cousins the regular Call
and Put Butterflies, are tactics that can be traded on any stock that
you think will trade within a range, or trend toward a strong target
price. The difference is that the insurance leg, which is the furthest
OTM leg, is “broken” away from the body and moved further OTM.
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That makes the trade cheaper, possibly trading for a credit, but it also opens up the risk.
SPY is an ETF that tracks the S&P 500 index, but at 1/10th of the value. The good thing
about trading this tactic on the SPY, or any other index-like product, is that the ETF is
highly unlikely to gap to the same extent that an individual stock could. In this chart the
stock is trending towards a hard target price of $120, where resistance resides.

Taking a look at the option chain below, we can figure the risk and reward for a variety of
Butterfly combinations. But we want the short strike to coincide with our price target.
After choosing the middle strike we can spread the broken wing among other strikes,
making sure to break away the insurance strike. We’re looking at the 118-120-124 Call
Broken Wing Butterfly for a net debit of $0.29.
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_
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_____________________________________________________________________________________________
SPY Trade Plan
March 19, 2010
Strategic Mindset:
Target:

Bullish
SPY trading at 115.97, going to 120

Commit Criteria:

The broad market is trending higher and since SPY tracks the S&P 500, it’s less susceptible to
movement from news on any single company. Earnings season doesn’t start for another couple weeks
so we see no reason for the trend not to continue.
Tactic: April 118-120-124 Call Broken Wing Butterfly

Tactical Employment:
Leg Set up:
Buy 1 April 118 Call, Sell 2 April 120 Calls, Buy 1 April 124 Call
$0.29 / $29 per Butterfly
Maximum Profit:
Maximum Risk:
Breakevens:

$1.71 per share, $171 per spread
$2.29 per share, $229 per spread
118.29, 121.71

The Greeks:
Theta: Theta is our biggest friend because we’re short two options.
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Vega: If we’re near the stock target, a drop in volatility would be a huge help. If we’re
away from the target, it’s not so beneficial.

Mid-Course Guidance:
Profit Target: 50% of the maximum profit; then reset profit level to 25% and manage trade
Threats to success:
– News that moves the stock out of the target range
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 50% of risk, $1.15.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Sell April 118 Call, buy April 120 Calls, sell April 124 Calls if they have

value
• As a spread
• Or, if all OTM, can let expire worthless. But will have lost full value at
that point.
_______________________________________________________________________________________________________

Reminder
Broken Wing Butterflies perform best when using options with four weeks or less until
expiration, and when the stock moves to the target price. Middle strike of the Butterfly
needs to coincide with the price target. Breaking away the insurance leg is going to
increase the risk in the trade, but it can have dramatic effects on the performance of the
Butterfly when the target is dead on. When closing the trade, the farthest OTM option, the
insurance leg, may be worthless, and there’s no need to attempt to sell it. Just forget about
it.
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Lesson 4 Quiz
Use the natural prices from the following option chain where indicated:

1. If opened for a debit, what is the max loss for a Long Call Broken Wing Butterfly?
a. Strike width times two.
b. Strike width minus debit.
c. Debit plus width of strikes.
d. Debit, plus the difference between two higher strikes.
2. If opened for a debit, what is the maximum gain for a Long Call or Put Broken Wing

Butterfly?
a. Difference in strikes minus debit.
b. Difference in strike plus debit.
c. Unlimited.
d. The credit received at sale.
3. In the above chain, what is the cost of the 108-110-114 Call Broken Wing ?
a. $0.30
b. $0.27
c. $0.33
d. $0.35
4. What is the strategic mindset for Call or Put Broken Wing Butterfly?
a. Bearish.
b. Bullish.
c. Bullish or bearish with target.
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d. Bullish or bearish.
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5. What is the risk in the 108-110-114 Call Broken Wing Butterfly?
a. $2.27
b. $0.27
c. $1.73
d. $0.73
6. What are the two breakeven points for the 108-110-114 Call Broken Wing

7.

8.

9.

10.

Butterfly?
a. $108.73, 111.73
b. $108.54, 112.27
c. $108.00, 112.00
d. $108.27, 111.73
Where does stock have to be at expiration for this Butterfly to have maximum
profit?
a. 114.
b. 112.
c. 110.
d. 108.
Using the chain above, what is the price of the 109-110-112 Call Broken Wing
Butterfly?
a. $0.00
b. $0.02
c. $0.02 credit
d. $0.04 credit
What is the risk of the 109-110-112 Call Broken Wing Butterfly?
a. $0.98
b. $1.02
c. $1.04
d. $0.96
What is the breakeven point for the 109-110-112 Call Broken Wing Butterfly?
a. $111.00
b. $111.02
c. $111.98
d. $112.02
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Lesson Five

Call, Put and Iron Condors
Introduction
This chapter involves three different tactics that are very similar in the way they profit or
lose, and how they are managed. In fact, regardless of what the stock does, Call Condors,
Put Condors, and Iron Condors that have the same strike prices in common are identical
trades. That’s because they are synthetic equivalents. Based on your outlook for the stock
you could trade each tactic and all of the trades would react similarly. So in that regard you
will always want to choose the Condor that gives you the lowest risk to enter the trade.
Many times that means you’ll choose the Iron Condor, but not always so you’ll want to price
each one to find the smartest entry trade. Other than that there isn’t any difference in the
risk profile of each tactic.
Note: Call Condors and Put Condors are exactly identical so we’ll discuss Condors
without much regard to whether we’re using Calls or Puts. Iron Condors, however,
involve the use of both Calls and Puts. Even though Iron Condors are equivalent to
Call/Put Condors and involve the same strike prices they require different
management and we’ll address this in Midcourse Guidance.
Commit Criteria
As with the Butterflies, all three tactics use the same Commit Criteria. The ideal target is a
channeling stock, one that you don’t think is going to move out of a range, and there aren’t
any events that you think will increase the implied volatility during the life of the trade. If
the implied is already high and you think it will decrease, then that can benefit the trade. If
the volatility is low, that won’t hurt the position as long as it does not increase
substantially. Always be on alert for events that may change the volatility substantially or
drive the stock out of its sideways range.
Identify channeling stocks by looking for points of consolidation on a price chart.
Sometimes AFTER a major news event you may seeing channeling stock action before the
stock starts trending again. Here’s a look at MDT stock after the stock has jumped on good
news. Picking a potential range for the stock is the first step in putting this tactic to work.
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Here’s a look at the implied volatility levels at the time of this trade. The implied volatility
is the middle part of its range. A rise would hurt a Condor, but with the stock moving
higher it’s likely that the volatility will drop, which will be beneficial to this trade.

Fox3 Trade Principles
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When we look at the Tactical Employment below you’ll see that the maximum profit
potential for a Condor occurs if the stock settles at expiration between the middle two
strikes. This is called the “body” of the Condor. And just like Butterflies, these tactics are
used as a “target” trade. Pick a target price for where you think the stock will be at
expiration and that will tell you where to place the strikes for your Condor. At that point
you’ll want to choose which of the three specific tactics opens the trade for the least
amount of risk.
This tactic also needs the implied volatility of the options to decrease or stay level. A rise in
volatility hurts this trade, so be sure that there aren’t any known news events that can
negatively impact the trade during the life of the options.
While a drop in volatility will help these tactics, the majority of profits will be made from
Theta, so you want to choose options with one to four weeks of time before expiration.
Going out any further in time won’t really hurt you, but the trade also won’t profit, so you’ll
just be tying up money in the trade and expecting a stock to remain stagnant for a longer
period of time.
As we move to the Tactical Employment you’ll notice how Condors and Butterflies are
closely related. Both tactics are made up of two Vertical Spreads, but with Condors the
difference is going to be that the Vertical Spreads do not share a common strike like they do
in Butterflies.
Tactical Employment
We’ll first look at Call Condors, which are created by joining a Bull Call spread with a Bear
Call spread at higher strike prices. The Bear Call spread is sold to lower the cost and risk of
the Bull Call spread. In a traditional application of the tactic, which is being discussed here,
the strikes are all equidistant apart. Here’s a look at the individual Bull and Bear Call
spreads, and the third risk graph joins the two spreads together.
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Here’s a look at Put Condors. Again, it’s just a combination of two Vertical Spreads, this
time a Bear Put spread and a Bull Put spread with lower strike prices. The Bull Put spread
is sold to help offset the cost the Bear Put spread.
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Condors
four
different
prices
are

use
strike
that
always

equidistant apart as defined by the individual Vertical Spreads. For instance, one Call
Condor could be created by going:
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Long 1 January 50 Call
Short 1 January 55 Call
Short 1 January 60 Call
Long 1 January 65 Call
When you add up the total premium of the trade you’ll see that you’re paying a debit for the
trade. This represents your maximum risk. The difference between the strike prices is the
maximum value that the Condor could ever achieve. Subtracting those two values gives
you the maximum profit you can achieve.
By keeping the contracts and strikes the same, but changing the options to Puts, we’ll have
the Put Condor:
Long 1 January 50 Put
Short 1 January 55 Put
Short 1 January 60 Put
Long 1 January 65 Put
The Put Condor is just a combination of two Vertical Spreads: long the 65-60 Put spread
and short the 55-50 Put spread.
The 50-55-60-65 Call Condor is identical to the Put Condor with the same strikes, but one
may provide you with a superior entry price (less risk) to the other. This determines which
tactic you choose. For now let’s assume that both the Call and Put Condors are trading for
$1.00, having the identical price and therefore no advantage of one over the other. How
would the profit and loss scenarios play out based on the stock price at expiration? Let’s
take a look:
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Stock
Price

Long 50 Call

Short 55 Call

Short 60 Call

Long 65 Call

Net
value

P/L

70
65
60
58
55
54
51
50

20
15
10
8
5
4
1
0

15
10
5
3
0
0
0
0

10
5
0
0
0
0
0

5
0
0
0
0
0
0

0

0

0
0
5
5
5
4
1
0

-1
-1
4
4
4
3
0
-1

You can see from the above table how the Call Condor will profit with the stock in between
the middle strikes and will start to lose money if the stock moves away from the middle
strike prices. Now compare this to the Put Condor with the same strikes and entry debit of
$1.00.
Stock
Price

Long 50 Put

Short 55 Put

Short 60 Put

Long 65 Put

Net
value

P/L

70
65
60
58
55

0
0
0
0
0

0
0
0
0
0

0
0
0
2
5

0
0
5
7
10

0
0
5
5
5

-1
-1
4
4
4

54
51
50

0
0
0

1
4
5

6
9

11
14

10

15

4
1
0

3
0
-1

Notice how the positions profit or lose exactly the same.
The only place (and time) where you will make the full profit of the Condor is if the stock is
pinned exactly between the middle strikes (legs 2 & 3) at expiration. This wider area of
maximum profitability is different from the Butterfly, but it comes at the cost of the trade:
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Condors are more expensive than their Butterfly counterparts.
Let’s now introduce the Iron Condor.
Call Condors are combinations of long and short Call Vertical Spreads. Put Condors are
combinations of long and short Put Vertical Spreads. Iron Condors are a combination of
one short Call Vertical Spread and one short Put Vertical Spread. The strikes in the spreads
are the same distance apart, and the spreads are also the same distance apart.
So if we look at the same strikes (the 50-55-60-65) as we did in the Call and Put Condors,
the Iron Condor would be created by selling the 60-65 Call spread and the 55-50 Put
spread. The maximum profit would occur at the center strike when both spreads expire
worthless.
Condors are purchased for a debit and sold to close for a credit. Iron Condors, on the other
hand, are opened by selling them for a credit and buying them to close for a debit. And
there is a relationship between regular and Iron Condors that will help you decide which
tactic provides the best entry price:
(Condor price) - (Difference between strikes) = Iron Condor price
So if you buy a regular Condor for $1.00 that equates to selling an Iron Condor for a credit
of $4.00. Both trades are risking $1.00 to make $4.00.
Buying a 10-point wide Condor for $2.00 equals selling the equivalent Iron Condor for
$8.00. Both trades risk $2.00 to make $8.00.

DISCIPLINE | RISK MANAGEMENT | SUPERIOR EXECUTION

91

Let’s assume that you sell the 50-55-60-65 Iron Condor for a net credit of $4.00. Here’s
how it would play out based on different stock prices at expiration:
Stock Price

Short 60-65
Call Spread

Short 55-50 Put
Spread

Net value

P/L

66
63
60
58

5
3
0
0

0
0
0
0

5
3
0
0

-1
1
4
4
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Stock Price

Short 60-65
Call Spread

Short 55-50 Put
Spread

Net value

P/L

56
55
53

0
0
0

0
0
2

0
0
2

4
4
2

50
45

0
0

5
5

5
5

-1
-1

Let’s look at buying a Call Condor, buying a Put Condor, or selling an Iron Condor. All three
tactics are identical; we’re just going to look for the one that gives us the lower entry risk
to open the trade.
Buying Condors or Selling Iron Condors to Open
Maximum Risk
The maximum risk for long Call and Put Condors is the debit paid for the trade.
For an Iron Condor, the maximum risk is the difference between the strikes minus the
premium received.
*Long Condors (call and put) will have the same greek characteristics as a short iron
condor, the difference is that you will simply pay your total risk up front, as opposed to
collecting a credit and having the potential to lose more than you brought in.
For all three tactics this maximum risk is incurred when the stock moves above the high
strike, or below the low strike at expiration. That is to say, the maximum loss comes when
the stock moves beyond the wings.
Maximum Reward
Maximum reward for Call and Put Condors is calculated by taking the difference between
the strikes and subtracting the debit. So, for example, if you buy a $5 wide Condor for
$1.50, that means you can profit by as much as $3.50. The maximum reward for Iron
Condors is the credit received.
Maximum reward is achieved when the stock settles between the middle strikes of the
Condor.
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Break Even
There are two break even points for all Condors. For standard Call and Put Condors these
break evens are calculated by adding the debit to the lower strike, and subtracting the debit
from the higher strike. For Iron Condors, subtract the credit from strike 2 to get the lower
break even, and add the credit to strike 3 for the upper break even.
Let’s look at some examples of Condors and Iron Condors on SHLD stock at $97.46, which
appears to have clear support at $90 and resistance around $105.

Implied volatility, as shown in the graph below, is in the low end of its range, and the
Condors will lose money if the volatility rises. But there is no reason to believe that that is
going to happen since there aren’t any known events, such as earnings, scheduled during
the time of this trade.
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Using the quotes from the chart below, and using the natural prices, let’s look at buying the
Call Condor, the Put Condor or the Iron Condor all using the 90-95-100-105 strikes. Each
tactic will see maximum profit with the stock between $95-$100 (the middle strikes are
also called the “body of the Condor”), and maximum loss below $90 and above $105 (the
“wings”). When choosing which tactic to use, the only question is which tactic allows us to
enter the trade for the lowest risk upfront? In all other respects these tactics are identical.
At the time of this trade there are only 24 days left until these options expire.

Strike Price

Call

Put

Bid

Ask

Bid

Ask

90

$8.30

$8.70

$1.50

$1.60

95

$4.90

$5.10

$3.10

$3.30

100

$2.50

$2.65

$5.70

$6.00

105

$1.10

$1.25

$9.30

$9.70

Call Condor
Maximum Risk = $8.70 - $4.90 - $2.50 + $1.25 = $2.55
Maximum Reward = $5.00 - $2.55 = $2.45
Put Condor
Maximum Risk = $1.60 - $3.10 - $5.70 + $9.70 = $2.50
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Maximum Reward = $5.00 - $2.50 = $2.50
Iron Condor
Maximum Risk = $5.00 - ($3.10 - $1.60) + ($2.50 - $1.25) = $2.25
Maximum Reward = $2.75 (the net credit of selling both the 100-105 Call Spread and the
95-90 Put Spread)
After analyzing each tactic we see that the Iron Condor has the lowest risk to enter the
trade, so that would be the correct tactic to choose at this time. Since all three tactics are
using 5-point wide spreads, a lower initial risk indicates a higher potential reward.
But, as with Butterflies, the Iron version of the tactic is not always the correct choice.
Whenever deciding that a Condor is the tactic you want to use, you just need to look at all
three choices to determine which one is the best choice at the time of your trade.
Even though the Iron Condor is the best trade, let’s price each of these trades at different
points in time just to see how they play out. One week into the trade, and with only 17 days
left until expiration, the stock has moved from $97.46 to $94.30. Here are the current
option quotes. What are the current profits or losses from each Condor?
Call

Strike Price

Put

Bid

Ask

Bid

Ask

90

$5.30

$5.50

$1.62

$1.70

95

$2.42

$2.58

$3.75

$3.85

100

$0.90

$0.97

$7.10

$7.30

105

$0.28

$0.34

$11.45

$11.85

To calculate the profits or losses we’ll assume that we would close the positions by buying
to close options on the asking price and selling to close options on the bid price. So here
are the current prices of the Condors and the net profit or loss:
Call Condor
Opening price = $2.55
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Current price = $2.03
P/L = $0.52 loss
Put Condor
Opening price = $2.50
Current price = $1.92
P/L = $0.58 loss
Iron Condor
Opening price = Credit of $2.75
Current price = Debit of $2.92
P/L = $0.17 loss
The Iron Condor is generating the smallest loss at this point. But we’ll look at one more
time frame, this time with the stock trading at $95.04 on expiration Friday.
Strike Price

Call Bid Ask

Put Bid Ask

90

$5.00

$5.15

$0.00

$0.03

95

$0.05

$0.11

$0.01

$0.05

100

$0.00

$0.02

$4.70

$5.10

105

$0.00

$0.01

$9.70

$10.10

Call Condor
Opening price = $2.55
Current price = $4.87
P/L = $2.32
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Put Condor
Opening price = $2.50
Current price = $4.55
P/L = $2.05
Iron Condor
Opening price = Credit of $2.75
Current price = Debit of $0.07
P/L = $2.68
Mid-Course Guidance
Eject Criteria: If you lose 50% of your original risk, then it’s time to close the position and
live to trade another day. For Call and Put Condors that amounts to one-half of the debit
you paid for the Condor.
For Iron Condors we have to go through a few more steps. The first is to look at the credit
you’re receiving for selling the Iron Condor. Let’s assume you sell a $5 Iron Condor for $4.
That credit represents your maximum profit, not your risk. The risk is calculated by
subtracting the $4 credit from the $5 width of the strike prices. That leaves a maximum
risk of $1. If you lose one-half of this risk ($0.50), then close the trade.
That means that if the Iron Condor increases by 50 cents to $4.50, then you have lost 50%
of your original risk. Close the trade at this point.
If your commit criteria changes then close the trade regardless of profit or loss at that
point. For instance, if there aren’t any potentially “market moving” events where
scheduled when you first placed the trade, but such an event makes it to the calendar
during the life of your trade, then close the position.
Profit Goal: If you generate a profit equal to 50% of your maximum reward, then you’ve
reached the first profit goal. Profits are made when the regular Condor increases in value,
thus allowing you to sell the trade for a credit higher than the debit you paid to enter the
trade. Or, for an Iron Condor, when the trade drops in value allowing you to close the trade
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for a debit that is less than the original credit.
If a $5-wide Call or Put Condor goes from $1.00 to $3.00, then you have achieved the 50%
profit goal. If a $5 wide Iron Condor drops from $4.00 to $2.00, then you’ve experienced
50% profit of the profit of that trade. At this point you could reset your Eject Criteria to
25% of the original risk. In both of these examples, that means that you would close the
trade when the position moved against you by $1.00 once you’ve met this goal.
Alternatively, you can scale out of the position by closing one-half of your contracts when
this first goal is hit. Then reset the Eject Criteria to the 25% level. Continue to reset this
level as the position moves in your favor. Depending on your broker this can be
accomplished by using a trailing stop loss order to close the position.
Important Greeks
Theta: Condors increase in value, and Iron Condors decrease in value, from Theta. This
makes the position profitable. That’s why these tactics should only be executed in the last
1-4 weeks before expiration. Going out further in time won’t hurt you, but you won’t profit
much either because there is very little time decay in Condors further out in time.
When Condors are out of the money, then the position has negative decay and will decay
away to zero if the stock is outside the wings. If the stock is near the body, then the Condor
will have positive Theta and will profit.
Vega: Condors are negative Vega trades. A rise in volatility is bad for a Condor; and a drop
in volatility is good for a Condor. Note that a drop in volatility is especially good if the stock
is sitting near the body of the Condor, because that means that the stock is not projected to
move much. But if the stock is away from the body, then there’s less chance of the stock
moving to a point where the position makes the maximum profit.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
Selling the Condor (or buying the Iron Condor) to Close your Position.
All three tactics are closed by selling legs 1 and 3 and buying leg 2 twice as many times.
Trade this with a spread order. Call and Put Condors are sold for a net credit to close. Iron
Condors are bought for a net debit to close.
For standard Call/Put Condors, please note that either leg 1 or leg 4, which are the long
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legs, might be worthless and out of the money when you’re ready to close the trade. As
such, the bid for those options might be $0.00. There is no need to sell a worthless option,
or a nearly worthless option, and incurring a commission to do so. This means is that you’ll
close the remaining options, again as a spread.
Wrap Up
Condors are another versatile tactic for trading a sideways market. They entail managing
four option legs and require practice and a solid technique for picking a price target. Get in
your paper account and master these tactics before employing in your cash account. In the
final chapter of this advanced section we’ll turn to Diagonal trades. These tactics profit
both from time decay and the proper stock movement. These are trades that allow you to
make multiple adjustments as the stock moves. The positions can be carried for many
months.
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Let’s pick a stock and build a trade plan.
CME Short Iron Condor
Condors and Iron Condors are just like their cousins the
Butterfly and Iron Butterfly, but they give wider profit
areas in exchange for higher cost and lower profit
potential. You should always consider Condors when
looking at the Butterfly family of tactics. We’ll go back to
an example on CME, Chicago Mercantile Exchange, which is a high-dollar stock that can find
a trading range.
As we saw earlier when we looked at this company, the stock has found a range, and a
recent release of an earnings announcement has done nothing to move it out of the range.
With no known news announcements coming out, we’re assuming the stock will hold this
range.
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Taking a look at the option chain below, and using the 240, 260, 280 and 300 strikes we can
price out the Call, Put and Iron Condors to see which trade presents the least risk up front.
Since they’re all the same tactic, you want to choose the one with the least amount of risk
up front. We’re going with the 240-260-280-300 Iron Condor, which means we’re selling
the 260-240 Put spread and selling the 280-300 Call spread.
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______________________________________________________________________________________________
CME Trade Plan
July 27, 2009
Strategic Mindset:
Target:

Neutral
CME trading at 270.12

Commit Criteria:
CME just released earnings and it was met with a big yawn. The stock hasn’t reacted at all one way or
the other. Support and resistance levels should help keep this stock in check until some news event
drives it out of a range. And with no other known news events pending, we’ll look at a Condor.
Tactic: August 240-260-280-300 Iron Condor

Tactical Employment:
Leg Set up:
Sell 1 Aug 280 Call, Buy 1 Aug 300 Call,
Sell 1 Aug 260 Put, But 1 Aug 240 Put
Credit of $10.10 / $1,010 per Iron Condor
Maximum Profit:
Maximum Risk:
Breakevens:

$10.10 per share, $1,010 per spread
$9.90 per share, $990 per spread
$249.90 to $ 290.10 (profit zone)
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The Greeks:
Theta: Theta is our biggest friend because we’re short two options.
Vega: If we’re near the stock target, a drop in volatility would be a huge help. If we’re
away from the target, it’s not so beneficial.
Mid-Course Guidance:
Profit Target: 50% of the maximum profit; then reset profit level to 25% and manage trade
Threats to success:
– News that moves the stock out of the target range
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 50% of credit, $5.05.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Buy to close short options. Or buy the Iron Condor back if the long

options have value.
• Or, if all OTM, can let expire worthless. That would give full profit.
_______________________________________________________________________________________________________

Reminder
Condors and Iron Condors are all the same tactic. Just figure out which one gives you the
best entry price, which means the lowest risk. If the target range is right, and you bring the
tactic close in to expiration, then the insurance legs, that is, the furthest OTM options, might
become worthless. If that’s the case, there’s no need to try to sell them and incur a
commission. Let them expire worthless and just buy to close the two short options to close
all the risk.
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Lesson 5 Quiz
1. What is the maximum loss for a Long Call or Put Condor?
a. The debit paid.
b. The credit received.
c. Depends on whether it is a Call or Put Condor.
d. Width of strikes.
2. What is the maximum gain for a Long Call or Put Condor?
a. Difference in strikes plus debit.
b. Difference in strike minus debit.
c. Unlimited.
d. The credit received at sale.
3. Where are the breakevens of a Long Call or Put Condor?
a. Middle strike plus/minus debit.
b. Strike 1 minus debit; Strike 4 plus debit.
c. Strike 2 minus debit; Strike 3 plus debit.
d. Strike 1 plus debit; Strike4 minus debit.
4. What is the strategic mindset for Call, Put, or Iron Condor?
a. Bearish.
b. Neutral.
c. Bullish.
d. Bullish or bearish.

Use the Bucyrus (BUCY) option chain above to answer the following questions.
5. Using the natural prices what is the cost to buy the 29-31-33-35 Call Condor?
a. $0.90
b. $0.25
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c. $0.60
d. $0.55
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6. What are the two breakeven points for the 29-31-33-35 Call Condor?
a. $29.90, 34.10
b. $30.10, 33.90
c. $31.00, 33.00
d. $29.10, 34.90
7. Using the 29-31-33-35 strikes, which tactic provides the best entry price?
a. Call Condor.
b. Put Condor.
c. Iron Condor.
d. No clear winner.
8. Using the answer in #7, what’s the risk in that trade?
a. $1.00
b. $0.90
c. $1.20
d. $0.80
9. What is the maximum profit for that trade?
a. $1.20
b. $0.80
c. $0.90
d. $1.00
10. What are the breakeven points for that trade?
a. $30.50, 32.80
b. $31.20, 34.20
c. $29.80, 34.20
d. $30.00, 34.00
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Lesson Six

Call and Put Diagonals
Introduction
In this final chapter we’re looking at a very advanced position trading tactic. Depending on
your outlook for the stock, this tactic is something that can be managed month after month
providing short term income.
Diagonal spreads are part Vertical Spread and part calendar spread. That means that both
time and direction can work in your favor, and with monthly adjustments, this is something
that you can manage as a long term trade with short term profitability potential. As shorter
term options approach expiration, you’ll either close them or let them expire worthless,
then reinitiate a trade in the next month options.
Generally, this is how the tactic is meant to work. You buy a longer term option, a Call for
example, then to offset the time decay and to profit from the time decay you’ll sell a shorter
term Call. The strike you choose will open the trade to profit potential as the stock moves
higher or lower. After the shorter term option is done, you’ll sell another short term
option.
Note: The term “front month” option refers to the option with the closest expiration.
An interchangeable term is “near month”. Back month (also known as “far month”)
options have longer expiration time frames.
Commit Criteria
With options being traded across differing time frames in this tactic we’re looking for
defined movement before the first option expires (to profit from Theta). Then a reversal
after the front month expires and before the back month expires. For example, as stocks
move up to resistance, or down to support, you will often see a reversal if and when the
resistance (support) holds.
The idea will be to identify the target level at which you think the reversal will take place.
Then profit from selling options that will expire worthless when the target is reached. As
the stock reverses, you’ll adjust the position to profit on the counter trend move. For
instance look at this chart of FCX. The stock hits a resistance level and then sells off. You’ll
look for similar setups and then construct a trade around the resistance level.
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The long option can have time frames from two to many months. It just depends on your
outlook for the stock and how much you think it will move. The shorter term option will be
a near month option that expires in less than four weeks.
Here’s a look at the implied volatility levels at the time of this trade. With the longer term
option giving a higher exposure to Vega risk, the high implied volatility can be a threat to
the success of this trade. From the graph below you can see that volatility is in the low end
of its range.
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Fox3 Trade Principles
Pick a target price for where you think the stock will be at expiration and that will tell you
where to place the short strike in the near term month. Sell the option at or beyond this
point. When using Calls, sell a strike at, or higher than, the resistance level. For Puts, sell a
strike at or below the stock’s support level.
The options you sell should have no more than 30 days until expiration. Remember that
we want this option to decay and hopefully expire worthless. Selling anything longer term
than 30 days will immensely slow down the decay and sabotage the tactic.
For the back month option you want to select an option that is further OTM than the option
you’re selling. So, for instance, if you sell a June 50 Call, you could buy the August 55 Call.
That’s just an example, but let’s look at the leg set up in more detail.
Tactical Employment
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The leg set up for a Call Diagonal involves selling a shorter term option at or beyond
resistance. We want this option to expire worthless. The trade also consists of a longer
term option that is further OTM than the short option.
Let’s put together an example of a Call Diagonal. When examining these trades in detail it’s
not as clear cut as most of the previous tactics because we’re dealing with options with
differing time frames. In that regard it’s like we’re analyzing calendar trades. Assume that
you buy the Diagonal based on these prices, and then we’ll look at the trade at the
expiration of the short term option:
Sell one Nov 85 Call $1.00
Buy one Dec 90 Call $1.50
The net debit is $0.50 and we’ll look at reward and risk in depth below. Keep in mind that
the Dec 90 Call values are estimates that can change with volatility. This is just an example.

Stock
Price

Short Nov
85 Call

Long Dec 90
Call

Net
value

P/L

105
100
95
90

20
15
10
5

19.5
15
11
7

-0.5
0
1
2

-1.00
-0.50
0.50
1.50

85
80
75
70

0
0
0
0

4
2
0.95
0.4

4
2
0.95
0.4

3.50
1.50
0.45
-0.10
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As you price out the potential profits and losses, you see that while this strategy has a
couple of different moving parts, it’s a somewhat a forgiving trade in that the stock can
have a wide range without being hurt too badly.
Let’s look at a Put Diagonal. This tactic is used for a stock that you think will drop to
support, reverse and then head higher. Going back to FCX again, here’s the chart of the
stock trading around $76. While it’s not seen on this chart, a support level exists around
the $65 level.

The implied volatility chart again shows that implied volatility is near the low end of its
range, which is good for this tactic.

Here’s the Put example:
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Sell one Feb 65 Put $0.40
Buy one Mar 60 Put $0.55
Notice, that with support at $65, the short option is sold at that level and the long option is
further OTM (as well as further out in time). The net debit of the trade is $0.15. Here are
the option values at expiration of the February option, with the values for March being
represented by estimates.

Stock
Price

Short Feb
65 Put

Long Mar 60
Put

Net
value

P/L

80
75
70
65
60

0
0
0
0
5.00

0.40
0.75
1.45
2.70
4.80

0.40
0.75
1.45
2.70
-0.20

0.25
0.60
1.30
2.55
-0.35

55
50
45

10.00
15.00
20.00

7.80
11.70
16.20

-2.20
-3.30
-3.80

-2.35
-3.45
-4.95

Notice where the peak of the profit occurs, when the stock drops to the short strike. Why?
Because the short option expires worthless and it doesn’t cause any damage, yet the long
option has profited nicely and still has a lot of time left before expiration.
This has just been a look at how to set up the trade and what happens as we approach
expiration. This is really a two-part tactic, so we’ll address that as we now look opening a
Call Diagonal.
Buying Call or Put Diagonals to Open
Here’s the set up: JPM stock is trading around $44.00. There’s overhead resistance around
$46.00. Volatility is low.
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Part 1 of the Position
Using the bid/ask of the options below, price out a Call Diagonal. October options have 11
days left. November options have 46 days.

Oct 46 Call Bid Ask
$0.66

$0.68

Nov 48 Call Bid Ask
$1.10

$1.13

The trade is constructed by selling to open the October 46 Call and buying to open the
November 48 Call. The net cost of the trade works out to $0.47, which is derived by buying
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the November Call for $1.13 and then offsetting that cost by selling the October Call for
$0.66. Again, this is just the first part of the trade, and to fully understand the risk and
rewards in this tactic you need to understand the second part.
So let’s bring this trade forward in time. We’ll look at where the stock is on expiration
Friday and how to make the adjustments we want to achieve. On expiration the stock is
trading at $46.06. Here are the option quotes for our position:
Oct 46 Call Bid Ask
$0.05

$0.09

Nov 48 Call Bid Ask
$0.94

$0.97

First, what is our current profit or loss on the trade using the natural prices to figure the
P/L? Even though we’re not actually closing both options, we look at the appropriate bid
or asking price to calculate our profit or loss. We paid $0.47 to get into the trade, so what
do we either need to pay, or get to collect, by closing our option positions? If we bought the
Oct Calls to close for $0.09 and sold the Nov Calls at $0.94, then we’d collect $0.85.
Subtracting our $0.47 entry cost leaves us with a profit of $0.38. So far, so good.
But we’re not done yet. We still have the second part of the tactic. Now that the stock has
risen to the resistance level we identified, we expect that the stock will reverse course and
sell off. So we’re going to put ourselves in position to take advantage of that in a safe
manner.
Since the Oct Call is offered at only $0.09, we’ve made just about as much profit from that
option that we can. So the plan will be to buy to close that option, but also simultaneously
sell a $46 Call out in November. That would adjust our position into the November 46-48
Bear Call spread, and this vertical is put in place just as the stock has hit a resistance level.
Nice plan, right?
Here are the options:

Nov 46 Call Bid Ask
$1.80

$1.82

Nov 48 Call Bid Ask
$0.94

$0.97
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Part 2
To make the adjustment we’ll buy to close the October 46 for $0.09 and sell to open the
November 46 Call at $1.80 as a spread for a net credit of $1.71. Where do we now stand on
the trade?
Initiated trade for debit of $0.47
Adjusted into short Call spread for $1.71 credit.
Resulting position is short the Call spread for a net credit of $1.71 - $0.47 = $1.24.
What’s the current price of the 46-48 Call spread? If we closed it today, we would buy the
November 46 Calls for $1.82 and sell the November 48 Calls for $0.94. That’s a debit of
$0.88. So the going debit price to buy our position to close is $0.88, but we moved into the
position for a credit $1.24. Therefore, after the adjustments have been Put into place we’re
sitting on a net profit of $0.36.
And here’s what the stock looks like on October 16, 2009 when we’re into the short Call
spread:

Now that the Bear Call spread is in place we want the stock to sell off from the resistance
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level. If it does, then the spread will profit nicely. If it doesn’t, we’ll have a plan.
By November 3, 2009 the stock has retraced as expected back down to $42.70 and we’ve
been short the November 46-48 Bear Call spread from the top.

After the stock drops look at the option pricing and now determine the profit or loss.

Nov 46 Call Bid Ask
$0.39

$0.42

Nov 48 Call Bid Ask
$0.14

$0.15

Buying to close the short Call spread means we would buy the 46 Call to close and sell the
48 Call to close. Doing so, on the natural prices, means we’d pay a debit of $0.28. After
taking in a net credit $1.24 we’re left with a profit of $0.96.
There are a lot of moving parts, but take the time to go through the numbers again to make
sure you understand this incredibly versatile tactic.
Let’s define the maximum risk, reward and break even points. It’s not straightforward, but
with practice you’ll get it.
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Maximum Profit
The maximum profit on these trades will need to be analyzed in two separate time frames.
When the trade is initially placed and until the front month option expires, this is called
Part 1. The maximum reward will occur when the stock is at or near the short strike in the
front month. For Call Diagonals that would be strike 1. For Put Diagonals that would be
strike 2.
What the actual maximum profit can be is not exactly known due to the effects that implied
volatility can have on the longer term option.
For Part 2, the maximum profit is made when the stock finishes at or below strike 1 for
Calls, or at or above strike 2 for Puts. And the maximum reward at this point, for Calls or
Puts, can be figured by subtracting the total debit paid for the back month options from the
credit received for selling the front month options.
Maximum Loss
If your trade is opened for a net credit, the loss is limited to the difference between the
strikes minus the premium received from the credit.
If your trade is opened for a debit, then maximum loss is the difference between the strike
prices plus the debit.
Here are two examples:
Sell one March 45 Call $0.70
Buy one April 50 Call $1.00
Maximum Risk = $5.30
Sell one May 120 Put $2.30
Buy one June 115 Put $2.20
Maximum Risk = $4.90
Break Even
The calculation of breakeven points is difficult because of the effects of changing volatility.
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Mid-Course Guidance
Eject Criteria: Standard rules here. If the commit criteria change, close the trade. If you
lose 50% of your original risk, then it’s time to close the position and live to trade another
day.
Profit Goal: If you generate a profit equal to 50% of your estimated maximum profit, then
you’ve reached the first profit goal.
Alternatively, you can scale out of the position by closing one-half of your contracts when
this first goal is hit. Then reset the Eject Criteria to the 25% level. Continue to reset this
level as the position moves in your favor. Depending on your broker this can be
accomplished by using a trailing stop loss order to close the position.
Important Greeks
Theta: When the options position exists in different time frames, then the Theta effect is
more pronounced with the shorter term options decaying faster than the longer term. But
when Part 2 of the tactic is launched, when the options are in the same month, the effect of
Theta becomes negligible.
Vega: The effects of Vega will be different at different times during the trade, and depends
on the difference between the two option months that are being traded. At the outset of
the trade the position will have positive Vega. Generally, the longer the time between
expiration months, the bigger the effect of Vega will be.
As the short option expiration approaches, a rise in volatility will increase the premium you
receive as you enter Part 2 of the trade and sell an option in the long month. Once Part 2
has been executed, and if the price forecast is correct, then a drop in volatility would be
very beneficial. Remember that, when correctly executed, Part 2 is an out of the money
credit spread. A drop in volatility indicates that the stock is expected to move less, and this
increases the chances that the credit spread expires worthless. Conversely, a rise in
volatility increases the chances that the spread moves into money and loses.
Exit Steps
When either your Eject Criteria or your Profit Goal is hit, then it is time to close the trade.
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Closing the Diagonal Trade
Regardless of whether you are in Part 1 or 2 of the trade, if it’s time to close the trade
according your Eject Criteria or Profit Goal, you will simultaneously buy back the short
option and sell to close the long option. And that is accomplished with a spread order.
If you’re in Part 2 and the stock has moved as projected, then the spread will be OTM and
can simply expire worthless with no need to close it.
Let’s pick a stock and build a trade plan.
SPY Put Diagonal
Diagonal spreads combine the time decay effects of calendars with
the directional and time decay components of short Vertical
Spreads.
This trade starts with identifying a support of resistance level.
Here’s an example of this tactic being traded on SPY, which has been moving back and forth
between support and resistance points. Since the trade is managed in two parts, ending up
with a bullish short Put vertical, we’re going to start the trade by looking at the support
level around 105.
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We’ll be looking at options in two different months to get the trade started. We want to sell
a front month Put option near the support level, thinking that the stock won’t drop below
that level. Then we complete part one of the trade by buying a further OTM Put in the next
month out. Here we’ll sell the February 105 Puts and buy the March 102 Puts.
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___________________________________________________________________________________________
SPY Trade Plan
January 13, 2010
Strategic Mindset:
Target:

Neutral to Bullish
SPY trading at 114.62 with support at 105

Commit Criteria:
The broad market is trending back and forth between 105 and 115. There is no major news moving
the market at this point, so we’ll play off of that support level around 105.
Tactic: Feb 105 March 102

Put Diagonal

Tactical Employment:
Leg Set up:
Sell 1 February 105 Put, buy 1 March 102 Put
$0.36 / $36 per Diagonal Spread
Maximum Profit:
Maximum Risk:
Breakevens:

Difficult to determine without professional tools
$3.36 per share, $336 per spread
Difficult to determine without professional tools

The Greeks:
Theta: Theta is our biggest ally because we want the front month option to decay.
Vega: Vega is also an ally, but is most helpful when close to the front month expiration
time frame.
Mid-Course Guidance:
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Profit Target: 50% of the estimated maximum profit; then reset profit level to 25% and
manage trade
Threats to success:
– News that moves the stock below the support level
Eject Criteria/Contingency Plan:
– Commit Criteria no longer valid.
– Maximum allowable loss of 50% of risk, $1.68.
Exit Plan

1. Profit Target Reached.
2. Eject Criteria Reached.
3. To close position,
• Sell to close long options, buy to close short options.
• Or, if in part two; can let both options expire OTM.

_______________________________________________________________________________________________________

Reminder
This is a two part trade that allows us to get into a short Vertical Spread in the second part
for a very favorable price. Due to the characteristics that are so similar to a calendar trade,
it’s advised that you check with your broker’s platform for tools that will help you calculate
the maximum profit and breakeven points. These will be estimates, but we’d rather use
estimates than to use nothing and fly completely blind. These numbers are heavily
dependent on the implied volatility at expiration of the short option, so tools make it much
easier to calculate.
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Lesson 6 Quiz
1. What is the maximum loss for a Call or Put Diagonal?
a. The debit paid.
b. The credit received.
c. Difference in strikes, plus/minus the debit/credit.
d. Unknown without tools.
2. What is the maximum gain for a Call or Put Diagonal?
a. Unknown without tools.
b. Difference in strike plus debit.
c. Unlimited.
d. The credit received at sale.
3. Where are the breakevens for a Diagonal?
a. Long strike minus debit.
b. Long strike plus debit.
c. Short strike plus/minus debit.
d. Unknown without tools.
4. If you’re bearish, which Diagonal would you choose?
a. Put Diagonal.
b. Either one.
c. Call Diagonal.
d. Both.
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Use the IBM option chain above to answer the following questions.
5. You’re bullish on IBM with support at 120, which Diagonal would you trade?
a. Buy July 115 Put, sell June 120 Put
b. Sell July 115 Put, buy June 120 Put
c. Buy July 115 Call, sell June 120 Call
d. Sell July 115 Call, buy June 120 Call
6. What is the price of the correct Diagonal in #5?
a. $0.22
b. $1.48
c. $0.51 credit
d. $0.51
7. What is the risk in the trade in question #5?
a. $10.22
b. $5.22
c. $3.15
d. None.
8. When you’re ready to close the front month, what would you do?
a. Sell to close June 120 Call, buy to open July 115 Call.
b. Buy to close June 120 Call, sell to open July 120 Call.
c. Sell to close June 120 Put, buy to open July 120 Put.
d. Buy to close June 120 Put, sell to open July 120 Put.
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9. At that point what would your position be?
a. Long July 120-115 Put spread.
b. Short July 120-115 Put spread.
c. Long June 120-115 Call spread.
d. Short June 115-120 Call spread.
10. What is your remaining maximum reward at that point?
a. Credit value of July 120-115 Put spread.
b. Debit value of July 120-110 Put spread.
c. Unknown without tools.
d. Depends on volatility.
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Out Brief
Congratulations! You have made it! You have completed Top Gun Options.
Throughout Top Gun Options we have focused on the fundamentals, learned a variety of
options tactics that will allow you to trade all markets and take a practical approach to
implementing each tactic. Understanding the fundamentals is the key that opens the door
to option profits. With every trade you will become more and more comfortable with how
options behave in varying markets. You will learn where to squeeze out more profits and
avoid making errors that lead to unnecessary losses. The planning process we have gone
through with each trade will allow you to approach each trade with the proper disciplined
mindset; your risk management parameters outlined and will lead to consistent superior
execution.
As you progress in your options trading continuously use your paper account to refine your
tactics and skill. Trade your paper account like it was real money, building your disciplined
trading habits while you practice will allow an almost seamless transition to your real
money account. Discipline is the key to consistent success. We are not going to win with
every trade, but every trade is an opportunity to learn. Take your lessons learned from
each trade and before you know it you will be a steely eyed options trader.
Staying Disciplined to your profit and Risk Management guidelines will lead to consistent
Superior Execution, and ultimately more profits.
Congratulations again on completing Top Gun Options.
Happy Trading and Don’t Forget to Hedge.
The Fox3 Team.
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Fox3 Terms Glossary
Big Picture: The “Big Picture” is our analysis of the current investing landscape. Having
the “Big Picture” means we have a solid understanding of both the global and domestic
financial situation.
Commit Criteria: “Commit Criteria” is the justification for engaging a target in a trade.
“Commit Criteria” should be easily understood and explained in 1–3 sentences and be
supported by the “Big Picture” and our fundamental, technical analysis and volatility of the
Target.
Contingency Plan: Pre-planned actions within a Trade Plan if our trading target becomes
“non-cooperative”.
Cooperative/Non-Cooperative: If a target is “Cooperative” it is performing as expected
with our “Commit Criteria”: If not, then the target in “non-cooperative”.
Discipline: The art of executing according to plan, leaving emotion and irrational thought
of our profit or cash preservation goals out of our decision making. For instance, if a trade
triggers a trade plans Eject Criteria we get out, we do not ask questions or let the irrational
thought of, “it might come back tomorrow”, affect are decision making. Without sound
justification for change, we stick to the plan.
Eject Criteria: Pre-determined parameters within a Trade Plan us to get out of the trade
immediately and preserve capital to trade another day.
Fox 3: A term used by fighter pilots when shooting the AIM-120 Advanced Medium Range
Air-to-Air Missile (AMRAAM). The AMRAAM is a missile that is initially guided from the
launch aircraft. After it has received enough information about the target it then becomes
self-directed to target intercept. This is what Top Gun Options is about, providing enough
knowledge and information to traders so they too, can become self-directed in their trading
targets.
Investment Radar Scope: The “Investment Radar Scope” is our eyes, ears and mind. Once
we have the “Big Picture” and have established our “Strategic Mindset” we can employ our
“Investment Radar Scope” to find “Targets” that meet our “Commit Criteria”.
Mid-Course Guidance: Mid-Course Guidance is trade management. It includes
contingency plan, profit target and Eject Criteria.
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Re-attack: Refers to engaging a target after Ejecting from a trade or after a successful or
unsuccessful trade. If adjusting our “Strategic Mindset” and applying a different “Tactic”
and if it meets our “Commit Criteria”.
Risk Management: The active mindset of identifying, assessing and implementing
appropriate risk controls into a trade plan. Included is having the Discipline to make the
hard decision when risk parameters or contingency plan triggers are reached to execute
unemotionally.
SA – Situational Awareness: In terms of a trader, “Situational Awareness”/”SA” refers to
the level of how ones perception of reality mirrors actual reality. Example: If an options
trader buys a call going into earnings and volatility is coincidentally at all time highs then
ends up losing in the trade, the trader had low “SA” in entering this trade. Experience,
training, analysis and a good wingman add to a trader’s ability to achieve and maintain a
high level of “SA”.
Strategic Mindset: A traders “Strategic Mindset” is gained by developing a Big Picture and
is applied to markets, sectors and individual stocks. A “Strategic Mindset” can be bullish,
bearish, neutral or volatile. For instance, a trader may have a bearish “Strategic Mindset”
for the domestic markets, but maintain a bullish “Strategic Mindset” within the energy
sector.
Strategy: Strategy refers to a plan of action to achieve investment goals. For instance, a
trader's “Strategy” may be to attain more income from their stock portfolio and their Tactic
may be to employ the covered call to collect premium.
Superior Execution: The end result of effective Discipline and Risk Management in Top
Gun Options trading practices.
Tactic: A “Tactic” is the option or option spread used to support the trader’s strategy. For
instance: If a trader has a speculative strategy, they could employ deep in the money
(DITM) calls on a target that meets the Commit Criteria to achieve their profit goals.
Tactical Employment: This is the leg set-up for the option Tactic chosen to support a
trader’s strategy.
Target: Target and underlying are the same. At Fox 3 Options, we choose our targets
based on our Big Picture, Strategic Mindset, Strategy and probability of success with our
chosen Tactic.
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Trade Debrief: Is conducted after closing every trade. It determines what went right, what
went wrong and how can we execute our next trade more profitably. We look at all aspects
of our Trade Plan. A Trade Debrief generally take less than five minutes and is how we
rapidly improve our trading skills.
Trade Plan: A Trade Plan consists of: Target, Commit Criteria, Tactic, Tactical
Employment, Mid-Course Guidance and Exit Plan.
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Advanced Lesson Answer Key
Lesson 1 Quiz Answers
1. B. The maximum risk with a Long Straddle/Strangle is the debit paid.
2. A. The maximum gain on this trade could potentially be unlimited. Since the
underlying could potentially climb to unlimited heights, the profit from the Call side
of this trade is unlimited.
3. A. There are two BE’s on this trade. Since we have two different ‘wings’ and we are
paying a debit, it will be the Call strike plus the debit paid and the Put strike minus
the debit paid.
4. F. The Straddle or Strangle is a tactic with a mindset that the underlying is going to
sink rapidly or climb rapidly. This means that Bullish or Bearish is good for our
position. A Volatile environment is desirable, as well, since it will make the
underlying move rapidly.
5. D. Buying a Call and a Put are based on the ‘asking’ price. The Call is priced at 1.24
and the Put is priced at .80 thus the cost will be $2.04.
6. B. The Call Strike plus the debit and the Put Strike minus the debit. (25+2.04=
27.04) and (25 – 2.04 = 22.96)
7. D. At 25 the Call and the Put will not have any value. If the underlying is above 25
the Call will have some value (still might be losing money though, just not at a
maximum loss) and if the underlying is below 25 the Put will have some value (still
might be losing money though)
8. A. The asking price for the Call is .70 and the asking for the Put is .80 which equals a
$1.50 debit for this trade.
9. B. The BE equations are the Call strike plus the debit and the Put strike minus the
debit. (26 + 1.50 = 27.50 and 25 – 1.50 = 23.50).
10. C. The asking for the 27 Call is .36 and the asking for the 24 Put is .48 which equals
$0.84.
Lesson 2 Quiz Answers
1. C. The maximum loss for the Short Straddle/Strangle is basically unlimited. This is
because we are selling two naked options.
2. A. The maximum gain on a Short Straddle/Strangle is the credit received.
3. D. There are two BE’s with Short Straddles/Strangles. The Upper BE is the Strike
plus the credit received and the Lower BE is the Strike minus the credit received.
4. D. Neutral is the name of the game with Short Straddles and Strangles. We do not
want a large jump in the underlying and hope that it will stay range bound.
5. C. Selling a Put and a Call for the bid prices listed for the 40 strike. 2.14 + 1.78
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=$3.92.
6. A. Upper BE is the Strike plus the Credit (3.92 + 40 = 43.92), the Lower BE is the
Strike minus the Credit (40 – 3.92 = 36.08)
7. B. When the underlying ends at exactly 40 it will not be eating into our potential
profits (the credit received from both the Call and the Put). But as soon as it drifts
away from that point, either the Call credit or the Put credit will lose some value.
8. A. Selling the 39 Put for 1.40 and selling the 41 Call for 1.61 gives us $3.01.
9. C. Two BE points. Upper is the Call strike plus the credit (3.01 + 41 = 44.01) and the
Lower is the Put strike minus the credit (39-3.01 = 35.99).
10. A. The Call is sold for 1.06 and the Put is sold for .82 which gives a $1.88 credit.
Lesson 3 Quiz Answers
1. B. The debit paid is the maximum loss for a Call or Put Butterfly.
2. A. The maximum gain is the difference in strikes minus the debit paid.
3. C. There are two BE’s for this trade. Upper BE is the Upper Strike minus the debit
and the Lower BE is the Lower Strike minus the debit.
4. C. Neutral. We want the underlying not to move during the trade. If the
underlying becomes volatile and goes up or down rapidly, it will be bad for our
position.
5. D. Buy a 30 Call for 3.30, Sell two 32 Calls for 4.00 (2 x 2.00), and buy a 34 Call for
1.25. (3.30 – 4.00 + 1.25 = .55).
6. A. The Upper Strike minus the debit (34-.55 = 33.45) and the Lower Strike plus the
debit (30 + .55 = 30.55).
7. C. This is a neutral tactic. If the underlying drifts from the mid-point it will start to
lose money.
8. B. The 32-34 Calls are 2.00-1.25 which is a net credit of 0.75. The 30-32 Puts are
1.75 – 1.10 which is a net credit of 0.65. Total this is a credit of $1.40.
9. A. The maximum loss is the difference between strikes minus the credit received.
2.00 – 1.40 = $0.60.
10. D. Two BE points, Upper BE is the middle strike plus the credit received (32 + 1.40
= 33.40) the Lower BE is the middle strike minus the credit received (32 – 1.40 =
30.60)
Lesson 4 Quiz Answers
1. C. The maximum loss for a Long Call Broken Wing Butterfly (opened with a debit) is
the difference between the strikes plus the debit paid.
2. A. The maximum gain for a Long Call Broken Wing Butterfly (opened for a debit) is
the difference between strikes minus the debit paid.
3. B. Buying a 108 Call for 1.32, selling two 110 Calls for 1.14 (2 x .57) and buy a 114
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Call for .09. (1.32 – 1.14 + .09 = $0.27)
4. C. Since we are skipping a wing with this trade, it gives us a bias towards one side
(Bullish or Bearish) but at the same time keeping a certain price target in mind.
5. A. Difference between strikes plus the debit. (2 + .27 = 2.27)
6. D. There are two BE’s for this trade. Strike 1 plus the debit and Strike 3 minus the
debit. (108 + .27 = 108.27) and (112 - .27 = 111.73)
7. C. For the trade to have maximum profit the underlying will have to be at the
middle strike. If the underlying starts to drift away from this point, in either
direction, it will start to lose potential profit.
8. C. Buying one 109 Call for 0.90, selling two 110 Calls for 1.14 (2x .57) and buying a
112 Call for .22. (0.90 -1.14 + .22 = $0.02 credit)
9. A. The difference between strikes (including the skipped one) minus the credit.
(1.00 – 0.02 = $0.98)
10. B. Because this position was opened for a credit, there is only one BE point. Strike 3
plus the credit received. (111.00 + 0.02 = 111.02)
Lesson 5 Quiz Answers
1.
2.
3.
4.

A. The debit paid is the maximum loss possible for a Long Call or Put Condor.
B. The maximum gain is the difference between strikes minus the debit.
D. Two BE’s in this trade. Strike 1 plus the debit and Strike 4 minus the debit.
B. Neutral. We are looking for the stock to stay within a certain price range for it to
be profitable.
5. A. Buy one 29 Call at 4.10, sell one 31 Call for 2.55, sell one 33 Call for .85 and sell
one 35 Call for 1.50. (4.10 – 2.55) + (.85 – 1.50) = $0.90 debit.
6. A. Two BE points. Strike 1 plus the debit (Lower BE) and Strike 4 minus the debit
(Upper BE). 29 + 0.90 = 29.90 and 35 – 0.90 = 34.10.
7. C. The Call Condor would be $0.90 debit, the Put Condor would be .85 debit and the
Iron Condor will be $1.20 Credit. The difference in price of the strikes (2.00) minus
the credit (1.20) of the Iron Condor is $0.80. The risk of the Iron Condor is only 80
cents so selling the Iron Condor for $1.20 is a better trade.
8. D. The difference between strikes (2.00) minus the credit received (1.20) gives us
the maximum risk, $0.80.
9. A. The credit received on the Iron Condor is the maximum profit potential. 1.20.
10. C. The BE points for the Iron Condor are: Upper BE equals strike 3 plus credit
received and strike 2 minus the credit received. 33 + 1.20 = 34.20 and 31 – 1.20 =
29.80
Lesson 6 Quiz Answers
1. C. If the position is opened as a credit the maximum loss is the difference in strikes
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minus the credit. If it is opened for a debit, it is the difference is strikes plus the
debit.
2. A. Basically it will be very hard to determine the maximum gain for this trade due to
the fact that there are two different expiration dates involved and two different
parts to the tactic.
3. D. The same explanation as number 2.
4. C. The Call Diagonal is an overall bearish trade.
5. A. On the Put Diagonal you are placing your sell of the Put at the support level.
6. A. The difference in the long July 115 Put and the short June 120 put is $0.22. (1.44
– 1.22 = .22 debit)
7. B. The difference in strikes plus the debit paid. 5.00 + 0.22 = 5.22
8. D. Buy the June 120 Put to close that position and sell to open the July 120 Put to
create a Bull Put Spread.
9. B. Same explanation as in number 8.
10. A. Since the position will turn into a Bull Put Spread the maximum gain on that
position is the credit received.
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